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ABSTRACT

This study aims to analyze the effect of liquidity, leverage, profitability, sales growth, and operating
capacity on financial distress during the COVID-19 period. Quantitative research is used using
secondary data with purposive sampling method involving 55 hotel, restaurant, tourism, and
transportation companies taken from financial statement on IDX. The research methods used are
multiple linear regression analysis and analyzed utilizing IBM SPSS. This study during COVID-19
carries out that leverage has an effect on financial distress, while liquidity, profitability, sales growth
and operating capacity have an insignificant effect on financial distress.
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1. INTRODUCTION

At the end of 2019, the world was shocked by COVID-19, or Coronavirus Disease, which is a
virus that can infect the respiratory system with symptoms of fever, cough, runny nose, and difficulty
breathing [1]. This virus spreads very fast and has spread throughout the world, therefore, the
COVID-19 Outbreak is officially designated by the World Health Organization (WHQ) as a global
pandemic on March 11, 2020 [2].

This research was conducted to determine the impact of COVID-19 pandemic on the financial
condition of the Hotels, Restaurants, Tourism, and Transportation industry as the two most affected
sub-sector companies in Indonesia. The drastic decline of each sector can be proven through data in
April 2020, where tourism sector has suffered a loss of 85.7 trillion, with details of the hotel sector 30
trillion, restaurants 40 trillion, airlines 11.7 trillion, and tour operators 4 trillion [3].

The sharp decline based on the data above requires management to be vigilant as it indicates
financial distress in the company. There are five variables used as a reference for calculations,
including Liquidity, Leverage, Profitability, Sales Growth, and Operating Capacity.

Liquidity measures a company's capacity to fulfil its short-term debts by utilizing its current
assets [4]. Previous research found that liquidity had a significant effect on financial distress [5-11].
However, the research conducted by [4], [12-13] find that liquidity has an insignificant effect on
financial distress.

Leverage measures how a company could survive in the long-term using debt [24]. Previous
research found that leverage is influential significant to financial distress [5-9], [11-15]. However,
based on the research conducted by [4], [13], leverage has no significant effect on financial distress.

Profitability is the ability to generate profits as a measurement of success or failure of a company
[24].

Several previous studies carried out by [4-9], [12-13] show that Profitability has a significant
effect on financial distress. However, [10-11] found that profitability has no significant effect on
financial distress.
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Sales growth shows the ups and downs of company sales in a certain year [15]. Based on
previous research, Sales Growth has a significant effect on financial distress [16-17]. However, [12],
[15] find that sales growth has no significant effect on financial distress.

Operating Capacity measures the effectiveness of a company in generating sales with all its
assets [16]. Several previous studies show that Operating Capacity has a significant effect on financial
distress [5], [11], [16-18]. However, the results of research conducted by [9], [13] found that
operating capacity had no significant effect on financial distress.

The inconsistency of the research results above, as well as the conditions during the COVID-19
pandemic, made this research more interesting in order to obtain significant results. This study
focused on empirical evidence to examine the effect of liquidity, leverage, profitability, sales growth,
and operating capacity on financial distress during COVID-19 pandemic.

2. LITERATURE REVIEW

Signalling theory explains how relevant information can be used by external parties for their
interests in making decisions [19]. The executive is assumed to hold accurate information about the
company and will be a guide for potential investors regarding the outlook on the company's prospects
[20]. Financial statements could be the signal given by the company to potential investors as a picture
of the past, present and future regarding company’s financial condition and viability [21].
2.1. Financial Distress

Financial distress arises when a company is incapable to manage and sustain the stability of its
financial performance and is on the threat of liquidation. The condition of how healthy a company is
can be measured and described through their financial statements [21].

2.2. Liquidity

Liquidity measures the company's ability to pay off its current liabilities using the company's
current assets. Without sufficient liquid assets, the company won’t be able to operate normally.

2.3. Leverage

Leverage measures the amount of a company's assets funded by debt. High level of leverage ratio
indicates the large source of funding originating from external parties.

2.4. Profitability

Profitability measures the company's capability to generate profits through sales revenue earned.
The higher the profit generated means the better the productivity of assets in generating net income.

2.5. Sales Growth

Sales growth describes a company’s sales from year to year. High sales growth portrays the
company's competence to maintain its operational continuity [17].

2.6. Operating Capacity
Operating Capacity shows company’s effectiveness in managing assets to generate profits. High

operating capacity means that the company has managed its assets effectively and indicates an
increasing level of company sales [17].
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3. RESEARCH MODEL AND HYPOTHESES DEVELOPMENT
3.1. The Effect of Liquidity as Measured by Current Ratio on Financial Distress

The beginning of a company entering the financial distress stage is caused by liquidity problems
experienced by the company, and if no action is taken, then bankruptcy can occur [18]. A high
liquidity ratio indicates the company has sufficient liquid assets to pay off its current liabilities, and
the less likely they are to experience financial distress during the COVID-19 period [4].

According to signalling theory, company with high level of liquidity is a good signal for users of
financial statements as it describes the company's good financial condition [19].

Hs: Liquidity has a negative effect on Financial Distress

3.2. The Effect of Leverage as Measured by Debt to Assets Ratio on Financial Distress

Companies with better access to funding sources tend to rely on capital obtained from external
parties to finance their operational activities and generate profits so as to avoid financial distress [22].

High level of leverage can certainly harm the company, however, if the company manager can
manage and succeed on utilizing external funds effectively and efficiently during the COVID-19
period, it is considered that the company's performance can increase hence financial distress can be
avoided [21]. In accordance with signalling theory, this situation provides good signal for investors as
they will be more convinced to put up more funds.
Ha: Leverage has a negative effect on Financial Distress

3.3. The Effect of Profitability as Measured by Return on Assets on Financial Distress

The higher the profit generated means the better the productivity of assets in generating net
income. Thus, the company can pay off its debts and the possibility of experiencing financial distress
is lower [23].

Signalling theory suggests a company with high profitability shows that its financial condition is
more stable and this provides good news for users of the company's financial statements [22].
Therefore, the higher the profit earned during the COVID-19 period, the less likely it is for company
to encounter financial distress.

Ha: Profitability has a negative effect on Financial Distress

3.4. The Effect of Sales Growth on Financial Distress

High sales growth during the COVID-19 period reflects the company's capability in maintaining
its operational continuity [17] and indicates a healthy financial condition in which financial distress
can be avoided. In line with signalling theory, this is a good signal for investors and creditors [19].

H,: Sales Growth has a negative effect on Financial Distress

3.5. The Effect of Operating Capacity as Measured by Total Asset Turnover on Financial Distress

High operating capacity shows the company has managed its assets effectively and indicates an
increasing level of company sales [17]. In order to raise sales, managers are expected to make the
fullest use of assets for operational activities [22]. The higher the operating capacity during the
COVID-19 period, the more effective the use of total assets in generating sales, and the smaller the
risk of the company experiencing financial distress [16]. This is a good signal that attracts third parties
as the company’s financial statement shows a good financial condition.

Hs: Operating Capacity has a negative effect on Financial Distress

https://doi.org/10.24912/ijaeb.v1i1.643-651 645



International Journal of Application on Economics and Business (IJAEB)
Volume 1, Issue 1, 2023. ISSN: 2987-1972

The research model of this study as presented in Figure 1 below:

Liquidity (X1) Hi ()

Leverage (Xz2)

Profitability (X3)

Sales Growth (X4)

Operating Capacity (Xs)

Figure 1 The Research Model

4. RESEARCH METHOD

Financial

Distress (Y)

In this study, the population used is all hotel, restaurant, tourism, and transportation sub-sector
companies listed on the Indonesia Stock Exchange for the 2020 period. Purposive sampling technique
is used, resulting in 55 samples which was in accordance with the following sample criteria: (1)
Companies in the hotel, restaurant, tourism, and transportation sub-sectors listed on the IDX
respectively during the 2019-2020 period; (2) Companies in the hotel, restaurant, tourism, and
transportation sub-sectors that experience financial distress according to the Altman Z-score analysis
model in the 2020 period. Data used in this study is secondary data, namely the company's financial
statements as of December 31, 2019-2020. The research methods used are multiple linear regression
analysis and analyzed utilizing IBM SPSS software. As presented in Table 1, following shows the

operationalization of this research’s variables:

Table 1 The Operationalization of Research Variables

Variables Description Adopted From Scale
Financial Distress £ —score = 1.2T1 + 1.4T2 Jaafar Ratio
+3.3T3 +0.6T4 + 1.0T5 et al.
(2018)
Liquidity LIQ = Current Asset Jaafar Ratio
Current Liabilities et al
(2018)
Leverage LEV = Total Liabilities Jaafar Ratio
Total Asset et al
(2018)
Profitability pRE = et Income Jaafar Ratio
Total Asset et al
(2018)
Sales Growth GRW = Sales Year 2 - Sales Year 1 Jaafar Ratio
Sales Year 1 et al
(2018)
Operating Capacity TATO = Vet Sales Putri (2021) Ratio

Total Asset
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Based on the hypothesis above, the regression equations formed:

Y = BO + BIXI + B2X2 + ﬁ3X3 + B4X4 + B5X5 +

B s st (N
Note:

Y : Altman Z-Score Financial Distress
Bo : Constant

X1 : Liquidity

X2 : Leverage

Xs : Profitability

X - Sales Growth

Xs : Operating Capacity

B1 Pz B3, Ba Ps  : Regression coefficients

€ : Error

5. RESULTS

Financial Distress as the dependent variable, proxied by Beta of Companies, has a maximum
value of 2.96094, minimum value of -22.38634, mean value of -0.13245 and standard deviation of
3.95390916. The first independent variable is liquidity, Current Ratio as a proxy, has a maximum
value of 140.24520, minimum value of 0.03483, mean value of 4.34477 and standard deviation of
18.92818. The second independent variable is leverage as proxied by Debt to Asset Ratio, has a
maximum value of 3.13860, minimum value of 0.00145 mean value of -0.061051 and standard
deviation of 0.56831. The third independent variable, profitability proxied by Return on Assets has a
maximum value of 0.66196, minimum value of -0.45302, mean value of -0.06135 and a standard
deviation of 0.14614. The fourth independent variable, sales growth proxied by Annual Percentage in
Sales has a maximum value of 2.19814, minimum value of 0.00058, mean of -0.22728 and a standard
deviation of 1.24965. The fifth independent variable is operating capacity as a proxy for Total Asset
Turnover has a maximum value of 8.57451, minimum value of -1.00000, mean of 0.34592 and a
standard deviation of 0.41500.

The data used in this study is cross-sectional, hence classical assumption test is performed. In the
Normality test, the significance value is 0.340 > 0.05, showing a normally distributed data. In the
Multicollinearity test, all variables have a tolerance value > 0.1 and VIF value of <10, which
concludes there are no multicollinearity problems. In the Heteroscedasticity test, all variables have a
significant value of 0.05, therefore it is concluded that there is no heteroscedasticity. In the
Autocorrelation test using Runs Test, result shows a value of 0.890 > 0.05 which means there is no
autocorrelation. The Adjusted R-Square shows a value of 0.526, which explains the independent
variables in this research are able to explain financial distress as a dependent variable of 52,6%. The F
test shows a significant value of 0.000 thus each independent variables in this study have a significant
effect on the dependent variable simultaneously. The t test results show that leverage has a negative
and significant effect on financial distress. Table 2 and 3 shows the results of descriptive statistical
and hypotheses testing:
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Table 2 The Results of Descriptive Statistics

Variables N Min Max Mean Standard
Deviation
Financial 55 -22.38634 2.96094 0. 13245 3.95391
Distress
Liquidity 55 0.03483 140.24520 4.34477 18.92818
Leverage 55 0.00145 3.13860 -0.061051 0.56831
Profitability 55 -0.45302 0.66196 0.06135 0.14614
Sales Growth 55 0.00058 2.19814 -0.22728 1.24965
Operating 55 -1.00000 8.57451 0.34592 0.41500
Capacity

Table 3 The Results of Hypothesis Testing

Variable Coefficient Sig. Value Results

Liquidity (CR) -0.010 0.631 Haiis
rejected

Leverage (DAR) -5.457 0.000 Hzis

supported

Profitability (ROA) -4.763 0.103 Hsis
rejected

Sales Growth -0.074 0.807 Hais
rejected

Operating Capacity -1.015 0.293 Hsis
(TATO) rejected

The regression analysis model is obtained as follow:

Y =3.284 - 0.010 LIQ —5.457 LEV - 4.763 PRF — 0.074 GRW - 1.015 TATO + €& ......ceveneenn.n. 1

6. DISCUSSION

Based on the results obtained and generated form this study, there are several discussions
concluded. First, liquidity has a negative and insignificant effect on financial distress, so the first
hypothesis is rejected. High or low levels of liquidity aren’t able to reflect good or bad a company’s
condition are in during the COVID-19 period. This finding are in accord with previous research by
[4], [12-13]. Second, leverage has a negative and significant effect on financial distress, so the second
hypothesis is accepted. High leverage indicates that companies with better access to funding sources
have more opportunities to have a higher level of funding in funding their assets so as to avoid
financial distress. The results of this study are consistent with the finding of [6-9], [11-15]. Third,
profitability has a negative and insignificant effect on financial distress, so the third hypothesis is
rejected. Low profitability has not been able to affect the results of the study because this research
was carried out during the COVID-19 period with a limited period of time, namely from March to
December 2020. Companies can still meet its debts and other costs by using thier internal and external
funds [22]. The finding of this study are consistent with previous research carried out by [10-11]. The
test results show that sales growth has a negative and insignificant effect on financial distress, so the
fourth hypothesis is rejected. The declining sales growth during the COVID-19 period in 2020 was
temporary due to the lockdown and the imposed Large-Scale Social Restrictions (PSBB). The results
are in accord with previous research carried out by [12], [15]. Lastly, the test result of operating
capacity shows a negative and insignificant effect on financial distress, so the fifth hypothesis is
rejected. No matter how effective the use of company assets is in producing a high level of operating
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capacity, it will not guarantee that the company's financial condition is safe from financial distress due
to the drastic decrease in the number of visitors and passengers in hotels, restaurants, tourism, and
transportation during the COVID-19 period in 2020. The finding of this study is in accordance with
previous research conducted by [9], [13].

7. CONCLUSION

Based on the main objective of this study in analyzing and empirically testing the relationship of
the independent variables, liquidity, profitability, sales growth, and operating capacity, to the
dependent variable financial distress, there are several conclusions that can be drawn from the results
of tests that have been conducted using a confidence level of 95%. First, the dependent variable of
financial distress is proven to be affected by the independent variables, liquidity, leverage,
profitability, sales growth, and operating capacity simultaneously. Second, the test results in this study
shows a negative and significant influence between the leverage variable on financial distress.
However, there are no significant effect between liquidity, profitability, sales growth, and operating
capacity on financial distress partially. This study has several limitations that are expected to be
improved and updated in future research. First, this research uses five independent variables, without
control variables. Second, the sample used is limited to hotels, restaurants, tourism and transportation
sub-sector companies which consist of only 55 samples. Third, the research period is only one year,
namely during the COVID-19 period in 2020. Therefore, some suggestions that can be given to
further research are to use other ratios or add independent variables and control variables such as
operating cash flow, firm size, capital structure, capital intensity, inflation rate, or corporate
governance, as well as increasing the research time period before the COVID-19 period in order to
compare the company's financial distress conditions before and after the pandemic. As for company
management, especially those with a high level of leverage, it is expected that debt can be managed
properly to avoid financial distress. In addition, this research is expected to be used as a reference
material and considerations regarding the company's financial condition in order to minimize the
occurrence of financial distress by managing company’s finances properly. For investors, this
research is expected to provide an overall picture of a company's financial condition before making
decisions such as investing by considering the factors that affect financial distress.
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