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Abstract 

The level of firms’s ability to create value relative to invested capital  (LACVIC) is proxied by Price 
to Book Value Ratio.  Price to Book Ratio is also a proxy of firm value.  The purpose of this study 
was to examine the effect of growth, profitability, size and  assets tangibility on the level of  firm's 
ability to create value with probability of financial distress as an intervening variable.  This study 
was conducted on public companies in Indonesia during the periods of 2013 – 2017. The panel 
data were analyzed by using Partial Least Square.  Results indicate that assets tangibility has 
positive and significant effect on financial distress probability.  Financial distress probability has 
no significant effect on LACVIC.  Profitability, firm size, and assets tangibility have significant 
effects LACVIC directly, but they have no significant effect on it trough financial distress 
probability.  It is indicating that financial distress probability does not act as an intervening 
variable. The implication is that companies should not have much assets tangibility because it can 
increase financial distress probability and decrease LACVIC 

Keywords: company’s health level; financial distress probability; the level of firms’s ability to 
create value relative to invested capital; tangibility. 

 

1. Introduction 

Stock valuation is an aspect of investment decision making.  Stock valuation with relative 
valuation method using equity valuation multiples.  One of the specific value driver in 
equity valuation multiples is price to book value.    Price-book value indicates LACVIC and  
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indicates  how much investors are willing to pay to company’s book value (E. F. Brigham 
& Daves, 2013). 

Price - book value or market to book value is often used as a proxy for firm value (Chen, 
Cheng, & Hwang, 2005); (Purwohandoko, 2017); and (Aggarwal & Padhan, 2017) .  
Market value ratios give management an indication of what investors think of the 
company’s past performance and future prospects. This is because stock market prices 
are formed by investor perceptions of company fundamentals, economic situation, and 
investor expectations.   Based on the opinions of these researchers, the Price to Book 
Value in this study is not only a proxy of LACVIC but also as a proxy for firm value.   

Financial distress probability is the probability of financial difficulties in the future. 
Financial distress has several types, namely failure - which includes both economic and 
business; insolvency - which includes both technical insolvency and bankruptcy;  and 
legal bankruptcy (Fachrudin, 2008) found a formula to predict financial distress 
probability of manufacturing companies in Indonesia that are insolvency in bankruptcy. 
The distress criteria in Fachrudin's research are companies that have negative net 
income for 3 years or more, experience a debt failure (default) and conduct debt 
restructuring, total assets is smaller than total liability for 3 years or more and / or 
delisted by the Jakarta Stock Exchange due to financial difficulties. 

The formula are : 

 P it = 1 / [1 + 2,71828 - (-5,472 + 9,555x1it – 32,347x2 it)]  

Where  X1 is the ratio of total liabilities to total assets; and X2 is the ratio of net income 
to total assets.  This model has 93.1% accuracy in predicting the occurrence of financial 
distress in the coming year  and accuracy of 86.2% to predict financial distress that will 
occur in the next 2 years.  This probability lies between the numbers 0 and 1. Number 0 
indicates the company's health is very good and number 1 indicates the company's 
financial difficulties are in severe condition. This number between 0 and 1 also shows a 
company's health level. 

One of the causes of financial difficulties is company's capital structure dominated by 
debt.  Capital structure is a mix of debt and equity used for financing (Fachrudin, 2011).  
The greater the financing of debt, and the greater the fixed interest expense, the greater 
the probability of decreasing earnings which will lead to financial difficulties, therefore 
the higher the financial distress probability.  

Modigliani and Miller Model said that the use of debt has a significant relationship with 
firm value. The trade off model said that the use of debt will increase the value of the 
company until a certain point, then an increase in debt will  decrease the value of the 
company because  the increase in  benefits of using debt is not balanced with  increase 
in  cost of financial difficulties and agency problems.  If the cost of financial distress and 
agency cost are considered, so a large debt will increase the fixed burden of interest 
costs and the greater the probability that the company will experience financial distress.  
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(Fachrudin, 2008) said that financial distress can have a negative impact on company 
value.   

Companies that experience financial distress always experience negative profits so that 
their ability to generate value is also low. Investors may also have the worst 
expectations. This is supported by the findings of (Fachrudin & Ihsan, 2021), namely the 
probability that financial distress has a negative effect on stock returns. 

Based on the elaboration, a hypothesis is proposed that : 

H1. Financial distress probability has a significant effect LACVIC 

Dylan (1996) in (Fachrudin, 2008)mentions that factors influence company failure, 
include firm size and growth. The larger the size of a company, the less likely it is to fail. 
The higher the company's growth, the greater the chance of survival.  Company’s 
growth need large funding but it can increase profitability.  If the company use much 
debt,  the financial distress probability will be increase.  If it is success, the financial 
distress probability will be decrease.  For this reason, the following hypothesis is 
proposed: 

H2. Growth has a  significant effect on financial distress probability  

In valuation theory, growth of free cash flow is positively related to fair value assets, so 
it is assumed that it is also positively related to firm value or LACVIC.  Aggarwal & 
Padhan (2017) examined the effect of firm quality, size, tangibility, profitability, growth 
and other variables on firm values in the hospitality sector of companies listed on the 
Bombay Stock Exchange.  Firm quality in that study was risk of bankruptcy which was 
calculated through the Altman Z Score.  The results  show that the smaller the risk of 
bankruptcy, the higher the firm value. Firm size and growth have a significant positive 
effect on firm value, but profitability has a negative and significant effect on Price to 
Book Value Ratio.  Tangibility has a positive and unsignificant effect on Price to Book 
Value Ratio. 

For this reason, the following hypothesis is proposed:  

H3.  Growth has direct significant effect to the LACVIC 

H4. Growth has indirect significant effect to LACVIC through financial distress 
probability.  

Profitability is ability to earn profit.  The profit can be distributed  to the stockholders 
and can  be held as retained earnings.  It can reduce the financial distress probability, 
but if the company have negative earning,  the financial distress probability will increase.  
Fachrudin (2008) said that profitability is used by Beaver (1966), Gombola et al. (1987), 
Lo (1986), Ohlson (1980), Theodossiou et al. (1996), and Altman (1968) to predict 
financial distress. 
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Pecking order theory says that firms with high profitability in the long run will use their 
own capital so that the use of debt will decrease. This will cause the debt burden to 
decrease. Based on this hypothesis is proposed:  

H5. Profitability has a significant effect on financial distress probability.   

Profitability as a proxy of financial performance has significant effect on Price to Book 
Value in Banking Companies in Indonesia (Siregar, Sadalia, & Fachrudin, 2018).  The 
higher profitability the greater investor’s expectation to earn return.  The hypothesis 
proposed is :  

H6. Profitability has direct significant effect to the LACVIC 

H7. Profitability has indirect significant effect to the LACVIC through financial distress 
probability.   

Tangible assets as land, buildings, machines, and inventory  (E. Brigham & Ehrhardt, 
2017)  commonly used by companies as collateral for debts.  In this study tangible assets 
are restricted to only fixed assets according to (Çekrezi, 2013).  Cekrezi using the ratio of 
fixed assets to total assets as a proxy for tangibility According to trade off theory, the 
tangible assets lowers expected distress cost. But according to (E. Brigham & Ehrhardt, 
2017), companies that have many tangible assets tend to use large debts so that they 
might be able to increase financial distress probability. To see how the influence of 
tangibility on financial distress probability in manufacturing companies in Indonesia, the 
hypothesis is proposed as follows: 

H8.  Tangibility has a significant effect on financial distress probability. 

Free cash flow to firm has a positive and significant effect on the probability in 
increasing price above average  ( Fachrudin, 2018) .  The large proportion of tangible 
assets will reduce free cash flow because the available funds are used to purchase these 
assets and their maintenance.  Free cash flow is positively related to firm value. Based 
on this, it is assumed that tangibility assets are negatively related to firm value and 
LACVIC.  But, assets  are a pride for companies which may increase company value.  
Based on that, the hypothesis is proposed as follows: 

H9.   Assets tangibility has direct significant effect to LACVIC 

H10. Assets tangibility has indirect significant effect to LACVIC 

 through financial distress probability. 

Firm size is often proxied by total assets which are logarithmically naturalized.  Total 
assets consist of liabilities and equity. Ohlson (1980) in (Fachrudin, 2008) found that the 
bigger the firm size the smaller the chance of going bankrupt. 

Storey (1994) in (Fachrudin, 2008) said there are several factors that affect failure, 
including firm size and growth. The bigger the company, the less likely it is to fail. 
Companies with growth are more likely to survive. 
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Based on this hypothesis is proposed: 

H11. Firm size  has a significant effect on financial distress probability.   

As Aggarwal & Padhan (2017) found that the firm size is positively and significantly 
related to the firm value, the hypothesis proposed is : 

H12. Firm size has  direct significant effect to LACVIC 

H13. Firm size  has indirect significant effect on LACVIC through financial distress 
probability.  

This study examines the effect of growth, profitability, size, and tangibility on LACVIC 
with financial distress probability as an intervening variable. The aim is to determine the 
factors that can increase firm value.  Financial distress probability is used as an 
intervening variable so that it can be seen whether the company's health level plays a 
role in increasing LACVIC or not.  This research will contribute to the development of 
knowledge, especially about factors that influence the LACVIC.   Another contribution is  
role of financial distress probability as an intervening variable. 

The research conceptual framework is as follows: 

Figure 1.  Conceptual Framework 

Source : Author’s synthesis 
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2.  Research Method   

Public manufacturing companies in Indonesia are the population in this study, namely 55 
companies. Observations were made on the company's financial statements for the 
period 2013-2017. The target population is manufacturing companies that do not have 
negative equity values, so there are 50 companies. All companies in the target 
population were sampled in this study. Thus the financial data observed are pooled data 
of 50 companies x 5 years = 250 data. Data analysis is done with path analysis. Data 
processing is done by Partial Least Squre application program. 

This study uses four predictors that explain the effect on the financial distress 
probability and LACVIC.   The financial distress probability in the model is proposed as a 
mediating variable between predictor variables on LACVIC The research variables are as 
follows: 

Formula of the  or PBV (Y2) is :   

 

PBVit=                    

                       

  

Whereas book value per share is common equity divided by shares outstanding.  
Common equity is common stock plus retained earnings.   

 

The financial distress probability (Y1) formula is: 

P it = 1 / [1 + 2,71828 - (-5,472 + 9,555x1it – 32,347x2 it)]  

X1  = the ratio of total liabilities to total assets 

X2  =  the ratio of net income to total assets  

2,71828 denotes e or the natural logarithm 

 

Formula of size (X1) is :  

Growth it =  
                                       

                      
 

 

Formula of profitability (X2) is :  

Net Income it = 
                    

                
 

 

Formula of size (X3) is :   

Size  = Ln (Total Assets it) 
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Formula of tangibility (X4) is :  

Tangibility Assets it  =
               

               
 

 

Figure 2. Research Model 

 

Source: Author’s synthesis 

Measurement Model 

The structural equation in this study is divided into two structural sub-models, i.e. for 
the financial distress probability and firm ability to create value. The structural sub-
model can be written as follows: 

Y1 = γ1 X1 + γ2 X2 + γ3 X3 + γ4 X4 + ζ1 ....................................................................(1) 

and, 

Y2 = γ5 X1 + γ6 X2 + γ7 X3 + γ8 X4 + γ9 Y1 + ζ1 .........................................................(2) 

Where   

Y2 = LACVIC 
Y1 = Financial Distress Probability 
X1 = Growth 
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X2 = Profitability 
X3 = Tangibility Assets 
X4 = Firm Size 
Gamma (γ) = Effect of exogenous variables on endogenous 
Zeta (ζ) = Error / Influence Outside the Model  

 

3. Empirical Results  

Model Evaluation 

This study uses single-item construct so that the values from the evaluation of AVE, 
Composite Reliability, and Fornell-Lacker Criterion will be fulfilled. Nevertheless, this 
model will be evaluated based on the R-Square value, F-Square, HTMT Ratio for 
discriminant validity, and variable collinearity statistics. 

Table 1. Quality Criteria  

 
Financial 

Distress Probability 
PBV* 

Financial Distress Probability  0.002 

Firm Size 0.001 0.042 

Growth 0.000 0.001 

Profitability 0.185 0.047 

Tangibility Assets 0.110 0.042 

R-Square 0.175 0.278 

*PBV shows the LACVIC 

Source: Author processed data 

Table 1 indicates that the model in this study is able to explain 17.5% of the situation at 
the probability level of financial distress probability, and is able to explain 27.8% of the 
situation in the LACVIC.  More specifically, the ability of firm size and growth has a very 
weak influence        (f-square <0.02) while assets tangibility variables have a weak 
influence (0.02 ≤ f-square <0.15) and profitability variables have moderate influence 
(0.15 ≤ f-square <0.35) on the financial distress probability (Cohen, 1988; Hair, Ringle, & 
Sarstedt, 2011). In predicting the LACVIC, the financial distress probability and growth 
has a very weak influence.  Meanwhile size, profitability, and asset tangibility have a 
weak influence. 

Tabel 2. Heterotrait-Monotrait Ratio (HTMT) 

 PBV* 
Firm 
Size 

Growth 
Financial 
Distress 

Probability 
Profitability 

Tangibility 

Assets 



 HOLISTICA Vol 12, Issue 3, 2021, pp. 101-114 

 

109 

PBV*       

Firm Size 0.210      

Growth 0.012 0.055     

Financial 
Distress 
Probability 

0.238 0.057 0.032    

Profitability 0.320 0.159 0.009 0.444   

Tangibility 
Assets 

0.250 0.086 0.140 0.368 0.207  

*PBV shows the LACVIC 
Source: Author processed data 

The value of the HTMT ratio smaller than 1 indicates that discriminant validity from the 
model in this study has been fulfilled. The lower the HTMT ratio, the stronger the 
validity of the model. 

Tabel 3. Inner VIF Value Model 

 Financial Distress 
Probability 

PBV* 

Financial Distress 
Probability 

 1.384 

Firm Size 1.047 1.048 

Growth 1.026 1.026 

Profitability 1.082 1.281 

Tangibility Assets 1.085 1.204 

*PBV shows the LACVIC 
Source: Author processed data 

 

The level of colinearity permitted in the analysis was VIF value <5 (Hair et al., 2011). The 
table above indicates that there is no multicollinearity between predictor variables in 
the proposed model. Thus, this research model can be continued to analyze the 
influence between variables. 
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Tabel 4. Direct Effect, Indirect Effect, and Total Effect 

 Direct Effect Indirect Effect Total Effect 

 Coeffi 
cient 

t  
Statisti 
cs 

P  
Values 

Coeffi 
cient 

t  
Statisti 
cs 

P  
Valu 
es 

Coeffi 
cient 

t  
Statisti 
cs 

P  
Valu 
es 

Firm Size -> PBV* 0.190 3.890 0.000 0.001 0.315 0.376 0.191 3.901 0.000 

Firm Size -> 
Financial Distress 
Probability 

-0.022 0.483 0.315    -
0.022 

0.483 0.315 

Growth -> PBV* -0.030 0.870 0.192 -
0.001 

0.139 0.445 -
0.031 

0.969 0.166 

Growth -> Financial 
Distress Probability 

0.014 0.237 0.406    0.014 0.237 0.406 

Profitability -> 
PBV* 

0.224 2.562 0.005 0.020 0.722 0.235 0.244 3.171 0.001 

Profitability -> 
Financial Distress 
Probability 

-0.380 6.478 0.000    -
0.380 

6.478 0.000 

Tangibility Assets -
> PBV* 

-0.204 4.440 0.000 -
0.016 

0.867 0.193 -
0.220 

4.499 0.000 

Tangibility Assets -
> Financial Distress 
Probability 

0.293 4.075 0.000    0.293 4.075 0.000 

Financial Distress 
Probability -> PBV* 

-0.053 0.811 0.209    -
0.053 

0.811 0.209 

*PBV shows the  LACVIC 
Source: Author processed data 

 

At 5% alpha, results are : 

1. Financial distress probability has a negative and unsignificant effect on the LACVIC 

2. Growth has a positive and unsignificant effect on financial distress probability. 

3. Growth has a negative and unsignificant direct effect on the LACVIC 

4. Growth has a negative and unsignificant effect on the LACVIC through financial 
distress probability. 

5. Profitability has a negative and significant effect on financial distress probability. 

6. Profitability has a positive and significant direct effect on the LACVIC 
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7. Profitability has a positive and unsignificant effect on the LACVIC through financial 
distress probability. 

8. Firm size has a negative and unsignificant effect on financial distress probability. 

9. Firm size has positive and significant direct effect on the LACVIC 

10. Firm size has a positive and unsignificant effect on the level LACVIC through 
financial distress probability 

11. Assets tangibility has a positive and significant effect on financial distress 
probability. 

12. Assets tangibility has negative and significant direct effect on the LACVIC 

13. Assets tangibility has a negative and unsignificant effect on the LACVIC through 
financial distress probability 

Figure 3. Final Model 

 

Source: Author processed data 

The results show that at alpha 5%, firm size and growth have unsignificant effect on 
financial distress probability.  Profitability have negative and significant effect on 
probability of financial distress, but tangibility have positive and significant effect. 

Financial distress probability has a negative and unsignificant effect on the LACVIC. 

Firm size can directly increase the LACVIC significantly, but it does not significantly 
increase the value of the company through the probability of financial distress.  Growth 
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has unsignificant effect on the LACVIC, either directly or indirectly.  Profitability which is 
proxied by return on assets (Muslim, 2020) has a positive and significant effect on the 
LACVIC, but it does not significantly increase the LACVIC through the probability of 
financial distress.  From the coefficients and the significance level of the results of the 
research, it can be seen that the effect of profitability on probability of financial distres 
is bigger and stronger than its effect on value creation. Tangibility has a negative and 
significant effect on the LACVIC, but it does not significantly increase the LACVIC through 
the probability of financial distress.    

4. Discussion 

Growth has no significant effect on the financial distress probability and the LACVIC.  In 
this case the growth of assets does not improve the health of the company and its value. 
The company should not invest in large amounts of fixed assets.  This finding is not in 
line with (Baker & Wurgler, 2002) which says that investors tend to appreciate 
companies that have high growth.   

High profitability shows a healthy company so that the probability of financial distress is 
lower and LACVIC is higher than companies with low profitability.  This finding is in line 
with (Jensen & Meckling, 1976) which says that an increase in the company's financial 
performance will increase the LACVIC to provide economic benefits to their 
shareholders. 

Firm size has a negative influence and unsignificant on financial distress probability, but 
has a positive and significant effect on firm value.  These results indicate that there are 
companies whose assets are productive but some are financing their assets with debt 
which causes a large interest burden and the health of the company gets worse.  This 
finding is different from the finding of (Levy, 2021) which says that small companies 
generally experience financial distress 

The findings regarding assets tangibility indicate that these assets are used as collateral 
for debt, thereby increasing financial distress probability and reducing the value of the 
companies.  The findings regarding assets tangibility indicate that these assets are used 
as collateral for debt, thereby increasing financial distress probability and reducing the 
value of the companies. This finding is in line with (Xuezhou, Hussain, Hussain, & Saad, 
2020), but not in line with (Daskalakis & Psillaki, 2008)  who found that companies that 
invest more in tangible assets have lower financial distress costs 

 

5. Conclusions 

Manufacturing companies that have high profitability will have a good level of financial 
health, but the more fixed assets will reduce their level of health. Fixed assets cause a 
burden on companies, such as maintenance expenses and depreciation expenses. Fixed 
assets cannot immediately generate income, while more liquid assets can immediately 
generate income. 
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The probability of financial distress that shows the level of  company’s health does not 
increase the LACVIC.   Companies that have large sizes also have the ability to create 
high value. 

6. Suggestion  

The company should always manage the health level of the company by increasing 
profitability.  Companies do not need to invest heavily in assets, some assets can be 
overcome with non-asset solutions such as renting and outsourcing. 

The company should not has more fixed assets if it is funded by debt and that fixed 
assets as collaterals because it will only increase financial distress probability. 
Companies need to improve their performance to improve their health and increase the 
LACVIC. 

The company should focus on increasing profits because it decreases the probability of 
financial distress and increases firm value. Company managers should  focus on 
profitability in order to increase the firm's ability to create value.  Today, asset 
requirements do not have to be carried out by owning assets, namely by 'non asset 
solutions' such as renting assets, selling online, and outsourcing. 

The implication for public administration is that an organization does not always have to 
increase their assets tangibility, the need to provide services can be done in other ways, 
for example renting, repairing, or outsourcing. 
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