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In years following the financial crises, Indonesia's economy has to some 
extent bounced back in the last three years. This improvement in economy and 
business environment is observed in the improvement of Indonesia key economic 
indicators. In this improving economy, companies play an important role as means 
for sources of employment, sources of public funding through income tax 
generation, and as an input-output multiplier for goods and services. To operate 
with sufficient working capital and investment, companies seek various 
alternatives for sources of fund outside revenue generating sources. These sources 
of fund could come through the issuance of loans or equity. One of the channels 
for the interaction of companies with need for funds, and individuals or 
institutions with excess of funds, is the capital market. 

Investors placing their funds in issuing companies face a risk that the 
company invested undergo financial problems to repay the debt, or add value to 
the investment. Risk and return in financial investments are two sides of the same 
coin. More or higher return is generally associated with more or higher risk, vice 
versa. Choosing stocks or financial instruments expected to have high return are 
done through analysis of dividend payback, analysis of capital gain, and analysis 
of discounted payback period. However, there is no guarantee for dividend or 
capital gain in company stock, and there is the risk that the debt issuing company 
undergo financial distress, so it cannot repay its interests and debts. 

An issue arises as how to balance out or compensate a certain level of return 
with a certain level of financial risk associated to the investment. This study 
addresses this issue in identifying companies with low financial risks and thus 
least exposure for continuous loss, and the least tendency for bankruptcy. This 
study does not concentrate on assessing the level of return, but seek to group 
companies financial performances based on their financial distress level, and 
tendencies to determine selection of companies to choose from as means for 
investment selection. 

The scope of companies under review is the companies that are listed in the 
Jakarta Stock Exchange. The selections of companies are those companies that 
have been continuously listed in the Jakarta Stock Exchange from 1999 to 2001. 
The companies under review are 240 companies, comprised of 47 business 
sectors. There are three motives to limit the companies based on this three-year 
criteria. First, is to reduce the factor of market trend, as companies who are 
relatively newly listed in the stock exchange are prone to subjective trends, and 
not necessarily analysed on financial trends. Second, is to assure a reasonable 
financial tendency to have a better representation of the company's level of 
financial distress. Third, is to assure the company is a stable company in the sense 



that the company is not delisted within the three years due to poor financial 
performance, legal matters, mergers and acquisitions, or liquidation. 

Based on the original Zeta financial distress research, the financial distress 
analysis is a specific analytical tool for one business entity. The methodology used 
requires a separation between manufacturing and non-manufacturing companies, 
because there is a different formula applied. For manufacturing companies, the 
formula is: 

Where 
XI= Working CapitaVTotal Assets 
x2 = Retained EarningsITotal Assets 
XJ = (Earnings Before Taxes + 1nterest)lTotal Assets 
xq =Market Value of EquityITotal Liabilities 
xs =Net SalesJTotal Assets 

The Z values determines the level of financial distress and are categorized 
into three groups, high financial distress, medium financial distress and low 
financial distress. For Z values less than 1.81, the company is under financial 
distress and possess relatively high financial risk. This condition is categorized as 
high financial distress. Companies with financial Z values between 1.81 and 2.99 
are categorized as experiencing medium financial risk, and grouped into medium 
financial distress. These companies posses risk, but not as high as the first group. 
The third group is companies with Z value higher than 2.99, and is categorized as 
low financial distress. Companies in this group are favourable for stock and 
investment selection in the sense that the company is regarded with low risk for 
default payment and least likely for bankruptcy. 

For non-manufacturing companies, the formula is: 

The variable XI to x4 is the same as the variables for manufacturing 
companies. The cut-off grouping level for financial distress is different from 
manufacturing companies, with company Z-score under 1.10 grouped as high 
financial distress, between 1.10 and 2.60 grouped as medium financial distress, 
and Z-score over 2.60 grouped as low financial distress. 

Utilising the Z formula, it's coefficients, and cut of from the initial research 
done by Altman is not without limitations. The business and legal condition when 
the original study was performed could vary with the current business and legal 
condition in the Jakarta Stock Exchange. Further study would be required to 
address these differences of economic and financial conditions. 

There are 64 companies that are grouped as low financial distress 
companies. Within this group there are different tendencies of financial distress 
levels. The compositions of companies with the Z-score tendencies are: 3 



companies have a continuous increasing Z-score value, 25 companies endure a 
continuous decrease in the Z value, while the remaining 36 come across 
variations. Within this group, the asset liquidity, reinvest capability and utilization 
of assets, point out that the components are generally positive. The low financial 
distress level is favourable in determining investment selection with assurance to 
low financial risk. 

Half of the companies under review are grouped as high financial distress. 
The financial performances of these companies are susceptible, and the equity or 
debts issued by these companies considered as relatively high risk. The financial 
tendencies of the companies in this group have a negative value of asset liquidity, 
reinvest capability, and utilization of assets. This refers that generally the 
companies in this group are undergoing continuous financial loss and equity 
corrosion. 

Between the two extremes above, there is a group of companies that are 
grouped as medium financial distress. The number of companies in this group is 
56 companies. For investment selection in this category, it is imperative to analyse 
the trend of the financial distress level. Increasing Z-scores indicate tendency for 
stability or increasing financial performance, thus investing in these companies 
could be considered favourable. Decreasing Z-scores in this group could lead to 
high financial distress, as a result, companies with decreasing Z-scores are less 
favourable as means for investment selection. 

To minimize the loss risk of return on investments, either in equity 
investment or in debt investments, this study suggests choosing companies that 
can reasonably ensure future cash flows from revenue generating activities. This 
incoming cash flow is the source to fund company operations and investments, 
and to reward the investor either in the form of dividend, capital gain, or earnings 
interests. Companies that can generate adequate revenues and incoming cash 
flows preferably should be unbounded by high level of financial distress. This 
study suggests the combination of companies with low financial distress and 
tendency for increasing or fluctuating trend in financial distress level, as 
favourable for stock portfolio and investment selection. Companies with medium 
level of financial distress could also be considered for investment; conversely, the 
trend of financial distress should be closely monitored before making the 
selection. Companies with decreasing level of financial distress are more 
preferable for stock portfolio and investment selection than companies with 
increasing trend of distress. Companies categorized as high financial distress 
poses relatively high financial risk for default payment, capital loss, or even 
liquidation. This study does not suggest investing in companies with high level of 
financial distress. 
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