
I. INTRODUCTION 

1.1 Background 

In the last three years as the business environment has improved, Indonesia has 

to some extent, gained economic growth. This can be observed through the increase 

in gross domestic product (GDP), and other economic indicators as seen in Table 1: 

Table 1. Indonesia Economic Indicators Outlook 1999-2001 

Source: Asia Pacific Business Network, 2002. 

Though the private sector has adapted to survive and grow during the aftermath 

of the financial crisis, current business environment is still perceived as difficult and 

has not bounced back to the stage before the crisis. In the present economy and 

business environment, the private sector is expected to play more key roles in 

economic and business development. Because of this importance, various 

stakeholders place attention and awareness towards the condition of business 

community as a whole, and privatelpublic companies in particular. 

The stakeholders concerned to this matter include government agencies, 

investors, lending financial institutions, owners, and management of enterprises. 

Government agencies are concerned of the impact of private/public companies on the 

economy as a whole, GNP contribution, tax revenue, employment, and bad 

performing loans. Healthy and strong companies have a positive impact on the 



economy. In the real sector, economic growth can be achieved through private sector 

consumption, utilization of idle capacity suffered from the financial crises, and 

increasing output from service and manufacturing firms. Employment can be 

increased through creation of new companies, or expansion of existing ones. In the 

monetary sector, financial institutions can rotate funds in a productive environment, 

losses of funds through bad debts can be reduced, and local or foreign financial 

institutions would be comfortable giving loans to Indonesian companies. 

Investors, both domestic and foreign, are concerned on the rate of return of 

their investments and the risk associated to it. Given a business environment that is 

overall sound with companies that are financially healthy, investment risk is 

normally considered low. However, in a business environment where companies are 

in financial problems, then investors normally take into account investment risk as 

relatively higher. Under this condition, investors require high rate of return on 

investments. Thus, it is imperative that companies should be in good financial 

condition to be considered low in financial risk. 

The capital market is a major playing ground for investors and moneylenders. 

The nature of capital market is medium to long-term investments, and consists of 

instruments such as stocks, bonds, warrants, and rights. The capital market plays a 

two-fold function in our economy, first as an economic function, and second as a 

financial function. The economic function is seen in the market as a facilitator of 

people or organizations that has excess of cash on one side (investors), and people or 

organizations that needs funds on the other side (issuers). The financial function is 

inherent because the market provide returns for investors, based on what financial 

instruments are bought and sold. 



Corporation stocks (simply referred as stock) are one of the most famous 

financial instruments in the capital market. These stocks are sold and bought in the 

stock exchange. There are two general types of stocks, common stock and preferred 

stocks. Among issuers (companies that issue financial papers), common stocks are 

mostly used in fund raising. The money involved in the stock trading is of no small 

amount. The activity and significance of the stock exchange is seen in Table 2: 

Table 2. Jakarta Stock Exchange Key Indicators 1997-2001 

Source: Investor Ed. 46,2002. 

1.2 Problem Identification and Formulation 

Risk and return in financial investments are two sides of the same coin. More 

or higher return is associated with more or higher risk and vice versa. Choosing 

which stock is expected to have high return is done through analysis of dividend 

payback, and analysis of capital gain. Investing in company stock has no guarantee 

of dividend or capital gain. There are four risks related in investing in the stock 

market, first is no dividend, second is capital loss, third is continuous financial loss, 

and fourth is bankruptcy of the issuer. 



Various methods of analysis would be required to address all of these risks. To 

secure business continuity, Investors should assess which company has sound 

business performance and solid financial results. 

A problem arises as to which stock to choose that would have minimal 

exposure'to the risks mentioned above. This study intends to assess companies and 

group of companies having the least exposure for continuous capital loss and 

bankruptcy. 

1.3 Objective 

The objective of this study is to: 

a. Identify and assess which companies has the tendency for high financial 

risk. 

b. Identify and assess which companies to choose as part of investment 

portfolio based on the level and trend of financial distress. 

1.4 Benefits of Study 

The information conceived through this research provides useful contribution 

to the analytical review and decision making of multiple parties. This research could 

be beneficial in various ways: 

a. Investors in the stock market as additional information to determine stocks 

portfolio. 

b. Lenders to assess a firm's ability to meet payments over the life span of the 

loan agreement. 

c. Government bodies, particularly in charge of economical and business 

affairs would have better understanding of the business community. 



d. Economic/business practitioners and scholars could use the research as 

reference for study cases of business decisions. 

e. Public Auditors, who have interests in knowing the problems regarding the 

going concern of a company. 

1.5 Significance of Study 

The average fund traded in the Jakarta Stock Exchange per day is Rp 396 

million. Information, financial and non-financial, is one of the means an investor use 

in deciding what stock to trade. This study lay a significance to carry out in the 

mettle that the results would add compelling information to the investor in 

determining stock portfolio and investment selection. 

1.6 Limitation of Study 

This study emphasise on the approach of financial distress. The method and 

tools use to assess the level and tendency of financial distress is the Z-Score equation 

and cut-off. There is a limitation when applying the Altman 2-score equation and 

cut-off in the case and condition of Jakarta Stock Exchange. The business and legal 

conditions when the original study was performed could vary with the current 

business and legal conditions in the Jakarta Stock Exchange. This study does not 

assess these differences. Further research would be required to address the 

differences of economic and financial conditions. 

Further limitation of the study is that the data reviewed are based on annual 

financial reports. This data is based on business environments that are administered 

through accounting methods, and then reflected in financial statements. The 



regulatory and non-economic factors influencing the business environment are not 

taken into consideration. 

1.7 Scope of Study 

The scope of this study is the financial statements from companies listed in the 

Jakarta Stock Exchange; other non-financial aspects of the companies are not 

included in this study. The criteria selected for this study is companies continuously 

listed from 1999 to 2001. 




