
THE EFECTIVENESS OF OHLSON'S O-SCORE TO PREDICT

FINANCIAL DISTRESS OF GO-PUBLIC FIRMS IN INDONESIA

FOR THE PERIOD OF 2004-2005

A THESIS

Presented as a Partial Fulfillment of the Requirements

to Obtain the Bachelor De2ree in Management Department

ISLAM

By:

APRIANTO NUGRAHA

Student Number: 03311303

DEPARTMENT OF MANAGEMENT

INTERNTIONAL PROGRAM

FACULTY OF ECONOMIC

ISLAMIC UNIVERSITY OF INDONESIA

YOGYAKARTA

2007



THE EFECTIVENESS OF OHLSON'S O-SCORE TO PREDICT
FINANCIAL DISTRESS OFGO-PUBLIC FIRMS IN

INDONESIA FOR THE PERIOD OF 2004-2005

A Thesis

By

APRIANTO NUGRAHA

Student Number: 03311303

Approved By

Content Advisor,

Zaenal Arifin.M.Si., Dr., H.
July 2007

Language Advisor,

KataYina, S.Pd.
July 2007



THE EFECTIVENESS OF OHLSON'S O-SCORE TO PREDICT
FINANCIAL DISTRESS OF GO-PUBLIC FIRMS IN

INDONESIA FOR THE PERIOD OF 2004-2005

A BACHELOR DEGREE THESIS

By

APRIANTO NUGRAHA

Student Number: 03311303

Defended before theBoard of Examiners
on July 26, 2007

And Declared Acceptable

Examiner 1

Dwi Praptono Agus Harjito
Dr.,Drs.,Msi.

Examiner 2/Content Advisor

Zaenal Arifin Dr, H., M.Si

Yogyakarta, July 26, 2007
International Program
Faculty of Economics

Islamic University of Indonesia
Dej

,ISLA/I,f,

Ishak, MJBus., Ph.D

HI



STATEMENT OF FREE PLAGIARISM

Herein I declare the originality of this thesis; there is no other work other work

which has ever presented to obtain any university degree, and in my concern there

is neither anyone else's opinion nor published written work, accept with

acknowledged quotation relevant to thetopic of this thesis which have been stated

or listed on the thesis bibliography

If in the future this statement is not proven as it supposed to be, I am willing to

accept any sanction complying to the determined regulation for its consequences

Yogyakarta,

Aprianto Nugraha

IV



ABSTRACT

Nugraha, Aprianto (2007) "The effectiveness of Ohlson's O-Score to predict
financial distress of go-public firms in Indonesia for the period of 2004-2005"
Yogyakarta: Management Department, International Program, Faculty of
Economics, Universitas Islam Indonesia

The study of predicting financial distress or bankruptcy has already been
conducted from many years ago and in different countries. The result of these
researches varied depends on the researcher's method and the economical and
political condition of the country where the research is conducted. This study is a
popular study because every company in each and every country in the world has
the risk of experiencing financial distress and bankruptcy. That is why that the
research about predicting financial distress and bankruptcy is very important.

This research is conducted with the basis of trying to provide additional
information about the prediction tools that can be used in Indonesia. In Indonesia,
the study of predicting financial distress and bankruptcy is also popular. The most
popular prediction tool in Indonesia is Altman's (1968) Z-Score. This tool has its
weaknesses and strengths. The weaknesses of this tool can be eliminated if we use
Ohlson's (1980) O-Score. That is why this research used O-Score as its data
analysis technique.

This research uses the data of published firm's financial statement in the
period of 2004-2005 in Indonesian Capital Market Directory (ICMD). The
sampling technique is purposive sampling means that the firms must qualify to a
certain criteria in order to be used in the research. The criteria for the distressed
firms are delisted from Jakarta Stock Exchange because of financial distress, have
loss in three consecutive years (2003-2005), and have loss of more than 75% of its
paid-in capital in 2004 and/or 2005. The criterion for solvent firms is having no
loss in three consecutive years (2003-2005).

The result of the research shows that Ohlson's (1980) O-Score can be used
in Indonesia. The result of the predictability of the overall variables also exceeds
the original research. In Ohlson's (1980) research, the overall predictability of the
variables are 96.3% while this research shows 100% correct for overall variable.

Keyword: financial distress, bankruptcy, O-Score.



ABSTRAK

Nugraha, Aprianto (2007) "The effectiveness of Ohlson's O-Score to predict
financial distress of go-public firms in Indonesia for the period of 2004-2005"
Yogyakarta: Management Department, International Program, Faculty of
Economics, Universitas Islam Indonesia

Penelitian tentang prediksi kesulitan keuangan dan kebangrutan telah
banyak dilakukan sejak dulu dan di banyak negara. Hasil penelitian - penelitian
ini sangat beragam tergantung dari metode yang digunakan dan keadaan politik
dan ekonomi negara tempat penelitian tersebut dilakukan. Penelitian tentang
subjek ini sangat populer karena di tiap negara, perusahaan akan menghadapi
resiko kebangkrutan dan kesulitan keuangan. Karena alasan inilah penelitian
tentang prediksi kebangrutan dan kesulitan keuangan menjadi sangat penting.

Penelitian in dilakukan dilakukan untuk memberikan informasi tambahan

tentang studi prediksi kebangrutan dan kesulitan keuangan di Indonesia. Di
Indonesia, alat prediksi yang populer adalah alat yang dikembangkan oleh Altman
(1968) yaitu Z-Score. Alat prediksi ini memiliki kelemahan dan kekuatan
tersendiri. Kelemahan dari alat ini dieliminasi dengan penggunaan alat prediksi
yang dikembangkan oleh Ohlson (1980) yaitu O-Score. Maka dari itu penelitian
ini menggunakan O-Score sebagai alat analisis.

Penelitian ini menggunakan data laporan keuangan perusahaan tahun 2004-
2005 yang diterbitkan dalam Indonesian Capital Market Directory (ICMD).
Teknik sampling yang digunakan adalah purposive sampling yang maksudnya
adalah perusahaan - perusahaan yang akan digunakan dalam penelitian ini harus
memenuhi beberapa kriteria. Kriteria perusahaan dengan kesulitan keuangan
adalah di delisting dari Bursa Efek Jakarta, rugi selama 3 tahun berturut - turut
(2003-2005), dan rugi lebih dari 75% dari modal disetor pada tahun 2004 dan/atau
2005. Kriteria dari perusahaan sehat adalah tidak mengalami rugi selama 3 tahun
bertunit - turut (2003-2005).

Hasil penelitian ini menunjukan bahwa alat prediksi O-Score dapat
digunakan di Indonesia. Hasil penelitian menunjukkan kekuatan prediksi dari
keseluruhan variabel yang melebihi penelitian Ohlson (1980). Penelitian Ohlson
(1980) menunjukkan kekuatan prediksi sebesar 96.3% sedangkan penelitian ini
menunjukkan kekuatan prediksi 100% untuk keseluruhan variabel.

Kata kiuici: kesulitan keuangan, kebangkrutan, O-Score.
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CHAPTER I

INTRODUCTION

1.1 Study Background

The former financial distress in Indonesia has caused a major impact on the

economic environment in Indonesia. The impact of the recession penetrates into

the deepest level of economic system in Indonesia. All micro and macro level are

induced by the recession. The constant decline of Rupiah value over US Dollar

has a significant influence on the economic condition in Indonesia from the lowest

level to the top level of business. By the time Rupiah value drops significantly in a

short period, the companies and entrepreneurs whose business use US Dollar to

pay the transactions must face a currency lost (Ries, 1999:155).

Companies that used US Dollar as a transaction standard such as

export/import companies faced a severe financial distress. The companies that

performed "so-so" are most likely to be bankrupt. The large number of companies

that went bankrupt suddenly in that era proved that many of the companies didn't

prepare well for the occurrence of bankruptcy event. Some of the ways that the

companies do in order to survive are to merge with a larger company or to sell it

to interested party.

Banking industry also faces the same problems. People who deposit their

Dollars in the bank and want to withdraw their deposits will make the bank face a

currency lost. Now, what if the Dollars that being withdrawn is in a large amount.

The currency lost that they must face will significantly affect the financial reports.

The currency lost that is faced by Indonesian banks has made a severe problem



and led a lot of banks liquidated, merged, or acquired. However, recent study

finds that merging companies and or banks in the era of crisis are more likely to

fail than to succeed. Another way to cover for companies and/or banks lost is to

sell their assets in an auction.

The recession period has taught us the importance of the study of financial

distress and its problem-solving alternatives. The studies are important because

the writer believe that no company wants the event of bankruptcy to occur in their

company. In order to survive in Indonesian economic environment, one must

know the risk and the alternatives to solve the problem. A company must also

have a constant attention on their financial reports because one can predict the

health level of the company.

From that time, international and national economic literatures have been

published in order to provide information about the management of a company

when dealing with financial distress. There are several new approaches,

techniques, models, and alternatives that have been proposed to help a company

dealing with financial distress to help them to survive. Although some of them

still need further research on the study, some of them already provide a sufficient

data in general. The fact that the literatures still need future research means that

the problem of financial distress continues to evolve. Continuous research is

crucial in order to provide an up-to-date data to solve an up-to-date problem.



1.2 Problem Identification

The previous researches of predicting financial distress use a various tools

of prediction. The most popular tools are provided by Altman (1968) with his Z-

Score, Ohlson (1980) with his O-Score, and CAMEL ratios. From a research

conducted by Begley, Ming, and Watts (1997) Ohlson's O-Score is found to be

more powerful tool to predict bankruptcy. This statement is also approved by

Koch (2002). But O-Score is not popular in Indonesia. The most popular tool is

the formula of Z-Score. This formula contains several weaknesses that are

considered severe in methodology. Theuses of same amount of sample, the use of

MDA, are the example of the weaknesses. Ohlson eliminated those weaknesses

and create O-Score which is a more powerful tool to predict bankruptcy or

financial distress. But the method is not popular because of its complexity.

1.3 Problem Formulation

The problem with Ohlson's O-Score is that the tool is constructed in a

country different than Indonesia where the political and economical condition is

different, which means the validity and reliability of the use of the tool in

Indonesia is being questioned. That is why this research is conducted; to answer

the following question:

"Can Ohlson's O-Score be used to predict financial distress of public listed firms

in Indonesia?"

The answer to that question is caicial to be found because by answering the

question the diversity of financial distress prediction tool will be more



comprehensive. Most of the researches that have been conducted by Indonesian

researcher used Altman's Z-Score and CAMEL ratios. The use of Ohlson's O-

Score is quite small.

1.4 Problem Limitation

This research is limited to predict the condition of financial distress of a

company that is listed in Jakarta Stock Exchange and publish its financial

statement summary in the Indonesian Capital Market Directory. To differentiate

between financially distressed company and good performing company, the writer

uses certain criteria. These criterions are taken from Almilia and Herdiningtyas

(2005). They said that:

Solvent banks are banks that didn't suffer loss in more than three years...
The criterions of financially distressed company are bankrupt (Peraturan
Pemerintah RI No.25 tahun 1999), have loss in three consecutive years
(Surifah 2002:34), and have loss more than 75% of its capital (KUHD pasal
47 ayat 2)

But the later exploration finds no evidence of the event of bankrupcty that

occurs in 2006. So, the writer used other definition of bankruptcy which is

insolvent. The criterion of insolvent is that the firm can't fulfill its obligation

because of financial distress. From that definition, the writer tried to search for a

firm with the lost of more than its total assets which means if the company decide

to close the firm, the firm will not have the sufficient assets to cover the loss. The

problem is, such event is also not existed in 2006. So, the writer used other

definition of bankruptcy which is delisting from Jakarta Stock Exchange. The

reason for this criterion is that delisting an elimination form of firm's stock



activity. It means that when a firm is delisted, the stock of the firm cannot be

traded anymore. So, the firm is virtually not existed anymore. It is said virtually

because the company still exists but it does not exist in the stock exchange. The

criteria also have to meet certain requisite. The company which is delisted have to

be delisted because financial distress and not because the company merge or

acquired or went private.

Other limitation of the research is that the data only used non-financial firms

such as banks, insurance, securities, and other credit agencies other than bank.

The limitation is based on the exclusion of these firms by Ohlson (1980). In his

research, Ohlson excluded these firms because these firm has a different

bankruptcy environment and structurally different than non-financial companies.

1.5 Research Objective

The objective of this research is to find out whether Ohlson's O-Score can

be used to predict the condition of financial distress in Indonesia or not. As said

before, Ohlson's O-Score was developed in a country that politically and

economically is different so the validity ofthe use of the tool is still in question.

1.6 Research Contribution

1.6.1 Analyst

This research can be used by analyst of a firm. Analysts can use this

research to find out whether Ohlson's O-Score is relevant to

Indonesia's condition. If the answer of this research is that Ohlson's



O-Score can be used in Indonesia, so the analysts can use the tool to

evaluate the condition of a certain company and even to predict a

bankruptcy of a company.

1.6.2 Researchers

Researchers can use this research to find out more deeply about the

use of Ohlson's O-Score in Indonesia. Researchers can find out the

weakness of this research and conduct another research which the

weakness of this research is erased.

1.6.3 Managers

A manager of a firm can also used the findings in this research in

order to valuate the condition of the firm that they manage. They can

find out whether the firm is in a distressed condition or in a solvent

condition.

1.6.4 Investors

An investor can use the finding of this research in order to decide

where the money is going to be allocated. In allocating money,

especially in a big amount of money, one cannot invest without any

consideration. The finding of this research can help the investors to

valuate the healthiness of a firm and avoid having loss because of a

poor choice of firm to be invested.



1.7 Definition of Terms

1.7.1 Financial Distress

Financial distress is a condition where a company failed to meet its

contractual obligations (Shapiro and Balbirer, 2001).

1.7.2 Bankruptcy

Bankruptcy is a condition where a company failed to generate revenue

in its operation activity. Bankruptcy is also known as liquidation,

disclosure, or insolvability (Adnan and Kurniasih, 2000:137) Almilia

and Herdiningtyas (2005) also define bankruptcy as a condition or

situation where a company failed to meet its obligation to its debtor

because the company suffer from fund shortage to run or continue its

operation so it cannot generate profit.

1.7.3 O-Score

O-Score is a prediction tool that uses financial ratio to predict the

bankruptcy of a firm in the next year (Ohlson, 1980).

1.7.4 Failure

Failure is defined as a condition where a company suffer loss or a

condition where the operational profit is less than the operational

expense. Failure probability can be defined as a measure to predict

that in the future, the asset value of the company will worth less than



the future debt or that the company will have a negative net worth in

the future (Hadad, Santoso, Besar, Rulina; 2004).



CHAPTER II

THEORITICAL REVIEW

2.1 Bankruptcy Prediction Model

2.1.1 Financial Ratios

Beaver (1966) has developed a technique in predicting bankruptcy. Beaver

(1966) said that financial ratios can be used in predicting bankruptcy. The

research is conducted by comparing the financial ratios of bankrupted and un-

bankrupted firm. The result of the research is that the financial ratios of

bankrupted firms are very different with the financial ratios of un-bankrupted firm

starting from five years prior to the event of bankruptcy. The financial ratios that

were used are cash flow, net income, debt-to-total assets, liquid assets-to-total

assets, liquid assets-to-current debt, and turnover ratios.

Other research is done by Sinkey (1975). Sinkey analyzed 110 distressed

commercial banks using MDA technique. The financial ratios that were used by

Sinkey are liquidity, loan volume, loan quality, capital adequacy, efficiency,

income source, and income usage. For liquidity, Sinkey used (cash + U.S.

Treasury Sec.) divided by assets. For loan volume, Sinkey used loan divided by

assets. For loan quality, Sinkey used provision for loan losses divided by

operational expense. For capital adequacy, Sinkey used loans divided by (capital

+ reserve). For efficiency, Sinkey used operating expense divided by operating

income. For income source, Sinkey used loan revenue divided by total revenue,

U.S. treasury securities revenue divided by total revenue, and state and local

obligations revenue divided by total revenue. For income usage, Sinkey used
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interest paid on deposits divided by total revenue, and other expenses divided by

total revenue. The result of Sinkey's research is that the distressed bank is mostly

caused by inefficiency in their operation. Other result is that the financial ratios

between distressed and solvent banks are different.

Other Indonesian research is done by Hadad, Santoso, and Sarwedi (2004).

In their research, they used capital ratios, financial ratios, and time variation,

which is a dummy variable. The capital ratios that they used are capital to

deposits, equity to deposits, loans to deposits, loans to equity, loans to capital,

fixed assets to equity, fixed assets to capital, equity capital to total assets, return

on equity, and retune on capital. The financial ratios that they used are liquidity

risk which is (liquid assets - short term borrowing) to total deposits, capital risk

which is equity to risk assets (assets - cash - BI demand deposits - government

bond), credit risk which is classified productive assets to productive assets,

deposit risk which is equity to total deposits, off-balanced sheet risk which is loan

commitment to fee income, loans to assets, treasury securities to assets, other

securities to assets, capital to assets, core deposits to total liabilities, and NPL

ratio which is non-performing loans to total loans. The time variation variable is a

dummy variable where the value is 1if the period is the crisis period or after July

1997 and 0 if the period is prior of the crisis or before July 1997. The data that

they used is the data of commercial banks in Indonesia in the period of January

1995 to December 2003. The prediction models that construct are divided into

three sections, three months prior (MP3), six months (MP6), and 12 months

(MP12). The result that they find isthat only MP3 that can be used as a prediction
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model where the accuracy is 94.9% when the default cut-off is 0.5 and 82.6%

when the default cut-off is 0.939.

2.1.2 Altman's Z-Score

The first well-known formulation of bankruptcy prediction is developed by

Altman (1968). Altman conducted a research about the use of financial ratios in

predicting bankruptcy. The financial ratios that he used were working capital/total

assets, retained earnings/total assets, EBIT/total assets, market value equity/book

value of total debt, and sales/total sales. These financial ratios were composed by

Altman into a formula which can predict bankruptcy. The formula is Zi —1.2

WC/TA + 1.4 RE/TA + 3.3 EBIT/TA + 0.6 MVE/BUD + 1.0 S/TA. But in 1984

Altman re-conduct the research and developed an internationalized formula. The

internationalized formula is Zi = 0.717 WC/TA + 0.847 RE/TA + 3.107 EBIT/TA

+ 0.420 MVE/BUD + 0.998 S/TA. From the result of the formulation of this

formula, there are several criteria to categorize a condition of a firm based on its

Z-Score. Firm with a Z-Score of less or equal to 1.81 means that the firm is much

likely to be bankrupt or having a major risk of bankruptcy. Firm with a Z-Score

ranging from 1.81 to 2.99 means that the firm is in a grey area which means that

the firm is in a financial distress and if the problem is not resolved immediately,

the firm will go bankrupt. Firm with Z-Score more than 1.99 means that the firm

is in a healthy condition. The problem with the Altman's research is that he used

the same number of sample in the different category. Palepu (1986) said that this

methodology is not correct. Other problem is that Altman used Multiple
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Discriminant Analysis (MDA) which based only on ordinal ranking. Ohlson

(1980) said that it is probably insufficient to give explanation.

The implementation of Altman Z-Score in Indonesia is done by Adnan and

Taufiq (2001). The research is done by estimating the Z-Score of 25 liquidated

banks and 25 solvent banks in the period of 1997-2001. The data is taken from

bank's financial statement that available in banking directory for book year 1993,

1994, 1995, 1996, and 1997. The researchers also take another data from Bank

Indonesia, Capital Market Directory, Majalah Jurnal Pasar Modal, Majalah Info

Bank, Jakarta Stock Exchange, and other relevant sources. The result of the

research shows that Altman Z-Score is relevant to explain the occurrence of

bankruptcy in Indonesia. The Z-Score of bankrupted banks and solvent banks is

different. But according to Palepu (1986), the use of the same number of sample

in different category is unacceptable. This is the weakness of the research done by

Adnan and Taufiq (2001).

2.1.3 Merton Model

Other well known analysis is the Merton model which is a modification of

Black-Scholes-Merton framework that developed by Crosbie and Bohn (2002) (in

Hadad, Santoso, Besar, Rulina; 2004). Hadad, Santoso, Besar, and Rulina (2004)

explain that the model estimates the default probability in three steps. First is to

estimate assets market value, assets value volatility, equity volatility and debt

book value using Merton approach. Second, distance to default is counted by

using assets market value and its volatility. Third is the establishment of the
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distribution of distance to flight from over 250.000 firm data and more than 4.700

default occurrence. The model has already been tested in UK by Marx Tudella

and Young (2003). The result of their research finds that the default probability of

the Merton model is good enoughto explain bankrupted and solvent firms.

In Indonesia, the implementation of the Merton model is done by Hadad,

Santoso, Besar, and Rulina (2004). In their research they used the replica of the

Merton model which is used by Marx Tudela and Gary Young (2003) to estimate

the probability of default in Indonesia. The data that they used is taken from

Bloomberg and Jakarta Stock Exchange in the period of 1996-2003. Bloomberg

data is used to measure the market value of assets while the Jakarta Stock

Exchange data is used to estimates the information about the equity of the firm.

The result of the analysis is that the Merton model works or relevant in Indonesia.

The Merton model can be used as a precedence signal of default especially in the

form of credit risk. The model can also differentiate between bankrupt and solvent

firms.

2.1.4 CAMEL Ratios

The use of CAMEL ratios is done by Thomson (1991). The research is done

by using the data of 770 bankrupted banks and 1.736 solvent banks for the period

of 1984-1989. Thomson not only used CAMEL ratios as the independent variable,

but Thomson also used variables that related with economic decision and

condition. The CAMEL ratios that Thomson used are Capital adequacy, Assets

quality, Management, Earnings, and Liquidity. Capital adequacy ratio is measured
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by (book equity capital + reserve for loan and lease -/- the sum of loans +0 past

due but still accruing and non-accruing loans) divided by total assets. Assets

quality ratios are measured by net charge-off divided by total loans, loan portfolio

Herfindahl index, and net loans and lease divided by total assets. Management

ratios are measured by overhead divided by total assets, and loans to insiders

divided by total assets. Earnings ratio is measured by earning after tax divided by

total assets. Liquidity ratio is measured by non-deposits liabilities divided by cash

and investment securities. For variables that related to economic decision,

Thomson used dummy variable where the value is 1 if the state is banking state

and 0 if otherwise, dummy variable where the value is 1 if the bank is a holding

company and 0 if otherwise, natural log of total assets, and natural log of average

deposits per banking office. For variable that related to economic condition,

Thomson used measure of economic diversification, unemployment rate, growth

in personal income, and business failure rate. The result of the research shows that

CAMEL ratios can be used as an early warning to bankruptcy. The variable that

related to economic condition also serve as a predictor in bankruptcy while the

variable that related to decision are not quite accurate except or the natural log of

total assets.

Other study of bankruptcy prediction in Indonesia has also conducted by

Wilopo (2001). In his paper, he conducted the study using CAMEL ratios that

published by bank annually. He used samples of banks that liquidated during the

recession from November 1997 until March 1999 His results are that CAMEL

ratios can provide 80-90% accuracy in predicting bankruptcy. The low accuracy is
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caused by the error that happens in Indonesia. The decision to close banks was

stated for banks that had not to be liquidated (error type 1). Other factors is that

the factors outside CAMEL ratios like economic condition (economy growth,

unemployment rate, inflation, etc) and political parameters can not be used in this

research because of the measurement difficulties. If these factors can be measured

precisely, the study will have a more accurate result. Other weaknesses in

Wilopo's study is that the examination period used is only one year prior

November 1997 liquidation and two years prior March 1999 liquidation. If the use

of longer examination period is implemented with financial information that is

closer to liquidation announcement, so the result of the study might achieve a

better rate of bank bankruptcy prediction.

Other research is done by Luciana Spica Almilia and Winny Herdiningtyas

(2005). In their journal, they use purposive sampling method which is a sampling

method that took sample in a certain amount from the population with a certain

criteria (Sugiyono 1999). The criteria that they use are national private banks that

publish financial statement in 2000-2002; their total assets are 100 millions - 37

billions in december 31st. Their samples are divided in two, banks that have

problems and banks without problems. According to them, banks without problem

are banks that were not in banking medical program and not under special

surveillance and still operating until December 31st 2004; and the banks didn't

suffer loss in 2000-2003. While banks with problems are banks that declared

bankrupt or closed by central bank in April 8th 2004 (Peraturan Pemerintah RI

No.25 tahun 1999), banks that suffer loss in three consecutive years (2000-2003)
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(Surifah 2002), and banks that suffer loss more than 75% of capital in 2000-2003

(KUHD pasal 47 ayat 2). Their result is that CAR, APB, NPL, PPAPAP, ROA,

NTM, and BOPO can be used in predicting banks bankruptcy. The weakness of

this study is that other aspect according to Bank Indonesia adjacent to Surat

Edaran Bank Indonesia Nomor 3/30/DPNP dated December 14th 2001 which is

Compliance that consists of BMPK Violation Percentage, BMPK Excess

Percentage, Rupiah GWM and PDN is still not used so the whole aspect that

sourced from Bank Indonesia is incomplete. Other weakness is that some of the

financial ratios that stated in Bank Indonesia directory is not coherent with the

calculation of financial ratios that calculated based on its accounts or formulas

from the existing theory, this problem stated that audited financial statement is not

coherent with the account of the financial statement (Almilia and Herdiningtyas

2005).

Other implementation CAMEL ratios in Indonesia is done by Nasser and

Aryati (2000) (in Almilia and Herdiningtyas, 2005). The ratios that they used are

CAR1, CAR2, ETA, RORA, ALR NPM, OPM, ROA, ROE, BOPO, PBTA,

EATAR, and LDR. The data that they used are go public banks. The methods that

they used are stepwise statistic and casewise statistic. The result of their research

shows that the most significant variable to predict financial distress is EATAR

and OPM.

Surifah (1999) also have tested the implementation of the use of CAMEL

ratio in Indonesia. The variables that Surifah use is the CAMEL ratios based on

SE BI iio.30/ll/KEP/DIR 30 April 1997. The data that Surifah used are 26
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bankrupted banks and 26 solvent banks in the period of 1993-1997. The result of

the research indicates that CAMEL ratios can be used as an early warning of

bank's bankruptcy. The research indicates a bigger average number of the ratios

that included in CAMEL ratios. The weakness of the research is that Surifah used

the same number of sample in different category which is methodologically

incorrect (Palepu 1976). Other weakness is that Surifah did not differentiate

between estimation sample and validation sample to test the prediction power

(Foster, 1986).

2.1.5 Ohlson's O-Score

The problems of Altman's Z-Score were eliminated by Ohlson (1980)

which used conditional logit analysis to eliminate the weaknesses of MDA. In

Ohlson's (1980) research, Ohlson has described in detail the weaknesses of MDA

technique. Ohlson (1980) said:

(i) There are certain statistical requirements imposed on the distributional
properties of the predictors... A violation of these condition, it could perhaps
be argued, is unimportant... if the only purpose of the model is to develop a
discriminating device. Although this may be a valid point, it is nevertheless
clear that this perspective limits the scope of the investigation. (//') The
output of the application of an MDA model is a score which has little
intuitive interpretation, since it is basically an ordinal ranking
(discriminatory) device...If, however, prior probabilistics of the two groups
are specified, then it is possible to derive posterior probabilities of failure.
But this Bayesian revision process will be invalid or lead to poor
approximations unless the assumptions of normality, etc. are satisfied. (/'/'/')
There are also certain problems related to the "matching" procedures which
have typically been used in MDA. Failed and nonfailed firms are matched
according to criteria such as size and industry, and these tend to be
somewhat arbitrary... (Ohlson, 1980)



18

Ohlson (1980) also eliminate the weakness ofthe use of the same number of

sample in different category. Ohlson(1980) used the data of 105 bankrupted firms

and 2.058 un-bankrupted firms in the period of 1970-1976. The financial ratios

that used by Ohlson is also different with Altman's. Ohlson used size {log (total

assets/GNP price level index)}, total liabilities/total assets, working capital/total

assets, current liabilities/current assets, net income/total assets, operational

funds/total liabilities, dummy variable (1 if net income < 0 for the last two years;

0 otherwise), dummy variable (1 if total liabilities > total assets; o otherwise), (net

income t - net income t-i)/(net income t + net income t-i). From those financial

ratios, Ohlson constructed the formula of:

O- Score =[1 +exp(- Yit )j' where

Ylt =a + PlSIZE]t+pJLTAil +/J,WCTAjr +(3£LCA „ + P.NITA „

+/3,FUTLJt+p1INTWO), +j3sOENEG]r +P9CHIN„ +s

In the formula, SIZE is the natural log of total assets divided by GNP price

level index. TLTA is the total liabilities divided by total assets. WCTA is the

working capital divided by total assets. CLCA is the current liabilities divided by

current assets. NITA is the net income divided by total assets. FUTL is the

operational funds divided by total liabilities, INTWO is a dummy variable where

the value is 1 if the net income for the last two years is negative and 0 other wise.

OENEG is a dummy variable where the value is 1 if total liabilities are bigger

than total assets and 0 otherwise. CHIN is net income for year / subtracted by net

income for year /./ divided by the sum of absolute value of net income for year /

plus the absolute value for net income for year t.\.
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The coefficient signing for the variables are positive for TLTA, CLCA and

ITWO and negative for SIZE, WCTA, NITA, FUTL, and CHIN while OENEG is

indeterminate. This signing, Ohlson said, is based on previous studies, "common

sense", and theory. Ohlson result shows that the coefficient signing is correct. The

result shows that OENEG has a negative coefficient. The result of Ohlson's

research indicates that the most significant variable to predict the failure of a firm

is SIZE, TLTA, NITA and/or FUTL, and WCTA or WCTA and CLCA jointly.

Adam S. Koch (2002) has done a research about the relation between

financial distress, bias in forecasting, and the credibility of voluntary earnings

forecast made by the management. The management forecast errors is measured

by:

EPS.. -MF„
MFE.. = it " if

P,

where MFEjt is the management forecast error, EPSjt is the actual realized EPS,

MFjt is the management's EPS forecast for firm /', and Pi is the share price of the

firm on the first day ofthe fiscal year in which the management earning forecast is

made. To measure the analyst forecast revision and forecast deviation, Koch used:

AFR -SFAF,<-PFAF.> FD _MF„-PFAFit
" p " P

where AFRi is the analyst forecast revision, SFAF;t is the consensus analyst

forecast subsequent to management earnings forecast, PFAFjs is the consensus

analyst forecast prior to management's earning forecast, and FDit is the forecast

deviation. In estimating financial distress, Koch used Ohlson's formula of O-Score.

The samples that were used are 517 quantitative management forecasts of annual
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and quarterly EPS issued between 1993 and August 1997. The result of the

research is:

... forecast in excess of current analyst expectation that issued by distressed
firms show greater upward bias. Other result is that analyst forecast revisions
surrounding the release of management forecast in excess of current
expectations become less positive as financial distress intensifies. Other
result is that analyst forecast revisionsurrounding the release of management
forecast below analyst' existing expectation become more negative as
financial distress intensifies. Koch (2002)

2.1.6 Other Researches

Other research is done by Hillegeist, Keating, Cram, and Lundstedt (2002).

Their research is quite unique because they compared Altman's Z-Score, Ohlson's

O-Score-which are an accounting-based measure-and BSM-PB (Black-Scholes-

Merton - Probability of Bankruptcy) which is a market-based measure. Their

research used the data of 65.960 firms including 516 events of bankruptcy in the

period of 1979-1997. The methodology of the research used a discrete hazard

model produced unbiased coefficient estimates. The result of the result indicates

that the two scores are insufficient in predicting bankruptcy although that the two

scores have significant and incremental information. They said that BSM-PB has

more "explanatory power" compared with the two scores but it is also insufficient

statistic. They said:

BSM-PB does not reflect all available market-based information regarding
PB. Specifically, excess return and relative market size provide incremental
information (Hillegeist, Keating, Cram, and Lundstedt; 2002).

Another bankruptcy-predicting technique is discussed by Hui Hao. A PhD

student in Queen's School ofBusiness in her paper Predicting Bankruptcy: ANew
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Structural Approach (2005). In the paper, she estimated the probability of

bankruptcy 267 unique bankrupt firms and 2531 unique non-bankrupt firms from

1996-2000 in a model where common equity is viewed as a down and out call

option on a firm's assets. She compare her study with three other popular

approaches; Altman (1968), Shumway (2001), and Merton/KMV. Accuracy of the

study is measured by the percentage of bankruptcies that are classified into the

highest deciles within each mode (ranking) and the Area Under the Curve (AUC).

Based on ranking contest and magnitude of AUC structural models (the barrier

option approach and Merton/KMV) have better accuracy than statistical models

(Altman (1968) and Shumway (2001)) with one year prior to bankruptcy data and

vice versa three years prior to bankruptcy.

2.2 Hypothesis Formulation

This study analyzes about the effectiveness of the use of Ohlson's O-Score in

predicting financial distress of listed firms in the period of 2004 and 2005. Previous

research done by Koch (2002) stated that Ohlson's O-Score is a stronger prediction

tools compared with other prediction tools. It is stronger because it the

development of the formula is using the right analytical tools and the right

methodological analysis. But the problem is that the tool is formulated in foreign

country where the economic and political conditions are different with Indonesia.
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2.2.1 Major Hypothesis

The major hypothesis is developed to analyze the use of O-Score in

predicting financial distress in Indonesian listed firms. Ohlson (1980) has

developed a formula to predict bankruptcy in the nest year. Based on that research,

the writer wants to investigate whether Ohlson's (1980) is relevant to the condition

of Indonesian economic

Ha: O-Score can be used to predict financial distress in Indonesian public

listed firms.

2.2.2 Minor Hypothesis

The minor hypothesis is developed to analyze the positive influence of partial

variables that are used in O-Score to predict financial distress in public listed firms

in Indonesia. In Ohlson's (1980) research, he finds that partial of the variables that

he used in developing the formula has a significant difference between the

bankrupt and solvent banks. Ohlson's research indicates that the most significant

variable to predict the failure of a firm is SIZE, TLTA, NITA and/or FUTL, and

WCTA or WCTA and CLCA jointly. The minor hypothesis is developed whether

those variables also significantly lower the O-Score.

Hi: log(total assets) has a positive influence in predicting financial distress

H2: (Total Liabilities/Total Assets) has a positive influence in predicting

financial distress

Hv (Net Income/Total Assets) and/or (Operating Fund/Total Liabilities) has

positive influence in predicting financial distress
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H4: (Working Capital/Total Assets) or (Working Capital/Total Assets) and

(Current Liabilities/Current Assets) jointly have positive influence in

predicting financial distress



CHAPTER III

RESEARCH METHOD

3.1 Population and Sample

This research is done by not taking sample of the population. This research is

done by analyzing the whole population of the data to create a better and accurate

result. The population of the research is the data of financially distressed firms that

listed in Jakarta Stock Exchange and publish its financial statement in the

Indonesian Capital Market Directory year 2006. The classifications of the

financially distressed firms are taken from the research of Almilia and

Herdiningtyas (2005). In their research the classified financially distressed firms as

bankrupt (Peraturan Pemerintah RI No.25 tahun 1999), have loss in three

consecutive years (Surifah. 2002), and have loss more than 75% of its capital

(KUHD pasal 47 ayat 2). The solvent firms are classified as having profit in three

consecutive years (2003-2005).

As explained before, the later exploration finds no evidence of the event of

bankruptcy that occurs in 2006. So, the writer used other definition of bankruptcy

which is delisting from Jakarta Stock Exchange. There are some criterions that

must be fulfilled in order a delisting occurrence. The criterions used are only the

criterions that correlated with financial distress. The criterions are have loss in

three consecutive years or have loss more than 50% of its capital, and didn't pay

cash dividend in three consecutive years.

So, the final population of the research is 41 distressed firms that consist of

36 firms that have loss in three consecutive years (2003-2005), one delisted firms

24
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because of financial distress and have loss more than 75% of its capital, and 4 firms

that have loss more than 75% of its capital. The population of solvent firms is 138

firms.

These data is going to be analyzed using the formula of Ohlson's (1980) O-

Score. The formula consists of 9 variables which each have its own coefficient.

Those variables are SIZE which is the natural log of total assets divided by GNP

price level index. But since the data of GNP price level index is not available, the

writer modified the formula into only the natural log of the total assets. TLTA is

the total liabilities divided by total assets. WCTA is the working capital divided by

total assets. CLCA is the current liabilities divided by current assets. NITA is the

net income divided by total assets. FUTL is the operational funds divided by total

liabilities, INTWO is a dummy variable where the value is 1 if the net income for

the last two years is negative and 0 other wise. OENEG is a dummy variable where

the value is 1 if total liabilities are bigger than total assets and 0 otherwise. CHIN is

net income for year / subtracted by net income for year /.; divided by the sum of

absolute value of net income for year / plus the absolute value for net income for

year t.j.

3.2 Research Setting

The data that wereused in the research is all secondary data, meaning that the

data used is taken not directly from the source of the data but it is already published

by other. The data was taken from the financial statement of all public listed firms
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that published its financial statement in the Indonesian Capital Market Directory

2006.

3.3 Instrumentation

In this research, the writer will not use validity and reliability test. The reason

behind this act is because the data used is not a sample data but a population data.

Validity and reliability test is only taken when the data is a sample test. Validity

and reliability test is taken to analyzed whether the sample that were taken from the

population is representative enough. But because the data used is not a sample, the

data will be very representative because population data cover the entire research

subject.

3.4 Technique of Data Analysis

The analysis of data will bedone using theformula of O-score that developed

by James Ohlson (1980) in his research "Financial Ratios and the Probabilistic

Prediction of Bankruptcy". In this research, Ohlson developed a formula of

predicting bankruptcy one year prior the event of bankruptcy. The accuracy of this

prediction model is 96.3% for the whole variables. The formula that Ohlson

developed is:

O- Score =[l +exp(- Ylt )j' where

Y|t =a + 0lSIZEJt+027ZTAJf + ffiWCTAJt + B.CLCA Jt + B,NlTAir

+ j36FUTLlt +fi7INTWOJt + /?„OENEG „ + B9CH1N}, + s
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SIZE = log(total assets)

Total Liability
TLTA

• WCTA

Total Assets

Working Capital

Total Assets

„ . Current Liability

Current Assets

• OENEG = one if total liabilities more that total assets, zero otherwise

Net Income
• NITA

• FUTL

Total Assets

Operational Fund

Total Liability

• INTWO = one if net income was negative for the last two years, zero

otherwise

(NI -NI_)
• CHIN = -jt—'-.—|—'-^ where NI is the net income of the firm in the most

(|M,| +|M,_,|)

recent year



CHAPTER IV

RESEARCH FINDINGS, DISCUSSION, AND IMPLICATION

4.1 Research Description

4.1.1 Preparation of Research

Before conducting the research, the writer has studied a number of journals,

books, and other articles in relation with the research. The data needed are taken

from the financial statement that is published in the Indonesian Capital Market

Directory 2006. From all the data available in the Indonesian Capital Market

Directory, the writer filtered the data with some criterions to meet the objective of

the research. As said before, the objective of the study is to find out whether the

formula of Ohlson's (1980) O-Score can be used in Indonesia. To meet with the

objective, the writer differentiates the data into two groups which is financially

distressed and solvent firms.

To be classified into a financially distressed firm, it should meet certain

requisites. The requisites used are:

a. The company must publish its summary of financial statement in the

Indonesian Capital Market Directory2006.

b. The company must have loss in minimum three consecutive years. To meet

with the objective of the research, the writer set a aile that the loss occurs in

year 2003-2005.

c. The company must have loss more than 75% of its capital in the year of 2004

or 2005.

28



29

d. The company must be delisted from the Jakarta Stock Exchange because of

financial distress and not because other factors such as merger, acquisition,

privatization, conduct illegal business, or wrong auditing method. To be

clear, the criterions of delisting action by Jakarta Stock Exchange will be

attached in the appendices.

The criterion for solvent firms is that the firm didn't have loss in three

consecutive years (Almilia and Herdiningtyas, 2005).

From the criterions above, the final population of the financially distressed

firm in the year 2004-2005 is 41 firms, consist of 36 firms with three consecutive

years of loss, 4 firms with a loss more than 75% of its capital, and 1 delisted firm

because of financial distress (have loss more than 50% of its capital and not pay

cash dividend in three consecutive years).

4.1.2 Research Process

All of the data above were obtained from Indonesian Capital Market

Directory 2006 that have already filtered with some criterions of financial distress

definition and resulted with 138 solvent firms and 41 distressed firms that consist

from 36 firms with three consecutive years of loss, 4 firm with a loss more than

75% of its capital, and 1 delisted firm because of financial distress (have loss more

than 50% of its capital and not pay cash dividend in three consecutive years), is

going to be analyzed using logit regression method of Ohlson's (1980) O-Score.
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The formula of Ohlson O-Score is:

O- Score =[l +exp(- Ylt )f' where

YJt =a + J3iSIZEJ, +B2TLTAJt +B,WCTAjt +B4CLCAjt +B5NITAll
+J36FUTL„ +J37INTW0JI + B,OENEGJt +B9CHINjr +s

In the formula, SIZE is the natural log of total assets divided by GNP price level

index. But because the data of GNP price level index is not available in Indonesia,

the formula of SIZE is modified into only the natural log of the total assets. TLTA

is the total liabilities divided by total assets. WCTA is the working capital divided

by total assets. CLCA is the current liabilities divided by current assets. NITA is

the net income divided by total assets. FUTL is the operational funds divided by

total liabilities, INTWO is a dummy variable where the value is 1 if the net income

for the last two years is negative and 0 other wise. OENEG is a dummy variable

where the value is 1 if total liabilities are bigger than total assets and 0 otherwise.

CHIN is net income for year / subtracted by net income for year t.j divided by the

sum of absolute value of net income for year / plus the absolute value for net

income for year /./.

In this research, validity and reliability test is not going to be used. The

reason why validity and reliability test is not conducted is because the data used is

not a sample of population. The data used in the research is the data of the whole

population. Validity and reliability test is only taken when the data of the research

is a sample of a population. The objective of validity and reliability test is to find

out whether the sample that was taken from the population has already enough to

represent the whole population. For example, if the population of the research is
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consist of four hundreds firms, means that the sample can't be just only ten because

it will not represent the whole population. Validity and reliability test is taken to

investigate whether the amount of sample that were taken is already enough to

represent the whole population.

4.2 Research Findings

4.2.1 Statistical Description

The descriptive statistic is often used to analyze the central tendency and

dispersion measurement of a research data. Form descriptive statistic, central

tendency information can be obtained from information such as mean, and median.

The mean shows the average value of the data contained in each variable. The

median indicates the value of the data located exactly in the middle. The

information of dispersion measurement can be obtained from the information of

standard deviation.

The descriptive statistics that explain the descriptive statistic information

about the research is presented in table 4.2. From the table below, the highest value

of central tendency central tendency measurement is owned by SIZE while the

lowest is owned by FUTL. The highest value of dispersion measurement is owned

by FUTL and the lowest is owned by NITA.
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Table 4.1

Descriptive!Statistics Table

Y SIZE TLTA WCTA CLCA OENEG NITA

Mean 0.22905 5.837211 0.582818 0.063066 1.343166 0.078212 0.027931

Median 0 5.80841 0.49927 0.153036 0.652614 0 0.036292

Maximum 1 7.793588 4.010308 0.72191 34.80266 1 1.139443

Minimum 0 3.923348 0.000434 -6.68277 0.001793 0 -1.26182

Std. Dev. 0.42081 0.702442 0.543375 0.651952 3.24356 0.268881 0.165706

Skewness 1.289556 0.162396 3.699493 -5.8952 6.793666 3.141745 -1.0645

Kurtosis 2.662955 2.78648 20.11054 52.17018 57.27937 10.87056 24.22247

Jarque-Bera 100.9175 2.25362 5183.776 38137.75 46702.09 1512.968 6785.978

Probability 0 0.324065 0 0 0 0 0

Observations 358 358 358 358 358 358 358

FUTL INTWO CHIN

Mean -1.04171 0.212291 0.022498

Median 0.145035 0 0.047703

Maximum 2.3901 1 1

Minimum -412.721 0 -1.81716

Std. Dev. 21.87833 0.409502 0.414019

Skewness -18.6928 1.407135 -0.53612

Kurtosis 352.1537 2.98003 4.134013

Jarque-Bera 1839314 118.1477 36.33252

Probability 0 0 0

Observations 358 358 358

4.2.2 Logistic Regression Result

The finding of the research indicates that the formula of Ohlson's O-Score

can be used to predict financial distressed in go-public firms in Indonesia during

the period of 2004-2005. The conclusion is derived from the regression result

which shows the P value of the combined data of the research data. The P value

must have a value of less than 0.1 if the hypothesis is accepted. Meaning that
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variables which have P value of less than 0.1, have a significant effect in predicting

financial distress in go-public firms in Indonesia during the period of 2004-2005.

Table 4.2

Regression result of O-Score

Dependent Variable: Y
Method: ML- Binary Logit
Date: 04/25/07 Time: 15:40
Sample: 1 358
Included observations: 358
Convergence achieved after 21 iterations
QML (Huber/White) standard errors & covariance

Variable Coefficient Std. Error z-Statistic Prob.
C -308.5979 7.586096 -40.67941 0.0000

SIZE 36.69856 0.945957 38.79515 0.0000
TLTA 13.66607 1.612529 8.474926 0.0000

WCTA -12.78383 1.042798 -12.25916 0.0000
CLCA -17.81095 1.442520 -12.34711 0.0000

OENEG 250.4892 5.881012 42.59288 0.0000
NITA -18.81291 0.837284 -22.46898 0.0000
FUTL -288.4213 6.423042 -44.90416 0.0000

INTWO 444.5004 47.31972 9.393555 0.0000
CHIN 126.7821 2.893932 43.80964 0.0000

Mean dependent var 0.229050 S.D.dependent var 0.420810
S.E. of regression 5.29E-05 Akaike info criterion 0.055876
Sum squared resid 9.74E-07 Schwarz criterion 0.164271
Log likelihood -0.001845 Hannan-Quinn enter. 0.098985
Restr. log likelihood -192.6492 Avg. log likelihood -5.15E-06
LR statistic^ df) 385.2947 McFadden R-squared 0.999990
Probability(LR stat) 0.000000

Obs with Dep=0
Obs with Dep=1

276

82

Total obs 358

The calculation of the formula also indicated the ability of Ohlson's O-Score

in predicting financial distress in Indonesia. The result of the O-Score calculation

shows a significant difference in solvent and distressed firms. The calculation

shows that all of the data used have the O-Score of more than the original cut-off

point which is 0.038. In Ohlson (1980) research, the cut-off point of 0.038 is

chosen because it lowered the combined total of misclassification errors among the

samples.



4.2.3 Expectation-Prediction Result

Table 4.3

Expectation-Prediction Table

Dependent Variable: Y
Method: ML - Binary Logit
Date: 04/25/07 Time: 15:40
Sample: 1 358
Included observations: 358

Prediction Evaluation (success cutoff C = 0 5)
Estimated Equation Constant Probability

Dep=0 Dep=1 Total Dep=0 Dep=1 Total
P(Dep=1)<=

C

276 0 276 276 82 358

P(Dep=1)>C 0 82 82 0 0 0

Total 276 82 358 276 82 358

Correct 276 82 358 276 0 276

% Correct 100.00 100.00 100.00 100.00 0.00 77.09

% Incorrect 0.00 0.00 0.00 0.00 100.00 22.91

Total Gain* 0.00 100.00 22.91

Percent

Gain**

NA 100.00 100.00

Estimated E quation Constant Probability
Dep=0 Dep=1 Total Dep=0 Dep=1 Total

E(#of
Dep=0)

276.00 0.00 276.00 212.78 63.22 276.00

E(#of
Dep=1)

0.00 82.00 82.00 63.22 18.78 82.00

Total 276.00 82.00 358.00 276.00 82.00 358.00

Correct 276.00 82.00 358.00 212.78 18.78 231.56

% Correct 100.00 100.00 100.00 77.09 22.91 64.68
% Incorrect 0.00 0.00 0.00 22.91 77.09 35.32
Total Gain* 22.90 77.09 35.32

Percent

Gain**

100.00 100.00 100.00

*Change in "<2k Correct' from deftault (constant proba bility) spe(;ification
*Percent of incorrect (default) prediction corrected by equation
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From the prediction table presented above, it can be seen that the accuracy

of all variable used in O-Score is correct for 100%. It means that the variables used

in O-Score are more fitted to be used in Indonesia compared to the original country

where the formula is developed. The prediction result in the country where the

formula is developed is below the prediction result in this research. This research
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shows the accuracy of prediction of 100% while the original research by Ohlson

(1980) only shows an accuracy of 96.3%.

4.2.4 O-Score Calculation Result

The result in the calculation of the O-Score shows a very significant

difference between the solvent firms and distressed firms. But there is a problem in

the calculation of the formula. Two of the firm can not be calculated its O-Score

because the Yjt has the value of less than -750 which cannot be calculated using the

formula. But other than that, the result shows that Ohlson's O-Score formula can be

used in predicting financial distress in Indonesia. The detailed result of this

calculation will be shown in the appendices

4.2.5 Hypotheses Test result

. From the table 4.2 the hypothesis developed in the previous chapter can be

analyzed as follow:

• Ha: O-Score can be used to predict financial distress in Indonesian

public listed firms.

The Ha which is the major hypothesis is accepted because the overall result

of the variables has the P value less than 0.1 which indicates its significance

in predicting financial distress in go-public firms in Indonesia during the

period of 2004-2005.
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• Hi: log(total assets) has a positive influence in predicting financial

distress

Other hypothesis is Hi is also accepted because the coefficient value of SIZE

is positive. It means that the bigger the firm size, the bigger the risk of

financial distress. This result contradicts with the original result of Ohlson

(1980) which has the coefficient value of SIZE negative. The possible reason

behind this difference is because in Indonesia, the owner of the firm may

sometimes expand the firm recklessly. The owner of the firm may not pay

much attention in the expansion risk while expanding their business.

• H2: (Total Liabilities/Total Assets) has a positive influence in predicting

financial distress

TLTA has also has a positive influence in predicting financial distress. It

means that the bigger the ratio between the total liabilities and the total

assets, the bigger the risk of financial distress it may face. The result is

consistent with the result of the original O-Score developed by Ohlson

(1980).

• H3: (Net Income/Total Assets) and/or (Operating Fund/Total Liabilities)

has positive influence in predicting financial distress

H3 is rejected because the coefficient value of NITA and/or FUTL has a

negative value. It means that the bigger the ratio between Net Income and

Total Asset and/or the ratio between Operational Fund and Total liabilities,
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the less risk of financial distress the firm may face. The fact that the

coefficient value of NITA and/or FUTL has a negative value, it means it has

a negative effect on financial distress. The bigger the value of thosevariables,

the smaller the risk of financial distress.

H4: (Working Capital/Total Assets) or (Working Capital/Total Assets)

and (Current Liabilities/Current Assets) jointly have positive influence

in predicting financial distress

The last hypothesis is also rejected because the value of the coefficient of

WCTA and CLCA has a negative value. It means the bigger the ratio

between Working Capital and Total Assets and the ratio between Current

Liabilities and Current Assets, the less risk of financial distress the firm may

face. Because the value of WCTA and CLCA has a negative value, it means

that it has a negative effect on financial distress. The bigger the value of

those variables, the smaller the risk of financial distress.

From the logistic regression table, it can be seen that the variables that have

the most significant effect in predicting financial distress are OENEG, FUTL,

INTWO, and CHIN. In the original Ohlson (1980) research, the most significant

variable to predict bankruptcy are SIZE, TLTA, NITA and/or FUTL, and WCTA

or WCTA and CLCA jointly.
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4.3 Implications

The result of the research indicates that the formula developed by Ohlson

(1980) is also relevant to the condition in Indonesia. Although the formula is

developed in a different country where the economic and political condition is

different, the formula is able to predict financial distress in Indonesia. As long as

we follow the rules of Ohlson (1980) in calculating the O-Score like excluding

financial firms, we will get a good result of O-Score.

The result of the research can be used as a formula to predict financial

distress in Indonesia. The parties who might need this kind of information are

firm's analyst, firm's manager, external investors, and other researcher. Firm's

analysts need the information to advice the manager if the company has a high O-

Score. The analysts can advice the manager of the firm when the O-Score of the

firm had close to the cut-off point which is 0.038.

The manager of the firm needs this information to make a strategy of

recovery when the O-Score of the company has reach or close to 0.038. When the

company has high O-Score, the manager needs to create a turnover in the company.

The manager has the responsibility to make the company healthy again. The

strategy of recovery also must be maintained if the company doesn't want to be

financially distressed again.

External investors need this kind of information when deciding which

company they will invest. When deciding to invest, an investor must carefully

select the company where the money is going to be invested. If the investor is not

careful, they might put their money in a distressed firm or companies that have a
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high O-Score. So the result ofthis research can be used as one ofthe weighing tool

for investors to select which company they will puttheir money to.

The result of this research is also needed by other researcher to develop a

better result of the research. This research is not perfect. Other researchers might

find a weakness or mistakes in this research. From that weakness and mistakes,

other researchers can develop a better result by eliminating the weakness and

mistakes.



CHAPTER V

CONCLUSION AND RECOMMENDATION

5.1 Conclusion

The objective of the research is to find whether the formula of O-Score that

developed by Ohlson (1980) is usable to predict the possibility of financial distress

in go-public firms in Indonesia in the period of 2004 and 2005. From the

explanation and research of the previous chapter, the writer can conclude that the

formula of O-Score developed by Ohlson (1980) is usable in predicting financial

distress in go-public firms in Indonesia in the period of 2004 and 2005.

The research result shown that all variables that construct the formula of

Ohlson's (1908) O-Score have significant difference between the distressed firms

and solvent firms. Although that the Huber/White standard error and covariance

method is used in the research, but the result of the research shown a same result

between using Huber/White standard error and covariance and using asymptotic

standard error - all shown the accuracy of 100% correct for overall variable

predictability.

There are two firms that its O-Score can't be calculated. Those firms are PT

Rig Tenders Tbk in 2004 and PT Merck Tbk in 2005. The reason why the O-Score

of these firms can't be calculated is because the firms have the amount of Yjt of

less than -750. If calculated, the EXP of a number that is very small, for example

less than -750, the result will turn out to be zero or error. Despite of this fact, there

is no other problem in calculating the O-Score of the firms.

40
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5.2 Recommendation

Although the result of the research shows a 100% correct for overall

predictability, but there are still some weaknesses in the research. Hopefully the

future research can eliminate or minimize the weaknesses of this research. The

weaknesses of the research are:

• The data used in the research are taken from financial statement that is

published by the company. The financial statement of the company are often

inaccurate because the company often wants to show that they are generating

profit while in reality there are generating loss. This often happen because the

company wants to show a good performance to the shareholders. Or maybe

they try to manipulate the financial statement to reduce the loss they generate

while in reality they lost more than they reported.

• The criteria that used in the research may be insufficient or it may be too

obvious in categorizing the distressed and solvent firms. This may be the

cause of the 100% correct in the overall predictability. Future research may

use other criteria to differentiate the distressed and solvent firms.

• The use of Huber/White standard error and covariance is also questionable.

Even though there are journals to support the use of the method, it still may

be doubted the accuracy. Huber/White standard error and covariance is only

usable when there is no heteroskedacity problem in the research. In this

research, heteroskedacity test is not conducted. Future research must conduct
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the heteroskedacity test to find out the accuracy of the use of Huber/White

standard error and covariance. However, the writer already test using the

asymptotic standard error and the result also show the accuracy of 100%

correct for overall predictability which is the same between using

Huber/White standard error and covariance and using asymptotic standard

errorv
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APPENDICE 1

DELISTING CRITERIAS

No.

9

10

11

12

13

14

15

16

17

Criteria

Application to Bapepam
Audit opinion
Operating Profit
Profit After Tax

Minority shareholder's
amount of stock

Shareholders

Transaction frequency
Average
volume

transaction

Closing price average
Theoretical price based
on corporate action

Equity
Transaction status

Company status

Corporate Plan

Operation field
Subsidiary contribution
Mining Company

Delisting Criteria
Frozed or cancelled

Adverse at the last year
Loss for 4 consecutive years
Loss for 4 consecutive years
< 10 million shares and less than 5% of paid
in capital in the last 6 months
< 100 shareholders in 6 consecutive months
No transactions for 9 consecutive months
< 10.000 share each month for the last
consecutive months
< Rp50 for 3 consecutive months
< 20 x fraction

12

Negative for the last three consecutive years
Suspended for 12 consecutive months
• Merged with or acquired by other company
• Liquidated
• Declared bankrupt by the authority

Operating license withdrew
No information about corporate plan for a
certain amount of time

Prohibited by the law
< 50%

No consession

No mining license
Deposit reserve insufficient
No technical-skilled manager for 6 months

Source: Tjiptono Darmaji. Hendy M Fakhraddin. Pasar Modal di Indonesia:

Pendekatan TanvaJcnvab. Salemba Empat. Jakarta 2001 page 71
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APPENDICE 3
O-SCORE CALCULATION

2004

FIRM O-SCORE
BUKK 0.999999
CPIN

CTTH

ADES 0.999965
SKLT 0.999999
SIPD

SUBA

ARGO

ERTX

PAFI

TEJA

TFCO

MYTX

ESTI

FMII

BIMA

SIMM

DSUC

SAIP

ETWA

POLY

KKGI

FPNI

KICI

MLIA

LPIN

KONI

RIMO

WICO

BMSR

MLNO

PWSI i t~

RBMS

ROOA

ABBA

DNET

INOX

ITTG

TMPO

ASIA

ATPK

PWON 1.66E-33
TSPC 7.8E-165
TCID 1.9E-251
MRAT 3.8E-103
UNVR 2.4E-219
APOL 4.51 E-34
BLTA 1.85E-36
HITS 8.86E-58
TMAS 2.63E-85
RIGS #NUM!
SMDR 4.71 E-48
TIRA 1.38E-22
ARNA 2.1E-92
TOTO 1.66E-68
ASGR 2.48E-60
MLPL 1.68E-18
ACAP 3.8E-144
ASM 6.77E-46
AUTO 7.73E-69
BRAM 2.79E-74
GJTL 6.19E-63
GDYR 8.74E-66
HEXA 5.07E-73
INTA 9.71 E-45
ADMG 3.12E-65
PRAS 2.42E-58
SMSM 5.53E-95
TURI 6.02E-36
UNTR 6.82E-42
FASW 1.51E-91
AKRA 6.02E-63
BUDI 3.18E-83
CLPI 3.64E-76
LTLS 5.23E-17
SOBI 1.18E-93
UNIC 1.01E-25
EKAD 3.9E-123
INCI 7.3E-102
AKKU 9.9E-137
AKPI 9.4E-108
AMGF 1.2E-103
BRNA 1.14E-49
DYNA 4.85E-72

60
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PUDP 4.33E-64

SMRA 5.95E-68

SUP 4.6E-212

ZBRA 3.4E-106

ISAT 3.69E-43

IATG 7.46E-85

TLKM 3.65E-79

AIMS 4.41 E-65

ALFA 3.19E-27

EPMT 1.7E-67

FISH 1.6E-27
MPPA 4.64E-33

SDPC 6.34E-55

MAPI 2.57E-65

MICE 7.1E-161

RALS 4.7E-108

TGKA 1.68E-12
SQBI 1.7E-118

DVLA 1.93E-97

KLBF 2.55E-98

KAEF 3.13E-84

MERK #NUM!

PYFA 1.03E-90

CENT 1E-155

CMNP 5.16E-89

FORU 1.31E-66

LMAS 5.1E-106

RUIS 9.99E-81

SCMA 7.14E-66

ANTA 4.51 E-52

PANR 1.14E-72

PLIN 8.5E-107

ARTI 1.21 E-52

ELTY 2.23E-16

CTRS 3.34E-42
DUTI 1.03E-40

GMTD 7.1E-57

JAKA 2.42E-37

JRPT 2.43E-59

KARK 9.5E-100

KIJA 8.85E-38

KPIG 8.3E-104

LAMI 1.01E-50

LPCK 8.02E-92

LPKR 8.9E-46

MAMI 2.5E-120

MTSM | 1.89E-95
BUKK 1

CPIN 0.999247
CTTH

ADES

SKLT 0.999897

SIPD

SUBA 0.999998

ARGO

ERTX

PAFI

TEJA

TFCO

MYTX

ESTI

FMII

BIMA

SIMM

DSUC

SAIP

ETWA

POLY

KKGI

FPNI

KICI

MLIA

LPIM

KONI

RIMO

WICO

BMSR

MLNO

PWSI

RBMS

RODA

ABBA

DNET

INDX

ITTG

TMPO

ASIA

ATPK
— '

63



APPENDICE 4

FIRM CODE

CODE FIRM NAME

BUKK PT Bukaka Teknik Utama Tbk

CPIN PT Charoen Pokphand Indonesia Tbk

CTTH PT Citatah Industry Manner Tbk

ADES PT Ades Waters Indonesia Tbk

SKLT PT Sekar Laut Tbk

SIPD PT Sierad Produce Tbk

SUBA PT Suba Indah Tbk

ARGO PT Argo Pantes Tbk

ERTX PT Eratex Djaja Tbk

PAFI PT Panasia Filament Inti Tbk

TEJA PT Texmaco Jaya Tbk

TFCO PT TIFICO Tbk

MYTX PT Apac Citra Centertex Tbk

ESTI PT Evershine Textile Industry Tbk

FMII PT Fortune Mate Indonesia TBK

BIMA PT Primarindo Asia Infrastructure Tbk

SIMM Surya Intrindo MakmurTbk

DSUC PT Daya Sakti Unggul Corporation Tbk

SAIP PT Surabaya Agung Industri Pulp Vbk

ETWA PT Eterindo Wahanatama Tbk

POLY PT Polysindo Eka Perkasa Tbk

KKGI PT Resource Alam Indonesia Tbk

FPNI PT Fatrapolindo Nusa Industry Tbk

KICI PT Kedaung Indah Can Tbk

64

CRITERIA

Delisted, loss more than 75%
of its paid-up capital
loss more than 75% of its paid-
up capital in 2004
loss in three consecutive years
(2003-2005)
loss moro than 75% of its paid-
up capital in 2004
loss more than 75% of its paid-
up capital In 2004
loss in three consecutive years
(2003-2005)
loss in three consecutive years
(2003-2005)
loss in three consecutive years
(2003-2005)
loss in three consecutive years
(2003-2005)
loss in three consecutive years
(2003-2005)
loss in three consecutive years
(2003-2005)
loss in three consecutive years
(2003-2005)
loss in three
(2003-2005)

consecutive years

loss in three consecutive years
(2003-2005)
loss in three consecutive years
(2003-2005)
loss in three consecutive years
(2003-2005)
loss in three consecutive years
(2003-2005)
loss in three consecutive years
(2003-2005)
loss in three consecutive years
(2003-2005)
loss in three consecutive years
(2003-2005)
loss in three consecutive years
(2003-2005)
loss in three consecutive years
(2003-2005)
loss in three

(2003-2005)
consecutive years

loss in three consecutive years
(2003-2005)
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MLIA PT Mulia Industrlndo Tbk loss in three consecutive years
(2003-2005)

LPIN PT Multi Prima Sejahtera Tbk loss in three consecutive years
(2003-2005)

KONI PT Perdana Bangun Pusaka Tbk loss in three consecutive years
(2003-2005)

RIMO PT Rimo Catur Lestari Tbk loss in three consecutive years
(2003-2005)

WICO PT Wicaksana Overseas International Tbk loss in three consecutive years
(2003-2005)

BMSR PT Bintang Mitra Semestaraya Tbk loss in three consecutive years
(2003-2005)

MLND PT Mulialand Tbk loss in three consecutive years
(2003-2005)

PWSI PT Panca Wiratama Sakti Tbk loss in three consecutive years
(2003-2005)

RBMS PT Ristia Bintang Mahkotasejati Tbk loss in three consecutive years
(2003-2005)

RODA PT Roda Panggon Harapan Tbk loss in three consecutive years
(2003-2005)

ABBA PTAbdiBangsaTbk loss in three consecutive years
(2003-2005)

DNET PT Dyviacom Intrabumi Tbk loss in three consecutive years
J2003-2005)

INDX PT Indoexchange Tbk loss in three consecutive years
(2003-2005)

ITTG PT Integrasi Teknologi Tbk loss in three consecutive years
(2003-2005)

TMPO PT Tempo Inti Media Tbk loss in three consecutive years
(2003-2005)

ASIA PT Asiana Grain International Tbk loss in three consecutive years
(2003-2005)

ATPK PT Anugrah Tambak Perkasindo Tbk loss in three consecutive years
(2003-2005)

PWON PT Pakuwon Jati Tbk Solvent
TSPC PT Tempo Scan Pacific Tbk Solvent
TCID PT Mandom Indonesia Tbk Solvent
MRAT PT Mustika Ratu Tbk Solvent
UNVR PT Unilever Indonesia Tbk Solvent
APOL PT Arpeni Pratama Ocean Line Tbk Solvent
BLTA PT Berlian Laju Tanker Tbk Solvent
HITS PT Humpuss Intermoda Transportasi Tbk Solvent
TMAS PT Pelayaran Tempuran Emas Tbk Solvent
RIGS PT Rig Tenders Tbk Solvent
SMDR PT Samudera Indonesia Tbk Solvent
TIRA PT Tira Austenite Tbk Solvent
ARNA PT Arwana Citramulia Tbk Solvent
TOTO PT Surya Toto Indonesia Tbk Solvent
ASGR PT Astra-Graphia Tbk Solvent
MLPL PT Multipolar Corporation Tbk Solvent
ACAP PT Andhi Chandra Automotive Products Tbk Solvent
ASH PT Astra international Tbk Solvent
AUTO PT Astra Otoparts Tbk Solvent



BRAM PT Branta Mulia Tbk
GJTL PT Gajah Tunggal Tok
GDYR PT Goodyear Indonesia"Tbk
HEXA PT Hexindo Adiperkasa Tbk
INTA

ADMG
PT Intraco Penta Tbk
PT Polychem Indonesia Tbk

PRAS PT Prima Alloy Steel Tbk
SMSM PT Selamat Sempurna Tbk

PT Tunas Ridean Tbk
PT United Tractor Tbk

TURI

UNTR

FASW PT Fajar Surya Wisesa Tbk
AKRA PT AKR Corporindo Tbk
BUDI

CLPI

LTLS

SOBI

UNIC

EKAD

INCI

AKKU

AKPI

AMGF

BRNA

DYNA

IGAR

TRST

INTP

SMGR

BTON

CTBN

JPRS

LMSH

LION

RDTX

DOID

GRIV

INDR

PBRX

RICY

BATA

TIRT

GGRM

HMSP

ADHI

PTRO

AQUA

DAVO

PT Budi Acid Java Tbk
PT Colorpak Indonesia Tbk
PT Lautan Luas Tbk
PT Sorini Corporation Tbk _

-'P.T.J^iyii"' i|unvj_P4,,»«»yi»~Tbir^
PT Ekadharma International tbk
PT Intanwijaya Internasional Tbk_
PT Aneka Kemasindo Utama Tbk
PTArgha Karya Prima Industry Tbk
PT Asahimas Fiat Glass Tbk
PT Berlina Tbk

PT Dynaplast Tbk
PT Kageo Igar Jaya Tbk
PT Trias Sentosa Tbk
PT Indocement Tunggal Perkasa Tbk
PT Semen Gresik (Persero) Tbk
PT Betonjaya Manunggal Tbk
PT Citra Tubindo Tbk
PT Jaya Pari Steel Tbk
PT Lionmesh Prima Tbk
PT Lion Metal Works Tbk
PT Roda Vivatex Tbk
PT Delta Dunia Petroindo Tbk
PT Great River International Tbk
PT Indo-Rama Synthetics Tbk
PTPanBrotheisTexTbk
PT Ricky Putra GlobalindoTbT
PT Sepatu Bata Tbk
PT Tirta Mahakam ResourcesTbk
PT Gudang Garam Tbk
PT HM Sampoerna Tbk
PT Adhi Karya (Persero) Tbk
PT Petrosea Tbk
PTAqua Golden Mississippi Tbk

DLTA

FAST

PT Davomas Abadi Tbk
PT Delta Djakarta Tbk
PT Fast Food Indonesia Tbk

INDF | PT Indofood Sukses Makmur fhi7

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent
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MYOR PT Mayora Indah Tbk
MLBI

PSDN

SHDA

STTP

TBLA

ULTJ

ANTM

BUMI

ENRG

INCO

MEDC

PGAS

PTBA

TINS

AALI

UNSP

CPDW

MAIN

WAPO

PJAA

PNSE

PUDP

SMRA

SUP

ZBRA

ISAT

IATG

TLKM

AIMS

ALFA

EPMT

FISH

MPPA

SDPC

MAPI

MICE

RALS

TGKA

SQBI

DVLA

KLBF

KAEF

MERK

PYFA

CENT

CMNP

FORU

LMAS

RUIS

PT Multl Bintang Indonesia Tbk
PT Prasidha Aneka Niaga Tbk
PT Sari Husada Tbk

PT Siantar Top Tbk
PT Tunas Baru Lampung Tbk
PT Ultrajaya Milk Tbk
PT Aneka Tambang (Persero) Tbk"
PT Bumi Resources Tbk

PT Energi Mega Persada Tbk
PT International Nickel Indonesia Tbk
PT Medco Energi International Tbk
PT Perusahaan Gas Negara (Persero) Tbk
PT Tambang Batubara Bukit Asam Tbk
PT Timah Tbk

PT Astra Agro Lestari Tbk
PT Bakrie Sumatra Plantations Tbk
PT Cipendawa Agroindustri Tbk
PT Malindo Feedmill Tbk

PT Wahana Phonix Mandiri Tbk
PT Pembangunan Jaya AncolTbk
PT Pudjiadi & Sons Tbk
PT Pudjiadi Prestige Limited Tbk
PT Summarecon Agung Tbk
PT Suryainti Permata Tbk
PT Zebra Nusantara Tbk
PT INDOSAT Tbk

PT Infoasia Teknologi Global Tbk
PT Telekomunikasi Indonesia (Persero) Tbk
PT Akbar Indo Makmur Stimec Tbk
PT Alfa Retailindo Tbk

PT Enseval Putera Megatrading Tbk
PT FKS Multi Agro Tbk
PT Mataharl Putra Prima Tbk

PT Millenium Pharmacon International Tbk
PT Mitra Adiperkasa Tbk
PT Multi Indocitra Tbk
PT Ramayana Lestari Sentosa Tbk
PT Tigaraksa Satria Tbk
PT Bristol-Myers Indonesia Tbk
PT Darya-Varia Laboratoria Tbk
PT Kalbe Farma Tbk

PT Kimia Farma (Persero) Tbk
PT MERCK Tbk

PT Pyridam Farma Tbk
PT Centrin Online Tbk

PT Citra Marga Nusaphala Persada Tbk
PT Fortune Indonesia Tbk
PT Limas Centric Indonesia Tbk
PT Radiant Utama Interinsco Tbk

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent

Solvent
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SCMA PT Surya Citra Media Tbk Solvent
ANTA PT Anta Express Tour & Travel Service Tbk Solvent
PANR PT Panorama Sentrawisata Tbk Solvent
PLIN PT Plaza Indonesia Realty Tbk Solvent
ARTI PT Arona Binasejati Tbk Solvent
ELTY PT akrieland Development Tbk Solvent
CTRS PT Ciputra Surya Tbk Solvent
DUTI PT Duta Pertiwi Tbk Solvent

GMTD PT Gowa Makassar Tourism Development
Tbk Solvent

JAKA PT Jaka Inti Realtindo Tbk Solvent
JRPT PT Jaya Real Property Tbk Solvent
KARK PT Karka Yasa Profllla Tbk Solvent
KIJA PT Kawasan Industri Jababeka Tbk Solvent
KPIG PT Krlda Indahgraha Tbk Solvent
LAMI PT Lamicitra Nusantara Tbk Solvent
LPCK PT Lippo Cikarang Tbk Solvent
LPKR PT Lippo Karawaci Tbk Solvent
MAMI PT Mas Murni Indonesia Tbk Solvent
MTSM PT Metro Supermarket Realty Tbk Solvent


