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ABSTRACT:

This study investigated the relation between
overvaluation and distress risk in manufacturing
companies in Indonesia Stock Exchange (IDX) from
2010-2014. The formula from RKRV was used as a
measurement of overvaluation, whereas distress risk
was used in accordance with Altman Z Score.
Statistical output provided evidence that an increase
in overvaluation was strongly related to the decrease
of distress risk. The findings contribute to agency
costs, particularly, on overvalued equity from the
other perspectives related to the distress risk.
Keywords: d

RESUMEN:

Este estudio investigd la relacién entre la
sobrevaluacién y el riesgo de angustia en empresas
manufactureras en la Bolsa de Valores de Indonesia
(IDX) de 2010-2014. La férmula de RKRV se usé
como una medida de la sobrevaluacién, mientras que
el riesgo de socorro se usé de acuerdo con el puntaje
Z de Altman. La produccién estadistica proporcioné
evidencia de que un aumento en la sobrevaluacion
estaba fuertemente relacionado con la disminucion del
riesgo de angustia. Los hallazgos contribuyen a los
costos de la agencia, en particular, sobre la equidad
sobrevaluada desde las otras perspectivas
relacionadas con el riesgo de socorro.

Palabras clave: Sobrevaloracion, riesgo de socorro,
creacién de valor, empresas manufactureras

1. Introduction

This study examines how small Overvaluation affects financial distress, particularly the
relation between equity in small overvaluation and financial distress in a company.
Overvaluation encourages managers to hold the financial distress longer by performing value
creation. The consequence is a destruction of the core value and financial health of the
company. Furthermore, Jensen (2005) states that in an overvaluation condition, the
management will create a value (value creating) expected by the market with a goal to
create a growth illusion. However, as the market knows that the value creating is a growth
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illusion, the value of the company falls drastically and becomes more dangerous in affecting
the fall of the company core value. Marciukaityte and Varma (2008) prove that an
overvalued manager uses a profit manipulation to deceive the market, making the market to
believe that the management will produce a value anticipated by the market players.
Besides, Badrescher (2011) finds that an overvalued manager shows bigger evidence in
exploitation of GAAP earnings management. In addition, because of the sustained
overvaluation duration, overvalued companies are involved in non-GAAP earnings
management, the most terrible form of the earnings management. Empirical evidence
indicates a relation between overvaluation and financial distress. Griffin and Lemmon (2002)
find that a firm with a low book to market equity has a high distress risk and low current
earnings. The result shows that overvaluation is a trigger on creating value through earnings
management to create growth illusion. A misvaluation company is indicated by the
overvaluation and tendency to create an acquisition (Shleifer & Vishny, 2003; Jensen, 2005;
RKRYV, 2005). Shleifer and Vishny (2003) argue that a firm is possible to use the overvalued
stock to acquire the real assets smaller than their economic value, and to grow profit of the
original stockholder even if their stock value falls.

The previous findings show that overvaluation triggers the earnings management and the
merger activity in order to meet the investor expectation in financial performance
improvement. The action results in the financial health of the firm. Jensen (2005) argues
that overvaluation provides an access to the debt and cheap equity capital for managers
effecting in excessive internal spending, negative risk infestation of net present value, and
eventually performing accounting manipulation or fraud in order to present a growth illusion
and value creation. Certainly, the action decreases and destroys the financial health resulting
in the high risk of distress. However, Jensen (2005) provides another view on substantial or
massive overvaluation, especially on a consistent overvaluation in market efficiency.
Certainly, all firms want to pursue the growth expected by the investor or stockholder
(Kurniawan, 2017). In small overvaluation, the manager tries to maintain the investor
expectation by performing a management action, including infestation, merger, market
expansion, or featured product development. The action might be funded by the debt and
cheap equity capital of the available overvaluation margins. Furthermore, the manager will
not be pressured as in substantial overvaluation condition since the small overvaluation and
investor expectation towards the company growth is in a fair condition. A fair growth
gradually increases financial health (indicated by a low financial distress) because of
available proper working capital, increasing sales, and definite profit.

Penman (1996) states that book-to-market reflects growth opportunity, leverage, mispricing,
risk, and distress indication. Overvaluation equity is indicated by the low book-to-market
ratio, whereas undervaluation is indicated by the high book-to-market ratio. Moreover,
Lakonishok, Shleifer, and Vishny (1994) state that book-to-market is a mispricing and stock
measurement, meaning that a low book-to-market is an overpriced stock, whereas a high
low book-to-market is an underpriced stock. Some researchers have revealed that the
relation between book-to-market and distress risk is not monotonic (Dichev, 1998, Kim,
2013). Generally, a distress company has a high book-to-market, whereas an extremely
distress company has a lower book-to-market (Dichev, 1998). On the other hand, Kim
(2013) presents an evidence in BE/ME pattern, showing that a company with higher O-score
(low distress risk) tends to have higher book-to-market (underpriced), except for the
company with the highest O-score and the lowest book-to-market (overpriced). Moreover,
Ibrahim et al. (2014) reveals that in Brazil, India, and China (except Turkey), the company
with high BE/ME precisely has low Z-score or low distress risk. Using the sample period in
1998-2008 on Chinese stock market, Huang et al. (2013) provides evidence that the factor
B / M is unrelated to distress risk.

Nevertheless, rational pricing indicates that high (BE/ME) is a signal for low earnings,
whereas low (BE/ME) is a signal for high earnings (Fama & French, 1995). Moreover, low
BE/ME (high stock price relative to book value) is a typical for the company with high
average returns on capital (growth stocks), whereas high BE/ME is a typical for the relatively
distressed company. A company with low BM is that with a better growth option since the
company desires to avoid the reliance on debt (Fitzpatrick & Ogden, 2011) in order to



decrease distress risk. In addition, Griffin and Lemmon (2002) find that companies with high
market equity set higher risk premium since the companies have higher distress risk. The
higher the leverage, the higher the financial risk will be. Therefore, the probability of
financial distress is higher since a very leveraged company (high TLTA ratio) causes a hard
and dangerous position if creditors demand the debt payment written in contract (Tinoco &
Wilson, 2013). Compared to previous research in massive overvaluation, this study
contributes to other perspectives of literature on overvaluation providing an overview of
common (small) overvalued condition. Previous studies result in a contradiction that distress
risk is triggered by the low or high BE/ME. This study investigates the overvaluation role as
a distress risk predictor since overvaluation can see growth potency in the future and
emphasizes on the difference of sector-wide, company specific misvaluation and the idea
that a company is able to possess idiosyncratic misvaluation components (RKRV, 2005; Chi
Gupta, 2009). The results show that overvaluation is strongly correlated to the decrease of
distress risk. However, the result is in contrast to Jensen (2005), stating that overvaluation
causes the company core values to fall. A high BE/ME (weak overvaluation) is a sustained
signal of the low return on book equity Fama & French (1997). In addition, Griffin and
Lemmon (2002) argue that a high ratio of BE/ME indicates a characteristic in relation to
distress risk, including low return, high leverage, and low sales growth.

2. Literature Review and Hypothesis Development

Jensen and Meckling (1976) develop a theory to decrease agency costs caused by the
conflict of interest between principal and agent, including contracting, monitoring, and
bonding costs by seeing market as a strength helping to control agency costs. Jensen (2005)
states that conflict of interest is a strength leading to the destruction of values created by
the security market of substantially overvalued equity. In addition, Jensen (2005) show that
an overvalued stock price generates a destruction of values because the manager and the
board have received signals from the market. This overvaluation condition enables the
unhealthy company to harm the company fundamentals. Overvaluation encourages the
manager to undertake the value creating by exploiting overvaluation through
acquisition/merger, and maintaining the overvaluation through earning management actions
to complement the investors’ expectation of the company value. In consequence, these
actions lead to mispricing. Recent evidences show that overvalued equity has strength to
damage the fundamentals (core value) since the incorrect market valuations produces
organizational strengths harming the long-term value (Shleifer & Vishny, 2003;
Marciukaityte, Raj Varma, 2008; Chi & Gupta, 2009; Badreschert, 2011; Fu, Lin & Officer,
2013).

The low BE/ME indicates a mispricing as a reflection of overvaluation condition. Fama and
French (1995) finds that a signal of weak earnings persistence is shown by high BE/ME,
whereas a strong earnings persistence signal is shown by low BE/ME. High BE/ME (low stock
price relative to book value) is a sustained signal of low earnings on book equity. Therefore,
low BE/ME (high stock price relative to book value) is a typical of company with high
average returns on capital (growth stocks), whereas high BE/ME is a typical of relatively
distressed company. A high equity book-to-market company has high returns, high financial
leverages, high uncertainty returns, and possibilities of cutting the dividend compared to the
low BE/ME (Fama & French, 1995). Griffin and Lemmon (2002) find that a group of
companies with the highest distress risk covers several companies with high ratio (BE/ME)
and low past returns. Using samples of NYSE stocks, Fama and French (2014) finds that a
company with high BE/ME ratio is likely a low investment company. It indicates that weak
overvaluation (high BE/ME) is correlated to low investment and high uncertainty returns,
encouraging a distress risk of the company. Thus, this paper proposes an assumption that if
overvaluation decreases, distress risk increases.

3. Research Method

3.1. Sampling Technique



The sample was companies listed in Indonesia Stock Exchange 2010-2014. A company is
substantially overvalued when the stock value is 100% or 1,000% of intrinsic firm value
(Jensen, 2005; RKRYV, 2005; Gupta, 2009; Baderschert, 2011). The result showed that all
companies were in small overvaluation condition. The analyzed final sample included 590
observations and 118 companies. Table 1 presents the sample criteria.

Table 1
Sample Selection

Sample characteristic Numberl of
companies
Panel A: Description
Listed company in IDX 2010-2014 494
Financial (81)
Nonfinancial 413
Manufacturer 142
Insufficient financial data (24)
Final sample 118
Panel B: Composition of manufacturing final sample
1 Cement 4
2 Ceramics, Glass, Porcelain 6
3 Metal and Allied Product 13
4 Chemicals 8
5 Plastics and Packaging 11
6 Animal Food 4
7 Wood Industries 2
8 Pulp and Paper 6
9 Machinery and Heavy Equipment 0
10 Automotive and Components 12
11 Textile, Garment 14
12 Footwear 2

13 Cable 6



14 Electronics 1

15 Food and Beverages 12
16 Tobacco Manufactures 3
17 Pharmaceuticals 8
18 Cosmetics and Household 3
19 Houseware 3
Total final sample 118

This study used data panel regression since it presents informative data, high variability, low
collinearity between variables, and efficient degrees of freedom to enrich the empirical
analysis (Gujarati 2004). Furthermore, ordinary least square regression, fixed effects models
and random effects models were used to examine the appropriate specifications in models
(Gharbi et al., 2014). The primary models are as follows.



Disrisk,, = a + p,0ver,, + p,ROA;, + p,CFO, + p,Growth,, + p.Size, + ¢, (1)

in which, DiSTisK, is distress risk using Altman Z-score, OVeT;, is overvaluation, ROA,, is return on

assets ratio, CF 0,-: is cash flow on total assets ratio, GrOWth,-,is annual change of net sales, and SIZE itls

natural log of total assets.\

Variable Measurement

In this study, overvaluation was used to capture misvaluation and growth opportunity. In step 1, M/B is able to
be decomposed into two components if the information is accurate (RKRV, 2005).

M/B=M/VxV/B

in which M/V is reflections of misvaluation dan V/B reflection of growth opportunity. Furthermore, step 2 is
rewrite equation (1) in to logarithm form:

(m—b)=(m-v)+(v->) g

Lowercase letters represent the logarithmic value, in which T is market value, b is book value, and V'is
fundamental value.
Moreover, step 3 s as following (firm i at year £ decompose (m - v)in three components forms.
m, — by, =l7_nx‘t - v(ett; ajt) + tlﬂeit; ajt) . v(ex‘t; G}L+ E(exﬁ aj) _be'r )
]
| 1 1

Firm-specific error Industry-level error Long-run valuation
Next, v(eit; ajt) and v(et—t; a)-) should be estimated to operationalize eq (3).

my = g T 0y ]tblt T, ,tnift + ;tl(<0)nix+t +a, ]tLEVlt T & )

in which, T, is the log value of market value, bit is the log value of book value, ni-:'t is the log value of net

income, I(<0) is a value of 1if net income is negative and zero, and LEV,t is leverage ratio. To estimate the

overvaluation of each company every year, cross-section regression was used in equation (4). A higher value of
overvaluation represents a higher level of overvaluation, whereas a lower value of overvaluation represents a
lower level of overvaluation.

In measuring the variable of distress risk, the original model of Altman Z-score used proxy
for distress risk since Altman Z-score assess the bankruptcy prediction problem with a
combination of financial ratio and discriminant analysis (Altman, 1968).

The Z-score is computed as following.

Z = 012X, + 014X, + 033X; + 006X, +.999X;

in which, Z is overall index, X4 is working capital/total assets, X 5 is retained earnings/total assets, X g is

earnings before interest and taxes/total assets, X4 is market value equity/book value of total debt, and Xs is

sales/total assets. A higher value of Z-score indicates a lower distress risk, whereas a lower value of Z-score
indicates a higher distress risk. Therefore, the score should be multiplied by -1 to be relevant to the regression
analysis.

A number of control variables were included to control the characteristics of the company in
relation to the distress risk. Several studies have found that leverage (LEV) is negatively



related to distress risk (Habib et al., 2012; Campa & Camacho-Minano, 2014). Return on
assets (ROA) is negatively related to distress risk (Campa & Camacho-Mifiano, 2014).
Operating cash flow (OCF) is negatively related to distress risk (Habib, 2012; Campa &
Camacho-Minano, 2014). Growth is negatively related to distress risk (Conrad et al., 2014).
Size is negatively related to distress risk (Tykvova & Borell, 2012; Tinoco & Wilson, 2013;
Campa & Camacho-Minano, 2014).

4. Results

4.1. Descriptive Statistics and Correlations

Table 2 shows descriptive statistics of all variables used in pool regression. The distress risk
sample in -3.87 indicated that the average of company was in low distress condition.
Descriptive statistic also indicated that the average of overvaluation was 0.94%. The
variables of ROA, CFO, growth, and size showed positive averages indicating in a good
condition.

Particularly, mean (median) of OCF was slightly higher than in previous studies (Habib,
2012; Campa & Minano, 2015). However, ROA, distress risk, growth, and size were different
from the previous studies. Overvaluation variable denoted a positive sign in the mean
(median) of 0.98 (0.945), indicating that the company value was overvaluation.
Furthermore, mean (median) value of 0.948 (0.945) indicated that the company value was
above 0O (true value). Distress risk mean (median) of -3.879 (-2.453) provided information
that generally the company was in low distress risk.

Table 2
Descriptive Statistic

Variables Mean Minimum Median Maximum Std. Dev

DisRisk -3.879 -25.760 -2.453 2.413 4.446
Over 0.948 0.848 0.945 1.200 0.041
ROA 0.061 -0.755 0.045 0.669 0.120
OCF 0.078 -1.081 0.064 1.138 0.161
Growth 7929 -2158 1261 3257 2648
Size 14.093 9.266 13.937 19.181 1.591

Pearson correlation matrix was used to test the multicollinearity for both dependent and
independent variable. Multicollinearity stands in higher values of coefficient correlation than
0.7 (Anderson et al., 1990). Table 3 shows the coefficient correlation of Over and DisRisk as
well as ROA and DisRisk (-0.518 and -0.629, respectively). However, the coefficient
correlations of all variables are smaller than 0.7, indicating the absence of multicollinearity
problems.

Table 3
Pearson Correlations

Variables 1 2 3 4 5 6

1 Disrisk 1



2 Over -0.518%** 1

3 ROA -0.629** = 0.240** 1

4  OCF -0.460**  0.237** @ 0.559** 1

5 Growth -0.303**  0.161** = 0.169** 0.084* 1

6 | Size -0.174**  0.190** | 0.189** = 0.194**  0.490%** 1

Notes: **p < 0.01 (two-tailed), *p < 0.05 (two-tailed), t p < 0.10 (two-tailed)

DisRisk is distress risk measured as original Altman Z-score. Over is overvaluation
measured as RKRV (2005). ROA is ratio of net income to total assets. OCF is operating
cash flows divided by total assets. Growth is annual change of net sales. Size is firm
size measured as natural log of total assets.

4.2. Hypothesis Testing

Table 4 shows the estimation of the primary model (1) investigating the relationship
between overvaluation and distress risk. The distress risk was regressed in overvaluation
and four control variables. The model was examined by OLS, fixed effect models, and
random effect models. P-value 0.000 on all models provided evidence of the strong models.
Both statistic value (19.910 and 75.915) and p-value were significant to decline the null
between the redundant OLS model, cross section and period fixed effect. The Hausman test
showed that chi-square (103.851), significant p-value and the null were declined, meaning
that there was no difference between fixed and random effect.

Pseudo R“ of OLS model was 0.57, representing the model to explain about 57% variance on dependent

variable. The hypothesis stated that high level of overvaluations is related to the low distress risk. The result was
consistent with the hypothesis, showing that the ( 1) was negative and significant ( 1) at the level of 1%

(ﬁl: -38.828; p-value = 0.000), and indicating that higher overvaluation denoted a lower distress risk level. This
could be interpreted as a higher presence of working capital, sales, earnings, retained earnings, and market
value. A high overvaluation company had better growth options and high sustained returns on book equity
(Fama & French, 1995; Fitzpatrick & Ogden, 2011).

A high overvaluation indicated that the higher expected earnings imply a higher expected
return. Furthermore, these finding indicated that low B/M (high overvaluation) was likely to
have of high profitability and investment since high growth stock reduces distress risk. It
was consistent with Fama and French (1994; 2014), arguing that low B/M stock (high
overvaluation) represented a high market capitalization, and is likely to generate profit and
invest aggressively.

An increase in overvaluation was a description of investors’ positive expectations on the
company growth. Furthermore, higher expected earnings and growth implied higher
expected returns. High overvaluation was a reflection of an increase in the company value,
meaning that the firm was relatively convenient to obtain the expense affecting in the
increasing of capital, sales, and returns. Thus, it led to value creating to increase investment
and profitability, showing that the company liquidity was maintained and distress risk was
reduced.

The control variables (ROA, OCF, Growth) were negatively and significantly associated with
distress risk, whereas size was positively and significantly associated with distress risk. In
line with previous studies, ROA had a negative relation to distress risk (Campa & Camacho-
Mifiano, 2014). The findings of this study indicated that higher ROA was likely to have a low
distress risk. Therefore, since ROA provided information about the company profitability, a



higher distress led to low profitability caused by the low ability to generate returns. Several
previous studies provided evidence that OCF was negatively related to distress risk (Habib,
2012; Campa & Minano, 2015). This finding showed that a higher OCF was likely to have a
low distress risk. It provided information that under a higher distress risk condition by
possessing negative operating cash flow, the company was difficult to maintain and develop
the operational activities. In accordance with the finding of Conrad et al. (2014), a higher
growth in sales was more likely to have a low distress risk. Surprisingly, this study showed a
positive relation between the size and distress risk, in contrast to the previous finding
proven that size and distress risk was in negative relation (Tykvova & Borell, 2012; Tinoco &
Wilson, 2013; Campa & Camacho-Mifiano, 2014). This finding suggested that an increase of
total assets, genuinely, enhanced the pressure to manage effectively and efficiently, and to
interfere the expected profitability.

Table 4
Overvaluation and distress risk
Independent Fixed-Effects Fixed-Effects Random Effect
Va:ables Expected Sign ULS Modes Cross-Section Model Period Model Models
Constant NA 30.219** -3.534 45,839*%* 17.492**
(10.183) (-0.830) (13.638) (6.700)
Over - -38.828** -23.545%* -54.775** -26.332**
(-12.963) (-8.159) (-16.203) (-10.623)
ROA - -16.934** -4,.801** -16.083** -10.384**
(-13.910) (-3.946) (-13.967) (-9.811)
OCF - -3.314%* -1.710* -2.625%* -2.950**
(-3.647) (-2.256) (-3.046) (-4.143)
Growth - -3.54E** -3.54E** -3.11E** -4.02E**
(-6.773) (-6.355) (-6.229) (-8.364)
Size + 0.305** 1.610** 0.260** 0.340**
(3.481) (4.970) (3.116) (2.831)
Adj - R? 0.575 0.825 0.623 0.349
Redundant Fixed
Effect Test
Period F 19.910**
Period Chi-square 75.915**
Hausman Test
Chi-Square 103.851**
Notes: **p < 0.01 (two-tailed), *p < 0.05 (two-tailed), t p < 0.10 (two-tailed)
Regression model: Disrisk;, = p,Overy + B,ROA;; + B;0CF; + B,Growth;, + BsSize;,
DisRisk is distress risk measured as original Altman Z-score. Over is overvaluation measured as RKRV (2005). ROA is ratio
of net income to total asset. OCF is operating cash flows divided by total assets. Growth is annual change of net sales.
Size is company size measured as natural log of total assets.

5. Conclusion

The existing literature has consistently highlighted that overvaluation possesses a risk to
company health. This study examines and extends the results study stated by Jensen (2005)
that the (massive) overvaluation causes destruction of the core values and the health of the
company (distress risk). However, previous studies only examine the massive overvaluation.
Therefore, there is a missing link between small overvaluation and distress risk. Particularly,
by using pool data and sample of manufacturing company in Indonesia Stock Exchange
2010-2014, this study provides evidence that an increase in overvaluation might increase
profitability and investment, and trigger managers to perform value creating by increasing
the capital, sales, earnings, retained earnings, and market value. Thus, the actions reduce

the distress risk of the company.
This study contributes to the agency costs of overvalued equity showing a good perspective

of overvaluation to the company’s health. The findings have implications for researchers,
regulators, investor, and analyst. For researchers, focusing on massive overvaluation does



not fully explain the entire body of overvaluation. For regulators, the findings help to
oversee the overvaluation and distress risk level by creating rules. For investors and
analysts, the result helps to select the portfolio in fundamental analysis. Lastly, future
studies should examine the appropriate boundary of positive and negative overvaluation in
relation to the distress risk.
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