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ABSTRACT

The purpose of this study is to examine the effect of price earnings ratio (PER) and institutional ownership
on stock returns. Stock returns are proxied by actual stock returns and abnormal stock returns. The samples
used in this study are LQ45 stocks in Indonesia Stock Exchange from 2008 to 2013. The results show that
PER has negative relationship with stock returns. Low price-earnings-ratio stocks outperform stocks with high
price- earnings-ratio. Besides, this study shows that institutional ownership has no significant relationship with
stock returns.

Keywords: price earnings ratio, ownership structure, institutional ownership, stock returns, abnormal stock
returns.

1. INTRODUCTION AND MOTIVATION

Price earnings ratio (PER) is an indicator used by investors and investment managers for stock selection.
This ratio is commonly used and becomes one of the favorite indicators for stock valuation because of
its advantages. First, it is easy to calculate PER, which is only by dividing the stock price by firm’s earning
per share (EPS). Second, PER is an approach in relative valuation which can be used to compare stocks.
Third, this ratio also can be assumed as a payback period, which shows how long the investors can get
their investment back (Frensidy, 2010).

Prior studies document systematic tendency from stocks with low PER to earn higher returns and
stocks with high PER to earn lower returns. In other words, stocks with low PER outperform stocks with

_ International Journal of Economic Research I



Salsa Andiani and Budi Frensidy

high PER (Basu, 1977; Dreman and Lufkin,1997; Fama and French, 1998; Houmes and Chira, 2014). In
Japan, Chan, Hamao and Lakonishok (1991) provide evidence that low PER stocks are potential to earn
returns above average or earn excess returns.

Houmes and Chira (2014) study the effect of PER on stock returns by adding the effect of ownership
structure as independent variable. Houmes and Chira (2014) stratify PER from the lowest to the highest
PER and use the highest and lowest quintile to examine each different effect on stock returns. This study
shows that there is a negative relation between PER and stock returns. Moreover, stocks with low PER
earn higher return than stocks with high PER. Additionaly, Houmes and Chira (2014) also examine the
effect of ownership structure, proxied by managerial ownership, on stock returns. They document that
managerial ownership gives positive effect on stock returns. This finding can be explained more by agency
theory which explains the conflict of interest between principal and agent.

According to Jensen and Meckling (2014), institutional ownership and managerial ownership are
corporate governance mechanisms which can reduce the agency conflict. Both institutional and managerial
ownership give an alignment effect and monitoring role which are expected to increase firm performance
and reduce manager’s opportunistic behavior (Jensen and Meckling, 2014). Han and Suk (1988) give evidence
that institutional ownership gives positive effect on stock returns.

The purpose of this study is to examine the effect of price earnings ratio (PER) and ownership
structure on firm performance. The model used in this study refers to Houmes and Chira’s study (2014).
Firm performance is proxied by returns and abnormal returns. The proxy of ownership structure in
this study is institutional ownership. Houmes and Chira (2014) use managerial ownership in their study.
Managerial ownership variable is modified and changed into institutional ownership because managerial
ownership in Indonesia is too low so it does not give a significant effect (Suryana, 2010; Rebecca, 2012;
Roshanawaty, 2012).

2. LITERATURE AND HYPOTHESES

2.1. Stock Return

The main objective in investing is to get high return of invested funds. Investors may earn returns from
dividend and capital gain (Ross, 2003). Capital gain is the return from the difference between buying price
and selling price.

When investors get return which exceeds the expected return, they will get abnormal return. Abnormal
return is the difference between actual and expected return based on its risk (Jones, 2009).

2.2. Price Earnings Ratio

PER is calculated by dividing stock price with firm’s earnings per share (EPS). According to its calculation,
PER gives external information which is stock price and internal information which is firm’s EPS (Simon,
1999). Brealey (2003) states that PER can be used to value the stock whether the stock is fairly priced,
underpriced, or overpriced.

PER is widely used in stock selection with different investor’s preference. Stock with low PER is
classified as value stock which is used in value investing strategy (Altfest, 2008). Besides, in growth investing
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strategy, investor will choose growth stock which is characterized by high price earnings ratio (Kline and
Buchwald, 1996). According to Levy (2005), PER is one of market anomalies in which low PER stocks
tend to earn higher returns instead of stocks with high PER. Empirical study by Basu (1977), Dreman and
Lufkin (1997), and Campbell and Shiller (2001) prove PER anomaly by giving evidence which shows that
stocks with low PER give higher returns than stocks with high PER. Low PER can earn higher return
because stocks with low PER indicate the prices are cheaper relative to the earnings. So that, underpriced
stocks or stocks with low PER have higher expected return because they are expected to rise in the future
(Ball, 1978).

2.3. Agency Theory

In stock investment, investors as a principal provide fund to be managed by management as an agent.
Agency theory explains that there is a different interest between the principal and the agent, so that the
agent can act differently from principal’s interest at the investors’ disadvantages (Jensen and Meckling,
1976). According to Shleifer and Vishny (1997), an agent can bring disadvantages to the investors because
they have private information in running the company. Related to this agency conflict, Jensen and Meckling
(1976) explain that the existence of institutional and managerial ownership can reduce agency conflict.

2.4. Institutional Ownership

Beiner et. al., (2004) explain that institutional ownership is the percentage vote right owned by institution.
According to Juniarti and Sentosa (2009), institutional ownership is stocks owned by governance, investment
firm, bank, foreign institution, and other institutions.

Institutional ownership gives an alignment effect which encourages management to adjust their act
and decision based on shareholders’ interest (Chaganti and Damanpour, 1991; Solomon and Solomon,
2004). Short et. al., (2002) states that institutional ownership can reduce the agency cost by its monitoring
role. Institutional investors give better monitoring role than individual investors because they have better
access of firm information (Utama and Cready, 1997). By institutional monitoring, managers are encouraged
to optimize firm value and increase firm performance (Brancato, 1997). Koh (2003) proves that high
institutional ownership can reduce firm’s earning management. Jarrell and Poulsen (1987) also Han and
Suk (1998) document positive effect of institutional ownership on stock returns.

2.5. The Effect of Price Earning Ratio on Stock Returns

Several studies document that price earnings ratio (PER) has a negative relationship with stock returns (Aydogan
and Gursoy, 2000; Lam, 2002). Houmes and Chira (2014) provide evidence that PER is negatively related
to stock returns and abnormal stock returns. Houmes and Chira (2014) classify PER by high and low PER
and find that stocks with low PER earn higher returns and stocks with high PER earn lower returns. This
finding is similar to prior studies which report low PER stocks outperform high PER stocks (Basu, 1977;
Campbell and Shiller, 2001; Chan, Hamao, and Lakonishok, 1991). In Indonesia, Napitupulu (2012) and
Meythi and Mathilda (2012) also find negative relation between PER and stock returns.

Ball (1978) explains stock with low PER earn higher return because it indicates its stock price is
relatively cheaper compared to the firm’s earning. Moreover, underpriced stock which is indicated by low
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PER has higher expected return because the stock price is expected to go up in the future. Based on prior
findings, this study hypothesizes price earnings ratio (PER) has negative effect on stock returns.

H1: Price earning ratio (PER) has negative effect on stock returns.

Furthermore, this study examines the different PER effect on stock returns in a more specific way.
PER is classified into two parts: 20% PER at the top quintile and 20% PER at the bottom quintile. Houmes
and Chira (2014) do this classification in order to examine whether stocks with low PER outperform stocks
with high PER. In other words, stocks with low PER earn higher returns than stocks with high PER.

H2: Stocks with low price-earnings-ratio earn higher returns than stocks with high price-earnings-
ratio.

2.6. The Effect of Institutional Ownership on Stock Returns

Chaganti and Damanpour (1991) and Solomon and Solomon (2004) state that institutional ownership
provides an alignment effect which encourages management to adjust its objectives in accordance with
shareholders’ interest. Intensive monitoring by the institution encourages management to optimize firm’s
value and performance (Brancato, 1997).

Associated with market perceptions, the existence of institutional shareholders would send a signal
to the market that agency costs can be reduced. In addition, institutional shareholders usually have high
concern about the prospects of the company so that the existence of institutional shareholders in the
company can give a signal to the market that the company has good future prospects (Short et. al., 2002).
Expectations on the future firm’s prospect can attract the market to invest so that stock prices will rise to
give high returns.

Several studies suggest that institutional ownership has positive effect on stock returns. Empirical
study conducted by Han and Suk (1998) and Tan and Hooy (2004) prove that there is a positive effect of
institutional ownership on stock returns. Both studies explain this positive relation because of the active
monitoring role by institutions which indirectly increases firm’s performance. This study examines whether
institutional ownership has positive effect on stock returns.

H3: Institutional ownership has positive effect on stock returns.

3. RESEARCH METHOD

3.1. Sample

The sampling method in this study is purposive sampling. Samples used arethe stocks which are included
in the LQ45 stocks group from 2008 to 2013 or twelve semesters. The scope of the study is limited to
LQ45 stocks group and firms from financial industry are excluded to avoid bias. Samples taken are the
stocks which are included in the 1.LQ45 stocks at least four times throughout the twelve semesters and has
a positive EPS throughout the years of the study.

This study uses panel data sourced from Thomson Reuters, Bloomberg, and Indonesian Capital
Market Directory. The data is processed using Microsoft Excel 2010 and Generalized Least Square in
Stata 12.
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3.2. Research Model

The models used in this study follow Houmes and Chira (2014) study which examines the effect of price
earnings ratio (PER) and ownership structure on stock returns and abnormal stock returns. There are six
models to test three hypotheses. Model I and II are used to test two hypotheses, H1 and H3, by using
the nominal value of PER. Model 111, IV, V, and VI are used to test the second hypotheses, H2, by using
dummy variable to differentiate the PER groups. In these models, PER is classified into 20% PER at the
bottom quintile and 20% PER atthe top quintile.

Model I:

RET, = o, + 0,10, _, + o,PER,,_; + 05InASET), + o,LEV;, + 0.;DELi, + 0, DEL,,_ | + €,
Model II:

ARET, =0, + 01O, _, + o,PER,,_; + 05InASET, + o,,LEV, + 0.;:DELi, + 0, DEL,, _ | + €
Model III:

RET, =0, + 0,10, _; + o,PERbottom,,_; + 03InASET, + o, LEV,,+ 0. DEL, + o, DELi,_; + €,
Model I'V:

RET,= 0o, + 0,10, _, + o,PERtop;, _; + 05InASET,, + o, LEV, + 0.:DEL, + o, DELIi, _ | + €,
Model V:

ARET), = o, + 0,10, _, + o,PERbottom,,_; + 0;InASET,, + o,,LEV,, + o.;DEL,, + oo, DELi, _ | +

&
Model VI:

ARET, =0, + o410 ,_; + o,,PERtop,,_; + 0InASET,, + o, LEV,, + 0,;DEL,, + oo, DELi,_, + €,
where,

RET, : actual return of stocki yeart

ARET,, : abnormal return of stock 7 year 7

PER,_, : price earnings ratio of stock 7 prior year (#7)

PERbottom,, _ ; : dummy variable, one for 20% price earnings ratio at the bottom quintile and zero

otherwise

PERtop,,_, : dummy variable, one for 20% price earnings ratio at the top quintile and zero
otherwise

10,,_, : institutional ownershipof stock 7 prior year (#7)

InASET,, : natural log of firm total asset firm 7 year 7

LEV, : long term debt to total asset firm 7 year 7

DEL, : absolute change in percentage of institutional ownership firm 7 year ¢

DEL,_, : absolute change in percentage of institutional ownership firm/ prior year (#7)
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3.3. Dependent Variable

This study examines the effect of price earnings ratio and institutional ownership on two dependent variables:
returns and abnormal returns. Return is the rate of return on stock investment. Return is calculated based
on the difference of price between two periods and divided the price on the first period.

Py =Py
RET, = P
where,
RET, : actual return of stock 7 year 7
P, : price of stock 7 year 7
P, : price of stock 7 prior year (#— 1)

Abnormal return is stock return that exceed expectations of return on the basis of its risk. Abnormal
returns are equal to firm’s actual returns less firm’s expected return:

ARET,=RET, - ER))

where,
ARET;, : abnormal return of stock 7 year 7
RET, : actual return of stock 7 year 7
ER;) : expected return of stock 7 year 7

Expected return is calculated by Capital Asset Pricing Model (CAPM). Expected return is equal to
risk free rate plus risk premium.

k;= Risk Free Rate + Risk Premium
k;=RF + [B(E(Rm) — RF)]

where,
k; : required rate of return stock 7
ERm) : expected rate of return market portfolio using IHSG
B, : systematic risk of stock 7
RF : risk free rate using BI (Bank Indonesia) rate

3.4. Independent Variable

Two independent variables in this study are price earnings ratio (PER) and institutional ownership. This
study uses lagged PER or PER in the prior year (PER,_ ). PER is calculated by dividing year-end closing
price by year-end earning per share (EPS).

PER= ——
EPS

where,

PER : price earnings ratio
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P : year-end closing price
EPS : annual earning per share

To test the second hypotheses (H2) by Model 111, IV, V, and VI, PER is classified into quintiles. The
bottom quintile (PERbottom,,_ ;) is the lowest 20% PER and the top quintile (PERtop;,_,) is the highest
20% PER (Houmesdan Chira, 2014).

Institutional ownership is the percentage of ownership by institutions (Brancato, 1997). Institutional
ownership consists of government ownership, investment firm, bank, foreign institution, and other
institutions (Juniartidan Sentosa, 2009). The institutional ownership which is used in the models is lagged
institutional ownership in the prior year.

3.5. Control Variable

The control variables in this study are total asset, long term debt, and the changes in of institutional
ownership in the current year and prior year.

Total asset is the sum of the firm’s current assets and non current assets. Natural log of total asset
(InASSET)) is used to control the size effect on the dependent variables.

Long term debt is used in order to control the effect of debtholders” monitoring and the changes of
earning. Long term debt is proxied by the ratio of long term debts to total assets (LEV,).

The absolute changes in percentage of institutional ownership in the current year (DEL,) and prior
year (DEL,_,) are used to control the endogeneity because institutions have better information access than
individual investors. The institutions may change their percentage of their stock ownership as they get the
private information and the changes may affect firm’s financial performance.

4. RESULTS AND ANALYSIS

4.1. Descriptive Analysis

This study uses 22 samples which are included in LQ45 stocks group in 2008-2013. The descriptive statistics
in this study are provided in Table 1.

Table 1
Descriptive Statistic
Variable N Mean Median Min Max SD
RET, 132 0.2973 0.137 —0.8285 41724 0.8717
ARET, 110 0.2123 0.03 —0.6324 3.5385 0,7170
PER,_, 132 19.6918 15.7 1.8879 258,70 237,057
10,,_, 132 0.6484 0.65 0.1812 0.9434 0.1389
LnASSET, 132 29.0027 30.055 21.3348 32.997 3.2781
LEV,, 132 0.1079 0.097 0 0.5048 0.1115
DEL, 132 —0.0067 0 -0.2578 0.1769 0.0447
DEL,_, 132 —0.0076 0 —0.2578 0.1769 0.0485
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Total samples in this study are 22 while the periods are six years from 2008 to 2013. Therefore, the
total observations are 132 observations. There is a difference in the total observation in the abnormal
returns variable (ARET),). It is caused by the difference in periods of the abnormal returns in this study.
Abnormal returns are studied from 2009 to 2013. Abnormal returns in 2008 are excluded because in 2008,
IHSG dropped drastically which made the expected return calculation not realistic.

Both returns (RET,) and abnormal returns (ARET,) have higher standard deviation compared to the
averages. It indicates there is a high variance of returns and abnormal returns.

The average of PER (PER,_,) is 19.7 and the standard deviation is 23.7. The minimum and maximum
of PER respectively 1.88 and 258.7. Both the minimum and maximum value of PERdiffer greatly from its
standard deviation and average. The high value of PER indicates two possibilities. The possibilities are the
stock price is too expensive relative to EPS or the EPS is too low relative to the stock price.

Institutional ownership variable (I10;,_ ;) has average 0.648. It indicates that the stocks in LQ45group
are dominated by institutions. On other hand, the standard deviation is low at 0.139 relative to its average.
It shows that the institutional ownership in this study tends to have low variance. The low variance of
institutional ownership is also indicated by the changes in institutional ownership in the current year (DEL,)
and prior year (DEL,, _,). Both variables have average less than 1% which indicate that the changes in
ownership are very low.

4.2. Regression Analysis

Based on the overall regression results, PER has significant negative effect on returns and abnormal returns.
The bottom PER has significant positive effect on returns and abnormal returns. Besides, the top PER has
no significant effect on dependent variables. Furthermore, the regression results in all the models show that
institutional ownership has no significant effect on returns and abnormal returns. The overall regression
results are presented in Table 2.

After the regression, sensitivity analysis is applied on Model 111, IV, V, and VI. The cutoff point in
classifying PER in this sensitivity analysis is 25%. The bottom PER is the lowest 25% PER and the top
PER is the highest 25% PER.

The regression results in sensitivity analysis do not have much difference, although there is a difference
in coefficient and p-value of the bottom PER (PERbottom,,_ ;) and top PER (PERtop;,_ ;) in each model.
The main difference is in the Model IV. By increasing the cutoff point from 20% to 25%, the highest
PER at the top PER has significant negative effect on returns. The p-value and coefficient of top PER
are respectively 0.066 and —0.36. For top PER, or the highest 25% PER, returns will decrease by 0.36
from the non-top group. The regression results of Model 111, IV, V, VI after changing the cutoff point
are represented by Table 3.

Hypotheses 1 is tested by regressing Model I and Model I1. The regression results of these two models
show that PER has negative effect both on returns and abnormal returns. In Model I, PER is significant with
p-value 0.027 and coefficient -0.0068. Besides, in Model II PER is significant with p-value and coefficient
respectively, 0.018 and -0.0166. By comparing the regression results of Model I and 11, it can be concluded
that PER has more significant effect on abnormal returns instead of actual returns.

I International Journal of Economic Research m



The Effect of Price Earnings Ratio (PER) and Institutional Ownership on Stock Returns of LQ45 Stocks in Indonesia Stock...

Table 2
Regression Analysis
Model 1 11 11 1% |24 Vi
Variable Coefficient Coefficient Coefficient Coefficient Coefficient Coefficient
(p-value) (p-value) (p-value) (p-value) (p-value) (p-value)
10, , 0.03949 0.19114 0.10801 0.15151 0.07233 —0.08237
(0.9406) (0.725) 0.836 (0.798) (0.883) (0.869)
PER,_, —0.00682 -0.01657
(0.027)** (0.018)**
PERbottom;, 1.01683 0.46425
(0.000)*** (0.009)***
PERtop,, —0.28987 —0.14338
(0.112) (0.334)
LnASSET, 0.01499 0.03740 0.05274 0.01982 0.05083 0.03474
(0.540) (0.101) (0.020)** (0.425) (0.017)** (0.100)
LEV,, —0.32886 —-0.02298 -0.12087 —-0.52573 —0.16039 —0.44558
(0.674) 0.977) (0.862) (0.501) (0.824) (0.545)
DEL, —4.65072 —-3.40084 —4.26822 —4.50697 -3.60289 —3.49863
(0.004)*** (0.016)** (0.003)*** (0.006)*** (0.006)*** (0.009)***
DEL, , 1.35363 1.12007 0.52140 1.31009 0.44376 0.49062
(0.372) (0.409) (0.703) (0.392) (0.725) (0.705)
Adjusted R* 0.0831 0.095 0.2611 0.0672 0.4217 0.3414
Prob>F-stat 0.0094 0.0117 0.0000 0.0220 0.0000 0.0000
Prob>chi2 0.0044 0.0049 0.0000 0.0122 0.0000 0.0000
N 132 110 132 132 110 110

***signiﬁcant in alpha 1%; **signiﬁcant in alpha 5%, *signiﬁcant in alpha 10%.

Table 3
Sensitivity Analysis
Model I 1 |74 V1
Variable Coefficient (p-valne) Coefficient (p-valne) Coefficient (p-valne) Coefficient (p-valne)
10,,_,4 0.03665 0.10041 -0.01873 —0.10054
(0.9406) (0.863) (0.970) (0.841)
PERbottom;, 0.79023 0.32041
(0.000)*** (0.066)*
PERtop,,_, —0.35861 -0.14212
(0.030)** (0.294)
LnASSET, 0.04644 0.01934 0.04837 0.03560
(0.049) (0.433) (0.027)** (0.091)*
LEV,, —0.06380 —0.49794 —0.12971 —0.44255
(0.930) (0.520) (0.861) (0.547)
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Model 117 n |4 Vi
Variable Coefficient (p-value) Coefficient (p-value) Coefficient (p-value) Coefficient (p-value)
DEL, —4.57354 —4.44226 —3.47868 —3.51533
(0.002) %k (0.006)*** (0.009) ¢ 0.009)#*
DEL, , 0.58562 1.24947 0.52937 0.53841
(0.681) (0.410) (0.679) (0.677)
Adjusted R’ 0.2004 0.0820 0.3810 0.3388
Prob>F-stat 0.0000 0.0099 0.0000 0.0000
Prob>chi2 0.0000 0.0047 0.0000 0.0000
N 132 132 110 110

***signiﬁcant in alpha 1%; **signiﬁcant in alpha 5%, *Signiﬁcant in alpha 10%

H1: Price earnings ratio has negative effect on stock returns.

By regressing Model I and II, PER is proven has negative effect on returns and abnormal return.
Therefore, hypotheses 1 is accepted that if PER increases, the future returns and abnormal returns will
decline.

These findings are consistent with prior studies conducted by Aydogan and Gursoy (2000) and Lam
(2002). Ball (1978) in Lam (2002) explains that PER has negative effect on returns because stocks with low
PER indicate the stock price is relatively cheaper than the firm’s earning. Therefore, underpriced stocks has
higher expected return, that the stock price is expected to increase in the future. Additionally, this study
also examines the PER’s effect on abnormal return. PER does not only have negative effect on returns
but also negative effect on abnormal returns.

H2: Stocks with low price earnings ratio earn higher returns than stocks with high price earnings
ratio.

Model II1, IV, V, and VI are used to test the second hypotheses. In these models, PER are stratified
into quintiles and PER is classified into two classifications. First is the bottom quintile which is the lowest
20% PER and the second classification is the top quintile which is the highest 20% PER. This classification
is done to compare the effect of stocks with low PER and stocks with high PER on stock returns. The
regression results show that the bottom PER or stocks with low PER has significant and positive effect
on returns and abnormal returns. On the other hand, the top PER has no significant effect on returns
although it has negative coefficient as expected in hypotheses.

The fact that the top PER has no significant effect on returns can be caused by the samples which only
classify PER by the lowest 20% and the highest 20% PER. By this presumption, this study also examines
PER by sensitivity analysis. In sensitivity analysis, the cutoff point of PER is changed into 25%. The bottom
PER is the lowest 25% PER and the top PER is the highest 25% PER. The regression results of model IV
in sensitivity analysis by 25% cutoff point of PER show that the top PER has significant negative effect
on return, while other results remain the same as 20% cutoff point. Although there is not enough evidence
to prove that stocks with high PER have negative effect on abnormal stock returns, this study proves that
stocks with high PER have negative effect on stock returns. Three out of four hypotheses are proven that
the bottom PER has positive effect on stock returns and abnormal stock returns and the top PER has
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negative effect on stock returns. By these results, the hypotheses 2 is accepted that stocks with low PER
earn higher returns than stocks with high PER.

These findings are in line with the prior studies which document systematic tendency of low PER
stocks to earn higher stock returns than high PER stocks. In other words, the low PER stocks outperform
the high PER stocks (Basu, 1977; Campbelldan Shiller, 2001; Famadan Fench, 1998). Moreover, our findings
which show that low PER stocks earn higher abnormal stock returns than high PER stocks are consistent
to Houmes and Chira (2014).

According to Basu (1977), the stocks with low PER tend to earn higher stocks returns compared to
stocks with high PER because the stock prices do not reflect the available information. Besides that, Ball
(1978) in Lam (2002) explains low PER stock indicates price is cheaper than firm’s earning. Related to this
issue, Lakonishok, Shleifer, and Vishny (1992) explain that it is a matter of the mispricing of stocks in the
market. In the future, market will adjust the price while investors realize that the stocks are mispriced. The
overpriced stocks will be corrected by the market to the equilibrium price.

Based on the Hypotheses 1 and 2, the value investing strategy can be used in selecting 1.Q45 stocks.
According to Anggryeny (2013), BEI is still a developing market and the market appreciation of the fair
value of stocks is relatively low.

H3: Institutional ownership has positive effect on stock returns.

The overall models in this study show that there is no significant effect of institutional ownership on
stock returns and abnormal stock returns. Therefore, there is no evidence to reject H, In other words, the
third hypotheses in this study is not accepted.

This finding contradicts the prior study by Han and Suk (1988) and Tan and Hooy (2004) which find
that institutional ownership is positively related to stock returns. It can be caused by the different objects
or samples of this study and the difference in institutional ownership structure in Indonesia.

Although this finding contradicts the prior studies (Han and Suk, 1988; Tan and Hooy, 2004), this
finding is consistent to Gee and Ming’s (2008) and Suryana’s (2010). In their study, both of them (Gee and
Ming’s, 2008; Suryana’s, 2010) classify returns by capital gain and dividend yield. Institutional ownership
has positive effect on dividend yield but has no significant effect on capital gain. Both Gee and Ming (2008)
and Suryana (2010) explain that the institutional ownership has no significant effect on returns because the
institutions fail to monitor the firms.

In this study, the average percentage of institutional ownership is 64.84%, while the maximum is
94.34%. McKnight and Weir (2009) explain that if the institutional ownership is too high, it will reduce
their management oversight and they are likely influence the firm’s decisions without considering the
minority shareholder’s interest. It can be concluded that the other reason why institutional ownership has
no significant effect on returns because the institutional ownership in this study sample is too high.

The other reason of the insignificant effect of institutional ownership is the institutional ownership has
very low variance and some institutional ownership tends to remain unchanged year-to-year. The average of
changes in institutional ownership is 0.067% or less than 1%. It indicates that the variance of institutional
ownership is too low. Therefore, the variance of institutional ownership variable cannot explain the variance
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of returns and abnormal returns. Moreover, the samples used in this study are the LQ45 stocks which have
high liquidity and the stock prices are significantly affected by market condition.

This study also documents the negative effect of changes in institutional ownership in the current
year on stock returns and abnormal stock returns. The significance and coefficient sign are consistent in
all models which show its negative effect on stock returns and abnormal stock returns.

Houmes and Chira (2014) use the changes in institutional ownership in their study as the control variable
because the insiders or managers have better information access about the firm’s condition than the public
investors so they can exploit the firm. The same thing does happen on institutions. The institutions are well
informed and has better access of information compared to individual or public investors so the institutions
have the firm’s private information and know the future prospect of the firm (Utama and Cready, 1997).
Moreover, the samples in this study are highly dominated by single and concentrated institution which has
the average of ownership of 64.48%. The percentage of ownership which exceeds 50% indicates the high
voting power and control of the firm.

Houmes and Chira (2014) explain negative effect of changes in ownership in returns as the strategy
of “selling into strength and buying into weakness” by using the private information. Market, with limited
information, continues to increase the stock demand, thereby making the stock price rise. By the private
information benefit, the institutions will sell their stocks while the stock prices continue to rise before the
stock prices fall down and harm the institutions. Vice versa, with their private information, the institutions
buy the stocks while the stock price continues to fall because they know that in the future the stock price
will increase. On the other hand, this action can be considered as an expropriation act against the minority
shareholders (Cleassens, 1999).

5. SUMMARY AND CONCLUSIONS

The purpose of this study is to examine the effect of price earnings ratio (PER) and institutional ownership
on stock returns. Stock returns used are actual stock returns and abnormal stock returns. The samples in
this study are the 1.Q45 stocks in the six-year period from 2008 to 2013.

This study documents that PER has negative effect on stock returns and abnormal stock returns.
Additionally, this study also classifies PER into two classifications, the lowest quintile of PER and the
highest quintile of PER to compare the different effect on returns. Stocks with low PER or the bottom
quintile of PER earn higher return than the stocks with high PER. These findings are consistent with prior
studies by Basu (1977) and Houmes and Chira (2014) which document the low PER stocks outperform
the high PER stocks.

This study find no significant effect of institutional ownership on stock returns. This finding is
contradictory with the results of Han and Suk (1988) and Gee and Ming (2008) but consistent with Suryana’s
(2008) in Indonesia. The institutional ownership has no significant effect on returns because samples’
institutional ownership has low variance and tends to remain unchanged in the periods studied. Moreover,
the samples are 1.Q45 stocks which have high liquidity and are much affected by market conditions.

The other finding in this study is the changes in institutional ownership in the current year have
negative effect on returns. It can be caused by the information asymmetry in the market and the institutions
have private information from the firm. The institutions have better information access about the firm
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compared to individual investors. The private information can influence the institutions to sell the stock
while the price continues to rise and to buy the stock while the price continues to fall. Houmes and Chira
(2014) explain this action as the strategy of “selling into strength and buying into weakness”.

This study has limitations. The study period is only six years from 2008 to 2013.The extension of
period will provide more representative result. Related to the object of observation, the samples are limited
to LQ45 stock. Although the aim of limiting the scope of study to .LQ45 stocks to avoid bias, further
study is expected to conduct wider scope by examining the overall stocks in Indonesia Stock Exchange.
Furthermore, the data source of institutional ownership is the annual reports. Bapepam regulation number
X.K.6 only requires the disclosure of share ownership by the percentage of 5% or more. It limits the data
because the institutional ownership which is less than 5% cannot be traced. Further study is expected to
use the other source of institutional ownership data.
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