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ABSTRACT

The purpose of this study is to observe split effects surrounding split announcements.
This study examines the splitting firms in Indonesia Stock Exchange for the period
1999 — 2008 while taking into account the wider split size from 2 for 1 until 10 for 1
split size. This study applies trading intensity as a proxy for liquidity effect. The
result of this study indicated that there is higher liquidity of smallest trade size after
split for all split size categories. This implies that small investors are attracted by
lower price after split. Also, this study examines trading composition by computing
the number of small buy and small sell order surrounding split announcement.
Examination of trading composition aims to disentangle the signaling and liquidity
effect surrounding the split events. Furthermore, this study finds that small buy order
dominated after split trading activities which also imply liquidity enhancement. An
interesting pattern exhibited by order composition of 2 for 1 split size shows that,
small buy order significantly dominates the small sell order before split. This might
indicate that 2 for 1 before split is driven by signaling effect, while 2 for 1 after split is
partly driven by liquidity effect.
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CHAPTER ONE

INTRODUCTION

1.1 BACKGROUND
The purpose of this study is to provide empirical evidences of stock split effect in
small level of investors in Indonesian market. The underlying hypotheses are trading
range hypothesis, signaling hypothesis and liquidity hypotheses. These hypotheses
conflicts with each other towards explaining the split effect. Previous studies found
that, there is an increasing volume after split announcement which means that, demand
for splitting stock increases after split. The increasing demand of stock after spliting is
explained by researchers as either liquidity effect (e.g. Schultz (2000), Mishra (2007),
Mohanti and Moon (2007)) or signaling effect (e.g. Pilotte (1997), Ariff et al (2004)).
Trading range hypothesis, suggests that stock split increases the number of
outstanding shares, thereby, broaden the ownership base while decreasing the stock
price into the range that small investors can purchase round-lot stocks (Baker and
Gallager, 1980). Liquidity hypothesis suggests that, splitting will cause stock prices to
fall into some preferred trading range (Baker and Gallager, 1980). The lower price
after splitting attracts new investors to purchase the stock and simultaneously
increases the stock demand. This will benefit small investors who prefer to purchase
stocks but cannot afford to do so when the share price was high. In addition, signaling
hypothesis states that, stock splits convey signals about favorable firm. Managers use
stock splits to convey favorable information to investors. McNichols and Dravid

(1990) assert that manager uses split to inform the firm’s future earnings by choosing

the split factor.



Stock split is a cosmetic approach designed to cut the firm’s pie into more
pieces, in such a way that, it does not affect the firm’s future cashflows. Theoretically,
shareholders do not benefit from split execution, because it does not change investor’s
ownership. Likewise, management does not benefit from split execution, due to some
significant administration cost associated with stock split. Up till now, managers keep
splitting the stock either to increase stock liquidity or to signal firm’s favorable
information.

Recent studies such as Desai, Nimalendran and Venkataraman (1998), Lyroudi
and Dasilas (2006), Mishra (2007) and Mohanti and Moon (2007) empirically
indicated that split events enhance liquidity. Furthermore, Yague and Gomez-Sala
(2005) found that, there is a change in trading composition after split, whereby small
trades from retail investor are more active in trading, especially in larger stock split.

Evidence of split effect on liquidity is mixed and inconclusive, for example
Lamoureux and Poon (1987) found that, there is a decrease in liquidity after split as a
consequence of tax option, whereas Schultz (2000) founds that, there is an increasing
liquidity after split and net buy orders are more dominant than net sell order.
Although those studies were conducted in United State market, the results are different
and varying. The differences in result might be attributed to the level of investor
observed in each study. This is due to the fact that, management keep splitting their
stock in order to increase the individual investors while decreasing institutional
investors (Baker and Gallagher, 1980). For the aforementioned reason, studying split
effect by focusing on a particular level of investors especially small level of investors
Is Important.

Previous published studies on stock split that used data from Indonesian market

show various result and it is very limited. For example, Sutrisno et al (2000) find that,
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there is a significant increase in price and spread after split. more so, trading volume
significantly decreased after split, and variance- and abnormal return experience
insignificant changes before and after split. Furthermore, they find that there is no
significant different in abnormal return before and after split. Ramantika (2001)
indicated that, there is no significant change in the volume of turnover and volatility
before and after split. The results imply that, stock split does not attract new investors.
In a similar study, Zubaidah (2007) revealed that, there is significant different in price
and in trading volume before and after split. Those studies mentioned, used trading
volume as a proxy to measure liquidity and the results were not consistent each other.
Baker and Gallager (1980) explored the management opinions about split
execution, and their findings showed that, management is more concern about
individual investor than institutional investor. In addition, management intention to
split the stock is to avoid larger claiming and larger proportion of trading volume from
institutional investors. Several studies support the findings that small investors are
more active in purchasing post split stock, (see Kryzanowsky and Zhang (1996),
Schultz (2000), Dennis (2003) and Yague and Gomez-Sala (2005)). To the best
knowledge of the author, there is no published work on Indonesian market regarding

stock split with specific concern about small level of investor.

1.2 PROBLEM STATEMENT

Lower price after splits attracts small investors that prefer lower share price to the
higher one. Increasing the number of small investors changes ownership structure
after split. Desai, Nimalendran and Venkataraman (1998) indicated that, there is an
increase in both noise and informed traders after split announcements. Yague and

Gomez-Sala (2005) argued that, there is a change in trading composition following
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splitting announcement, whereby, small trades from retail investor increase
significantly especially in the larger stock split.

Furthermore, if lower price after split attracts new small investors, what type of
order can they then perform? Kryzanowsky and Zhang (1996), Schultz (2000), Dennis
(2003) and Yague and Gomez-Sala (2005) support that, increasing small investors
perform buy orders following split which is consistent with traditional explanation that
splits are used to increase liquidity.

Past studies about stock split that used data from Indonesian market shows
divers results. For example, Sutrisno et al (2000), Ramantika (2001), Zubaidah (2007)
use trading volume at all level of investors as a proxy to measure liquidity but the
results were not consistent with each other. The current study defer from the previous
study in the sense that, it tests split effect in small level of investor in Indonesian
market.

Thus, this study aims to answer the following questions: (i) Is there any trading
intensity increases after split, (ii) Is there any dominant in buy order after 2 for 1 split
compared to small sell order, (iii) Is there any dominant in buy order after 4 for 1 split
compare to small sell order, (iv) Is there any dominant in buy order after 5 for 1 split
compare to small sell order, (v) Is there any dominant in buy order after 10 for 1 split
compared small sell order. Based on this background, this study put forward the
following hypotheses:

1. HOI: there is no increasing trading intensity in small round-lot after split
Hal: alternative hypothesis that there is an increase in trading intensity in small
round-lot.

2. HO2: there is no positive net buy order after 2 for 1 split in small round-lot

Ha2: there is positive net buy order after 2 for 1 split in small round-lot.



3. HO3: there is no positive net buy order after 4 for 1 split in small round-lot,
Ha3: there is positive net buy order after 4 for 1 split in small round-lot.

4. HO4: there is no positive net buy order after 5 for 1 split in small round-lot,
Ha4: there is positive net buy order after 5 for 1 split in small round-lot.

5. HOS5: there is no positive net buy order after 10 for 1 split in small round-lot,

Ha5: there is positive net buy order after 10 for 1 split in small round-lot.

1.3 OBJECTIVE OF THE RESEARCH

The primary objectives of this study are (i) investigate the trading intensity after split
in 2forl, 4forl, 5 for 1 and 10 for 1 split size factor in Indonesian market, (ii) to
observe the small buy and small sell order after split announcement in 2forl split size
factor, (iii) to observe the small buy and small sell order after split announcement in
4forl split size factor, (iv) to observe the small buy and small sell order after split
announcement in 5 for 1 split size factor, and (v) to observe the small buy and small

sell order after split announcement in 10 for 1 split size factor.

1.4 SIGNIFICANT OF THE STUDY
On completion of this study, it is expected to contribute to the existing literature in
several ways. Firstly, this study provides an updated analysis on the split effect in
small level of investors in Indonesian market. No study on stock split that focused on
small level of investors has been found regarding Indonesian market. Therefore, this
study is expected to provide valuable empirical insight about split effect in Indonesian
market.

Secondly, this study highlighted the split effect in split size factor. The result

provides valuables information for firms that intend to split the stock, that market



reaction is dependent on the split size factor. Given the administrative cost associate
with split execution, decision to announce split factor sometimes result to market
reaction that was not anticipated by the management expectation.

Thirdly, this study further shows that, capital market is not a semi-strong form
of Efficient Market Hypothesis and there is a possibility that investors overvaluing the
splitting companies especially at the smallest split size factor. Lastly, this study uses a
wider range of split size, in order to disentangle between liquidity enhancement and

signaling enhancement surrounding split execution.

1.5 STRUCTURE OF THE STUDY

This study is divided into five chapters. Chapter one elaborates the motivation of this
study, describes objective of the study and detail hypotheses. Chapter two begins
with stock split definitions, reviews literatures on stock split and brief explanation on
trading range hypothesis, signaling hypothesis and liquidity hypothesis, and discusses
the stock split studies in Indonesian market. Section 2.0000 discusses about investor
classification and small investor definition for this study is presented. The last section
is a discussion about order composition after split and the gap in the literature to be
tilled by this study.

Chapter three focuses on data and methodology used in this study. First
section elaborates data and sample use in this study. Next section describes the proxy
used to measure split effect, and formula used to test statistical differences
surrounding split announcement. The following section describes the methodology to
measure small buy and small sell and formula used to test statistical differences.

Chapter four focuses on the presentation of empirical results and finding of

this study. The first section presents trading intensity and comparison between before



and after split announcement. Next section presents small buy and small sell order
surrounding split announcements, the presentation of results are partitioned into split
size factors.

Chapter five summarizes the finding of this study. First section begins with
the main findings of this study. The following section discusses implication of the

finding. And the last section is suggestion for future research.



CHAPTER TWO

LITERATURE REVIEW

2.1 INTRODUCTION

Indonesia stock exchange (IDX) is an emerging stock market located in Jakarta. The
market are growing and records increasing trading value from Rp 147,880 billion in
1999 (IDX Fact book, 2006) to Rp 1,064,528 billion in 2008 (IDX Fact book, 2009).
Indonesian market is an order driven market. Trading system uses Jakarta Automatic
Trading System (JATS) which was firstly used in 1995. The shares traded uses a
trading unit called as round lot, and one round lot is equivalent to 500 shares.
Transaction cost is based on trading value, and minimum transaction cost stipulated by
IDX committee is 0.03% from trading value.

Previous studies in stock split that used data from Indonesian market show
various results (e.g. Sutrisno et al (2000), Ramantika (2001), Zubaidah (2007)). This
chapter reviews previous literatures in stock split and identifies the gap.

This chapter consists of; section 2.1 which reviews definition of stock split and
type of stock split, section 2.2 reviews stock split hypotheses namely; trading range
hypothesis, signaling hypothesis and liquidity hypothesis, section 2.3 discusses studies
related to stock split in Indonesia, section 2.4 discusses investor classification, and

section 2.5 discusses studies that analyses order composition after split.

2.2 DEFINITION OF STOCK SPLIT
If the market price of a firm’s stock increases in value whereby investors considered it

to be too expensive, the firm may resort to what is called stock split. Stock split means



to increase the number of outstanding stocks while lead to the decreasing of price per
share. The purpose of a stock split is to reduce substantially the market price of the
company’s common stock, with the intent of making it more affordable to investors
(Williams et al, 2010).

Edwards et al (1993) define a stock split as a distribution of 100% or more of
additional shares of the issuing corporation’s stock accompanied by a corresponding
reduction in the par value per share. The corporation receives no asset in this
transaction. The purpose of a stock split is to effect a large reduction in the market
price per share of the outstanding stock. For instance, a two-for-one split doubles the
number of outstanding shares while a three-for-one split triples the number of shares,
and so on.

According to Hartman et al (2000), when a company records share distributions
as a stock split, the characteristics for each share of stock are changed proportionately,
but the dollar amount for all equity accounts are unaffected. Moreover, they explain
that, the primary reason for stock splits is to reduce the market value per share,
presumably in an effort to make the stock more marketable.

Generally, there are two kinds of stock splits, namely: stock split-up and stock
split-down. Stock split-up is a split execution to reduce market value per share and
which consequently leads to an increasing number of stock outstanding. For example
2 for 1 split size, 3 for 1 split size and so on. 2 for 1 split size means two new shares
(after split) can be changed to one old share (before split). 3 for 1 split size means
threc new shares (after splity can be changed to one old share (before split). Stock
split-down on the other can also be referred to as reverse split indicates a split
execution that results in increasing the market value per share while reduces the

number of outstanding shares. The decision of stock split-down is generally to



disguise a falling stock market price. Examples of stock split-down are 1 for 2 split, 1
for 3 split and so on. 1 for 2 split means one new share (after split) can be changed for
two old shares (before split). 1 for 3 split means one new share (after split) can be

changed for three old shares (before split).

2.3 STOCK SPLIT HYPOTHESES

Stock splits result to a reduction of par value and increase the number of outstanding
share according to the split factor. Theoretically, investors do not benefit from split
execution, splits also do not affect a corporation’s future cash flow but there are some
administrative that must be borne by the companies. However, explanation for the
persistence of splits generally can be classified into three main hypotheses; trading
range hypothesis (Baker and Gallager, 1980. Baker and Powel, (1993), signaling
hypothesis (Asquith, Heal and Palepu (1989), Conroy et al (1990), McNichols and
Dravid (1990), Pilotte (1997), Ariff et al (2004)), and liquidity hypothesis (as Lyroudi

and Dasilas (2006), Mishra (2007), Mohanty and Moon (2007).

2.3.1. Trading Range Hypothesis
Trading range hypothesis, suggests that stock split increases the number of outstanding
shares in order to broaden the ownership base and decreases the stock price into the
range that make round-lot stocks affordable for small investors. Empirical studies that
support trading range hypothesis includes: Baker and Gallager (1980), Baker and
Powel (1993).

Baker and Gallager (1980) investigate the rational for split executions in
NYSE-listed firms. They use mail questionnaires to obtain information on the stock

split decision. the questionnaires were distributed to chief financial officers. Two
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groups are set as stock split group which consists of chief financial officers from 100
companies that issued a stock during 1978 and non-splitting group which consists of
chief financial officers from‘ 100 randomly-selected firms that issued neither stock
dividends nor split during 1974 to 1978. They found that, there are four agreed
opinions within the two groups of respondents. Some of the questions in the
questionnaire are: stock splits make it easier for small stockholders to purchase round
lots, stock splits keep a firm’s stock price in an optimal price range, stock split
increases the number of shareholders in the firm, and stock split makes stocks more
attractive to investors. The results seem to focus on the benefits to small investor.

Their finding indicated that 65% of the respondent support the opinion that,
stock split is issued to lower price and maintain the price at a better trading range that
is attractive to the investors. The result is consistent with the reason why, non-
splitting group did not issue a stock split. Non-splitting group perceived that, their
stock price was already in an optimal range (45%) or was too low (30%). Therefore,
there is no reason for them to split their stock since they would not be able to benefit
from it.

Baker and Powell (1993) investigate corporate managers’ reasons for
supporting stock split, they investigated the trading range of firms that issued stock
splits and compare whether this range differs for small split factor vs. large split factor.
They administered questionnaire to chief financial officer, investor relation managers,
treasurers, chairman, chief executive officers and others. They discovered some
important reasons that managers undertaking a split are moving the stock price into a
better trading range, improving the stock’s liquidity, signaling optimistic managerial

expectations about the future, and attracting more investors.
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Baker and Powell (1993) found that, the preferred trading range is about $20 to
$35. Also, they found that, the preferred trading range between small split and large
split are different. Manager of firms with small splits expresses a lower preferred

trading range and those with large splits.

2.3.2 Signaling Hypothesis

Signaling hypotheses suggest that, split could provide favorable information about
improved future earnings performance. Empirical studies that support signaling
hypothesis includes, Asquith, Heal and Palepu (1989), Conroy et al (1990), McNichols
and Dravid (1990), Pilotte (1997), Ariff et al (2004).

Asquith, Heal and Palepu (1989) examine whether stock splits convey
information about earnings. Their evidence suggests that, the market reaction to split
announcements cannot be attributed to expectation of either future earnings increases
or near term cash dividend increases. However, this finding is not fully accepted.
Similar study conducted by Pilotte (1997), founds that, earning information conveyed
by split during 1982-1989. By changing the period of study, he argues that, during
1982-1989 is a period of lower inflation and higher real economic growth that market
has more optimist expectation to the split event.

Conroy et al (1990) use bid ask spreads after split of firms listed in NYSE to
measure the liquidity. They find that bid ask spreads increase after split, representing
a liquidity cost to investor. This liquidity cost may validate that stock split are a signal
of favorable information about the firms.

McNichols and Dravid (1990) investigate whether firms signal their private
information about future earnings by their choice of split factor. They document that

the split factors are increasing in pre-split share price and decreasing in the pre-split
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