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						Thiswebchapterdescribesinmuchmoredetailtheempiricalevidenceofhowtheﬁnancial
					
				

				
					
						marketsreacttotheannouncementsofmanagerialcapitalstructureactions.Inparticular,it
					
				

				
					
						exploreshowthestockmarketrespondstonewequityissues,newdebtissues,anddividend
					
				

				
					
						payments.Ourgoalistounderstandbetterthevalueconsequencesofsuchmanagerialactions,
					
				

				
					
						whichinturnwillhelpustounderstandbetterwhymanagersaredoingwhattheyaredoing.
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						·
					
					
						1.ValueChangesatAnnouncements(EventStudies)
					
				

			

			
				
					
						Eventstudiescantellus
					
				

				
					
						whethersomeactions
					
				

				
					
						arevalueincreasingor
					
				

				
					
						valuedecreasing...
					
				

			

			
				
					
						Wewillusetheeventstudytechnique,introducedintheecientmarketschapter,toexplore
					
				

			

			
				
					
						stockmarketresponsestocapitalstructureannouncements.Asyourecall,aneventstudy
					
				

				
					
						measuresthestockreturnsofﬁrmsfromjustbeforeaneventdisclosuretojustafterit,and
					
				

				
					
						attributesthevaluechangetotheevent.Itisapowerfultechnique,butnotaperfectone.To
					
				

				
					
						runaneventstudy,youshouldbeawareofthefollowingissues.
					
				

			

			
				
					
						•Wemusttobeabletoclearlyidentifywhenthemarketlearnsoftheevent.Fortunately,we
					
				

				
					
						canidentifyeventdatesforthreeofthemostimportantcorporateﬁnanceevents,which
					
				

				
					
						arethesubjectofourchapter:seasonedequityoerings,debtoerings,anddividend
					
				

				
					
						declarations.Thatis,wecanusuallyascertainquitepreciselywhenﬁrmsannouncethat
					
				

				
					
						theywillconducttheseactivities.OeringsmustbeﬁledwiththeSEC,anddividendsare
					
				

				
					
						usuallydeclaredduringanidentiﬁableboardmeeting.Toavoidinsidertradingregula-
					
				

				
					
						tions,ﬁrmsarealsousuallycarefulnottodisclosetheirintentearlier.
					
				

				
					
						Unfortunately,therearealsomanyeventsthatmighthavebeeninterestingbutforwhich
					
				

				
					
						wecannotﬁndaspeciﬁceventdate—andsowecannotusetheeventstudytechniquefor
					
				

				
					
						them.Forexample,the“non-announcement”ofadividendhasnoeventdate.Employee
					
				

				
					
						compensationrelatedshareissuingandsharerepurchasingareusuallydonegradually
					
				

				
					
						andsohavenosharpeventdate,either.
					
				

			

			
				
					
						•Wemustisolatetheeventsofinterestfromotherimportantsimultaneousannouncements.
					
				

				
					
						Forexample,weknowthatM&Aandcapitalstructureactivitycanoccurtogether.The
					
				

				
					
						simultaneitycanmakeitdiculttodisentanglewhethersuchastockpricechangeis
					
				

				
					
						inresponsetotheacquisitionortheequityissue.Ifanacquisitionhasapositivevalue
					
				

				
					
						impactandanequityoeringhasanegativevalueimpact,wemightevenattributethe
					
				

				
					
						incorrectsigntoanevent.
					
				

				
					
						However,itmaynotbeallthatbad,becauseacquisitionannouncementsoftenoccur
						before
					
				

				
					
						theacquirerﬁleswiththeSECforthenewequityﬁnancing.Iftheacquisitionhasalready
					
				

				
					
						beendisclosedearlier,itisnotnews,whichthuswouldnotcontaminateoureventdate.
					
				

				
					
						But,itcouldmeanthatthemarkethadalreadyexpectedanequityoering,inwhichcase
					
				

				
					
						theresponsewouldbebiasedtowardszero—theoeringwouldbenonews.
					
				

			

			
				
					
						•Wemusthaveenoughobservationstoovercomethegeneralnoiseinstockreturns.For-
					
				

				
					
						tunately,foreachofourthreeevents,wehaveseveralthousandeventobservationsover
					
				

				
					
						severalyears.Thisisenoughtoisolatethesignalfromthebackgroundnoiseincommon
					
				

				
					
						stockreturns,atleastforanoverallpicture.Thedrawbackisthatifwewanttoﬁndthe
					
				

				
					
						responseforasmallbiotechﬁrminvolvedinDNAtechnology,thesubsetofsimilarﬁrms
					
				

				
					
						maybemuchsmaller.Thismakesithardertojudgehowourspeciﬁccompanywillreact,
					
				

				
					
						basedontheresponsesofcomparablecompanies.
					
				

			

			
				
					
						Insum,eventhoughthesethreerequirementsareindeedlimiting,theydonotpreventusfrom
					
				

				
					
						exploringinbroadstrokeshowﬁnancialmarketsrespondtoourthreeevents—seasonedequity
					
				

				
					
						oerings,debtoerings,anddividenddeclarations.
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						2.EquityIssuing
					
				

			

			
				
					
						Ourﬁrsttopicisseasonedequityoerings.Notethatallthathappensonoureventdateisthat
					
				

				
					
						theﬁrmﬁlesits
						intent
						toissueequityshares
						later
						.Thesharesthemselveswillbesoldmuch
					
				

				
					
						later.
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						2.A.TheAverageResponse
					
				

			

			
				
					
						Table
						II.1
						givestheanswer:theaverageﬁrmunderperformsthestockmarketbyatotalof
					
				

				
					
						about0
						.
						994
					
					
						+
					
					
						0
						.
						630
					
					
						
					
					
						1
						.
						6%onthetwodaysarounditsannouncement. (Wedonotknow
					
				

				
					
						whethertheﬁlingoccurredafterorbeforethestockmarkethadclosedonday0,sowemust
					
				

				
					
						addthetwosurroundingstockreturns.)Thus,ourempiricalevidencesuggeststhatitisbad
					
				

				
					
						news,onaverage,whenﬁrmsannouncethattheyaresellingmoreequity.
					
				

			

			
				
					
						TableII.1.AllEquityFilingDateReactions,1990–2000
					
				

			

			
				
					
						EventDay Mean Std.Dev. (T-stat) Observations
					
				

				
					
						–10 0.246 3.81 (5.0) 5,990
					
				

				
					
						–9 0.264 3.67 (5.6) 5,992
					
				

				
					
						–8 0.260 3.78 (5.3) 5,992
					
				

				
					
						–7 0.231 3.59 (5.0) 5,993
					
				

				
					
						–6 0.225 3.81 (4.6) 5,993
					
				

				
					
						–5 0.176 3.66 (3.7) 5,994
					
				

				
					
						–4 0.197 3.89 (3.9) 5,994
					
				

				
					
						–3 –0.001 3.53 (–0.0) 5,994
					
				

				
					
						–2 –0.010 3.55 (–0.2) 5,993
					
				

				
					
						–1 0.126 3.52 (2.8) 5,997
					
				

			

			
				
					
						±
					
					
						0 –0.994 4.14 (–18.6) 5,997
					
				

				
					
						+1 –0.630 4.52 (–10.8) 6,004
					
				

			

			
				
					
						+2 0.093 3.68 (2.0) 6,010
					
				

				
					
						+3 0.163 3.82 (3.3) 6,015
					
				

				
					
						+4 0.166 3.53 (3.6) 6,020
					
				

				
					
						+5 0.365 3.70 (7.6) 6,023
					
				

				
					
						+6 0.185 3.44 (4.2) 6,025
					
				

				
					
						+7 0.200 3.51 (4.4) 6,028
					
				

				
					
						+8 0.106 3.93 (2.1) 6,029
					
				

				
					
						+9 0.123 3.65 (2.6) 6,036
					
				

				
					
						+10 0.045 3.60 (1.0) 6,038
					
				

			

			
				
					
						Thesearestatisticsofstockreturnsonanequal-weightedportfolioofeventﬁrms,netofthevalue-weightedstock
					
				

				
					
						marketrateofreturn,andquotedinpercent.Thereturnsare
						not
						annualized.Inotherwords,onaverage,a$100
					
				

				
					
						stockunderperformedthemarketby$0.
						99
						ontheannouncementdayand$0.
						63
						onthefollowingday.
					
				

			

			
				
					
						SideNote: Thepositiveaveragestockreturnonnon-eventdatescanbeexplainedbythefactthatourequity
					
				

				
					
						issuerslikelyhavehigherrisk(market-beta),andthushavetooerexpectedratesofreturnthatareabovethe
					
				

				
					
						market’s.Ifweadjustedtheeventdatereturnbenchmarkforthishigherrisk—perhapsanextra10basispoints
					
				

				
					
						perday—wewouldconsidertheunderperformancetobeabout1.8%,ratherthan1.6%.
					
				

			

			
				
					
						The1.6%valuelossishighlystatisticallysigniﬁcant.Buthowimportantisiteconomically? 
					
					
						EconomicSigniﬁcance
					
				

			

			
				
					
						HowdoesthestockpricereactwhenaﬁrmﬁleswiththeSECforaseasonedequityissue?
					
					
						Equityofferingsarebad
					
				

				
					
						news,onaverage.
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						(A)
					
				

			

			
				
					
						Thisgraphshowsthemeanrateofreturn(abovethevalue-weightedmarketrateofreturn),asinTable
						II.1
						.Theblue
					
				

				
					
						histogrambarsarethedailyaveragereturns.Theconnectedlineaddsthemupandiscalledthe
						cumulative
						excess
					
				

				
					
						rateofreturn.Thisparticularsampleofﬁrmslikelyhadhighbetas,meaningthatinvestorsexpectedreturnshigher
					
				

				
					
						thanthemarket.Thegraphclearlyshowsthelargeunderperformanceattheeventdays.
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						Thisgraphshowsthesamedata,butgivesmoreperspective. Itplots
						all
						stockreturnsoneachday,notjustthe
					
				

				
					
						overalldailymeansthathideitsvariability.Eachbracketontherightrepresentsmeanplusorminusonestandard
					
				

				
					
						deviation;eachbracketontheleftrepresentsthemedianandtheinterquartilerange(beginningattheﬁrstquartile
					
				

				
					
						ofthedataandendingatthethirdquartile).
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						•Ontheonehand,1.6%ismoreimportantthanitseemsatﬁrstglance.A$100ﬁrmthat
					
					
						Thedilutionislarge!
					
				

				
					
						announcesthatitwillissueequitydropsbyabout$1.
						60
						.Butthetypicalequityissueis
					
				

				
					
						onlyabout20%asbigastheﬁrm’soutstandingequity,sothetypicalissuewouldbeabout
					
				

				
					
						$20.Thismeansthatabout$1
						.
						60
						/
						$20
					
					
						
					
					
						8%ofthenewlyraisedmoneyisimmediatelylost.
					
				

				
					
						Thiseectisoftencalledoeringdilution—althoughthetermdilutionisalsocommonly
					
				

				
					
						appliedtothefactthattheissuanceofnewsharesreducesthefractionoftheﬁrmheld
					
				

				
					
						bypreviousshareholders.
					
				

				
					
						Becauseofthestatisticalpropertiesofratios,themeandilutionismuchhigherthan8%.
					
					
						Averagedilutionisvery
					
				

				
					
						high!
					
				

			

			
				
					
						Obs X Y X/Y Y/X
					
				

				
					
						A 10100 0.10 10
					
				

				
					
						B 10200 0.05 20
					
				

				
					
						C 20100 0.20 5
					
				

				
					
						D 20200 0.10 10
					
				

				
					
						Mean151500.112511.25
					
				

			

			
				
					
						Theratiosofthemeansare0.1and10,whilethemeansoftheratiosare0.1125and
					
				

				
					
						11.25,respectively,inoursmalldataset.Thiseectalsoworksinourdilutionsample.
					
				

				
					
						Theaveragedilutioninoursampleisabout13.6%,notjust8%.Clearly,animmediate
					
				

				
					
						destructionofwealthequalto13.6%oftheequitybeingraisedis
						not
						small.Otherstudies
					
				

				
					
						havefoundevenlargeraveragedilutioneects—ashighas50%insomestudies.
					
				

				
					
						Thisempiricalevidencecanexplainwhyweseeapeckingorder,asdiscussedearlier.
					
					
						Anotherwinforthe
					
				

				
					
						peckingorderviewof
					
				

				
					
						ﬁnancing.
					
				

			

			
				
					
						cabilityofthe1.6%averagevalueloss.Maybethemarketmerelylearnsthatexisting
					
				

				
					
						projectshaveturnedouttobebad,andtheequityoeringjustreleaseinformationthat
					
				

				
					
						wouldhavehadtocomeoutanyway.Inthiscase,theequityoeringdoesnotdestroy
					
				

				
					
						value,atall—infact,itcouldevengeneratevalue.Withoutmoreinformation,wecannot
					
				

				
					
						dismissthishypothesis.Thereis,however,goodevidencetosuggestthatmuchequity
					
				

				
					
						issuingactivityisM&Adriven,whichmakesitmorelikelythatthenewsisnotsomuch
					
				

				
					
						aboutashortfallinexistingproject,asitisaboutthefutureplansofthecompany.
					
				

				
					
						Figure
						II.1
						alsoshowshoweasyitistogetthewrongimpressionfromtheaveragestock
					
				

				
					
						returnloss.Graph(A)showsthemeanratesofreturnoneachday.Thegraphclearly
					
				

				
					
						showsthattheannouncementofaseasonedequityoeringis
						not
						welcomenewsfor
					
				

				
					
						shareholders
						onaverage
						.Graph(B)showspracticallythesamedata,exceptitrepresents
					
				

				
					
						thereturnsfromallequityoerings,notjustthemeanreturns.Althoughitisstillevident
					
				

				
					
						thatthereturnoneventdays0and1islowerthanthatonotherdays,thereisstillalot
					
				

				
					
						ofheterogeneity—manyﬁrmsexperience
						positive
						announcementreactionsonthedays
					
				

				
					
						thattheyannouncetheirseasonedequityoerings.The1.6%lossishighlyeconomically
					
				

				
					
						andstatisticallysigniﬁcant,butformanyﬁrms,itiseitherdrownedoutbythedailystock
					
				

				
					
						marketnoiseorpositivebecausetheoeringaddsvalue.Sotheevidenceis
						not
						that
						all
					
				

				
					
						ﬁrmssuerstockdeclineswhentheyissueequity,butonlythatthe
						average
						ﬁrmdeclines
					
				

				
					
						invalue.Itisperfectlyconsistentwiththisevidenceforyoutobelievethatyourownﬁrm
					
				

				
					
						hastoomuchdebt,andthatyou
						should
						issueequityinordertoraisetheﬁrm’svalue.
					
				

				
					
						Relatedtothisheterogeneityinhowﬁrmsreactisthefactthatthemediandilutionis
					
				

				
					
						“only”2.4%ofthenewequityissue.Thatis,eventhoughthemeandilutionwas13.6%,
					
				

				
					
						halfofourﬁrmshaddilutionoflessthan2.4%.
					
				

			

			
				
					
						Toillustratewhy,comparetheratiosofmeansagainstthemeansofratiosinasmalldata
					
				

				
					
						set.
					
				

			

			
				
					
						Givenhowlargethedilutioncanbe,itseemsrationalforﬁrmstotrytoavoidissuing
					
				

				
					
						equity.
					
				

			

			
				
					
						•Ontheotherhand,youshouldalsonotoverestimatetheimportanceandgeneralappli-
					
					
						Perhapsitisabout
					
				

				
					
						existingprojects,not
					
				

				
					
						wastedmoney.And
					
				

				
					
						thereismuch
					
				

				
					
						heterogeneityin
					
				

				
					
						response!
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