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The effect of a change in capital structure on the 

risk and return of common stockholders is investigated. 

Also, the information content of dividends when a firm goes 

for new outside financing is examined. Data used in the 

study are collected from the Moody's Bond Survey, the 

Prentice Hall's Capital Adjustments, the Wall Street Journal 

Index, and the Center for Research in Security Prices Tape. 

The study uses an event study methodology. The risk 

(beta) of common stock before an issuance of debt securities 

is compared with the risk after the issue. The stock market 

reaction to the issuance of new debt securities is measured 

using after-the-event risk. The information content of 

dividend announcement before a new debt issue is compared to 

that of after the issue. 

The findings show that debt issue reduces stock 

holders' risk if the issuer is a dividend paying company. 

Also, debt securities issued through an exchange offer 

increase stockholders' wealth. Finally, issuance of new debt 

does not affect the information content of dividends. 
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CHAPTER 1 

INTRODUCTION 

Extensive research has been done on managerial 

decisions and their effects on stock prices. The information 

content of managerial decisions has been investigated under 

the event study framework. Assuming a constant risk measured 

in terms of beta, any abnormal return is attributed to the 

event. As a result, little emphasis is placed on whether the 

event itself can change the riskiness of a security. As 

suggested by Larcker, Gordon, and Pinches (1980), and Hays 

and Upton (1986), a shift in beta due to the event could 

lead us to wrong conclusions about the risk adjusted 

abnormal return or RAAR.1 Also, the information content of 

any managerial decision depends on the availability of other 

complimentary signals.2 If complimentary signals are 

available, then the joint implications of other signals and 

the signal under investigation may be different from the 

marginal implications of the signal alone. 

The purpose of this paper is threefold, (a) to 

determine to what extent investors consider financial 

•^Although a change in beta is also an information 
effect, this study maintains a distinction between a change 
in beta and the excess return after adjusting for risk. 

2See Gonedes (1978) for a discussion. 
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leverage as a determinant of common stock beta3 (In contrast 

to the previous studies, this study will examine the issue 

under a controlled setting); (b) to what extent a change in 

financial leverage conveys information over and above a 

change in beta; and (c) to what extent dividends convey 

information when new outside financing is present. 

Chapters of this dissertation are arranged in the 

following way. Chapter 2 provides a literature review on 

the determinants of beta, announcement effects of financial 

leverage, and dividend policy. Chapter 3 contains a 

description of the methodology. Findings of the study are 

presented in Chapter 4. Concluding remarks are in Chapter 5. 

3Hereafter, common stock beta is referred to as beta, 



CHAPTER 2 

REVIEW OF THEORY AND EMPIRICAL FINDINGS 

Determinants of Beta 

If there is a possibility that the event might 

influence the determinants of beta, risk adjusted abnormal 

return (RAAR) should be considered under the null hypothesis 

Hg : RAAR=0. Identification of beta determinants, therefore, 

becomes the central issue. Since beta is an ex ante concept, 

a security's beta is a measure of the security's price 

movements in macro events. Following Capital Asset Pricing 

Model (hereafter CAPM), market bears all the risk and 

therefore a security's relevant risk (beta) is its movement 

with the market. Security specific risk is insignificant in 

the market portfolio. 

The questions to ask are why betas are different from 

security to security and why betas are not stationary.4 In 

order to answer these questions we look at beta in its 

statistical form. 

Cov(Rm,Rn) 
(2.1) /3n = 

Var(Rm) 

4See Blume (1975), Levy (1971), Fabozzi and Francis 
(1977), Fabozzi and Francis (1978), and Sunder (1980) for 
their findings on nonstationarity of beta. 



where: 

/3n is the beta of security n. 

Rm is the return to a market index. 

Rn is the return to security n. 

From Rosenberg and Guy (1976a, 1976b), 
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where: 

Vj is the contribution of a macro economic 

event to the market variance. 

Tjn is the response of the return of security 

n to the event j. 

Beta of a security will change when relative response 

coefficients and the relative variances of economic events 

change. Turnbull (1977) claims that beta is affected by 

macro economic variables. Failure to consider macro econonic 

variables may result in misspecification of a beta 

determinant model. 



J 
If we can separate out the effect of (V-A / S V-j ) , 

j=l 

then beta movement can be attributed to fjn. Tjn as 

mentioned earlier, is security n's response to the j*-*1 

event, rjn depends on industry factors and company specific 

characteristics. If industry factors can be filtered out, we 

are left with company specific characteristics affecting Tjn 

(label tjnc ). Therefore, if market and industry affects are 

assumed to be constant (or controlled), then movement in 

beta can be attributed to a change in 7"jnc. Beta will change 

if investors perceive the company specific variables to 

change. Distinction should be drawn between the measure of 

risk and determinants of risk. Following CAPM, beta is a 

measure of risk and anything that affects the measure is a 

determinant of risk. 

The relationship between company specific variables 

and beta is examined by Melicher and Rush (1974), Melicher 

(1974), Bildersee (1975), Breen and Lerner (1973), Logue and 

Merville (1972), and Chen (1982). The variables are 

arbitrarily selected. Commonly used variables are leverage, 

earnings, firm size, and dividends. Of all these variables, 

leverage provides with strong theoretical justification as a 

determinant of systematic risk of common equity. The theory 

on the relationship between beta and earnings, firm size, 

and dividends did not produce any analytical models to 

justify the relationships. 



Capital Structure as a Determinant of Beta 

Modigliani and Miller's (hereafter MM) propositions 

(1958, 1963) and CAPM are linked together by Hamada (1969). 

Hamada proposes the following relationship between beta of 

common equity of levered and that of unlevered firms: 

(2.3) 01 = /Bu [ 1 + (1 - T)
 B / S ] 

where: 

02. is the systematic risk of levered firm's 

common equity. 

0 U is the systematic risk of an unlevered 

firm's common equity in the same business 

risk class. 

where: 

0 U = Cov(0,Rm) / Var(Rm) 

>u 

J 
2 

j=l J 
Z V-: 
j=l ' 

jncf 

where: 

<p is the return to unlevered common equity. 

Tjncf -*-s response of the return of 

security n to event j if the firm is 

unlevered. 

T is the corporate tax rate. 
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B is the market value of debt. 

S is the market value of common equity. 

Equation (2.3) relates JSJ and /3U using market value of 

debt and equity. The relationship in (2.3) indicates that 

depends (or change) if B/S changes and/or 0 U changes. Also 

for a change in /3U, a change in f3± will be magnified due to 

the presence of debt in the capital structure. 

The theoretical relationship between beta and 

financial leverage is also provided by Bowman (1979) whose 

results are consistent with previous works of Hamada (1972), 

and Galai and Masulis (1976). 

The following analysis is drawn heavily from 

Bowman (1979, 618-623). Under the assumptions of no taxes, 

no default risk, and risk free debt: 

(2.4) 0! = [ 1 + B / S ] 0 U 

and, relaxing the no-tax assumption, equation (2.4) becomes: 

(2.5) (31 = + [(1 - T) B / S ] 0 U 

where: 

the notations apply from (2.3). 

Equation (2.4) is equivalent to (2.3) under no tax 

assumption and (2.5) is equivalent to (2.3). 

When default risk is introduced, the systematic risk 

of equity security is provided by the option pricing 

literature. 
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[ (1 + B / S) (SS /SV) ] 
( 2 . 6 ) (3S = 

[ (Rv - Rf) / (Rra - Rf) ] 

where: 

j8s is systematic risk of the equity beta. 

SS / SV measures the default risk of the 

equity. 

Rv is rate of return on the value of the firm. 

Rf is the risk-free rate. 

Rm is the market return. 

Empirical Studies 

Empirical studies on capital structure as a 

determinant of beta follow different approaches: 

1. The following approach is used by Hamada (1972). 

Using MM's (1963) arguments, he calculates the beta of a 

levered firm and its beta (as an unlevered firm). His 

findings shows that the beta of a levered firm is higher 

than the beta as an unlevered firm. Therefore, higher beta 

is due to financial leverage. Chance (1982) used MM's (1963) 

version to find the effect of leverage on beta. These 

studies require estimation of beta assuming validity of MM's 

propositions. When personal income taxes5, bankruptcy costs 

and agency costs are taken into consideration, result based 

on the estimate of unlevered beta may not be conclusive. 

5See Miller (1977) for a discussion. 
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2. The most widely used approach is to run a cross-

sectional and time-series regression with beta as the 

dependent variable and possible determinants (including 

leverage ratios) as independent variables. The problems with 

this approach are numerous: 

a) Selection of independent variables are 

arbitrary. Increasing the number of independent variables 

creates multicollinearity problem, thereby, increasing the 

standard error of estimate of the coefficients and reducing 

their t values. 

b) The approach indicates measure of association 

between beta and financial leverage rather than causality. 

Although a high beta with a high financial leverage ratios 

may indicate positive association, but a high beta may be 

due to any omitted company specific or macro economic 

variables. 

c) Controlling for other variables requires 

identification of these variables. Even if these variables 

are identified, controlling them poses a problem especially 

when regression is run over a long period of time. If we 

assume that firm size, dividend payout, and financial 

leverage ratios are the possible determinants of beta, then 

regresssing beta on financial leverage ratios will produce 

strong result if firm size and dividend payout ratios do not 

change over the estimation period. It is very unlikely that 

firm size and dividend payout (or any other possible 
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determinants) will be constant over the regression period. 

As an alternative if all of these variables are included in 

the model as independent variables, then the problem of 

multicollinearity as mentioned earlier arises.6 

3. Another approach is to take an event and examine 

if before-the-event beta is different from after-the-event 

beta. This approach has certain advantages over other 

approaches described previously which are: 

a) Does not have to depend on the validity of 

MM's propositions. 

"a- b) Narrows down the measurement period so that 

effects of other variables can be controlled. 

. . . 
^ c) Casuality can be inferred if other variables 

are fully controlled. 

One widely cited shortcoming with this approach is 

that the event may signal various types of information. As a 

result it is hard to draw a link between the event and any 

one determinant. 

Empirical studies on the effect of financial leverage 

on beta using approach (3) can be divided into two 

categories: 

a) Using events (other than capital structure 

changes) as the principal issue of investigation (e.g., 

mergers). Beta before and after the event is compared with a 

6 T O overcome the problem Melicher (1974) and Melicher 
and Rush (1974) used factor analysis on several financial 
variables and used one variable from each of the dimensions. 
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change in capital structure due to that event. The result, 

therefore, depends on the extent the event signals about a 

capital structure change and changes of other determinants 

of beta. 

b) The other group of studies [e.g., Boness, Chen, 

and Jatusipitak (1974)] used capital structure change as the 

event.7 The problem with their study is a lack of controls 

for the effect of other company specific and macro economic 

variables over the interval 1961-1968. Therefore, a change 

or a no-change in the model parameters cannot be solely 

attributed to a change in financial leverage. 

Effect of a Capital Structure 
Change on Security Prices 

The relationship between capital structure and 

security prices can be explained through several competing 

hypotheses. 

Zero-Effect Hypothesis 

MM (1958) and Miller (1977) proposed that given a 

fixed investment policy, the value of a firm is independent 

of its financing decision. The stockholders react to the 

investment decision, not to the financing decision of a 

firm. 

7Boness, Chen, and Jatusipitak (1974), in addition to 
using Z statistic and F test for testing a change in mean 
and variance of security return between pre and post event 
periods, used Chow test to examine the non-stationarity in 
beta. 
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Positive-Effect Hypothesis 

MM (1963) proposed that a firm's value is positively 

related to a change in capital structure because of a tax 

shield advantage. When costs of financial distress and 

agency costs are incorporated in MM's (1963) model, the 

capital structure-firm value relationship is positive but 

upto a point where the tax shield advantage is balanced 

against the debt related costs as pointed out by Baxter 

(1967), Robichek and Myers (1966), Kraus and Litzenberger 

(1973), Brennan and Schwartz (1978), Scott (1976), Kim 

(1978), and Jensen and Meckling (1976). As a result, 

stockholders interpret an increase in capital structure as a 

signal that the firm's capacity to extract debt-related 

benefits has increased. 

Explaining the relationship between capital structure 

and stock price behavior, Boness, Chen, and Jatusipitak 

(1974) claim that the distribution of the parameters (i.e., 

mean and variance) of successive changes in stock price may 

be affected by the firm's capital structure changes. From 

Boness, Chen, and Jatusipitak (1974), the rate of return of 

common equity is given by: 

(2.7) R e = [ Ra
 + (Ra " i)*1 H I " T) , 

where: 

Re= Rate of return of common equity. 

h = B/C. 
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B = market value of bonds. 

C = market value of equity. 

i = coupon interest rate. 

T = corporate tax rate. 

Ra= rate of return on total assets of the 

firm's asset with mean E(Ra) and 

variance (Ra). 

The expected value of Re is: 

(2.8) E(Re) = [ E(Ra) + (E(Ra) - i)h ](1 - T) 

and, the variance of Re is: 

(2.9) tJ2(Ra) = (1 + h)
2 <*2 (Ra)(

1 ~ T) 2 

From (2.8) and (2.9), both the expected value and the 

variance of the distribution of the after-tax rate of 

return on equity are increasing linear functions of a 

firm's financial leverage. 

A more recent theory proposes that capital structure 

matters because a change in capital structure conveys 

information about a firm's prospects to the investors. 

Ross (1977), and Leland and Pyle (1977) demonstrate that an 

increase (decrease) in financial leverage conveys favorable 

(unfavorable) information about a firm's prospects. 

Negative-Effect Hypothesis 

Under asymmetric information assumption, Miller and 

Rock (1985), and Myers and Majluf (1984) argue that stock 
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price is negatively related to an issuance of new 

securities. Miller and Rock (1985) propose that a larger-

than-expected expected external financing represents a 

lower-than-expected internally genarated cash flows, which 

inturn leads to a negative security reaction. Myers and 

Majluf (1984) on the otherhand claim that a firm issues new 

securities when they are over-valued. Therefore, purchasers 

of the new securities demand a discount resulting in a 

decrease in security prices. 

The models developed by Miller and Rock (1985) and 

Myers and Majluf (1984) apply to external financing (both 

debt and equity). Miller and Rock's (1985) propositions do 

not predict differential reactions to debt versus equity 

issues while Myers and Majluf (1984) claim that debt issue 

is preferred to an equity issue; so its issuance should 

produce a smaller but still negative reaction. 

An Alternative Exchange Offer 
Hypothesis 

A change in capital structure can be accomplished 

through an issuance/retirement of a firm's securities or 

through an exchange offer. Therefore, the zero-effect and 

positive-effect hypotheses apply to exchange offers 

although, the negative effect hypothesis is not relevant to 

exchange offers. 

Masulis (1980) pointed out that the price of a 

security retired through an exchange offer increases at the 
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offer announcement because of the offer premium. The offer 

premium is the difference between the pre announcement 

market price of the security being retired and the post 

announcement market value of the securities being offered in 

exchange. At the announcement of the exchange offer, the 

price of the securities being tendered must rise by an 

amount equal to the exchange offer premium. 

Empirical studies on the effect of capital structure 

on common stock prices has produced mixed results.8 Dann and 

Mikkelson (1984), and Mikkelson and Partch (1986) found a 

statistically insignificant abnormal return when new 

straight debt is issued; this is contrary to the arguments 

provided by Ross (1977), Myers and Majluf (1984), and Miller 

and Rock (1985). When new debt issue is subsequently 

withdrawn, Officer and Smith (1986) found statistically 

significant abnormal return. Eckbo (1986) concluded that 

straight debt offerings have a non positive impact on issung 

firm's common stock price while convertible debt offerings 

have significantly negative effects. The result of his study 

is inconsistent with the theories predicting that the price 

effects of capital structure changes go in the direction of 

the leverage change. 

Since a new debt issue may also imply change in asset 

size and, therefore, convey investment related information, 

8A partial list of the studies is provided by Dann and 
Mikkelson (1984, 173). 
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the true effect of financial leverage may not be identified 

by examining a new debt issuance. Masulis (1980, 1983) has 

avoided this problem by using exchange offer in his studies 

and found significant abnormal return when debt is issued 

for common stock. Dann and Mikkelson (1984) grouped the 

sample of firms issuing straight debt into firms that has 

issued new debt for new financing and firms that has issued 

new debt to replace existing debt. In both the cases, 

abnormal performance is insignificant; this provides 

evidence that investors do not discount investment related 

information from a change in capital structure. 

Dividend Payments and 
Stock Market Reaction 

The relevance/irrelevance of a firm's dividend policy 

to shareholders remains an unresolved issue. MM's (1961) 

seminal work demonstrates that dividend policy has no 

significance to the shareholders. Introducing personal 

taxes, a number of studies have asserted that dividend 

policy does matter. However, Miller and Scholes (1978) argue 

that dividend policy can be relevant under certain 

conditions, even in the presence of differential tax rate 

between ordinary income and capital gain. 

Following a different line of argument it is argued 

that dividend policy matters because it conveys information 

about a company's present and future performance. Lintner 

(1956) suggests that management pursues a target payout 



17 

ratio for a firm and a change in dividend will depend on 

current, past, and expected future earnings. MM (1961) claim 

that a change in dividend policy can be interpreted as a 

change in a firm's future performance because managers 

change dividends only if there is a permanent rather than a 

transitory change in earnings. Bhattacharya (1979) claims 

that dividends convey information about the value of a firm 

which cannot be conveyed by other signaling devices. 

Dividends convey information because outside investors do 

not possess information which management possesses. In the 

presence of asymmetric information dividends serve as a 

signal. 

Following Gonedes (1978), dividends (or any signal) 

will serve as a signal if it is relevant to the assessments 

of return's distribution (future performance), and the 

availability and properties of other signals that are 

compliments. The first issue is ambiguous because what 

information dividends convey and why they may convey such 

information are not precisely defined. Miller and Rock 

(1985) has suggested a possible explanation: net dividends 

(dividends net of new financing) has an indirect information 

content confirming a firm's current earnings. In turn, these 

are predictors of future earnings. 

Miller and Rock's (1985) work is summarized below 

under asymmetric information and the assumption that a firm 

undertakes optimal investment which market expects. 
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At time zero (the past), the firm invest in a 

production process whose output at the end of the period is 

F(Iq) plus a random increment constituting the firm's 

earnings in period 1. At the start of period 2 (the 

present), the earnings plus any additional funds raised are 

divided between dividend payment and new investment. At the 

end of period 2 the firm is liquidated with the total 

earnings for the period distributed to the securityholders. 

In equation form the analysis proceeds as follow: 

(2.10) xx = F(I0) + ex 

(2.11) x2 = F^l) +
 &2 

x2 = F(xx + B1 - D±) + e2 

where: 

X;L = the firm's earnings in period 1. 

x2
 = the firm's earnings in period 2. 

Iq = firm's investment at time 0. 

F(Ig) + §! = output at the end of period 1 

plus a random increment. 

F(IjJ + e2 = output at the end of period 2 

plus a random increment. 

Bi = additional funds raised in period 1. 

= dividend payments in period 1. 

The firm is disbanded at the end of period 2. 

E0(ei) = E0(e2) = 0 ,and 

E0 (®2i®l) = $®1 
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$ is the persistence coefficient which explains the 

conditional expectation of the second period's increment, 

given the first period's increment. 

In the event of earnings announcement at the end of 

period 1, the pre-announcement value of the firm is , 

(2.12) Eo(Vi)=[E0(x1)-E0(Ii)]+ 
1 + i 

[EotFfl;,.))] 

=[F(I 0)-II*]+ 
1 + i 

[F(l!*)] 

where: 

I0* = optimal investment expected by the 

market. 

i = risk-adjusted discount rate for the firm's 

expected earnings. 

The post earnings announcement market value is: 

(2.13) V x = x 2 - Ii* + [ 1 / (1 + i) ] [ E 2(X 2) ] 

V± = [FfloJ+e!-!!] + [l/(l+i)][F(I1) + 

Subtracting (2.12) from (2.13) gives the earnings 

announcement effect: 

(2.14) Vi - E^Vi) = §! + [ 1 / (1 + i) ] *ex 

V]_ - E1(V1) = §! + [ 1 + ( $ / (1 + i)) ] 
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In the event of dividend announcement at the end of 

period 1, the difference between pre and post announcement 

market value is: 

(2.15) V x - E ^ V i ) = [(D1-B1)-E0(D1-B1) ] [l+$/(l+i) ] 

V x - EotVi) = extl+f/U+d.) ] 

because: 

X1 + B1 = I1 + D1 

X1 = D1 " B1 + J1 

X1 ~ E0(Xi) = [D^-B^+IjJ - E 0 

X l = [Dx-Bi] - EotDx-Bx] 

From equations (2.14) and (2.15), both earnings and 

net dividend announcements has the same effect on the value 

of a firm. Net dividend announcement has an indirect 

information effect because it confirms the current earnings 

by providing the missing piece of sources/uses constraint 

which the market needs to establish the firm's current 

earnings. A dividend announcement itself will not confirm 

current earnings completely; information on new financing is 

needed. This brings us to the second issue where the 

existence of complimentary signals also determines the 

extent to which dividend announcements affect stock prices. 

Gonedes (1978) suggest that accounting numbers may 

serve as signals if they reflect information about the 

unobservable attributes of firms' decisions. The effect of 
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managerial decisions depends on the available alternative 

signals. If other signals compliment information provided 

by dividends and if those signals precede a dividend 

announcement then dividends play a different role as a 

signaling device. 

If we define: 

Q = information excluding dividend and new 

financing, 

P = Q plus dividend information, 

U = Q plus new financing information, 

F(R)=return distribution of a security, 

and assume that P and U are strict complimemts, then, 

F(R | P )= F(R | Q ), 

F(R | U ) = F(R | Q ), and 

F(R I P,U) f F(R I Q ) for all realizations of 

P and U. 

In order to test whether dividends provide any new 

information at any period to the investors, it is necessary 

to distinguish between expected and unexpected components of 

dividends. In an efficient market, the expected components 

are already impounded in the stock price. Only the 

unexpected components (unobservable information which 

management might possess) provided through the dividend 

announcement will revise the previously formed expectations 

on firm's earnings prospects. 

A naive model of dividends is given below: 
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(2.16) Dj,q ~ Dj,q-l 

where: 

Dj rg = expected dividend per share for the 

jth firm in the qth quarter. 

Dj fg = actual dividend per share announced 

by the jth firm in the qth quarter. 

Fama and Babiak (1968) proposed the following model: 

(2.17) Dj fq~Dj,q-i=BxjDq_i+B2jEj ̂ q+B3jEj,q-l
+ej,q 

where: 

Ej,q = earnings per share reported by the jth 

firm in qth quarter. 

The model in (2.16) indicates that management will not 

change dividend payment unless they expect a change in the 

firm's future performance. The model implicitly assumes that 

investors form/revise their expectations when: 

Dj,q ^j/q = Dj,q-i 

Model (2.17), on the otherhand includes past dividends 

and earnings as variables on which investors form/revise 

their expectations about future dividends. e-},q/ therefore, 

is the unexpected component of dividends. 

Empirical studies on the information content of 

dividend are done by Watts (1973), Aharony and Swary (1980), 

Asquith and Mullins (1983), and few others. The often cited 

problem is the control of other variables, especially 

earnings. Since earnings are announced immediately preceding 
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or following dividend announcement, isolating their effects 

is a problem. 

In addition, there is a corroboration effect between 

these two as pointed out by Kane, Lee,and Marcus (1984). 

Even if there is a corroboration effect, a dividends 

announcement may not provide any support for current 

earnings and hence expected future earnings. Information on 

new outside is needed because as pointed out by Miller and 

Rock (1985), dividend and outside financing are 

complimentary signals. 



CHAPTER 3 

DATA AND METHODOLOGY 

Sample 

Two subsamples are used in the study. Subsample A 

consists of dividend paying companies that issued debt 

securities. Subsample B consists of non dividend9 paying 

companies that issued debt securities and exchanged bonds 

for common stocks.10 

Subsample A 

Dividend paying debt offering firms (hereafter debt 

offering firms) are identified from Moody's Bond Survey, 

1973 through 1985. Firms are included in subsample A based 

on the following criteria: 

1. No other events took place ±4 days around the new 

debt offerings and dividend announcements dates. 

2. No other changes in capital structure took place 

over the period of investigation. 

3. The dividend per share immediately preceding the 

debt offering is not different from dividend per share 

9 A non dividend paying company is defined as a company 
whose dividend payments are not announced publicly over the 
period of investigation. 

10Since the majority of the exchange offer firms do not 
pay dividends, non dividend paying straight debt offering 
firms are used in subsample B for a valid comparison. 

24 
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immediately following the offering.11 

4. New debt offerings increase the financial leverage 

of the issuing firms. 

The estimation and the event periods for subsample A 

are arranged in the following way: 

Pre-Event 
Estimation 

Pre-
Event 

Post-
Event 

Post-Event 
Estimation 

Period Dividend Event Dividend Period 

T days V days . F days W days T days 

There are 90 days days in each of the estimation 

periods (T=90) and 3 days in each of the event periods 

(V=F=W=3). The market model regression coefficients are 

estimated from the estimation periods (T) and the stock 

market reaction is measured in the event periods(V,F,W). 

Subsample B 

Firms for subsample B are identified from Moody's Bond 

Survey and Prentice Hall's Capital Adjustments, 1971 through 

1984. The sample screening criteria for subsample B are the 

same as the criteria used for subsample A. 

The arrangement of estimation and event periods for 

subsample B is as follows: 

11Since the purpose of this study is to examine whether 
dividend announcements with and without a new financing 
conveys new information, this criterion will simplify the 
analysis. 
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Pre-Event Financing or Post-Event 
Estimation Exchange Offer Estimation 

Period Event Period 

T days F days T days 

There are 90 and 3 days in the each of the estimation 

(T) and event (F) periods, respectively. The stock market 

reaction is investigated in the event period while the 

regression coefficients are obtained from the estimation 

periods. 

Control Sample 

Pairwise control firms are included in both of the 

subsamples based on the following criteria: 

1. Each control firm is from the same industry as the 

experimental firm. As pointed out by Melicher (1974), the 

beta-financial data relationship may differ by industry. 

2. Control firms do not have a significant change in 

capital structure over the period of investigation. 

3. Control firms are paired with the experimental 

firms based on their pre-event estimation period's beta. 

Data 

The daily stock returns for firms in subsamples A and 

B, and the control sample, are collected from the CRSP tape. 

The announcement dates of the offerings and dividend 

payments are identified from the Wall Street Journal Index. 

The announcement dates are defined as the earliest dates 
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when news about the offerings and dividends appeared in the 

Wall Street Journal. 

Hypotheses 

HI. Whether the beta coefficient estimated prior to a 

change in capital structure is significantly different from 

the beta estimated after the change in capital structure. 

H2. Whether a possible beta shift in HI depends on the 

type of offerings (new issue vs. exchange offer). 

H3. Whether there is significant stock market reaction 

on the announcement of a change in capital structure even 

after adjusting for a change in risk (i.e., using a post-

event estimate of beta). 

H4• Whether the stock market reaction in H3 depends on 

the type of offering. 

H5. Whether the stock market reaction to dividend 

payments before a change in capital structure is 

significantly different from that on dividend payments 

following a change in capital structure. 

Testing Procedure 

Forming Pairwise Portfolios 

For each firm j in the combined sample (subsamples A 

and B), it is assumed that the underlying security return 

generating process can be completely described by the 

single index market model:12 

12For a discussion of the model, see Fama (1976). 
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(3.1) Rjt = <*j + 0jRmt
 + ^jt 

t=l , T 

where: 

Rjt = return to security j on day t. 

aj = intercept coefficient for firm j. 

/?j = slope coefficient or systematic risk of 

firm j. 

Rmt = return- to the value-weighted market 

index on day t. 

= N.I.I.D. error term for security j on 

day t. 

Is is also assumed that the underlying security 

return generating process can be described by the single 

index market model for the control firm: 

(3*2) Ret = ac + ^cRmt Mct 

t=l,....,T 

where: 

Rct = return, to security c on day t. 

ac = intercept coefficient for firm c. 

/?c = systematic risk of security c. 

Rmt = return to the value-weighted market 

index on t. 

Met = N.I.I.D. error term for security c on 

day t. 
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The matched control firm c belongs to the same 

industry as its corresponding experimental firm j. 

Industry-wide events are defined as events that have 

equi-proportionate effects on the experimental firm j and 

its control firm c. Therefore, forming a portfolio by going 

long on security j and shorting security c, provides a hedge 

against industry wide events. The return on the hedged 

portfolio is return to security j minus return to matched 

security c: 

(3.3) Rftt = «h + 0hRmt + ^ht 

t=l, .•— , T 

where: 

= return to portfolio h on day t. 

^ht = Rjt ~ Rct* 

ajj = intercept coefficient for portfolio h. 

<*h = aj ac* 

j8h = systematic risk for portfolio h. 

^h = ~ 0c-

Rm^. = return to the value weighted market 

index on t. Rmt is
 n o t difference in 

market returns because the experimental 

and it.'s control firm's observations are 

are from the same calendar time. 

^ht = e r r o r term for portfolio h on day t. 

Mht= Mjt~ Pet-
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Testing Beta Shift for 
the Combined Sample 

Using equation (3.3), a beta coefficient is estimated 

for each of the N hedged portfolios in the combined sample 

(subsamples A and B), for both the pre-event and post-event 

estimation periods. Any difference in beta between the pre-

and the post-event estimation periods will be attributed to 

a change in capital structure. 

In matrix form, equation (3.3) can be written as: 

(3.4) Yh = 

h=l,....,N 

where: 

= a 90 x 1 column vector of returns for 

portfolio h. 

Xm = a 90 x -2 matrix with ones in the first 

column and returns on the value-

weighted market index in the second 

in the second column. 

Tji = a 2 x 1 column vector with oĉ  as the 

first element and as the second 

element: r^' = [ Ph 1• 

fijj = a 90 x 1 column vector of error terms for 

portfolio h. 

For all portfolios in the combined sample, the system 

of equations is given below: 
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(3.5) 

Yl,b 
Yl,a 

YN,b 
YN,a 

xm,b 
*m,a 

xm,b 
X m, a 

^l,b 
rlfa Ml,a 

+ 

rN,b J%,b 
rN,a ^N,a 

(3.6) 

where: 

subscript b refers to the observations before 

the event and subscript a refers to the 

observations after the event. 

In compact form, equation (3.5) can be written as: 

Y = xr + /i 

Systems (3.5) or (3.6) comprise of a total of 2N 

equations (i.e., one equation for the pre-event estimation 

period and one equation for the post-event estimation 

period for each of the N portfolios in the combined sample) 

The null hypothesis is that the mean beta shift is 

zero: 

(3.7) 
N 

H 0 : 2 (^h,a ~Ph,b) = 0 

h=l 

The appropriate test for H0 is a test of the 

following linear restriction on the coefficient vector T: 

(3.8) Pr = r 
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where: 

P = [ Pi/ ,Ph ] 

h=l,....,2N and H=2N. 

Ph= [ 0 1 ] if pre-event period. 

ph= t 0 -1 ] if post-event period. 

r = is as defined earlier. 

r = 0. 

Since the variance-covariance matrix of fi in (3.6) 

is diagonal, according to Theil (1971, 317) the test 

statistic can be expressed in the following form: 

. • 2N 
(3.9) 1/Q(r-PD'[ S Sh

2Ph(Xm'Xm)-
1Ph']-

1(r-Pr) 
h=l 

where: 

Q = 1. 

r = 0. 

P = as defined earlier. 

r = estimated value of r. 

Sh
2= sum of the squared residuals for 

portfolio h divided by T-2. 

Ph = is as defined earlier. 

Xm = as previously defined. 

2N 
In (3.9), [ 2 S h

2P h (Xjj
 1 Xm)

 - 1P h
 1 ] - 1 is a scalar. 

h=l 

Therefore, equation (3.9) can be written as: 
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2 N 

(3.10) (r-Pr) (r-Pr) ' [ 2 Sh
2Ph(Xm'Xm) ̂ Ph'] 

h=l 

where: 

N 
(3.11) (r-PD • (r-Pr) = [ 2 (Phfb -^h,a)]

2 

h=l 

Note that: 

2N N 
(3.12) [ 2 Sh

2Ph(Xltl'Xra)-
1Ph']"

1 = VAR[ 2 (0 h / b-0 h # a) ] 
h=l h=l 

Therefore, test statistic (3.9) is equivalent to: 

N 
[ 2 (0h,b-0h,a>32 

(3.13) h" 1
N 

VAR[ 2(/?h/b-/3h a)] 
h=l 

Testing Beta Shift 

New Issue vs Exchange Offer 

Subsample B includes only non dividend paying 

companies that issued new bonds or exchanged bonds for 

common stock. Only portfolios from subsample B are used in 

the testing procedure that follows. The testing procedure 

in this subsection is similar to that of the preceding 

subsection. 

Equation (3.3) or matrix form equation (3.4) is used 

to estimate Tjj for each portfolio in subsample B. There are 

L + M portfolios in subsample B ( L new issue companies and 
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(3.14) Yh ~ xm rh + Mh 

h = l , . , L + M 

where: 

the notations apply from equation (3.4). 

For all portfolios in subsample B the data matrix is 

given below: 

(3.15) 

Yl,a 

yi#b 
xm a 

xm,b 

YL,a 
YL,b 

*xm a 
xm,b 

YL+1,a 
YL+l,b 

xm, a 
xm,b 

YL+M,a 
YL+M,b 

"xm,a 
xm,b 

rl,a Ml/a 
r ^ b Ml,b 

rL, a ^L, a 
T_LLb__ 

+ 
ML,b 

rL+l,a ML+1,a 
rL+l,b ML+l,b 

rL+M,a ML+M,a 
rL+M,b ML+M,b 

In (3.15), subscripts a and b refer to pre-event 

estimation period and post-event estimation period, 

respectively. 

h = l L denotes new debt issue companies, and 

h=L+l,....,L+M are exchange offer companies (i.e., the 

submatrix above the partitioned line in (3.15) represents 

new debt issue and the one below the line represents 

exchange offer companies). 
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In compact form, (3.15) can be written as: 

(3.16) Y = xr + n 

There are 2(L+M) equations in (3.15) or (3.16) 

because there are 2 equations (for both pre-event 

estimation and post-event estimation periods) for each 

portfolio in subsample B. 

The null hypothesis is that the difference in the 

mean beta shift for new debt issue and exchange offer 

portfolios is equal to zero: 

L L+M 
(3.17) Hq : (3-/L) S (/?h a

-0h,b) ~ (1/M) 2 (/̂ h, a~^h,b) 

h=l h=L+l 

The null hypothesis HQ can be expressed as: 

(3.18) Pr = r 

where: 
P - C pl' • • •' PH ] 

h=l, , L, L+l, , L+M and H=L+M. 

Ph= [ 0 1/L 0 -1/L ] for h=l, -L. 

Ph= [ 0 — 1/M 0 1/M ] for h=L+l, ,L+M. 

r = is as defined earlier. 

Theil's test statistic (1971, 317) is used to test 

the null hypothesis: 

2(L+M) 
(3.19) 1/Q(r-Pr) • [ 2 Sh

2Ph(Xm'Xlll)-
1Ph']"

1(r-Pr) 
h=l 
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where: 

Q = I-

r = 0. 

r = estimated value of r. 

P and Pft are as defined earlier in this 

subsection. 

Sh2= sum of the squared residuals (for 

portfolio h) divided by T-2. 

Xm = a 90 x 2 matrix with ones in the first 

column and and returns on the value-

weighted market in the second column. 

L+M 
In (3.19), [ S Sh

2Ph(Xm'Xm)
 1Ph']

 1 is a scalar. 
h=l 

As a result, (3.19) can be written as: 

L+M 
(3.20) (r-Pr)•(r-PD[ S Sh

2Ph(Xm'Xm) 
h=l 

Note that (r-Pr)(r-Pr) is equal to: 

L L+M 
(3.21) [ (1/L) 2 (/?hfa-^h,b) " (V

M) L (^h,a-^h,b) ]2 

h=l h=L+l 

L+M 
and, [ 2 Sh

2Ph(Xm'Xm)
-1Ph'] is its variance. 

h=l 
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Testing Abnormal Performance on 
a Change in Capital Structure 

The stock market reaction due to a change in capital 

structure is measured by the excess return (actual minus 

expected return)in the event period. There are three days 

in the event period for the change in capital structure 

event; one day before the announcement of the event, the 

event day, and one day after the event. 

A change in capital structure may change the beta 

(systematic risk) of the firm's common stock. Using a 

post-event estimate of the beta coefficient is therefore 

appropriate for estimating once and for all changes in 

share prices due to the event. 

The mean excess return for all N portfolios in the 

combined sample is estimated using the multivariate 

regression model (hereafter MVRM). The MVRM is an extension 

of the traditional market model in the sense that dummy 

variables are added to the right hand side of the 

traditional market model to estimate the excess return. The 

MVRM uses observations from estimation period as well as 

from event period. The number of dummy variables in the 

model is equal to the number of observations in the event 

period. Each day t in the event period is assigned a dummy 

variable that is equal to one on day t only, and is zero 

elsewhere. 

The MVRM estimate of the intercept and of the slope 

coefficient are identical to OLS estimates from the 
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estimation period only.^ The coefficient on each dummy 

variable D-(- is equal to the difference between actual and 

expected values of portfolio return on day t in the event 

period. 

In MVRM, there is one equation for each portfolio h: 

F 
(3.22) R h t = <*h + £h

Rmt + 2 0hnDnt + Mht 
n=l 

t=l, , F, F+l, F+T 

h=l,....,N 

where: 

R h t = return to portfolio h on observation t. 

= intercept coefficient for portfolio h. 

j0h = slope coefficient of portfolio h. 

Rmt = return to the value-weighted market 

on day t. 

F = 3 days in the event peribd. 

0 h n
 = coefficient on dummy variable Dnt, or 

excess return to portfolio h on 

observation n in the event period. 

Dn-t- = a dummy variable that is equal to one on 

observation n in the event period, and is 

zero elsewhere. Note that observation n 

denotes day t only in the event period. 

13For a proof, see Appendix. 
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= error term for portfolio h on 

observation t. Note that Mht=® *-or 

t=F+l, , F+T. 

In equation (3.22) , ajj and jSjj are identical estimators 

to those obtained from regression over the period F+l 

through F+T (using post-event period observations only and 

without the dummy variables). 

For all N portfolios in the combined sample, (3.22) 

can be written in the following matrix form: 

(3.23) Yh = Xm0h + Mh 

where: 

= a 93 xl column vector of returns for 

portfolio h. The first 3 observations are 

from the event period and the remaining 

90 observations come from the post-event 

estimation period. 

Yh' = t Y1 Y2 y3 I y4 Y93 3 

where the event period is before the bar 

and the post-event estimation period is 

after the bar. 

Xm = a 93 x 5 matrix. The first column in Xm 

contains a vector of ones. Column two is 

a vector of value-weighted market return. 

Column three through five contain dummy 

variables. The first, second, and third 
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dummy variables take a value of one on 

observations one, two, and three, 

respectivley. In Xm, values in the first 

3 observations are from the event period 

and the remaining 90 observations belong 

to the post-event estimation period. 

Xm = 
xF 

XT 

I 

0 

x. m 

1 Rml 
1 Rm2 
1_%3 

1 Rm4 

1 R m93 

1 0 0 
0 1 0 
0 0 1 

0 0 0 

0 0 0 

©h = a 5 x 1 column vector of regression 

coefficient for portfolio h. 

eh'= i ah ^h 0hl ^h2 ^h3 3 

jnh = a 93 x 1 column vector of error terms. 

For all N portfolios in the sample, the system of 

equations is given below: 
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X TO ©1 Ml 

(3.24) 

X-m 0 N 

In compact form equation (3.24) can be written in 

the following way: 

(3.25) Y = X0 + M 

The null hypothesis is that the sum of the excess 

return for all portfolios in the sample is equal to zero: 

(3.26) 
N F 

H0 : Z 2 0 h n = 0 
h=l n=l 

HQ is test of the following linear restriction: 

(3.27) Hn : p© = r 

where: 

P = [ P1,.......PH ] 

h=l, ,N and H=N. 

Ph= [ 0 0 1 1 1 ] 

© = as defined in (3.14) or (3.15) 

r = 0. 

The test statistic is given by: 
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N 
(3.28) 1/Q(r-P0) 1 [ 2 Sh

2Ph(Xm'Xm) -LPh']
 1 (r-P0) 

. h=l 

where: 

Q = 1. 

r = 0. 

P = as previously defined. 

0 = estimated value of 0. 

Sĵ 2= sum of the square of the residuals for 

portfolio h divided by T-2. 

Ph= as previously defined. 

Xm= as previously defined. 

N F 
In (3.28), (r-P0)'(r-P0) = [ S 2 <Phn 3

2 

h=l n=l 

and, 

2N 
[ 2 Sh

2Ph(Xm'Xm) iPh'] 
h=l 

N F 
is the variance of [ S E n ]2 

h=l n=l 

Testing Abnormal Performance on 
a Change in Capital Structure 
New Issue vs Exchange Offer 

Subsample B is used in this subsection to test the 

difference in excess returns (abnormal performance) 

between new issues and exchange offers. 

The MVRM described in the previous subsection is 

used to estimate the excess security return due to a change 
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in capital structure. To reduce measurement bias, the post 

event beta is used to estimate the expected and excess 

returns in the event period. 

In the MVRM, there is one equation for each of the 

L+M portfolios (note that there are L new issue portfolios 

and M exchange offer portfolios in subsample B): 

(3.29) Rht = ah + 0hRmt + s 0hnDnt + ^ht 
n=l 

t=l, ,F,F+1, F+T 

h=l, , L, L+l, , L+M 

where: 

all notations are defined previously. 

In matrix form, equation (3.29) can be written as: 

(3.30) Yh = xm0h + ^h 

where: 

the notations and matrix dimensions apply from 

the preceding subsection. 

Equation (3.30) can be expressed as follows: 

(3.31) 

*1 *M 

YL *XM 

YL+1 • *M 
• 

• 
YL+M 

• 

X™ 

01 Vl 

eL 
+ 

ML 

0L+1 M L+l 

eL+M ML+M 
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h=l,....,L refers to new issue portfolios and 

h=L+l, , L+M refers to exchange offer portfolios. The 

submatrix above the dotted line is for new issue portfolios 

and the one below the dotted line is for exchange offer 

portfolios. 

More compactly, equation (3.31) takes the following 

form: 

(3.32) Y = X© + fi 

The null hypothesis is that there is no difference 

between the mean excess return of new issue and exchange 

offer portfolios: 

L F L+M F 
(3.33) H0: 1/L( S S 0 h n) - 1/M( Z 2 0 h n) = 0 

h=l n=l h=L+l n=l 

The null hypothesis can be written in the following 

linear constraint form: 

(3.34) H0 : P0 = r 

where: 

P = [ P ] _ , f Pjj ] 

h=lf ,L,L+lf ....,L+M and H=L+M. 

Ph= [ 0 0 1/L 1/L 1/L ] for h=l,...,L 

ph= [ 0 0 -1/M -1/M -1/M ] for h=L+1, ,L+M 

0 = as previously defined. 

r = 0. 
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H 0 is tested using Theil's (1971, 317) test statistic: 

L+M 
(3.35) 1/Q(r-P0) ' [ S Sh

2Ph(Xin'Xin)-
1Ph']"

1(r-P0) 
h=l 

where: 

the notations are as previously defined. Note 

that h=l,...,L applies to new debt issue 

portfolios in subsample B and h = L + l , L + M 

applies to exchange offer portfolios in 

subsample B. 

Test statistic (3.35) is equal to: 

(3.36) 

L F . L+M F 
( S 2 <phn - 2 2 0 h n)

2 

h=l n=l h-L+1 n=l 

L F L+M F 
VAR( 2 2 0 h n 2 2 0 h n) 

h=l n=l h=L+l n=l 

Testing Abnormal Performance 
Dividend with vs Dividend 
without a Change in 
Capital Structure 

Only companies in subsample A pay dividends. 

Therefore, only portfolios from subsample A are included 

in the analysis that follows. 

There are J portfolios in subsample A. Each of the 

J portfolios has a dividend announcement event before a 

change in capital structure (pre-event dividend) and a 

dividend announcement following a change in capital 

structure (post-event dividend). The stock market reaction 
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(excess return or abnormal performance) for both the pre 

event dividend and post event dividend is measured. There 

are three days in each of the event periods; one day 

before the event, the event day, and one day after the 

event. 

The excess return for predividend event is estimated 

using the pre-event estimation period's beta. The MVRM 

(defined in a previous subsection) is used to estimate the 

excess return for the pre-event dividend period. The 

intercept and the slope coefficient on the return to the 

market index are from the pre-event estimation period's 

observations as shown in the following equation: 

V 
(3.37) Rftt = ah,b + £h,bRmt + s ThnDnt + ^ht 

n=l 

t=l, , T, T+l, , T+V 

h. 1,...., J 

where: 

R h t = as previously defined. 

eh b ~ intercept coefficient for portfolio h 

from preestimation period. 

b = s l oP e coefficient estimate or 

systematic risk of portfolio h from 

preestimation period. 

Rmt = a s Previously defined. 
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V = refers to 3 days in the predividend 

measurement period. 

r h n = estimated coefficient on dummy variable 

Dnt-, or excess return to portfolio h on 

observation t for t=T+l,....,T+V. 

jijyk = as defined earlier. 

Excess returns for the post-event dividend are 

estimated using the post-event estimation period's risk. A 

change in capital structure (that precedes the post-event 

dividend) may change the risk of the company's common stock. 

The following equation is used to obtain the excess 

return in the post-event dividend period: 

W 
(3.38) = <*h,a + £h,aRmt + s ^hnDnt + ^ht 

n=l 

t=l, ,W,W+1, , W+T 

h=J+l, J+J 1 4 

where: 

= as defined earlier. 

aj^a = intercept coefficient for portfolio h 

from the post-event estimation period. 

a = slope coefficient or systematic risk of 

portfolio h from the post-event 

estimation period. 

14Note that J+l through J+J and 1 through J are the 
same portfolios in different time periods. 
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Rmt = as previously defined. 

W = 3 days in the post-event dividend 

period. 

5hn = coefficient on dummy variable Dn^, or 

excess return to portfolio h on day t 

for t=l,....,W. 

/x̂ t = a s defined earlier. 

The difference between equation (3.37) and equation 

(3.38) is that the former estimates excess returns due to 

pre-event dividends period using pre-event betas while 

the latter estimates excess return due to post-event 

dividends using post-event betas. 

Equation (3.37) can be written in the following 

matrix form: 

(3.39) Yh = Xmnh + 

h 1 f«... f J 

where: 

Yjj = a 93 x 1 column vector of portfolio 

returns. The first 90 observations are 

from the pre-event estimation period and 

the remaining 3 rows are from the pre 

event dividend period. 

*h' = t Y1 Y90 I *91 *92 Y93 ] 

where the pre-event estimation period is 

before the bar and pre-event dividend 
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X in 

period's observations are after the bar. 

a 93 x 5 matrix with observations 1 

through 90 from the pre-event estimation 

period and observations 91 through 93 

from the pre-event dividend period. The 

first and second column contains a vector 

of ones and market returns, respectively. 

Column three through five contain dummy 

variables. Dummy variables one, two, and 

three take a value of one if observations 

91, 92, and 93, respectively, zero 

elsewhere. 

X m" 
XP 

xv 

0 

I 

1 Rml 

1 Rm90 

1 Rm91 
1 Rm92 
1 Rm93 

0 0 0 

0 0 0 

1 0 0 
0 1 0 
0 0 1 

nh= a 5 x 1 column vector. 

nh' = C ah,b 0h,b Thl Th2 Th3 ] 

Hh= a 93 x 1. column vector of error terms, 
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A similar matrix form for equation (3.38) is as 

follows: 

(3.40) Yh ~~ xm nh + ^h 

h—J+1,....,J+J 

where: 

Yh' xm' a n d ^h aPP!y from equation (3.23), 

except the first 3 observations in each 

of the vectors (or X m matrix) are from the 

post-event dividend period. 

0^= a 5 x 1 column vector of coefficients. 

nh' = [ ah,a 0h,a 6hl sh2 5h3 ] 

For all portfolios in subsample A, the system of J+J 

equations (J equations for pre-event dividends and J 

equations for post-event dividend) are given below: 

(3.41) 

*1 xm fll Ml 

Yj ' *m % Mj 

Yj+l xm nJ+l 

T 

Mj+l 

YJ+J * xm nJ+J MJ+J 

In compact form, equation (3.41) can be written as: 

(3.42) Y = xn + n 
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The null hypothesis is that there is no difference 

between the mean of pre-event dividend excess returns and 

post-event dividend excess returns: 

j v J+J W 
(3.43) H 0 :1/J( S 2 r h n) - 1/J( s 2 5hn) = 0 

h=l n=l h=J+l n-1 

In linear restriction form, HQ can be expressed as: 

(3.44) H 0 : Pn = r 

where: 

P = [ P]_#...°. , P H ^ 

h=l, ,J,J+1, ,J+J and H=J+J. 

P h= [ 0 0 1 1 1 ] 

h—1,••••,J 

ph= [ 0 0 -1 -1 -1 ] 

h=J+l, J+J 

fi = as defined in equations (3.40) or (3.41). 

r = 0. 

Theil's test statistic (1971,317) is used to test 

the null hypothesis: 

J+J 
(3 .45) l/Q(r-pn)'.[ S S h

2P h(X m'X m) ] _ 1 (r-PH) 
h=l 

where: 

r = 0. 

P = as defined previously. 
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n = estimated value of fl. 

g^2= sum of the squared residuals divided by 

T-2. 

Ph= as previously defined. 

Rm= as previously defined. 

Test statistic in (3.45) is equivalent to: 

J V J+J W 
( 2 s Thn ~ s s ^hn ) 
h=l n=l h=J+l n=l 

(3.46) 
J V J+J W 

VAR( S S r h n - £ S 5 h n ) 
h=l n=l h=J+l n=l 



CHAPTER 4 

FINDINGS AND IMPLICATIONS 

Beta Shift Due to an Increase 
in Capital Structure 

The F values for the combined sample and the 

subsamples are calculated using Theil's (1971, 317) test 

statistic. 

Table 1.—Change in Beta Due to an Increase in Capital 
Structure 

Relative To 
Control Group Raw Changea 

Samples F value Direction 
of Beta 
Change 

F value Direction 
of Beta 
Change 

Combined 
(A and B) 00.64 Decrease 01.24 Increase 

Dividend 
Paying New 
Issue 
(A) 05.32* Decrease 00.01 Increase 

Non Dividend 
Paying New 
Issue 
(B) 00.04 Increase 00.28 Increase 
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Table 1—Continued. 

Relative To 
Control Group Raw Change3 

Samples F value Direction 
of Beta 
Change 

F value Direction 
of Beta 
Change 

Exchange 
Offer 
(B) 00.40 Decrease 01. 67 Decrease 

Non Dividend 
Paying 
New Issue 
Minus 
Exchange 
Offer 
(B) 00.33 Decrease 01.54 Decrease 

aRaw change indicates findings without using control group. 

*Significant at 5% level. 

The findings in Table 1 indicate that the use of a 

control group changes the significance and the sign of the 

results as well as the direction of a beta change. For 

dividend paying new debt issue firms, beta decreases 

significantly when a control group is used as opposed to no 

significant change in beta when it is not used. The F values 

for the remaining subsets of subsample B are insignificant. 

The use of a control group is justified on the grounds 

that it captures the industry and other confounding macro 

economic effects over the period of investigation. Since the 
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beta of the control group used in this study is conditional 

on a no change in company specific events over the period of 

investigation, the beta-change related findings should not 

be substantially different using a control group, if 

industry and/or macro events remain unchanged. This is not 

the case, however (especially for subsample A). The 

estimates suggest that there has been a change in the 

industry and/or macro economic factors. 

A statistically significant decrease in beta (for 

subsample A) and an insignificant change in beta (for the 

rest of the findings) are not consistent with the previous 

theoretical and empirical findings of Hamada (1969), Bowman 

(1979), Galai and Masulis (1976), Chance (1982), and 

Melicher (1974). Previous studies found that there is a 

positive relationship between capital structure and beta. 

The findings of this study also show that asset size is not 

a determinant of beta because of an insignificant difference 

in beta shift between exchange offer firms and new debt 

issue firms in subsample B. This is because an exchange 

offer does not increase the asset size of a firm while a new 

debt issue increases asset size simultaneously. 

Stock Market Reaction: A Chancre 
in Capital Structure 

The stock market reaction (or abnormal performance) 

is measured using the MVRM. The F values and the direction 

of the stock market reaction are given below. Also, findings 
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not adjusted for a change in risk is given along with the 

risk adjusted findings. 

Table 2.—Three-Day Abnormal Performance Due to an 
Increase in Capital Structure 

Relative To 
Control. Group 

Not Adjusted 
With Control 

Samples F value Direction 
of Market 
Reaction 

F value Direction 
of Market 
Reaction 

Combined 
(A and B) 20.18* Positive 14.30* Positive 

Dividend 
Paying 
New Issue 
(A) 01.11 Positive 00. 26 Negative 

Non Dividend 
Paying 
New Issue 
(B) 00.03 Negative 01.62 Negative 

Exchange 
Offer 
(B) 47.42* Positive 64.63* Positive 

Non Dividend 
New Issue 
Minus 
Exchange 
Offer 
(B) 24.63* Negative 41.18* Negative 

•Significant at 5% level. 

Findings on a three-day abnormal performance due to a 

change in capital structure reveal that the acceptance or 
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rejection of the hypotheses does not depend on the use of a 

control group.15 

The analysis that follows is based on the findings 

using control group. The combined sample shows that an 

increase in capital structure increases stockholders' wealth 

significantly. However, this increase in stockholders' 

wealth is primarily due to the inclusion of exchange offer 

firms in the sample; there is no increase in shareholders1 

wealth for dividend and non dividend paying new issue firms. 

Also, stock market reaction is greater when firms exchange 

debt for common stock as opposed to when new bonds are 

issued. 

Insignificant abnormal performance to a new debt issue 

(in both subsamples A and B) is consistent with the previous 

empirical findings on straight debt issue by Dan and 

Mikkelson (1984), Eckbo (1986), and Mikkelson and Partch 

(1986).16 A significant stock market reaction to an exchange 

offer supports the findings of Masulis (1980, 1983). 

A positive stock market reaction due to an exchange 

offer does not support the zero-effect or the negative-

effect hypothesis. Neither does it fully support the 

positive-effect hypothesis - there is no effect for dividend 

and non dividend paying new issue firms. A possible 

15Note, however, that the level of significance of F 
value changes if control group is used. 

16There are only seven companies in subsamples A and B 
that issued new straight debt. 
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explanation for a positive abnormal performance due to an 

exchange offer is therefore the offer premium hypothesis as 

explained by Masulis (1980). Stock prices rise on an 

exchange offer announcement because the market value of the 

securities being issued (bonds in this study) is greater 

than the pre announcement market value of the securities 

being retired (common stocks in this study). The common 

stockholders adjust the prices of their securities upward 

when the offer announcement is made. 

Stock Market Reaction: Dividend 
Announcements in the Presence 

of New Bond Issue 

The stock market reaction on dividend payment 

announcements is measured and tested in relation to the 

existence of an external financing (new bond issue in this 

study). The F values are calculated for a dividend payment 

announcement which is not followed by any new bond issue 

(pre-event dividend) and for a dividend payment announcement 

which is followed by a new bond issue announcement (post-

-event dividend). The results are given in Table 3. 

Results in Table 3 suggest that stock market appears 

to react significantly at or around the pre-event dividend 

announcement date if a control group is not used. This 

significant stock market reaction is attributed to an 

industry effect and not to the dividend announcement because 

of the sample selection criteria. A no change in dividend 

conveys no new information and therefore is not expected to 
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Table 3.—Three-Day Abnormal Performance Due to 
Dividend Announcements 

Adjusted By 
Control Group 

Not Adjusted 
Control Group 

Sample A 
Only F value Direction 

of Market 
Reaction 

F value Direction 
of Market 
Reaction 

Pre-Event 
Dividend 00.38 Positive 04.19* Positive 

Post-Event 
Dividend 01.30 Positive 00.38 Positive 

Pre-Event 
Dividend 
Minus 
Post-Event 
Dividend 00.10 Negative 01.21 Positive 

*Significant at 5% level. 

cause significant stock market reaction unless investors' 

expectations regarding the firm's earnings change. The 

results are misleading when a control group is not used. 

When control firms are used, the stock market reaction 

on both the pre-event dividend and post-event dividend 

announcements are statistically insignificant. The 

difference in the stock market reaction between pre- and 

post-event dividends is also insignificant. The results are 

consistent with the previous empirical work done by Charest 

(1978) and Aharony and Swary (1980). However, the results do 

not support the proposition that new debt issue provides 
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additional information to the investors for evaluating the 

dividend decision of the company. The signaling power of 

dividend is not enhanced by the presence/absence of external 

financing undertaken by the firm. 



CHAPTER 5 

CONCLUSION 

This study suggests that the effect of managerial 

decisions on security prices should be measured after 

adjusting for any change in risk due to the decision. Also, 

the industry effects should be netted out by using a control 

group. 

The findings on dividend paying debt offering firms 

indicate that beta is negatively related to capital 

structure. Also, the benefits of a new debt issue are not 

significant to the investors. However, the investors react 

to a new debt issue if it is accomplished through an 

exchange offer in which case the debt related benefits are 

perceived to be greater than the costs. Exchange offer 

premium attributes to the significant positive stock market 

reaction. 

The study reveals that the predictive power of 

dividends is not increased through information available 

from a firm's external financing decision. 
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APPENDIX 

THE MVRM COEFFICIENTS 

The MVRM can be written in the following partitioned 

form: 

YE_ x E 0 r + ju 

_ ¥ m 

X M I 

where: 

Yj = is a vector of portfolio returns from the 

estimation period. 

Ym = is a vector of portfolio returns from the 

measurement period. 

XE = is a matrix of observations on the 

explanatory variables from the estimation 

period. 

Xjfl = is a matrix of observations on the 

explanatory variables from the 

measurement period. 

r = is the regression coefficients of the 

explanatory variables. 

ju = a vector of error terms. 

The above partitioned matrix takes the following 

following compact form: 
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Y = xr + M 

The estimates of r can be obtained using the 

following ordinary least squares rule: 

R = [ X'X ] - 1 X • Y 

( X E ' X E ) -1 

X M ' ( X E ' X E ) 1 I + X M ' ( X E
, X E ) -LXM 

~ (XE
 1XE)

 -1Xj^ 

-1^ 
X 

XE* YE + XM , YM 

YM 

( X E ' X E ) - 1 ( X E ' Y E ) 

Y M -X M (XE'X E ) ^XG'YG 

In the above matrix, ( X E ' X E ) 1 ( X E
, Y E ) is a vector of 

intercept and the slope coefficient on the market index 

estimated using the estimation period's observations only. 

YM-XJ^XB'XBP^-XB'YJ; is a vector (or scalar) of observed 

values of YM minus its expected values in the measurement 

period. Note that the expected values of YM in the 

measurement period is obtained using the intercept 

and the slope coefficient on the market index estimated 

from the estimation period's observations. 
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