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Abstract

Placement of a fixed income security on Standard & Poor’s CreditWatch
list indicates that the issue is being reviewed for possible rerating. This
study examines the stock price response to false signals--positive and
negative placements on CreditWatch that are not followed by a rating
change of the indicated direction. The CreditWatch list provides
information, but it may be misleading information. There is a negative
response at the time of placement for firms placed for negative reasons
when the rating is affirmed, but there is no response at the time of
placement for negative reasons that are followed by a lowering of the
rating. There is not a statistically significant response for positive
placements or at the time of removal from the CreditWatch list for any
of the subsamples.

Introduction

In response to criticism that changes in bond ratings do not provide timely
information to the market, Standard & Poor's initiated the CreditWatch list in
November 1981. Listing of a bond or other fixed income security on
CreditWatch indicates that the security's rating is under review and wams of a
probable future change in its rating. At the time of placement on the
CreditWatch list, Standard & Poor's indicates that placement is for negative
reasons, indicating that a downgrade of the rating is likely; for positive reasons,
indicating that an upgrade of the security rating is likely; or for developing
reasons, signifying that the issue is under review, but that the impact on the
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security's rating is unclear. An issue is removed from the CreditWatch list when
the rerating process is concluded. At that time, the security's rating may be
lowered, raised, or affirmed. On average, the securities in this study were on the
CreditWatch list for about 18 weeks.

It is not uncommon for Standard & Poor's to rerate fixed income securities
without placing the security on CreditWatch. (See Wansley and Clauretie [12]
for more details.) And although the most likely outcome following a negative
or positive placement on CreditWatch is that the security's rating will be
changed in the predicted direction, there is either no change in the rating (the
rating is affirmed) or (infrequently) the rating is changed in the opposite direction
in 35 percent of the cases. Table 1 summarizes the relationship between the
reason for placement on CreditWatch and the rerating outcome. When the
outcome at the time of removal from the CreditWatch list is other than the
predicted change at placement, this article refers to the placement as a false signal
from Standard & Poor's.

There are two views of how rating agencies obtain information about default
risk and the value of their opinions to investors. One view, supported by
Zonana and Hertzberg [15] and Kaplan and Urwitz [9], is that rating agencies
have access only to public information, and the agencies generally lag the market
in processing that information. According to this view, announcements by bond
raters that a bond's rating has been changed or is under review should not affect
security prices if capital markets are efficient in the semi-strong form.
Advocates of this view argue that the agencies do not monitor firms closely and
that many rating changes occur only when an agency reviews its rating of a
company pursuant to a new debt issue.

An alternative view is that rating agencies are information specialists that
obtain information not in the public domain. Information acquisition is costly;
therefore, if rating agencies are the lowest cost providers, rating changes may
affect security prices. Ederington and Yawitz [4] indicate that the collection of
information on credit quality is characterized by economies of scale and that
rating agencies are the low cost providers of such information. Danos, Holt, and
Imhoff [2] conclude that bond raters possess expert judgment and are specialists
at processing information related to a firm's financial condition. Recent evidence
from Holthausen and Leftwich {8] and Wansley, Glascock, and Clauretie {13]
shows that stock and bond prices react when a firm's debt issues are downgraded,
an indication that investors attach significance to the ratings.

The objective of this article is to examine the returns to common
stockholders on a daily basis around two events: the date of placement on and
the date of removal from the CreditWatch list, particularly for those securities for
which the action upon removal from CreditWatch is not consistent with the
signal given at the time of placement. In other words, the emphasis in this
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study is on those cases in which placement for positive or negative reasons is
not followed by a change of rating in the predicted direction. These cases, as
noted above, represent false signals from Standard & Poor's. If placement on the
CreditWatch list is an information event, investors may lower their evaluation of
the firm's securities when the placement is for negative reasons and raise their
evaluation when the placement is for positive reasons. Furthermore, if negative
or positive placement is an information event, then subsequent affirmation of the
rating also may be an information event because the anticipated rating change did
not occur.

Previous Research
Studies of Bond Rating Changes

Several previous studies examine the effects of bond rating changes on siock
prices. The results of Pinches and Singleton [10] indicate that common stock
prices anticipate bond rating changes as much as two years prior to the rating
change. They conclude that the market fully anticipates rating changes. Griffin
and Sanvicente [5] find that there is some market reaction at the time of
downgrades, but there is also a tendency for the equity market to anticipate the
rerating by responding to the firm's changing financial conditions. Holthausen
and Leftwich [8] and Wansley, Glascock, and Clauretie [13] find that downgrades
are associated with negative abnormal stock returns. There is little evidence of
abnormal performance on announcement of an upgrade.

With regard to the bond market, Weinstein {14] finds that bond prices do not
adjust during the period six months prior to or at any time subsequent to a rating
change. There is, however, evidence of price changes in the period from 18
six months prior to the rating change. Hettenhouse and Sartoris [6] find that for
downgraded bonds, prices adjust six months in advance of the change in rating.
For upgrading, the market did not react to the rating change over the period
analyzed. Wansley and Clauretie [12], using monthly data, find that the market
appears to anticipate reratings. For downgrades, they suggest the lag is reduced
for those firms placed on CreditWatch. Relative bond prices decline up to seven
months after the rerating. They find no reaction before or after placement for

upgrades.

Studies of CreditWatch

Two previous studies examine the effects of CreditWatch placement
(Holthausen and Leftwich [8} and Wansley and Clauretie {12]). Both concern
securities whose ratings were changed; this study primarily is concerned with
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securities whose ratings were not changed, even though Standard & Poor’s
indicated that a change in rating was likely by placement on the CreditWatch
list.

Holthausen and Leftwich consider CreditWatch placements and removals
from November 1981 to December 1983. They report stock price responses to
negative and positive placements, both for contaminated and noncontaminated
observations, where contamination is said to exist if there is an article in the
Wall Street Journal during the period from the day before placement until two
days following placement that contained information about the firm other than
the CreditWatch announcement. They report statistically significant abnormal
stock returns of the expected sign (negative returns for negative placements and
vice versa) for negative placements, both contaminated and noncontaminated, and
for positive placements (noncontaminated only). They do not divide negative or
positive placements on the basis of what happened at the time of removal from
CreditWatch.

Wansley and Clauretie also evaluate firms placed on CreditWatch between
November 1981 and December 1983, They group the data solely on the basis of
the outcome at the time the security was removed from CreditWatch. This
resulted in three categories of CreditWatch placements: 1. All placements
followed by rate reduction; 2. All placements followed by rate increase; and 3.
All placements followed by affirmation of rating. They examine the stock price
response at placement and at removal for each group. By grouping on the basis
of outcome, they combine positive, negative, and developing placements.
Wansley and Clauretie report statistically significant stock price responses at the
time of placement for groups (1) and (2). Results are not reported for group (3),
but they indicate in a footnote that there was no stock response at the time of
placement for that group. There was no statistically significant stock price
response at the time of removal from CreditWatch for any of the three groups.

The advantages this study offers over Holthausen and Leftwich and Wansley
and Clauretie are the longer sample period, correspondingly larger sample size,
and a different method of dividing the sample. Of particular interest are those
positive and negative placements that are followed by affirmation of the rating.

Data Description

The sample of firms employed in this study are those that had securities
placed on the CreditWatch list for positive or negative reasons between
November 1981 and December 1985 and for which returns on the company's
common stock are available on the Center for Research in Security Prices
(CRSP) daily returns file. These criteria provided a sample of 411 companies
placed on CreditWatch and 346 companies removed from CreditWatch. The
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sample is divided into categories that reflect both the reason for placement and
the action of Standard & Poor's at the time of removal from CreditWatch:

Negative placement and rating subsequently lowered.
Negative placement and rating affirmed.

Positive placement and rating subsequently raised.
Positive placement and rating affirmed.

2w

Table 1 summarizes the rerating result for the securities included in the
sample. Results are reported below for each of the subsamples for both of the
events (placement and removal). Groups 2 and 4 represent what has been
characterized as false signals. Because placement for developing reasons does not
provide an unambiguously positive or negative signal, it cannot be considered to
be a false signal, no matter what the outcome. Therefore, placements for
developing reasons are not considered. Also, there were too few instances in
which an issue was placed for negative reasons and the security's rating was
upgraded to permit meaningful analysis.

Methodology

To estimate the abnormal response associated with the announcement of
CreditWatch placement and removal, standard event study methodology (as
surveyed by Brown and Warner [1]) was employed, using the market model
approach to characterize stock returns. With the market model, realized daily
returns are represented by the following:

(1) Rig=a;+ BiRmt + et

where

Rjt = the rate of return on security i over time t

Rmt = the rate of return on the value-weighted market index from the CRSP
tape for period 1

aj = the intercept of the linear relationship for security i that is given by
E[R{] - BiE[Rm]

B; = the slope of the linear relationship between security i and the return on
the market index

eijt = the unsystematic component of the returns for security 1 for day t

The error term ej; can be considered a measure of the abnormal returns of
security i on day t, as it represents the deviation of security i's return on day t
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from its expected return, conditional upon the realized return on the market
portfolio. The expected return for security i at time t given the realized market
return is given by the following:

A A A
(@ Rjt=aj+BiRmt

where all\and ﬁ are the OLS estimates of a and B obtained from pre-event data.
These estimators are obtained using 200 daily returns from day -261 to day -61.
The time horizon of the announcement period is from day -60 to day +60.

The cumulative prediction error (CPE) technique is used to detect abnormal
performance, which is described in detail by Hite and Owers [7]. The prediction
error (PE) for security i on event day t is given by the following equation:

A A
(3) PEit = Rj¢- (aj + BiRmp

The daily prediction is computed for each security for the period from 60
days prior to the event to 60 days following the event day, where the event day is
the publication date of the CreditWeek issue in which the company's security
was placed on or removed from the CreditWatch list. The cumulative prediction
error (CPE) from one event day T} to another event day T9; is defined as:

The prediction errors are accumulated over different intervals, where T1; and
T2; in equation (4) are counters for the desired interval statistics. The mean
cumulative prediction error (CPE) for N securities in the sample is:

N
5 (€PE)=(MN) ) CPF,

i=1

The mean cumulative prediction error has an expected value of zero in the
absence of any abnormal performance. To test for significance of the prediction
error, the mean standardized cumulative prediction error was used as a test
statistic, as described by Dodd and Warner [3]. To compute this statistic, the
prediction error PEj; is standardized by its estimated standard deviation s;;, which
is estimated daily over the sample period. The test statistic is:
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(6) SPEj; = [PEjy/sit]

where SPE is the standardized prediction error. The mean of the standardized
cumulative prediction error (SCPE;) over the interval t = Tqj, ..., T2j is:

2i
() SCPE= ZSPEit/1 , T2i - Tli + 1
=T

where:
(T2i-T1j+1) = the number of days in the test interval.

The test statistic for a sample of N securities is:
N

® Z= 2 SCPE /YN
i=1

Each SPEj; is assumed to be distributed unit normal in the absence of abnormal
performance. Under this assumption, Z also is distributed unit normal.

Results

The empirical results are presented according to the four way classification
described above: negative placements on the CreditWatch list that are followed
by lowering of the security's rating upon removal from CreditWatch in Table 2;
negative placements that are followed by affirmation of the security's rating upon
removal in Table 3; positive placements that are followed by an increase in the
security's rating in Table 4; and positive placements that are followed by
affirmation of the security's rating in Table 5. Tables 2 and 4 represent the cases
in which the predicted change in security rating occurred, while Tables 3 and 5
reflect false signals from Standard & Poor's at the time of placement (the
predicted change in rating did not occur). Each table presents the daily prediction
errors (PEs) and associated Z statistics and the cumulative prediction errors
(CPEs) for the placement date on the CreditWatch list on the left side of the
table and for the removal date on the right side of the table. The CPE shown at
the bottom of each table for the two day event period from day -1 to day 0
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represents the stock price response to either placement on or removal from
CreditWatch. Day -1 is included in the event period because in many cases
Standard & Poor's announces placement on or removal from CreditWatch on
Friday before Credit Week is published. (Credit Week is published on
Mondays.)

Tables 2 and 3 divide the sample of firms placed for negative reasons into
two groups based on whether the rating subsequently is lowered (Table 2) or is
affirmed (Table 3) upon removal from the CreditWatch list. Table 1 shows that
negative placement was followed by a reduction in the rating only 62 percent of
the time.

For negative placements that were followed by a downgrade in rating (Table
2), the cumulative prediction error (CPE) was positive and statistically
significant for the period from day -60 to day -2 prior to placement and for the
period from day +2 to day +60 following placement. The CPE for days -1 to
day 0 was not significant. The results surrounding the removal date of firms
whose securities were downgraded show a significant CPE only for the period
following removal, and the CPE is positive in that case.

The results shown in Table 2 appear to be inconsistent with those reported
by Holthausen and Leftwich for negative placements on CreditWatch.
Holthausen and Leftwich’s results, however, are based on a postevent estimation
period from day +61 to +360. They report a CPE of -6.8 percent for days -300
to -61, which represents a monthly negative return of 0.85 percent during that
period. For the period from -60 to -1, they report a CPE of -1.0 percent, or a
monthly negative return of 0.5 percent. In Holthausen and Leftwich's study, the
returns for the two months immediately prior to day 0 were higher (by 0.35
percent per month) than the returns for the eight months prior to that.

In this study, the estimation period is from day -261 to day -61. If returns
during that period were more depressed than during the two months prior to
placement, it will affect the reported CPEs that are cumulated over extended
periods of time. As Holthausen and Leftwich state, the choice of estimation
period will have only a minor impact on the daily PEs or on CPEs for a period
of time as short as two days. As noted, the primary interest is on the two day
announcement window. Although the choice of estimation periods will not
affect the conclusions, it will affect comparisons with Holthausen and Leftwich's
results of CPEs over longer periods of time. When the difference in estimation
periods between Holthausen and Leftwich's study and the present study are
considered, the results are not inconsistent.

For negative placement followed by affirmation of the rating, the results are
shown in Table 3. The CPE prior to placement is positive and statistically
significant, the CPE at placement is negative and significant, and the CPE for
the period following placement is positive but not significant. The CPE prior
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to removal is positive but not significant at the 95 percent level. Returns at the
time of and following the removal date when the rating is affirmed are positive
but not significant.

The results shown in Tables 2 and 3 indicate that there is no response at the
time of placement for negative reasons when that placement is followed by a
rating reduction. There is a negative reaction in the equity market, however, ¢
the false signal of those securities placed on the CreditWatch list for negative
reasons when that placement is not followed by a reduction in the rating.

As summarized at the bottom of Table 4, the CPEs prior to, at the time of,
and following either placement or removal are all nonsignificant for the sample
of firms placed for positive reasons whose securities subsequently were upgraded
in rating. -There is no response in the equity market to placement for positive
reasons that are followed by an increase in the rating. For positive placements
followed by affirmation of the rating (Table 5) there are positive CPEs prior 10
and at the time of placement, but they are not significant at the 95 percent level.
The other CPEs are also not significant. There are no statistically significant
stock price responses associated with positive placements, either at the time of
placement or at rerating, whether or not the rating subsequently is increased.

Conclusions

This article reports the common stock price response to the placement and
removal of a firm's fixed income securities on Standard & Poor's CreditWatch
list. The results indicate that placement on the CreditWatch list provides
information to the market, but it may be spurious information. There is a
negative stock price response to negative placements that are followed by rating
affirmation, but no response at the time of placement for firms placed for
negative reasons with a subsequent lowering of the rating. There is no stock
price response to positive placements, whether or not the rating subsequently is
increased.

Based on these results, it appears that CreditWatch may be giving some
false signals to the securities markets. The only CreditWatch placements that
cause a market response are negative placements that later are found to be false.

Consistent with the results of Holthausen and Leftwich [8] and Wansley and
Clauretie [12], there was not a statistically significant response at the time of
removal from the CreditWatch list for any of the various subgroups. This
indicates that removal from the CreditWatch list does not represent an
information event for the equity market.
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Table 1
Standard & Poor's CreditWatch Placements and Rerating Results*

Rerating Result
Reason for Rating Rating Rating
Placement: Reduced Affirmed Increased Total
Negative 166 102 5 273
Positive 2 21 50 73
Total 168 123 55 346

*Securities both placed on CreditWatch and rerated during the sample period of
November 1981 to December 1985. Includes only the securities of those
companies whose common stock is in the CRSP data file
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