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This field research study uses the responses from a 1991 mail survey to examine man-
agerial motives for issuing stock splits. The sample consists of 251 NYSE and AMEX
firms that issued stock splits of at least 25 perceni between January 1, 1987 and
December 31, 1990. Based on survey data from 136 responding firms, the evidence
suggests that the main motive of a split is moving the stock price info a belfter trad-
ing range, followed by improving trading liquidity. The results also show that the
mean preferred trading range of stock split firms is from $20 to $35, bur differs
between firms with small (< 2-for-1) versus large (2 2:for-1) stock splits.

INTRODUCTION

Most U.S. corporations distribute their earnings to shareholders in the form of cash
dividends. They also may distribute additional shares of stock to shareholders, who pay
nothing for the shares, in the form of stock dividends and stock splits. Taken at face
value, stock distributions are purely cosmetic changes that cut the corporate pie into more
pieces. Such stock distributions do not affect a corporation’s future cash flows, the pro-
portionate ownership of shareholders, or the claims of other classes of security holders,
but they involve administrative costs which can be substantial for large companies.
According to this view, a firm cannot alter its market value and hence create shareholder
wealth simply through a paper transaction that changes the number of shares outstanding.

If this view is accurate, why do some corporations issue stock splits? Several
researchers have tried to answer this question by asking corporate managers about stock
splits. In an early survey of managerial attitudes toward stock splits, Dolley (1933) used a
sample of 88 splits over the period 1922 through 1930. The primary motive was 10
increase the liquidity of the common stock and thus bring a wider distribution of the
shares. Almost 50 years later, Baker and Gallagher (1980) questioned 100 chief financial
aofficers (CFOs) of NYSE-listed firms with stock distributions of 25 percent or more in
1978. The firms issuing stock splits reported that they did so to provide a better (rading
range and thereby attract investors and enhance trading liguidity. The similarities in man-
agerial attitudes over this long period are striking.

The current study updates and extends earlier survey research about stock splits by
surveying managers of New York Stock Exchange (NYSE) and American Stock Exchange
(AMEX) firms that issued stock splits between 1988 and 1990. This study addresses three
major research questions. First, why do some corporate managers continue to support

*The authors wish 1o thank Natasha Dossa for her research assistance and the Finance Center of
Excellence at The American University for funding the mail survey.

20
0747-5535/93/1400-0020 $01.00
© University of Nebraska—Lincoln



SUMMER 1993, VOLUME 32, NUMBER 3 21

stock splits given the associated costs and apparently limited benefits of these distribu-
tions to shareholders? Second,what is the preferred trading range of firms issuing stock
splits? Finally, does this range differ for stocks with small (< 2-for-1) versus large (= 2-
for-1) stock splits?

Another management survey on stock splits is justified for four reasons. First, over a
decade has passed since the last survey on stock splits. Managerial views may have
changed due to the new body of literature that empirically documents the stock price effect
of stock splits and presents new theoretical models for stock splits.

Second, the current survey is a major improvement over the two previous stock split
surveys. It is more comprehensive and includes more firms, a longer sample period, and
both NYSE and AMEX firms. For example, Baker and Gallagher (1980) limit their ques-
tionnaire to a few questions to ensure a good response rate. Furthermore, they base their
results on responses from only 63 NYSE firms issuing splits in 1978, The current study
goes beyond simply replicating their work.

Third, this study tries to link its empirical results with certain hypotheses that
explain the motivation underlying stock split activity, Although the study does not
engage in hypothesis testing, it examines which of the leading theoretical hypotheses for
stock splits (namely, trading range, signaling, and liquidity) receive the most support by
managers.

Finally, the study provides empirical evidence on managers’ views about the preferred
trading range of their firm’s common stock. This information is important because refer-
ences in the extant literature about a preferred trading range for common stock are based
largely on anecdotal evidence,

REVIEW OF PRIOR LITERATURE

Stock splits pose a conundrum (o finance theorists. Although these nonevents appear
to be purely cosmetic changes, research shows real effects associated with them. Despite
extensive study, controversies still abound in the literature about these effects. These con-
troversies include whether stock splits affect sharcholder wealth, change a stock’s risk,
improve liquidity, and provide signals to the market,

Much research examines the impact that stock splits have on shareholders’ wealth, In
conirast to early research, such as the seminal study by Fama, Fisher, Jensen, and Roll
(1969), recent analyses by Grinblatt, Masulis, and Titman (1984) and Ohlson and Penman
(1985) report abnormal common stock price behavior around stock splits. Lamoureux and
Poon (1987) conclude that the market attaches a positive value to the split because of its
tax-option impact. Nichols and McDonald (1983) report market anomalies associated with
splitting securities that experience large increases in corporate eamnings. Yet Aggarwal and
Chen (1989) and Bishara (1988) find no excess returns associated with stock split pro-
posal announcements.

Research also shows an association between stock splits and changes in a stock’s
risk. For example, Bar-Yosef and Brown (1977) report that the systematic risk of splitting
stocks declines in the months after a split, Yet Brennan and Copeland (1988) find that
systematic risk is usually higher on the split announcement and ¢x-dates than on the sur-
rounding days. Several studies (including Ohlson and Penman, 1985; Sheikh, 1989;
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Aggarwal and Chen, 1989) report increased volatility for the underlying stock around
splits.

There are several possible explanations for the association between splits and risk
changes. Lamoureux and Poon (1987) suggest that the split results in an increase in both
the number of transactions and shares traded which increases the volatility of the price
series. Dravid (1988) suggests that the increase in volatility subsequent (o splits may be
due to the larger effects of price discreteness and percentage bid-ask spreads on low priced
stocks.

Despite the common notion that stock splits improve liquidity, Copeland (1979},
Lamoureux and Poon (1987), and Conroy, Harris, and Benet (1990) report that trading
liquidity decreases after a stock split. These studies measure liquidity using proportional
trading volume and percentage bid-ask spreads. In contrast, Murray (1985) finds no evi-
dence that stock splits have a significant adverse impact on either proportional trading
volume or percentage bid-ask spreads, Furthermore, Lakonishok and Lev (1987) report
that splits do not appear to exert a permanent effect on trading volume.

The only empirical evidence that trading liquidity improves after a stock split
involves increases in stock ownership and the number of transactions. Several studies
(including Dolley, 1933; Barker, 1956; and Lamoureux and Poon, 1987) report that the
pumber of shareholders increases after a split. This evidence suggests that stock splits
increase the number of shareholders by lowering share price to a more popular range.
Therefore, liquidity increases because more persons are buying or selling the stock.
Lamoureux and Poon report an increase in the number of daily postsplit transactions
which also may increase trading liquidity.

Many hypotheses may explain the persistence of splits and their associated effects.
Explanations for stock splits can be classified broadly into three groups—irading rangc,
signaling, and liquidity hypotheses. One explanation suggests that stock splits restore
stock prices to some preferred trading range. This presumes that shareholders prefer to
purchase round lots but cannot afford to do so when the share price is high. Opponents
argue that fees for odd lots are small and institutional investors, who purchase more stock
than individuals, are indifferent to price levels, provided the expected retums are COmmMen-
surate with the risk.

Another explanation is the signaling or information asymmeltry hypotbesis which
states that stock splits are informative signals of favorable future prospects for the firm.
Given information asymmetry between managers and investors, the former might use
stock splits to convey favorable information to the latter. This argument requires some
cost for false signaling. Otherwise, separating undervalued from overvalued stocks of
firms declaring stock distributions would be impossible. Brennan and Copeland (1988)
show that stock splits serve as costly signals of managers’ private information because
stock trading costs depend on stock prices.

In the Brennan and Hughes (1991) model, higher commissions on stocks with lower
prices serve as the cost for issning the split. These higher commissions also provide the
incentive for full service brokers to follow firms mor¢ closely that have their prices in an
optimal trading range. Therefore, by issuing a split and lowering its stock price into a
higher commission range, a firm makes its stock more attractive to full service brokers
and draws the attention necessary lo reveal favorable private information.
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A third explanation for stock splits focuses on managements’ desire to use splits to
improve trading liquidity. Proponents of this view suggest that splitting firms can make
shares more attractive to investors by lowering the stock price. By attracting attention,
stock splits may affect both the number of trades and the number of stockholders.
Increases in these two variables may serve to increase a stock’s postsplit liquidity, For
example, if splits enable more individual investors to buy shares in round lots, the num-
ber of trades may increase, but the average size of the trades may decline. Empirical
rescarch is inconsistent on the effect of stock splits on trading liquidity.

In light of the Brennan and Hughes (1991) work, the hypotheses about stock splits
need not be conflicting, For example, the optimal trading range may be desirable becanse
it is associated with higher commissions and trading costs. This makes the stock more
desirable for full service brokers and draws attention to the stock. Thus, the trading range,
signaling, and liquidity hypotheses are closely tied and complementary, not conflicting.

Researchers have examined hypotheses about stock splits using two divergent but
complementary approaches—surveying managers and using market data. Few researchers
have surveyed managers to get their views about stock splits. Most have used stock mar-
ket data to make inferences about managerial motives and to explain real effects of stock
splits. For example, Lakonishok and Lev (1987) find that firms with an unusual growth
in earnings and stock prices issue stock splits. They infer that the main objective of the
split is to return the stock price to a normal range after an unusual growth period. The
normal range is based on market and industry-wide price averages and possibly on some
firm-specific prices. Their results partially support the signaling motive, but not the lig-
uidity motive.

McNichols and Dravid (1990) provide further support for an optimal trading range.
They find that split factors are an increasing function of presplit share prices which
implies that managers have some preferred trading range in mind when issuing stock
splits. McNichols and Dravid also find an inverse relationship between split factors and
the market value of a firm’s equity. This finding implies higher preferred trading ranges
for larger firms. They suggest that a firm’s desire to keep its stock price in a certain range
may outweigh its desire to signal inside information to investors. That is, a firm’s pres-
plit price and market value of equity explain more of the variance of split factors than
information-signaling variables.

Klein and Peterson (1989) find that companies announcing splits experience greater
earnings forecast revisions than similar nonsplitting matched controlled companies. The
difference in forecast revisions between split and control companies is significantly posi-
tively related to abnormal returns at the split announcement. These results, consistent
with those found by Lakonishok and Lev (1987), suggest that split announcements con-
vey information about future earnings and that this information may cause abnormal
returns at the announcement. Grinblatt, Masulis, and Titman (1984) also support the
notion of informational signaling of stock distributions,

Elgers and Murray (1985) examine the actual managerial behavior for small (< 25
percent) and large (= 25 percent) stock distributions, A factor prompting management to
issue small stock distributions appears to be the desire to signal optimistic expectations.
Also, small finns with low stock prices tend to issue small stock dividends, The results
of the analysis of large distributions suggest that a primary motivator is (o reduce the per
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share price. Their findings also show that a desire to signal optimistic expectations may
be a motivator.

In summary, empirical evidence on stock splits supports both the trading range and
signaling hypotheses, but is inconsistent on the notion that splits improve a stock’s trad-
ing liquidity. Finally, evidence suggests that stock splits increase volatility.

RESEARCH DESIGN AND RESPONDENT PROFILE
SAMPLING PROCEDURES

The primary source of firms issuing stock splits is the University of Chicago’s
CRSP tapes for the NYSE and AMEX. The CRSP tape classification is used to distin-
guish stock splits and stock dividends. The sample provided by CRSP is based on
Moody’s Dividend Record which uses managements’ classification of the stock split. The
period 1988 through 1990 is selected to provide a large enough sample for survey pur-
poses, but one short enough (o ensure reaching someone knowledgeable about the firm’s
stock split decision. The final sample consists of 251 different NYSE and AMEX firms
that issued a stock split of at least 25 percent from 1988 through 1990 and remained in
business in June 1991. Some firms had multiple stock splits over this period.

SURVEY QUESTIONNAIRE

The guestionnaire has two parts. Part I asks survey respondents to give their general
opinion on 17 statements about stock splits. The primary sources of these statements are
research on stock splits and finance textbooks. Respondents were asked to indicate their
level of disagreement or agreement with each stalement on a seven point scale:

-3 = strongly disagree;
-2 = moderately disagree;
-1 = slightly disagree;

0 = no opinion;

+1 = slightly agree;

+2 = moderalely agree; and
+3 = strongly agree.

Tabie 1 lists these 17 statements and shows their order in the survey.

Recipients were asked eight questions in Part II of the questionnaire. Four questions
refer to their firm’s most recent stock split, They were asked to indicate the year in which
their firm issued its most recent stock split, the size of the split, and whether they were
involved in the stock split decision. Also, they were asked to select the two most impor-
1ant motives for their firm’s most recent stock split from a list of eight motives plus an
“other” category.

Three of the reraining four questions provide a respondent profile. Recipients were
asked to indicate the preferred trading range of their firm’ s stock price, their firm’s indus-
try classification, and their current job title. Finally, recipients were asked if they wanted
a summary of the findings.

A questionnair¢ accompanied by a cover letter and a stamped return envelope was
mailed on June 1, 1991 to the highest ranking financial officer of each company. Standard
& Poor’s Corporate Directory was used to find the names and company addresses of these
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Table {—Management Views on Stock Split Issues

No Mean

Survey Disagree  Opinion Agree (Standard

Nurnber Issue -3-241 0 +142 43 Deviation) Rank
A stock split

IS1 Puts a firm’s stock price 3.7% 5.1% 91.2% 2.05 1
into a preferred trading (1.08)
tange

1S4 Makes it easier for small 2.2 10.3 81.5 1.96 2
stockholders to buy shares (1.14)
in round lots

182 Makes shares more atiractive 3.7 3.0 93.3 1.83 3
to investors by lowering the (1.00)
stock price

IS11  Occurs after an upward trend 2.2 11.1 86.7 1.78 4
in a firm's stock price (1.05)

159 Improves the rading 4.4 7.4 88.2 1.59 5
liquidity of a firm’s stock (1.18)

i$10 Has a favorable market 5.9 20.7 73.3 1.00 6.5
reaction on a firm’s stock (1.14)
price

183 Increases the number of a 11.8 16.2 721 1.00 6.5
firm's stockholders (1.44)

IS5 Strengthens a firm's equity 14.7 16.2 67.1 .98 8
base by enhancing the (1.43)
marketability of its shares

IS6 Conveys favorable 15.6 14.8 69.6 97 9
information about a firm’s (1.60)
future prospects

1512  Increases the demand for 11.0 24.3 64.7 .87 10
a firm’s stock among (1.16)
individual investors

IS8 Occurs after an upward 21.5 20.7 57.8 .63 11
trend in a firm's earnings (1.50)
per share

iS15  Is purely cosmetic (i.e., 33.3 6.7 60.0 .51 12
it does not affect a firm’s (1.89)
cash flows and shareholders
retain their proportionate share)

1517  Improves the upside 22.8 18.4 58.8 .35 13
potential of a firm's stock (1.64)
price

1514 Makes it easier for a firm 36.0 6.8 27.2 -.28 14
to sell new equity capital (1.35)

IS13  Increases a firm’s siock 40.0 48.1 11.9 -.69 15
return volatility (1.20)

IS16  Increases the total market 47.1 20.6 324 -.74 16
value of a firm's stock (1.80)

87 Helps a firm conserve cash 61.6 22.8 9.6 -1.31 17

(1.60)

Note: The sample size was 136, except 182, IS6, IS8, 1510, IS11, IS13, and [S14 when it was 135. The
seven point scale was: -3 = sirongly disagree, -2 = moderately disagree, -1 = slightly disagree, 0 = no
opinion, +1 = slightly agree, +2 = moderatety agree, and +3 = strongly agree

individuals. Nonrespondents were sent a follow-up questionnaire and another cover letter
and stamped return envelope on July 5, 1991,

Of the initial sample of 251, three surveys were returned unopened. In these cases,
the financial officer had left the company. Recipients returned 22 questionnaires unan-
swered, but some stated that company policy prohibited participation. The survey yielded



26 QUARTERLY JOURNAL OF BUSINESS AND ECONOMICS

136 completed questionnaires—114 from the first mailing and 22 from the second mail-
ing. The combined response rate was 54.8 percent.

RESPONDENT PROFILE

To help ensure responses from knowledgeable individuals, recipients were asked o
have someone familiar with stock splits answer the survey. Of the 136 respondents, 83.6
percent said they actively participated in their firm’s most recent stock split decision. A
comparison between this group and the remaining respondents showed insignificant differ-
ences between these groups. Therefore, the foliowing analysis includes all responses.

Most respondents are chief financial officers (66.2 percent), followed by investor rela-
tions managers (10.3 percent), treasurers (8.8 percent), chairmen, presidents, and chief
executive officers (7.4 percent), and others (7.3 percent), including directors of strategic
planning and analysis. The industry groups making up at least 5 percent of the responses
are manufacturing (44.0 percent), utilities (14.2 percent), retail (9.7 percent), service (8.2
percent), and financial (7.5 percent). These responses compare favorably to the distribu-
tion of industry groups for the sample as whole. Of the 136 responding firms, 47.1
percent had splits < 2-for-1, 48.5 percent had 2-for-1 splits, and the remaining 4.4 percent
had splits > 2-for-1.

SURVEY RESULTS
ISSUES ABOUT STOCK SPLITS
Table 1 gives descriptive statistics on 17 issues (identified by IS} about stock splits.
Respondents gave their general opinion about firms issuing stock splits using a seven
point disagreement-agreement scale. At least 80 percent of the respondents agree with five
statements (IS1, 1S4, 182, IS11, 159). These five statements also have the highest means
and few disagree and no opinion responses compared with the remaining issue statements.
The three statements with the highest rankings are:

« A stock split puts a firm’s stock price in a preferred trading range (IS1);

« A stock split makes it easier for small stockholders to buy shares in round
1ots (154); and

+ A stock split makes shares more attractive to investors by lowering the
stock price (IS2).

Baker and Gallagher (1980) report similar results for comparable questions. For example,
93,7 percent of their respondents agreed that stock splits keep a firm’s stock price in an
optimal price (preferred trading) range compared with 91.2 percent in the current study.

About 87 percent of the respondents also agree with the statement that a stock split
occurs after an upward trend in a firm’s stock price (IS11). Although the level of agree-
ment was not as strong, almost 58 percent of the respondents agrec that a stock split
occurs after an upward trend in a firm’s earnings per share (IS8). These views are consis-
tent with empirical results reported by Lakonishok and Lev (1987) that firms with an
wnusual growth in eamnings and stock prices execute stock splits.

“The final statement receiving at least 80 percent agreement is

« A stock split improves the trading liquidity of a fim’s stock (189).
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As discussed before, the empirical evidence of whether a stock split improves liquidity
varies and depends on the liquidity measure used. Because liquidity is not defined explic-
itly in the questionnaire, some ambiguity may exist among respondents about the
meaning of the term. Telephone interviews were conducted with five CFOs who gave
improving liquidity as the primary motive for issuing a stock split. Although liquidity
often is identified in economic terms with lower transactions costs for immediacy in trad-
ing and with less price volatility, none of those interviewed describe liquidity using
trading volume or percentage bid-ask spreads. Instead, they view liquidity as the ease of
selling stock with little change in price. These managers perceive that bringing the stock
price into a better trading range increases the number of shareholders and the frequency of
trading which, in turn, may enhance liquidity.

These views about liquidity seem consistent with the high level of agreement
expressed by respondents on three other statements:

* A stock split increases the number of a firm’s stockholders (IS3);

* A stock split strengthens a firm's equity base by enhancing the marketabil-
ity of its shares (IS5); and

* A stock split increases the demand for a firm’s stock among individual
investors (IS12).

As discussed before, evidence by Lamoureux and Poon (1987} supports the belief
expressed by these managers that the number of shareholders increases after a split.

Several other statements deserve attention because they relate directly to other empiri-
cal findings in the extant literature. For example, about 73 percent of the respondents
agree with the statement that a stock split has a favorable market reaction on a firm's
stock price (IS10). Although research differs slightly on the market reaction to a split
announcement, several major studies including Grinblatt, Masulis, and Titman (1984) and
Ohlson and Penman (1985) report positive abnormal returns.

Almost 70 percent of the respondents agree that a stock split conveys favorable
information about a firm’s future prospects (1S6). Empirical evidence supports the notion
that stock splits provide some informational signaling. For example, Grinblatt, Masulis,
and Titman (1984) find that some information content of stock distributions appears to be
associated directly with firms’ future cash flows. Lakonishok and Lev (1987) conclude
that their evidence seems consistent with some signaling conveyed by stock splits, about
cither stabilization of earnings growth after the abnormal presplit growth, improved cash
dividends prospects, or both.

Despite the empirical support for many managements’ opinions about stock splits,
there is one notable exception. Table 1 shows that about 12 percent of the respondents
agree with the statement that a stock split increases a firm’s stock return volatility (IS13).
About half (48.1 percent) express no opinion, and 40.0 percent disagree with this state-
ment. Evidence by Ohlson and Penman (1985), Sheikh (1989), and Aggarwal and Chen
(1989) consistently shows that volatility increases around stock splits.

A final area involves managements’ views on the controversy of whether a split is
purely cosmetic (IS15) or increases the market value of a firm’s stock (IS16). Although
the responses vary, most managers (60,0 percent) agree with the first statement (IS15),
but only 32.4 percent agree with the second statement (IS16). Further analysis shows that
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only 16.2 percent of the total respondents agree with both statements. Because IS15 and
IS16 are opposites, the latter evidence suggests a high level of consistency among the
respondents. Apparently, some managers engage in stock splits for motives other than the
accepted view of shareholder wealth maximization. The next section provides further evi-
dence about managements’ motives for issuing stock splits.

MOTIVES FOR STOCK SPLITS

Table 2 summarizes the primary and secondary motives (identified by M) for issuing
stock splits. The results clearly show that manager believe the most important reason for
undertaking a split is moving the stock price into a better trading range (M1). Over half
(50.7 percent) gave this as their firm’s primary motive. The second most highly ranked
motive was improving the stock’s liquidity (M2), fotlowed by signaling optimistic man-
agerial expectations about the future (M3), and attracting more investors (M7). Few
managers gave increasing the total market value of the firm’s stock (M5) or conserving
cash (M&) as important motives for issuing stock splits.

Not surprisingly, these motives correspond o managements’ views on comparable
stock split issues shown in Table 1. That is, if managers did not agree with a certain
issue, they probably would not give it as a motive for splitting their firm’s stock. As
Table 1 shows, 91.2 percent of the respondents agree with the statement that a stock split
puts a fimn’s stock price into a preferred trading range (IS1); 88.2 percent believe that a
stock split improves the trading liquidity of a firm’s stock (189); 69.6 percent say that a
stock split conveys favorable information about a firm’s future prospects (IS6); and 93.3
percent perceive that a split makes shares more attractive to investors (IS2). Only 32.4
percent of the respondents say that a stock split increases the total market value of a
firm’s stock (IS16), and 9.6 percent agree that it helps a firm conserve cash (IS7)

Comparing these motives for issning splits to those reported by Baker and Gallagher
(1980) shows some striking similarities. Both studies report that the most important
motives are providing a better trading range, improving liquidity, and attracting more
investors. The respondents of both studies also believe that stock splits convey favorable
information about the future.

In-depth telephone interviews with a sample of five other managers provide additional
insights into their rationale for issuing stock splits. They perceive that lowering the share
price attracts investors, especially individual investors, and therefore increases the owner-
ship base. These managers want a wider distribution of shares because they believe that it
enhances trading liquidity. A few believe that shifting the composition of shareholders
toward a greater proportion of individuals could lessen the chance of an unfriendly
takeover.

PREFERRED TRADING RANGE OF STOCK PRICE

When deciding to issue stock splits, managers presumably issue the number of shares
that they do with some purpose in mind. Evidence presented in Tables 1 and 2 strongly
suggests that the major purpose is to lower the stock price and thus bring it into a pre-
ferred trading range. Although the costs and benefits of a particular trading range are not
understood fully, Brennan and Copeland (1988) suggest that firms do not split by a factor
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Jable 2—Motives for Stock Splits

Importance
Survey Primary Secondary Weighted
Number Motive {n = 136) (n=132) Score* Rank
Mi Move the stock price into a 69 (50.7%) 31 (23.5%) 169 1
better trading range
M2 Improve the stock’s liquidity 30 22.1) 6 (27.3) 96 2
M3 Signal optimistic managerial 19 (14.0) 21 (15.9) 59 3
expectations about the future
M7 Attract more investors 4 (2.9) 22 (16.1 30 4
M9 Orher 429 5(3.8) 13 5
M5 Increase the total market 4 (2.9 4 (3.0} 12 <]
value of the firm's stock
M4 Provide a management signal 2(1.5% 7¢5.3) 11 7
that the firm’s stock is
undervalued
M6 Capture attention from the 1D 2 (1.5) 4 3
Investment community
Mg Conserve cash 0 1.8 1 9
MI0  Don’t Know 32D 3023 NA NA

NA = Not applicable
Note: Percentages may not total 100 due to rounding

*The weighted score for each motive was calculated by multiplying the number of primary responses by 2
and the number of secondary responses by 1 and then summing the results

larger than is warranted by their stock price and private information, McNichols and
Dravid (1990) find that firms incorporate their private information about future earnings
in choosing their split factor. Their results also suggest that investors’ inferences about
firm value correspond to firms’ split factor choices.

Table 3 shows the preferred trading range of firms issuing stock splits. The mean pre-
ferred trading range for the full sample is about $20 to $35. Managers of firms having <
2-for-1 splits express a lower preferred trading range than those with > 2-for-1 splits
(about $18 to $29 versus $23 10 $41, respectively). Chi-squared tests show that the dis-
tribution of stock prices between firms with < 2-for-1 and > 2-for-1 stock splits is
statistically significant at the 5 percent level for both the from and to portions of the trad-
ing range.

Finding a different preferred trading range for firms with small (< 2-for-1) versus large
(2 2-for-1) stock splits is not surprising. Nichols and McDonald (1983) show that split
factors are increasing in presplit share prices and decreasing in the presplit market value of
equity. The first relation confirms the notion that firms split their shares to bring them
into a specific range; the second confirms the idea that larger firms prefer a higher trading
range. Therefore, a plausible explanation for these findings is that firms with high stock
prices are likely 1o issue larger splits but also prefer a higher trading range because of
their higher market capitalization.

SUMMARY AND CONCLUSIONS
Few studies have tried to determine the molivation for stock splits by asking corpo-
rate managers involved in these decisions. Yet both the market and researchers often draw
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Table 3—Preferred Trading Range for Firms issuing Stock Splits

Preferred Stock Prices

Full Sample Split < 2-for-1 Split = 2-for-1

o (n=113) (n=152) (n =61}
Statistics From To From To From To
Panel A
Statistics
Range $1-65  $3-100 $1-50 $3-60 37-65 $15-100
Mean 20.41 315.48 17.60 28.62 22.80 41.33
Standard Deviation 9.37 18.24 7.35 11.69 10.27 20.72
Median 20.00 30.00 15.00 25.00 20.00 35.00
Panel B
Distribution
< $10 11.5% 9% 15.4% 1.9% 8.2% %
> $10to $15 28.3 4.4 34.6 5.8 23.0 3.3
> $1510 $20 301 14.2 32.7 23.1 279 6.6
> 520 10 $25 10.6 19.5 L5 23.1 9.8 16.4
> $2510 $30 13.3 18.6 3.8 19.2 21.3 18.0
> $30 to $35 .9 6.2 0 58 1.6 6.6
> $35 10 $40 2.7 14.2 0 13.5 4.9 14.8
> $40 to $45 0 2.7 0 0 0 4.9
> $45 2.7 19.5 1.9 7.7 3.2 29.5

Note: Percentages may not total 100 due to rounding

inferences from such managerial decisions. The results presented in this paper give man-
agements’ professed intentions for undertaking stock splits.

The evidence suggests that the main motive for stock splits is moving the stock
price into a better trading range, followed by improving trading liquidity. Other important
motives include signaling optimistic managerial expectations about the future and attract-
ing investors. Comparing these results to prior survey research suggests that
managements’ motives for stock splits, especially trading range and liquidity, have
endured for a long time. The results also show that the mean preferred trading range of
stock split firms is from $20 to $35. This range differs significantly between finms with
small (< 2-for-1) versus large (= 2-for-1) stock splits.

The study helps lo explain an apparent inconsistency between managements’
expressed belief that splits improve shareholder liquidity and empirical evidence that splits
result in decreased liquidity. Several studies reporting a reduction i liquidity use trading
volume and percentage bid-ask spreads as liquidity measures. Yet managers often do not
view liquidity in these terms. Instead, they perceive liguidity in terms of increasing the
number of shareholders and widening the ownership base. Empirical evidence supports the
notion that stock splits result in an increase in these liquidity-related factors affecting lig-
uidity. Hence, the findings lend some credence to managements’ view that splits increase
liguidity.

REFERENCES

1. Aggarwal, R. and S.N. Chen, “Stock Splits and Return Volatility,” Akron Business and
Economic Review, 30, 4 (Fall 1989), pp. 89-99.



. SUMMER [993, VOLUME 32, NUMBER 3 31

2. Baker, HK., and P.L. Gallagher, “Management’s View of Stock Splits,” Firancial
Management, 3, no. 2 (Summer 1980), pp. 73-77.

3. Barker, C.A., “Effective Stock Splits,” Harvard Business Review, 34, no. 1 (January-February
1956), pp. 101-106.

4, Bar-Yosef, S., and L, Brown, “A Reexamination of Stock Splits UJsing Moving Betas,”
Journal of Finance, 32, no. 4 (September 1977), pp. 1069-1080.

5. Bishara, HLL., “Stock Splits, Stock Returns, and Trading Benefits on Canadian Stock
Markets,” Akron Business and Economic Review, 19, no. 2 (Fall 1988), pp. 57-65.

6. Brennan, M.J., and T.E. Copeland, “Beta Changes Around Stock Splits: A Note,” Journal of
Firance, 43, no. 4’ (September 1988), pp. 1009-1014.

7. Brennan, M.J., and T.E. Copeland, “Stock Splits, Stock Prices and Transaction Costs,”
JTournal of Financial Economics, 22, no. 1 (October 1988), pp. 83-101.

8. Brennan, M.J., and P.J. Hughes, “Stock Prices and the Supply of Information,” Joumal of
Finance, 46, no. 5 (December 1991}, pp. 1665-1691.

9, Conroy, R. M., R. 8. Harris, and B. A. Benet, “The Effects of Stock Splits on Bid-Ask
Spreads,” Journal of Finance, 45, 4 (September 1990}, pp. 1285-1295.

10. Copeland, T.E., “Liquidity Changes Following Stock Splits,” Journal of Finance, 33, no. 1
(March 1979), pp. 115-141.

11 Dolley, J., “Common Stock Split-Ups Motives and Effects,” Harvard Business Review, 12,
no. 1 {October 1933), pp. T0-81.

12. Dravid, A., “Effect of Bid-Ask Spreads and Stock Price Discreteness on Distributions of Stock
Returns,” Stanford University working paper, 1988,

13. Elgers, P.T., and I Murray, “Financial Characteristics Related to Managements' Stock Split
and Stock Dividend Decisions,” Jowmnal of Business Finance and Accounting, 12, no. 4 (Winter 1985), pp.
543-551,

14, Fama, E., M, Jensen, L. Fisher, and R. Roll, “The Adjustinent of Stock Prices to New
Informaton,” International Economic Review, 10, no. 4 (February 1969), pp. 1-21.

15. Grinblatt, M., R. Masulis, and 8. Titman, “The Valuation Effects of Stock Splits and Stock
Dividends,” Journal of Financial Economics, 13, no. 4 (December 1984), pp. 461-490.

16. Klein, L.S., and D.R. Peterson, “Earnings Forecast Revisions Associated with Stock Split
Announcements,” Joumal of Financial Research, 12, no. 4 (Winter 1989), pp. 319-328.

17, Lakonishok, I, and B. Lev, “Stock Splits and Stock Dividends: Why, Who and When,”
Journal of Finance, 42, no. 4 (September 1987), pp. 913-932,

18. Lamoureux, C., and P. Poon, “The Market Reaction to Stock Splits,” Journal of Finance, 42,
no. 5 (December 1987), pp. 1347-1370,

19. McNichols, M., and A. Dravid, “Stock Dividends, Stock Splits, and Signaling,” Joumnal of
Finance, 435, no. 3 (July 1990), pp. 857-8790.

20. Murray, D., “Further Evidence on the Liguidity Effects of Stock Splits and Stock Dividends,”
Journal of Financial Research, 8, no. 1 (Spring 1985), pp. 59-67.

21. Nichols, W.D., and B. McDonald, “Stock Splits and Market Anomalies,” Financial Review,
18, no. 4 (November 1983), pp. 237-256.

22. Ohison, J.A., and S.H. Penman, “Volatility Increases Subsequent to Stock Splits,” Journal of
Financial Economics, 14, no. 2 (June 1985), pp. 251-266.

- 23 Sheikh, A.M., “Stock Splits, Volatility Increases, and Implied Volatilities,” Journal of
Finance, 44, no, 5 (December 1989), pp. 1361-1372.



