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Evidence is provided on an implication of models
by Myers and Majluf (1984) and Miller and Rock
(1985), which predict that equity issues convey
information about firms future earnings. Consis-
tent with the prediction, the results show that earn-
ings forecast revisions by financial analysts sub-
sequent to the announcement of equity issues are
significantly related to announcement period
abnormal returns.

Many recent research studies document significant
stock price reactions to firm-specific announcements.
In spite of the evidence that these announcements
convey information, our understanding of the nature
of the information conveyed is quite limited. A num-
ber of theoretical models have been recently pro-
posed to explain the price reactions to equity issue
announcements. Miller and Rock (1985) argue that
an increase in outside financing is a signal to investors
of a decrease in the firm's current earnings; and, since
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current earnings serve as the basis for estimating future earnings,
financing announcements affect stock prices negatively. Under this
scenario, since equity issue announcements convey information about
earnings, financiad anadysts would use the information contained in
the announcements to revise their forecasts of future earnings down-
ward.

In the Myers and Mgjluf (1984) adverse selection model, rational
investors presume that, on average, managers approve equity issues
when, based on their superior information, they perceive the equity
to be overvalued. One reason for the equity to be overvalued is that
market participants (including financial analysts) had anticipated
higher earnings prior to the announcements. Given the information
released in the equity issue announcements, financia anaysts would
revise their forecasts of earnings downward. Thus, an empirical pre-
diction from this model is the same as that from Miller and Rock

1985).

( In t)his article, | test the implication of these models by examining
revisions in forecasts of earnings around equity issue announcements.
The results show that earnings forecast revisions by financia analysts
subsequent to equity issue announcements are significantly related
to announcement period abnorma returns.

The remainder of the article is organized as follows. In Section 1,
| survey the theoretical and empirical background that motivates the
testable hypothesis. In Section 2, | describe the sample. Results of
an event study are reported in Section 3. In Section 4, | explain the
nature of the cross-sectional analysis, describe the relevant data, and
present the results. Conclusions are presented in Section 5.

. Background and the Earnings Information Hypothesis

Previous studies [e.g., Mikkelson and Partch (1986), Asquith and Mul-
lins (1986), Masulis and Korwar (1986), Schipper and Smith (1986),
Barclay and Litzenberger (1988), and Lease, Masulis, and Page (1991)]
document negative abnorma returns around equity issue announce-
ments. The main purpose of this article is to provide direct evidence
of the effect of equity issue announcements on the assessment of
earnings. This is referred to as the earnings information hypothesis.

Although the motivation for the earnings information hypothesis
comes from the modeds of Myers and Mgjluf (1984) and Miller and
Rock (1985), certain assumptions and simplifications are necessary
to test their implication. First, earnings and cash flows are assumed
to be corrdated. If equity issue announcements convey information
about cash flows but not about earnings, then analysts will not revise
their forecasts of earnings. Second, the announcements should con-
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vey information about the firm’'s earnings in the near future. Because
of availability constraints, data used in this study are mostly for one-
year-ahead forecasts of earnings. If the announcements convey infor-
mation only about long-term earnings, no information effect will be
detected. To the extent that these assumptions are not met, the empir-
ical analysis is less likely to find significant results. In this article, |
focus on analysts forecasts of earnings because several studies [e.g.,
Brown and Rozeff (1978), Fried and Givoly (1982), and O'Brien
(1988)] find analysts forecasts to be more accurar[e than forecasts
from time-series models of reported earnings.

2. Data

An initiad sample of 281 seasoned issues of common stock by indus-
trial firms from 1979 to 1983 was obtained from Public Offerings of
Corporate Securities as compiled by Drexel Burnham Lambert, Inc.?
For dl the firms in the initia sample, the Wall Street Journal Index
was read for the year of, and two years prior to, the issues to identify
the date of the earliest announcements. The daily stock returns, the
price per share, and the number of shares outstanding were obtained
from the CRSP (Center for Research in Security Prices) tapes. Monthly
data on analysts forecasts were obtained from the IBES (Institutional
Brokers Estimate System) tape.

Certain descriptive statistics for the sample of firms are presented
in Table 1. There are 269 announcements for which data are available
on the various tapes. The mean issue size of $50.0 million on average
amounts to 11.7 percent of the market value of shares outstanding.
Out of 269 issues, 217 issues were for primary shares only, Whl|e 52
issues included some secondary issues (combination issues).®

3. Stock Price Effects of the Equity Issue Announcements

In this section, | examine stock price behavior around the equity
issue announcements. Since the event study methodology is well

! Also, since monthly data on financial analysts forecasts are available, changesin analysts forecasts
are more timely and hence more precise than changes in reported earnings. For an examination
of reported accounting earnings around announcements, see Lakonishok and Lev (1987) and Healy
and Palepu (1990). Masulis (1988) discusses various reasons behind equity issue announcement
effects.

2 For a firm to be included in the sample, data on forecasts of earnings must be available on the
IBES (Ingtitutional Brokers Estimate System) tape with at least three analysts following the firm.
A detailed description of data on the IBES tape is provided by Brown, Foster, and Noreen (1985).

% A primary offering is for new shares of common stock issued by the company. A secondary offering
is for shares owned by a present stockholder, offered to others in a manner similar to primary
offerings.
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Table 1
Summary statistics for common equity issue announcements

Distribution of announcements according to calendar years

Issue amount
as % of
No. of Amount of primary market value
eqLiity shares issued of common
issues in ($millions) equity
Y ear sample Mean SD Mean SD
1978-1979 18 $33.2 $23.5 118 5.8
1980 61 438 40.5 12.3 5.7
1981 35 53.2 56.5 12.3 5.7
1982 41 55.6 35.9 9.9 5.9
1983 114 50.3 47.5 118 6.5
269 50.0 44.4 11.7 6.1
Distribution according to number of issues by firms
Amount of | ssue amount as % of
primary shares market value of
No. of issued ($millions) common equity
No. of issues firms Mean SD Mean Sb
1 208 $53.3 $57.1 12.2 6.3
2 41 52.2 348 105 51
3 13 67.6 69.9 9.6 44
4 4 55.6 183 6.9 4.0
5 3 89.8 10.8 74 25
269 50.0 44.4 11.7 6.1
Distribution according to the type of issue
Issue amount
as % of
Amount of primary marker value
shares issued of common
No. of ($millions) equity
Type of issue issues Mean SD Mean SD
Primary onl(}/ o 217 54.2 46.4 115 5.9
Primary and secondary (combination) 52 323 29.7 12.4 6.7
269 50.0 44.4 11.7 6.1

known, the description will be brief. For the results presented, abnor-
mal returns for common stocks of firms in the sample are defined as
raw returns adjusted for market returns.* Day O is the day the news
of an announcement is first published in the Wall Street Journal.
Abnormal returns, cumulative abnormal returns, and various test
dtatistics around equity issue announcements are presented in Table
2. There are two important results. First, on average, equity issue

See Brown and Warner (1985) for details on the event study methodology. The qualitative results
are the same when the market mode! is used to compute abnormal returns. The exact computational
procedure for both the parametric and the nonparametric test statistics are the same as those in
Jain (1985, 1986).
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Table 2
Abnormal returns around the common equity issue announcements

Cumulative Positive

Abnormal abnormal abnormal
No. of return return return
Day firms (%) t-statistic (%) (%) z-gatistic
-120 263 -0.13 -0.86 -0.13 43.0 -2.2%*
-80 264 -0.08 -0.51 414 47.7 -0.7
-60 266 0.17 113 7.55 51.9 0.6
-40 266 0.23 155 11.37 485 -0.5
-30 267 -0.01 -0.08 1331 48.3 -0.5
-20 267 0.04 0.25 15.05 46.4 -1.1
-10 267 0.15 1.02 16.96 50.9 0.3
-5 268 0.06 0.42 17.62 46.6 -1.1
-4 269 0.07 0.46 17.68 49.1 -0.3
-3 269 0.03 0.22 17.72 46.5 -1.1
-2 269 -0.21 -1.41 17.51 46.1 -1.2
-1 269 -2.16 -14.60%** 15.35 19.7 -Q.7x**
0 269 -0.52 -3.48*** 14.83 37.2 -4, 1xx*
1 269 0.23 156 15.06 494 -0.2
2 269 -0.11 -0.75 14.95 44.2 -1.8*
3 269 0.22 1.51 15.18 54.6 15
4 269 0.12 0.79 15.29 48.3 -0.5
5 269 0.08 0.51 15.37 47.6 -0.8
10 269 0.02 0.13 15.61 45.0 -1.6
20 269 0.02 0.15 16.04 457 -1.4
30 269 0.19 129 16.40 52.0 0.7
40 269 0.02 0.16 15.60 494 -0.2
60 269 -0.16 -1.07 15.30 44.6 -1.7
80 269 0.07 0.48 15,52 48.7 -0.4
120 269 -0.13 -0.88 14.27 45.0 -1.6
Time series r-statistics for various intervals
Cumulative
Interval (days) abnormal return (%) t-statistic
-120 to -61 7.38 6.44***
-60 to -31 5.94 7.32F%*
-30 to -11 3.49 5.27%**
-10 to -3 0.91 2,17
-2 to 0 -2.89 -11.25%**
l1to 10 0.78 1.66%*
11 to 30 0.80 1.21
31 to 60 -1.10 -1.36
61 to 120 -1.03 -0.90

Day O, date of the first publication of the news in the Wall Street Journal.
* Significant at 10% level of significance (two-tailed test).
** Significant at 5% level of significance (two-tailed test).
*** Ggnificant at 1% level of significance (two-tailed test).

announcing firms experience an abnormal return of —2.89 percent
(t-statistic of —11.25) during the three-day announcement period
(day —2 to day 0). Second, the average large positive preannounce-
ment period (day — 120 to day —3) abnormal return of + 17.72 percent
indicates that equity issues are made after firms experience reatively
“good times.”
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. Cross-sectional Analysis

4.1 Cross-sectional relation to be studied

Given the modds of Myers and Magjluf (1984) and Miller and Rock
(1985), the equity issue announcements signa changes in expected
earnings. From an empirical perspective, a positive association
between the revisions in earnings forecasts ( D EPS) and the announce-
ment period abnormal returns (ABEVT) would be consistent with the
signaling hypothesis. In order to increase the power of statistical tests,
other relevant explanatory variables should also be included. First,
the evidence in Table 2 and prior empirical research [Asquith and
Mullins (1986) and Masulis and Korwar (1986)] show that the equity
issuing firms experience significant abnormal returns in the prean-
nouncement period. This implies that abnormal returns prior to the
announcement (ABPRE) should be used in explaining D EPS. Second,
analysts revise their forecasts periodicaily and not aways immediately
after the equity issue announcements. Since the earnings forecast
revision period also covers some period after the announcement day,
abnormal returns after the announcement (ABPOST) should also be
included as an explanatory variable. Finaly, a the time of the equity
issue announcement, the size of the issue is also known. This can be
used by financia analysts in inferring the signal. To capture this, the
issue amount as a fraction of the value of shares outstanding (FRACIS-
SUED) is used as an explanatory variable. Overal, the cross-sectional
regression takes the following form:

D EPS = f (ABEVT, ABPRE, ABPOST, FRACISSUED). (1)

The dependent variable D EPS represents the net revision by finan-
cia anaysts in earnings per share forecasts attributed to the infor-
mation in the equity issue announcements. To compute this, the tota
revision in anaysts forecast as reported in the IBES tape is defined
as D EPSTOT. This amount potentially also incorporates the mechan-
ical revison ( D EPSMEC) due to an increase in the number of shares
outstanding, which should be subtracted from D EPSTOT. Thus, D EPS
is defined as D EPSTOT — D EPSMEC. Computational and other details
on al the variables used are provided in the next subsection.

4.2 Linear regression form for estimation

The announcement period is defined as the three-day period from
day —2 to day 0.° The overal preannouncement period consists of a
120-day period from day —3 to day —122. Similarly, the overall postan-

® Since day — 1 and day O constitute most of the abnormal performance of the three-day announcement

period, the cross-sectional analysis of the article was replicated using the two-day abnormal returns.
The results are essentially the same as those reported using a three-day period.
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nouncement period consists of a 120-day period from day + 1 to day
+ 120. To control for the possibility that the different subperiods have
different effects, the overall 120-day pre- and the postannouncement
periods are further divided into four 30-day subperiods. The subpe-
riods are defined as follows:

ABPRE1; abnormal returns from day -3 to -32,

ABPRE2: abnormal returns from day —33 to —62,
ABPRE3: abnormal returns from day —63 to —92,
ABPRE4: abnormal returns from day —93 to —122,

ABPOST1; abnormal returns from day +1 to +30,

ABPOST?2; abnormal returns from day +31 to +60,
ABPOST3; abnormal returns from day +61 to +90,
ABPOST4: abnormal returns from day +91 to +120.

The revision in earnings per share by financial analysts, represented
by D EPS, is obtained from the IBES tape as follows. Let

EPS, = oneyear-ahead EPS forecast in month O (i.e., the
month immediately prior to the equity issue
announcement),

EPS, = oneyear-ahead EPS forecast in month 1 (i.e, the
first month immediately after the equity issue
announcement),

EPS,, ..., EPS; = EPS forecasts in month 2, . . ., month 6.

All the results reported in this study use median forecasts across
al anaysts reporting their forecasts to the IBES. Results using the
mean forecasts are amost the same and are not reported If al the
financial analysts revise their forecasts each month, revlsons in fore-
casts around the event can be computed as EPS, — EPS,.° An exam-
ination of the entire IBES tape indicates that, on average, 20 percent
of the anaysts revise their forecasts each month. This suggests that
it takes several months (about five, on average) for the mean or the
median forecasts to reflect the effect of firm-specific information. To
ensure that these forecasts reflect most of the effect of equity issue
announcements, rewsons up to six months (EPS;) were incorporated
in computing D EPS.” In particular, D EPS is defined as EPS; — EPS,.

® The IBES definition of month-end is the third Thursday of the calendar month, which falls between
the 15th and the 21st day of the month. This has been incorporated into the research design for
matching the announcement dates with the IBES month. In addition, the IBES forecasts published
on the third Thursday may not include the analysts reports made lust a few days prior to the
publication date for compilation. To partially account for this lag, the analysis was repeated by
assuming the second Thursday as the effective IBES month-end. The conclusions are not affected.
O’Brien (1988) and Brown et al. (1985) discuss the reasons behind reporting lags.

” A number of conversations with the analysts at Lynch Jones and Ryan, Inc. were held during the
course of this project. They agreed that four to six months are adequate for the forecasts to reflect
revisions by most of the analysts following a firm.
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The issuance of new shares increases the number of shares out-
standing, which may cause a downward mechanica revision in EPS
forecasts. In a cross-sectiona setting, however, this should not bias
the correlation between announcement period abnorma returns and
revision in EPS forecasts because abnormal returns (which reflect red
value changes) do not arise because of mechanical revisions in EPS.
Yet the estimation should be more efficient with a more precise mea-
surement of the variables involved. Regressions were estimated both
with and without any adjustment for the mechanical effect. The qual-
itative conclusion with respect to the earnings information hypothesis
is not affected.

The adjustment process for the mechanical effect can most easily
be explained by an example. Assume that the EPS forecast for a firm
before the equity issue announcement is $1.00 per share. Further,
assume that after the equity issue announcement, financial analysts
incorporate the mechanical and informational aspects of the
announcement and revise the forecast to $0.65 per share. These num-
bers are reported on the IBES tape and thus D EPSTOT (the total
revison in EPS) is $-0.35 per share. To compute the mechanical
effect component, assume that the immediate use of the funds from
the equity issue is to reduce debt and correspondingly some savings
on interest expense are made? At the same time, the number of shares
outstanding is increased. Given the old forecast of earnings ($1.00
per share), old number of shares outstanding, the funds raised from
the issue of equity, the new number of shares outstanding, and the
time of the issue with respect to the end of the fisca year of the firm,
it is straightforward to compute a revised EPS; let us assume it to be
$0.80 per share. Then, the mechanica effect ( D EPSMEC) is $-0.20
per share. Thus, the revision in earnings per share forecast by analysts
atributed to the information in the eqwty issue announcement ( D EPS
= D EPSTOT — D EPSMEC) is $-0.15.°

With the above definitions of various explanatory and dependent
variables, the linear regression for testing the proposition presented
in Section 4.1 is as follows:

8 For the purpose of computing the amount of interest expense saved from the funds raised from
the new equity issue, the interest rate used was the prime rate charged by the banks to their
preferred customers.

® Adjustment in the EPS forecast due to increased number of shares need not be made for the current
year forecast if the announcement date is before the end of the fiscal year and the issue date is
after the end of the fiscal year. Also, in some cases, firms annua earnings are announced in less
than six months (i.e., before EPS; is known) after the equity issue announcement month. The EPS
forecasts after the announcement of annual earnings will pertain to the next fiscal year. In those
cases, the revisions in earnings forecasts ( D EPS) are computed by properly matching the one-year-
ahead forecasts and the two-year-ahead forecasts repotted in the IBES tape.

676



Equity Issues and Changes in Expectations of Earnings

D EPS = ¢, + ¢;FRACISSUED + c,ABPRE1 + c;ABPRE2
+ ¢,ABPRE3 + c;ABPRE4 + c,ABEVT + c;ABPOST1
+ cGABPOST2 + c,ABPOST3 + ¢,,ABPOST4 + e, ()]

where e is a random error term, and the coefficients c,...,C;; are to
be estimated using the available data. The variable D EPS is standard-
ized by dividing it by price per share on the day prior to the day EPS,
was available. The earnings-to-price ratio is dimensionless and is,
therefore, comparable across firms. Christie (1987) further explains
the need to divide changes in EPS by price per share.® As explained
in Section 1, the above equation is used to test the earnings infor-
mation hypothesis. Specifically, the earnings information hypothesis
predicts that D EPS and ABEVT are positively correlated.

4.3 Cross-sectional results

Means, medians, and standard deviations of the variables used in
estimating the cross-sectiona regression are presented in Table 3.
Statistics on some other variables of interest are also presented. One
motivation for separating the primary issues from combination issues
is that the cash from secondary issues is not received by the company
and, therefore, the signaling implication of primary issues may not
be applicable to secondary issues. However, if the sdlers of the sec-
ondary issue have private access to superior information, then the
same type of adverse selection problem occurs for secondary issues.™
For both types of issues, new shares issued as a percentage of shares
outstanding is about 12 percent. In the four preannouncement peri-
ods, both these groups of firms experience positive abnormal returns.

The average revision in earnings per share, given by D EPSTOT, for
the total sample is negative as predicted. The point estimates of
D EPSTOT and D EPSMEC in Table 3 indicate that about half of the
downward revision by analysts could be attributed to the mechanical
effect from the increase in the number of shares outstanding. How-
ever, it is more appropriate to test the hypothesis using a cross-sec-
tional regression, which alows us to control for other effects.

Since subsequent issues may be less informative than the first issues,
the cross-sectional regression is estimated separately for the first issues
and for the subsequent issues. Similarly, because combination issues
(primary and secondary issues together) may provide information that
is different from the primary issues, the combination issues are not
included in the initial estimation of the cross-sectiona regression.

% The use of price as a divisor is not without limitations. To the extent that firms earnings are
expected to grow at different rates, the ratio of earnings to price is not completely comparable
across firms.

™! For details of signaling implications of secondary issues, see Scholes (1972) and Hess and Bhagat
(1986).
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Table3

Summary statistics for firm-specific variables for firms issuing shares of common stock

Variable name Primary and
Primary issues  secondary (com-
only bination) issues All issues

Mean (SD) Mean (SD) Mean (SD)

[Median] [Median] [Median]
No. of observations: (199-217) (47-52) (246-269)
ABEVT: aanrmaJ return for 3—d9y —0.030 (0.042) -0.023 (0.049) -0.029 (0.044)
event period” (day —2 to day 0) [-0.033] [-0.030] [-0.033]
ABPRE1: abnormal return during 0.042 (0.114) 0.040 (0.100) 0.042 (0.111)
pre-event period (-3 to —-32) [0.030] [0.047] (0.037]
ABPRE2: abnormal return from day 0.054 (0.111) 0.079 (0.144) 0.059 (0.118)
-33 to —62 [0.050] (0.061] [0.053]
ABPRE3: abnormal return from day 0.044 (0.106) 0.053 (0.133) 0.046 (0.111)
—63 to —92 [0.044] [0.038] [0.043]
ABPRE4: abnormal return from day 0.019 (0.108) 0.048 (0.131) 0.024 (0.113)
-93 to —122 (0.014] [0.026] [0.019]
ABPOSTL: abnorma return from 0.015 (0.102) 0.012 (0.124) 0.015 (0.107)
day +1 to +30 [0.017] [0.017] [0.017]
ABPOST2: abnorma return from -0.013 (0.100) -0.011 (0.130) -0.013 (0.107)
day +31 to +60 [-0.021] [-0.006] [-0.016]
ABPOST3: abnorma return from -0.011 (0.114) -0.003 (0.117) -0.010 (0.114)
day +61 to +90 [-0.017] [-0.033] [-0.019]
ABPOST4: abnormal return from -0.001 (0.102) -0.014 (0.100) -0.004 (0.101)
day +91 to + 120 [0.001] [-0.014] [-0.002]
D EPSTOT: earnings per share revi-- -0.0089 (0.050) 0.0017 (0.022)  -0.0069 (0.046)
sion by analysts subsequent to equi [-0.0004] [-0.0000] [-0.0003]
ty issue announcements divided by
price per share
D EPSMEC: effect of equity issue on —0.0041(0.004)  -0.0037 (0.003) -0.0040 (0.004)
computing EPS, divided by price [0.0032] [-0.0027] [-0.0030]
per share
DEPS: DEPSTOT —DEPSISS; i.e, -0.0043 (0.051) 0.0045 (0.022) -0.0026 (0.047)
net adjustment in EPS by analysts [0.0028] [0.0030] [0.0028]

divided by price per share

Some of these variables are used in crosssectional regressions.

! Abnormal returns reported used equally weighted market (CRSP) index.
% Day 0 is defined as the date of the first publication of the news in the Wall Street Journal Index.

The results for the cross-sectional regressions are presented in Table
4. The sample used for the results in the first column is for the primary
issues, which are aso the first equity issues by the firms. Results for
al primary issues are presented in the second column. The results
are similar to those for the first primary issues alone. Results for the
entire sample (primary and combination issues) are presented in the
third column. One motivation for using the entire sample is that the
announcement period abnormal returns are similar across the two
subgroups (Table 3). To the extent that the sample of combination
issues is comparable to the sample of primary issues, the larger sample
has an advantage over a smaler sample.

Among the estimated coefficients in the cross-sectional equation,
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Table4
Cross-sectional regressions of change in earnings per share forecasts ( D EPS) around eguity
issue announcements on a number of explanatory variables

Dependent varigble First public issues of

All issues: primary and
primary common stock®

All primary issues combination issues

Explanatory Eq. (1 Eq (2 Eqg. (3
variables’ (SE(psﬁ (ISIE(PS)) (85%53
Estimated coefficients and t-statistics
Intercept -0.001 (-0.1) -0.009 (-1.3) -0.005 (-0.9)
FRACISSUED 0.062 (1.1) 0.060 El.l) 0.009 (0.3)
ABPRE4 —0.007(-0.2) -0.027 (-0.9) -0.014 (-0.6)
ABPRE3 -0.005 (-0.1) -0.003 (-0.1) 0.009 (0.4)
ABPRE2 0.033 (1.0) 0.075 (2.4)** 0.062 (2.4)**
ABPRE1 0.086 (2.9)*** 0.125 (4.3)*** 0.118(4.6)***
ABEVT 0.323 (4.1)*** 0.236 (3.0)*** 0.199(3.0)***
ABPOST1 -0.035 (-1.1) -0.030 (-1.3) -0.024 (-0.8)
ABPOST2 -0.059 (1.8)* 0.045 (1.6) 0.052 (2.1)**
ABPOST3 0.088 (3.1)*** 0.089 (3.2)*** 0.075 (3.1)***
ABPOST4 -0.045 (-1.4) -0.024 (-0.8) -0.012 (-0.4)
No. of observations 143 197 242
R (adjusted): 0.20 0.18 0.15
F-vaue 5.00*** 6.02*** 5.09***

The three columns represent three different selections of samples of firms used.

! First issues are those for which the WSJI did not contain announcements for at least two years
prior to these announcements.

2 For variable definitions, see Table 3.
* Significant at the 10% level of significance (two-tailed test).
** Significant at the 5% level of significance (two-tailed test).
*** Significant at the 1% level of significance (two-tailed test).

the coefficient on ABEVT (announcement period abnorma returns)
is of most interest since it indicates whether the announcement of
equity issues conveys negative information about earnings. The t-sta-
tistic of 4.1 (column 1) or 3.0 (columns 2 and 3) for this coefficient
is highly significant and the results are, therefore, consistent with the
earnings information hypothesis as derived from the models of Myers
and Mgjluf (1984) and Miller and Rock (1985). The magnitude of the
coefficient between 0.323 and 0.199 is aso reasonable assuming a
simple valuation model. Consider, for example, the discount factor
for earnings to be 10 percent. If a change in earnings is permanent
(perpetudl), the coefficient would be 0.10 but the coefficient would
be 1.10 if the change in earnings is expected to last only for one year.
Thus, the appropriate range is from 0.10 to 1.10."

2 Lys and Sivaramakrishnan (1988) and Israel et al. (1989) discuss the issue of the magnitude of the
coefficient in greater detail. They examine equity-for-debt swaps using a cross-sectiona regression
similar to the equation estimated here. Other smilar studies include Ofer and Siegel (1987) on
dividend changes, and Dann, Masulis, and Mayers (1991), Hertzel and Jain (1991), and Bartov
(1991) on repurchases. The above analysis was aso performed by excluding firms that had stock
splits within six months of the announcement dates and by excluding firms that had other important
announcements (such as dividend changes) within three days of the announcement dates. The
conclusions are not affected.
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The eight variables represented by ABPREL,...,ABPRE4, and
ABPOSTL,...,ABPOST4 are included in the cross-sectional regression
to control for other effects on D EPS from periods adjacent to the
announcement period.”® The results suggest that the inclusion of
these variables is critical in explaining the cross-sectional variation
in D EPS. Exclusion of these variables would have led to an omitted
variable bias.* The coefficient on the varisble FRACISSUED is not
significant, suggesting that this variable does not convey significant
information.

Although not the focus of their study, Healy and Palepu (1990)
examine Value Line earnings forecasts for a smaler sample of 71
firms and do not find significant results. Apart from a smaller sample
size and a different time period of their study, there is at least one
important difference between their analysis and the analysis pre-
sented here. They do not control for the effect of abnormal returns
adjacent to the announcement period. As reported earlier, the equity
issuing firms experience very large positive abnorma returns prior
to the equity issue announcements. Since these positive abnormal
returns are expected to affect the forecasts of earnings positively, the
total effect on the revision in the anaysts forecasts is composed of
two opposite effects. Without controlling for the preannouncement
period abnorma returns, the estimated variance of the coefficients
may be upward-biased [Maddala (1977, p. 156)] and we may obtain
insignificant results. Consistent with this argument, for the present
sample, the simple correlation coefficient between the three-day
abnormal returns and the revisions in anaysts forecasts was positive
but insignificant.”

B The simple correlation coefficient between two of the explanatoryvariables (ABEVT and ABPOST1)
is —0.11. However, the coefficient on the ABEVT variable is amost the same when the equation
is estimated without the ABPOST1 varigble. The ABPOST1 to ABPOST4 varigbles have been adjusted
by excluding the three-day abnormal returns around the issue date. This is important because. as
reported in Mikkelson and Partch (1988), there is a significant stock price movement also around
the issue date: for the current sample, abnormal returns for the three-day period from two days
before the issue day to the day of the issue is —0.70 percent, which is significant at the 5 percent
level.

' The coefficient to the ABPOST3 variable has a surprisingly |arge t-statistic associated with it. Since,
on average, the ABPRE and ABPOST variables are expected to have positive coefficients, one of
them could be large and positive by chance alone. The regression diagnostic results presented in
Section 4.4 indicate that large t-statistics are not a common occurrence, and thus one large positive
coefficient is consistent with randomness and does not necessarily represent a systematic misspecifi-
cation of the equation.

15 Similar to the analysis in Jain (1987) for firms included in the S& P 500 index and for the equity
issuing firms in Healy and Palepu (1990), | also examined risk changes around the announcements
and found a statistically significant increase in the average b. However, the increase in b was not
significantly correlated to the announcement period abnorma returns. For brevity, the results are
not reported but are available from the author. In addition, when the increase in b is included as
an additiona explanatory varigble in Equation (2). it is aso not significant. In various forms of the
equation estimated, announcement period abnormal returns are positively associated with changes
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4.4 Regression diagnostics

As pointed out by Israel et al. (1989, 1990), it is important to validate
the main results using control regressions. Control regressions are
similar to Equation (2), estimated for testing the earnings information
hypothesis. However, the window chosen to calculate ABEVT is out-
side the equity issue announcement period. Since there are no equity
issue announcements and no other systematic announcements are
expected in the control period windows, the control period regres-
sion results should not display a significant coefficient on the ABEVT
variable. Two different types of control regressions are estimated.
First, a cross-sectional regression was estimated using a three-day
window defined by day +3 to day +5. The t-statistic for the coefficient
on the ABEVT variable in such a control regression was only 0.1. This
gives credence to the significant results (supporting the earnings
information hypothesis) reported earlier. Second, 12 control regres-
sions were estimated using 12 randomly chosen “event” dates for al
the firms in the sample. For the 12 observations, the average t-statistic
for the coefficient on the ABEVT variable was only 0.6 with a standard
deviation of 0.7. Thus, the result for the actua event (t-statistics of
3.0 and 4.1 as reported in Table 4) is sgnlflcantly larger than the
empirical value under the null hypothesis® In general, this simu-
lation exercise does not affect the earlier conclusion that the results
are consistent with the signaling models of Myers and Magjluf (1984)
and Miller and Rock (1985) as explained in the first section.

Two additional diagnostics were performed. First, the residua errors
were plotted against explanatory variables and the plots did not exhibit
heteroskedagticity. Second, regressions were run after deleting the
two largest and the two smallest values of D EPS and ABEVT. The
truncatlon also did not change the results in any appreciable man-
ner.

in analysts' forecasts whether the increase in b is used as an additional explanatory variable or not.
Thus, the support for the earnings information hypothesis exists even after controlling for the
possible effect of the increase in b. Similar to Korgjczyk et a. (1991, 1992), | aso examine the
timing of equity issue announcements and find that equity issues are more frequent after quarterly
and annual earnings announcements. In contrast, Loderer and Mauer (1992) report that the timing
of dividend declarations and equity issue announcements are not related. In a recent related article,
Brous (1992) finds some results similar to those presented here.

'8 The control regressions also included eight other variables (ABPREL,...,ABPRE4 and ABPOSTL,...,
ABPOST4) similar to those in the test period. The results again show that it is useful to include
relevant variables represented by abnormal returns from the periods adjacent to the announcement
period. The average t-statistic for these variables for the randomly chosen events was 1.7 with a
standard deviation of 1.4. Thus, some of the significant t-statistics reported in Table 4 for these
variables are consistent with those under the null hypothesis.

7 Although the main regressions in the present analysis are cross-sectional, autocorrelations of esti-
mated residuals were examined in a manner similar to that by Israel et al. (1989). There was no
evidence of significant autocorrelations. Also, see Bernard (1987) for the need to examine these
correlations.
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Conclusion

| have presented an empirical explanation for negative abnormal
returns around equity issue announcements. The evidence shows that
the revisions by financial analysts subsequent to the equity issue
announcements are positively related to the announcement period
abnormal returns. This result supports the earnings information
hypothesis in the article in that the seasoned equity issues provide
signals to the market about earnings as suggested in the models of
Myers and Majluf (1984) and Miller and Rock (1985).
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