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Abstract This study focuses on investigating the impact which some selected factors have on the magnitude of the price
reaction for right issue and debenture issue announcements of Colombo Stock Exchange during the period of 2005 to 2011.
Stock reactions based on differences in the relative size of the issue, size of the firm, pre offer leverage ratio, stock price
performance prior to issue was analyzed to identify the most influencing factor. Cross sectional regression analysis reveals a
significant positive influence of issue size on price reaction for right issues but the influence by the rest of the factors were
insignificant. In debenture issues, significant negative impact of pre offer leverage ratio on magnitude of price reaction could
be identified while rest of the factors having an insignificant impact.
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1. Introduction

Many studies in the past have concentrated on identifying
the information efficiency of the market by analysing the
stock price reaction for various information releasing to the
market. Announcement of security issues is also one of the
events which researchers had focuses on to identify the
nature of the price reaction. Numerous empirical studies
have shown that announcements of equity issues cause
negative price reactions, whereas the news of a debt issue is
followed by a positive price reaction. But very few have
actually gone a further step to reveal “what factors impacts
the magnitude of the return behavior during the
announcement of various security issues’. Mikkelson (1985)
was the first to investigate the factors affecting negative
stock price responses to the capital structure changes by
conducting a cross-sectional study on convertible security
calls. From there onwards different scholars have selected
various factors based on capital structure theories to identify
the relationship with the stock price movements around
capital issue announcements. Among factors that have been
considered by later studies such as Asquith and Mullins
(1986), Graham et al. (1999), Cheng et al. (2005), Chen and
Shehu (2009) include factors such as firm size, leverage,
growth option, bank debt reduction, stock performance
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prior to the offering and book to market ratio. Almost all of
these studies are on developed stock markets like US &
Japan and it is very rare to find widely cited empirical work
based on Colombo Stock Exchange (CSE). Due to the wider
differences of the market conditions, the findings of these
developed markets cannot be presumed as same in the
developing markets. Due to operationalization difficulties it
is not practical to consider all the factors, thus if a study
could be conducted with selecting few factors conditional
upon the data availability would contribute to bridge this
gap in the literature relevant to developing markets.

This study attempt to provide empirical evidences with
the objective to investigate whether factors such as size of
the issue, leverage ratio, stock price performance prior to
offering and size of the issuing firm has an influence over
the magnitude of price reaction by analyzing the price
reaction for 96 right issues and 20 debenture issues during
the period of 2005 to 2011.

2. Literature Review

Many studies in past, have been carried out
hypothesizing range of different factors as the motivation
for the price behaviour for security issue announcements.
Size of the issue has frequently considered as one of the
factors which determine the price changes. From those one
of the main factors which has considered is “Size of the Issu”
(Masulis 1980; Asquith & Mullins 1986: Mikkelson &
Partch 1986; Korajczyk, et al., 1990; Schadler & Manuel
1994, Chen & Shehu 2009). Asquith and Mullins (1986)
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consider size of the issue as a variable to prove the
information hypothesis and leverage related signal
hypothesis. They provide evidence for an inverse
relationship between the size of the issue and announcement
day excess return and justifies that larger the size of the
issues conveys the message of larger change in the capital
structure, thus information which managers keep from
outsiders regarding their future earnings is also high.

But Baker and Wugler (2000) suggest an opposing view,
stating that size of the issue is not an influence on price
reaction because size of a new issue would only represent a
small fraction of the total capital outstanding, thus would
not be a substantial influencer to change the firm’s capital
level. Though Korajczyk, et al., (1990) observe the same
results (negative coefficient) they argue that the relationship
between size of the issue and the negative price reaction
may not necessarily be consistent with the information
based hypothesis because larger the overvaluation of the
firms security larger the incentive to issue more equity. Size
of the issue may also be a factor influencing the price drop
at the announcement of security issue but this argument
loses its value with Scholes (1972) horizontal demand curve
theory.

The second factor considered in the current study is
change in the firm leverage level, and it has been
considered by scholars such as Masulis (1980), Dann and
Mikkelson (1984), Asquith and Mullins (1986), Korajczyk,
et al (1990), Baker and Wugler, (2002), Brounen and
Eichholtz (2001), Cheng, et al., (2005), Chen and Shehu
(2009). Due to reasons such as, choice of equity due to
excessive debt levels, probability of financial distress due to
higher leverage ratio this factor may have an impact over
the magnitude of price reaction. Masulis (1980) also points
out that the introduction of debt capital to the capital
structure has an  impact of reducing the
stockholder-manager agency costs by increasing the
managers’ proportional ownership in the firm’s equity. Also
Graham et al. (1999) state that the average change in the
market value of the firm is indistinguishable from the
amount of debt retired by the firm which indicates the size
of the capital issue or repurchase does not affect the price
reaction. Chen and Shehu (2009) have witnessed firms with
leverage ratio moving closer to the industry median,
experience lesser negative stock price reaction comparing
with firms who moves away from the industry median.

Several studies such as Asquith and Mullins (1986),
Mikkelson and Partch (1986), Korajczyk, et al., (1990), Li
and Zhao (2003), Dutordoir and Hodrick (2012) made an
effort to investigate a relationship between stock market
reaction for security issue announcement and the market
performance of the respective security during a
considerable period prior to security issue announcement.
Asquith and Mullins (1986) find that the announcement day
price reduction is inversely related to stock price
performance in the year prior to the announcement. Their
justification for this result is, when there is a stock run up
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prior to the issue, investors take that as a bad news because
they presume managers are been opportunistic to raise
finance since shares are overvalued in the market.

There justification for this result is, when there is a stock
run up prior to the issue, investors take that as a bad news
due to the presumption of managers been opportunistic to
raise finance because shares are overvalued in the market.

The relationship between the stock run-up and
announcement effect can be described by Market Timing
theory by Myers & Majluf (1984). A study based on
Japanese market by Kang and Stulz (1996) provides
different argument based on cultural difference in the
countries. They argue, unlike American firms Japanese
firms are less willing to scarify positive NPV project if the
firms share price is performing poorly and the likelihood of
Japanese firms issuing securities following positive excess
returns is less compared to American firms. The main
justification they provide for this cultural phenomena is the
role played by the long term shareholders of Japanese firms.

The relative size of the firm has been considered as factor
by many studies though the explicit explanations are not
available as the reason for such a behavior. Studies like
Kang and Stulz (1996), Brav, et al., (2000) and Cheng et al.
(2005) have considered size of the firm in terms of market
value as a factor which describes the nature of the stock
performance at a security issue. Kang & Stulz (1996)
investigate the differences between US markets and
Japanese markets and have observe that larger Japanese
companies have lower abnormal returns for equity issue
announcements compared to smaller Japanese firms. Kang
& Stulz’s justification for these results are that, larger firms
have better access to capital markets due to corporate
control differences. Myers & Majluf, (1984) states that
information asymmetry is higher in smaller firms in
comparison to larger firms during an equity issue. But
Cheng et al. (2005) provide opposite results which prove
that larger the firms greater the negative abnormal returns
for equity issues in Japanese stock Markets.

3. Data and Methodology

The sample period for the study was right issues and
debenture issues announcements during the period of 2005
to 2011. From 138 right issues during the period only 96
right issues were selected through sample selection criteria
and only 20 right issues were selected from 30 debenture
issues during the period. The whole study was based on
secondary data sources. The two most important set of data
were daily price behaviour around the security issues and
the security announcement date. Daily price information of
securities was obtained from the annual data library CD
issued by CSE and the announcement date was considered
as the earliest date which issue was appeared under the
news & info heading of each listed companies profile in
CSE official website.
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3.1. List of Hypothesis

Following alternative hypotheses were formed based on the
identified factors,

Hla: There is a significant influence by size of the issue
on stock price reaction to the announcement of right
& debenture issues.

There is a significant influence by pre issue
leverage ratio on stock price reaction to the
announcement of right & debenture issues.

There is a significant influence by stock price
performance prior to issue on stock price reaction to
the announcement of right & debenture issues.
There is a significant influence by size of the
issuing firm on stock price reaction to the
announcement of right & debenture issues.

Hlb:
Hld:

Hle:

3.2. Cross sectional Analysis

A cross-sectional analysis has been carried out to examine
the relationship between price reaction and factors which
assumed to be affecting such reaction. Four variables are
considered as the factors affecting the price reaction, namely
size of the issue, leverage ratio, market price before the issue
(MP) & size of the firm. The cross-sectional regression
model is given as follows:

CAAR i=p0 +B1Size of issue ; +B2Leverage;
+ B3Run up; + B4 Firm Size ; +i i €))

CAAR i - Cumulative average abnormal return for firm i
during day —1, day 0 (event day) and day +1

B1 Issue Size — Size of the equity or debt issue in terms of
number of shares issued.

B2 Leveragei - The ratio of total debt to total asset for firm
i

B3 Run upi — Stock price performance(Run up) prior to
event window

B4 Firm Size i - The logarithm of the market value of
equity of issuing firm

Event study methodology was adopted to measure the
dependent variable, magnitude of price reaction. Three
alternative abnormal returns modelling methods were
adapted to ascertain robustness of the results. In previous
literature different measures have been followed by different
authors to measure the stock price reaction or abnormal
returns for the security issue announcement. Literature does

not recommend the most suitable mechanism to measure the
abnormal returns or price reaction to the security
announcements, it has been customized upon different
studies. The speciality of the current study is three alternative
normal return modelling methods have used to measure
magnitude of price reaction. Those techniques are
Mean-adjusted returns (MAR), Market Adjusted Returns or
Index Return (IM), Market and Risk Adjusted Returns
(CAPM).

The four independent variables were measured based on
approaches followed by previous studies. Relative size of the
offering is measured as the capitalization of the security
issue as a percentage of the pre announcement market
capitalization of the company. Pre issue leverage ratio of the
security is measured by total liability of the issuing firm as a
percentage of pre announcement market capitalization of the
issuing firm. Market timing effect is measured by
considering the CAAR of stock during the period -250
trading day to -31 trading days before the announcement day.
30 days before the announcement were chosen as the starting
point to eliminate any pricing effect due to information
linkages regarding the security issue within the month prior
to the public announcement. Size of the firm is measured by
considering the pre announcement market capitalization of
the firm at the end of the year preceding the announcement
date and it is statistically calculated by taking natural
logarithm of market value of equity at the yearend preceding
the announcement.

4. Results

The following section of the study discusses the results of
the cross sectional regression analysis of the selected factors
which are assumed to be affecting on stock price reaction
around security issue announcements. As literature have not
suggested the most suitable event period to calculate CAAR,
multiple events windows have been considered and multiple
regressions have been carried out to recognize most suitable
model to analyze price reaction. The event windows
considered are (day -1, 0, day +1), (day -1,0), (day 0), (day
0,+1), (day -2 to day +2), (day -3 to +3), (day +10 to -10)
only windows (day -1, 0, +1), (day 0, +1) and (day -2 to +2)
has been accounted for final analysis considering the higher
R2 value and coefficient significance.

Table 1. Cross Sectional Analysis of Right Issues - MAR Model

Event ; L
Aven Constant $1ze O.f Leverage ; Run Up; Firm Size; R2 Durbin
Windows issue i Watson
pi =312 087" -.010 .041 -.014
(-1,0,+1) 25 2.24
Sig .164 .000 154 .189 182
pi -.296 081" -.008 .039 .013
(0,+1) 23 2.20
Si. 176 .000 239 .199 203
pi -.301 088" -.008 .028 .013
(+2 to -2) - .20 2.33-
Sig 236 .000 287 434 .269

*, represent the 95% confidence level respectively.
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Table 1 shows the cross sectional regression result of the
coefficient of each independent variable with the CAAR
returns of 3 event windows according to MAR model. The
coefficient of issue size, stock run up and firm size are
positive in all three event windows according to MM model
and coefficient of leverage being negative. But only
coefficient of issue size is significant at the 95% confidence
level in all three event windows. Therefore only Hla
alternative hypothesis can be accepted concluding there is a
significant positive relationship with stock price reaction and
size of the issue. For all other three variables the null
hypothesis has to be accepted. R2 value of all three event
windows are nearly 0.2 which means that only 20% of the
dependent variable is defined by the selected independent
variable.

As shown in the Table 2 the cross sectional regression
results of IM model is more similar to results of MAR model.
For CAAR of all three event windows, apart from leverage
ratio the rest of the variables have a positive coefficient and
for leverage ratio it is negative. Yet only the size of the issue
confirms the statistical significance at 95% for all three event
windows and the coefficient of Stock Run up is significant
with CAAR of day +2 to -2. Which can be interpreted as,
right issue announcements with higher stock price
performance prior to the issue announcement have a larger
the CAAR during the period of Day -2 to Day+2. R* value of
all three event windows are in the range of 0.22 and 0.25,
again the capability to define dependents variables by the
independent variables is low with the returns calculated by
IM models. Just as in the previous model the errors of the
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model are not random since Durbin- Watson (DW) value is
more than 2.

Table 3 illustrates the cross regression results of the final
model, CAPM model. And results are more similar to the
results of IM model. The size of the issue and stock run up
(only in event window day -2 to +2) has a significant positive
relationship with CAAR. Negative coefficient of leverage
and positive correlation of firm size are not statistically
significant at 95% confident level. Thus even for this model
only Hla can be accepted for all three event windows and it
indicates that issue size has a significant positive relationship
with CAAR of three event windows. In fact the result can be
interpreted as, when size of a right issue changes by 100%
the CAAR of (-1, 0, +1), (0, +1), (-2, to +2) tend to increase
approximately by 92%, 88% and 90% respectively. The
CAAR of event window -2 to +2 would also change by 3.9%
when the stock run up of firm changes 100%. The R2 value is
same as the other three models nearly 23% to 25% which
specifies there are other factors affecting the variability of
dependent variable CAAR. The DW value of 2.2 and 2.3
show the errors of the model are not random.

Following the regression analysis of right issues the same
analysis was conducted to debenture issue announcements to
identify the relationship between selected factors and CAAR
of three event windows namely (-1, 0+1), (0, +1), (+2 to -2).
The regression results of CAAR values based on three
alternative methods would be discussed separately.
Hypothesis will be tested depending upon the significance of
coefficient of each variable at 95% confident level.

Table 2. Cross Sectional Analysis of Right Issues - IM Model

Event Constant Size of Firm Size ) Durbin-
Windows issue i Leverage Run Up ; R Watson
Bi -316 .094* -.012 .021 .014
(-1,0,+1) - 25 2.288
Sig 175 .000 .078 .057 .192
Bi -.290 .087* -.010 .014 .013
(0,+1) - 22 2.252
Sig .200 .000 132 .194 229
Bi -.305 .093* -.009 .029%* .014
(+2 to -2) - 22 2.352
Si. 243 .000 206 .019 276
*, represent the 95% confidence level respectively.
Table 3. Cross Sectional Analysis of Right Issues -CAPM Model
Event . . . . . Durbin-
Windows Constant Size of issue i Leverage ; Run Up; Firm Size; R2 Watson
Bi -29 .092%* -.010 .026 -01
(-1,0,+1) 25 221
Sig. 201 .000 121 .062 222
Bi -28 .088* -.010 .016 .013
0,+1) 23 221
Sig. 192 .000 137 238 221
pi -28 .090* -.007 .039 .013
(+2 to -2) 23 2.30
Sig. 261 .000 336 .014 292

*, represent the 95% confidence level respectively.
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Table 4. Cross Sectional Analysis of Debenture Issues -MAR Model

Factors Affecting for Magnitude of Stock Price Reaction

. Durbin
Constant
Event onstan SIZG O.f Leverage ; Run Up; Firm Size; R? -Watso
Windows issue i n
Bi .037 .024 -.001* -.147 -.001
(-1,0,+1) 41 2.01
Sig .882 788 .015- .850 925
Bi .055 .006 -.001 -.223 -.002
(0,+1) - 40 1.58
Sig 704 901 .016 .621 750
Bi 368 -.114 -.001 -.029 -.015
(+2 to -2) - .30 2.02
Sig 179 232 .025 972 201
*, represent the 95% confidence level respectively.
Table 5. Cross Sectional Analysis of Debenture Issues —-IM Model
Event Size of . . 2 Durbin-
Windows Constant issue i Leverage ; Run Up; Firm Size; R Watson
Bi .045 .046 -.001* -.052 -.002
(-1,0,+1) - 44 2.01
Sig .849 592 .017 394 .849
Bi .041 .003 -.001 .003 -.001
(0,+1) ; 39 1.63
Sig 174 948 .015 925 819
Bi 380 -.093 -.001* -.028 -.016
(+2 to -2) - 31 1.97
Sig .149 320 .032 .665 158
*, represent the 95% confidence level respectively.
Table 6. Cross Sectional Analysis of Debenture Issues -CAPM Model
Event Size of . . Durbin-
Windows Constant issue i Leverage ; Run Up; Firm Size; R2 Watson
Bi -.114 .020 -.001* .019 .005 5
(-1,0,+1) X 1.95
Sig. 617 797 046 101 604 1
Bi -.047 -.019 -.001%* .017* .003 7
(0,+1) - 1.6
Sig. .633 .569 .009 .003 534 1
Bi 213 -111 -.001* .013 -.009 5
(+2t0-2) 2.45
Sig. 301 126 .010 183 327 0

*, represent the 95% confidence level respectively.

Table 4 represents the cross regression analysis results of
CAAR around debenture issue announcements calculated
based on MAR model. Apart from the size of the issue all
other variables have a negative coefficient with dependent
variable, but only leverage ratio has p value less than 5%
which confirms the statistical significance at 95% confident
level, all other variables do not confirm the statistical
significance to prove as factors which affect the volatility of
CAAR in three event windows. Thus alternative hypothesis
Hlc was accepted confirming that leverage ratio of the
issuing firm has a significant impact on price reaction around
debenture issues. The R2 value of the three regressions are
within the range of 0.308 and 0.416 which can be interpreted
as, nearly 40% of the variability of dependent factor can be
defined by the model. DW value of window (-1, 0, +1) and
(-2 to +2) are nearly 2 which confirm that the errors of the
two models are random.

The results of regression analysis of debenture issues
based on IM method is shown in Table 5 and results are more
similar to the results of MAR method for all three event

windows. The only significant factor which has a
relationship with dependent variable is leverage ratio prior to
offerings but the value of coefficient is only -0.001 for all
event windows. In other words when leverage ratio of
security issuing firm is higher than the other securities price
reaction of that security would be reduce by .1%. Just as in
the earlier model, null hypotheses have to be accepted with
respect to size of the issue, stock run up and firm size but for
leverage ratio alternative hypothesis was accepted.
Interpretation of R” value and DW value is same as the
previous models.

The cross sectional regression results of CAPM model
(Table 6) confirms that only leverage ratio has a significant
relationship with CAAR for all three event windows and the
relationship is positive. Just as the previous two models the
result of CAPM model verifies, when firms having higher
leverage ratio magnitude of price reaction for debenture
issue would be lower. The R2 value of window (0, +1) has
the capability to define the highest variability of the
dependent variable when compared with the rest of the
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regression models of CAPM and also when compared to
previous models of CAAR. Yet the DW value of all three
regression models are not near to 2 which signifies that error
of the models are not random.

When analyzing cross sectional regression of all CAAR
models for debenture issues it can be concluded that only
leverage ratio prior to the issue has a significant relationship
with CAAR and the value of the coefficient is -0.001 for all
three event windows. The issue size has a positive
relationship with CAAR and the rest of the two variables
have a negative relationships but neither of them is
significant. The R” value of regressions varies across
different models but most of the models reveal a R* near to
50% or above.

5. Conclusions

This study attempts to investigates the factors which
influence the magnitude of the price reaction of right issues
and debenture issues and observed that from the selected
factors only two have been significant enough to have an
impact on the price reaction. The Coefficient of issue size is
significantly positive for right issues announcements and
positive yet insignificant for debenture issue announcements.
These results contradicts with many of the previous studies
such as Asquith and Mullins (1986), Mikkelson and Partch
(1986), Brounen and Eichholtz, (2001), Chen and Shehu
(2009), Cheng et al. (2005) who justifies a negative
relationship between issue size and price reaction for
equity/debt/convertible security offerings. The result of
current study is also inconsistent with size of the issue being
a function of tax disadvantage hypothesis, as a function of
information asymmetry hypothesis and price pressure
hypothesis.

The next significant result can be observed when pre issue
leverage ratio is taken as a variable effecting price reaction
around security announcements. Although coefficients of
both types of issues are negative only debenture issues
provide statistical significance, which implies firms with
higher leverage level would experience larger negative
abnormal returns around the debenture issues. These results
are contradicting with findings of Brounen & Eichholtz
(2001), Cheng, et al., (2005) which proved the debt market
accessibility hypothesis and financial distress hypothesis at
higher leverage level.

This study reveals that the market participants of CSE
behave differently than the other markets, because findings
of the current study are not consistent with the findings of
previous studies. Though issue of the debt capital is preferred
than equity capital in developed markets, shareholders
perception is not the same in Sri Lanka. This negative
perception may have built with the recent past bankruptcy
stories of key financial institutions of Sri Lanka, because
these institutions have heavily relied on higher debt capital
and has raised further debt as the last resort to survive..
Though debt capital presumed to be the cheaper source of
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capital the cost of default risk and higher preference at the
liquidation appears to be influencing more to the investors of
Sri Lanka.

The rest of the variable considered fails to justify
statistical significance of the relationship with price reaction
although stock run up showed a positive relationship with
price reaction and firm size provides negative relationship
with the price reaction for both right and debenture issues.
Thus the discussion on those variables were not carried out
further since the null hypothesis had to be accepted
confirming there is no relationship [stock price performance
prior to the issue and firm size do not have a relationship for
price reaction around security issues.
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