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Abstract

We investigated whether or not there
were negative abnormal returns prior to the
repurchase announcement and positive
abnormal returns after the announcement. If
the repurchase signals an undervalued stock
price or better future earnings forecast, then
there may be short-run positive abnormal
returns following the announcement. If the
value of the positive information comes from
the better earnings forecast, then there may
be long-run positive abnormal returns. It was
found that there were indeed short- and
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long-run abnormal returns for the first
repurchases of TSE and OTC firms.

As for the effect of multiple
announcements, the second- to fourth-time
repurchase announcements of TSE firms
were followed by significant positive
abnormal returns; however, they were not as
strong as the first time. OTC firms had
positive abnormal returns for the second
announcement; however, this was not
observed in third and fourth announcements.
There was a significant decline in systematic
risk for TSE firms after the announcement.
No significant stock price drop was found
after the buyback period ended.

Tuming to the factors affecting
abnormal returns, it was found that firms
with a wider buyback price range might be
able to preserve more flexibility and, thus,
higher abnormal returns. However, other
factors used were found to have no
significant effect.
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I ~ Introduction

The amendment to Taiwan Securities
and Exchange Law, Article 28-2, was passed
in June 2000, allowing TSE- and OTC-listed
firms to repurchase a portion of their
outstanding shares under certain conditions
and regulations. Companies can buyback
their shares: 1) When the buyback is to
transfer shares to employees; 2) When the



buyback is for equity conversion in
coordination with the issuance of corporate
bonds with warrants, preferred shares with
subscription rights, convertible corporate
bonds, convertible preferred shares or stock
warrants; or 3) When the buyback is required
to maintain the company’s credit and
shareholders’ wealth and the shares so
purchased are cancelled.

Limitations on the quantity or amount of
shares to be repurchased are also stated in the
new regulations: 1) The number of shares
bought back shall not be more than 10
percent of the total number of issued and
outstanding shares of the company; 2) The
total amount of shares bought back shall not
be more than the amount of retained earmings
plus premium on capital stock plus realized
capital gains; and 3) The total number of
shares repurchased per day may not exceed
one-third of the total number of shares
planned for repurchase.

The law also covers the execution
process. Firms can buyback upon the
approval of more than half of the directors
present at a Board of Directors’ meeting
attended by two-thirds or more of directors.
Firms should make public announce of the
repurchase, and report the required items to
the Securities and Futures Commission (the
“SFC”) within two days of the day on which
the resolution was made at the meeting of the
Board of Directors. The company shall
complete its repurchase within two months.
Besides, upon expiration of that period or
within five days of completion of the
repurchase, the company should submit a
report to the SFC and announce the status of
execution of the repurchase. Shares bought
back by a company in accordance with the
first purpose (for transfer to employees),
should be transferred within three years from
the date of the buyback. If the repurchase is
in accordance with the third purpose (to
maintain the company’s credit and
shareholders’ wealth), the capital reduction
shall be put into effect within six months of
the buyback date.

Open-market repurchases have
commonly been used for some time in the
West as a means of distributing corporate

cash flow to shareholders. It 1is well
documented that the stock market responds
favorably to a company’s announcement of
share repurchases. The literature provides
abundant motives for why companies might
repurchase their own shares. According to
Dittmar (2000), the motivations are:

1) Undervaluation Hypothesis: Information
asymmetry  between  insiders  and
shareholders may cause a company to be
misvalued. If insiders believe that stock is
undervalued, the firm may repurchase
stocks as a signal to the market. Dann
(1981), Vermaelen (1981), Ikenberry,
Lakonishok, and Vermaelen (1995) show
that there are both short-run and long-run
abnormal returns after the announcement,
particularly in low  market-to-book
companies.

2)Excess Capital Hypothesis: Companies
distribute excess capital to shareholders
through open-market repurchases. This
point was raised by Jensen (1986) and
supported by Stephens and Weisbach
(1998) in their empirical researches.

3) Signaling Hypothesis: McNally (1999)
believes that firms that repurchase more
have higher earnings. This was supported
by his empirical research. Stephens and
Weisbach  (1998) find that share
repurchases are negatively related to prior
stock price performance, suggesting that
repurchases depend on a degree of
perceived undervaluation. Lucas and
McDonald (1998) show that, without fixed
costs to repurchase, there is a separating
equilibrium in which managers use taxable
dividends to signal the quality of the firm,
with better firms paying lower dividends
using repurchases for the remainder of the
payout. With fixed costs to repurchase,
small payouts are made by dividends and
large payouts are divided between
repurchases and dividends. In both cases,
larger repurchases reveal better news.
However, if companies announce
repurchase plans with no intention of
really buying back, they face moral and
legal risks (Kracher and Johnson, 1997).
Besides, their stock price tends to fall at




the end of the buyback period (Vermaelen,
1981; Dann, 1981).

Ikenberry and Vermaelen (1996) value the
flexibility of repurchase as an exchange
option in which the market price of the
stock is exchanged for the true value of the
stock. Therefore, the  repurchase
announcement expands the company’s
investment opportunity. Nohel and Tarhan
(1998) argue that repurchases do not
appear to be pure financial transactions
meant to change the firm’s capital
structure, but are part of a restructuring
package meant to shrink the assets of the
firm to more efficient uses.

Dann, Masulis and Mayers (1991) find
positive earnings surprises and equity
systematic risk reduction after tender
offers. Bartov (1991) documents a weak
indication of positive unexpected annual
earnings in the repurchase announcement
year and positive revisions of earnings
forecasts by analysts around announcement
dates.

4)Optimal Leverage Ratio Hypothesis:
Companies achieve their target leverage
ratio through repurchases (Bagwell and
Shoven, 1988; Opler and Titman, 1996).

5) Management Incentive Hypothesis: Stock
options encourage managers to substitute
repurchases for dividends because
repurchases do not dilute the per-share
value of the firm (Dunsby, 1994; Jolls,
1996; Fenn and Liang, 1997).

6) Takeover Deterrence Hypothesis:
Repurchases can be used as a takeover
defense because a repurchase can increase
the lowest price for which the stock is
available (Bagwell, 1991; Denis, 1990).
When it comes to the characteristics of

repurchasing firms, Barth and Kasznik (1999)

find that firms with more intangible assets

are more likely to repurchase shares and have
more positive announcement returns because
repurchase is a good way to reveal the value
of intangible assets. Besides, they also find
that general information asymmetry is
negatively related to repurchase likelihood,
but announcement returns are positively

related. Also, the higher the holding

percentage of institutional investors, the

larger the repurchase likelihood and
announcement of abnormal returns (Ratner,

Szewczyk and Tsetsekos, 1996).

Jagannathan, Stephens and Weisbach
(2000) point out that firms with higher
‘temporary’ non-operating cash flows tend to
use open-market repurchases, while firms
with higher ‘permanent’ operating cash flows
tend to pay dividends.

Industry characteristics can affect
buyback decisions as well. Gelb (2000) finds
that firms in high-concentration industries are
inclined to disclose more information directly.
By contrast, firms in low-concentration or
low entry-barrier industries tend to reveal
information by repurchases.

The purpose of this paper is to examine
the following issues:

1) Short-run abnormal returns during the
announcement period, including marginal
effects on multiple announcements.

2) Testing factors affecting the short-run
abnormal returns from previous literatures,
e.g. book-to-market value, buyback
percentage, firm size.

3) The difference between pre-announcement
and post-announcement equity systematic
risk.

4) Whether or not there are negative
abnormal returns after the end of the
buyback period, and the relation between
short-run abnormal returns and the actual
execution percentage.

5)Long-run abnormal returns for one year
after the announcement.

IT ~ Data, Methodology and Results

Repurchase regulations were officially
put into practice on Aug. 9, 2000; therefore,
our sample consists of open-market
repurchases announced between August 2000
and December 2001 taken from the TSE and
OTC databases. Stock return data came from
the TEJ database. A total of 506 TSE and
213 OTC repurchase announcements were

found during this period.
We use standard event study
methodology to investigate the



announcement effects. The significance of
abnormal returns are tested using Corrado
Statistics (1989,1992), Brown & Warner tests
(1980,1985) and P-test. As to the factors that
may affect the magnitude of abnormal returns,
book-to-market ratio, absolute and relative
size of the repurchase, price range of the
buyback, abnormal returns before
announcement and firm size are used as
independent variables against which simple
and multiple regressions are run.

We also analyze possible changes in
systematic risk following the announcement
through paired t-test, modified Levene Test
and P-tests. The price behavior after the end
of buyback execution as well as long-term
abnormal returns are examined by both
buy-and-hold approach and wealth relative
approach.

Empirical results are summarizes in the
following section.

IV ~ Conclusions

It was observed that repurchase firms
did have significant negative abnormal
returns before the announcement and positive
abnormal returns following the
announcement in the short-run. In the
long-run, repurchase firms in the TSE sample
had significant 12.91%  buy-and-hold
abnormal returns, and 4.15% in the OTC firm
sample.

Furthermore, it was found that
second-time repurchase abnormal returns,
though they were significant, were not as
strong as the first time. Third-time and
fourth-time repurchases still had abnormal
returns following the announcement in the
TSE sample, but there were no significant
cumulative abnormal returns for the OTC
sample.

We tried to discover which factors
might affect abnormal returns. It was found
that price range of the repurchase was the
most significant factor, suggesting that firms
with a wider range of price bound may
preserve more flexibility in practicing the
buyback. Though book to market ratio,
relative and absolute size of the repurchase,
were also significant in some sub-samples of

multiple announcements, it could not be
concluded that they are the key factors just
based on the weak evidence. A significant
beta decline occurred in TSE repurchase
firms, but not in OTC firms.

Finally, it was found that there was no
significant stock price drop after the buyback
period ended. However, within the buyback
period, the abnormal returns were very
significant.

Taken together, the abnormal return
results were consistent with the view of
previous literature. However, due to the
research time limitation, the time horizon of
long-run abnormal returns was only one year.
Long-run return examination over three to
four years was left for further investigation.
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