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ABSTRACT

Since 1%*>, researchers have been bewildered by stock splits. The pioneer study by Fama. Fischer
Jensen and Ross which tried to explain the reasons behind the noticeable increase in share prices
before and after the announcement date formed the genesis ofa myriad o f studies on this area. The
interest in stock splits is motivated by the fact that this event is not directly related to changes in
the operating or financial structure of the firm and. therefore, should cause no change in stock price
other than the adjustment warranted by the split factor. Ibis study intended to find out whether
stock split announcements have u significant effect on share prices at the Kenyan stock market.
Specifically lest the existence or absence o f stock splits post announcement abnormal returns at the

Kenyan slock market.

I he study explored the relationship between stock splits announcements and subsequent returns
during the period of 2004 to 2008. The study finds that contrary to much previous research, lirnts
do not exhibit positive abnormal returns at the long run and no abnormal returns can be cited for
the period before the split announcement dale. Instead, the study finds out that significant positive
abnormal returns after the announcement dale only persist for a very short time. The study also
finds out that abnormal returns arc not correlated to market returns arid large capitalized firms
experience broadly same scale o f abnormal returns following a stock split announcement as small

capitalized firms.

front the Kenyan stock market data, it can be concluded that stock splits announcements cause
short term price drifts anti it's attributable to the speed at which new information is digested by the
market, hence there is ample evidence on existence of information content in slock splits, The
consistency o f these results over all the firms that have announced stock splits at the NSI: provides

a strong case on existence of stock splits post announcement abnormal returns.
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CHAPTER ONE

1.0 INTRODUCTION

11 Background in the study

Investors are always eager to cash in on the latest trends in the stock market in order to increase
value of their portfolios, no matter what the consequences may he. Companies that go public
seem to attract a lot of investor attention as in the case of initial public offers, while some
investors have their eyes out on announcements of impending stock splits (Simbovo. 2001).
Many investors are of the illusion that if a company splits its stocks, that it is a definite upswing
in the company’s fortunes. However, as with speculative investments, stock splits may
temporarily increase net worth ofa stock sometimes resulting to positive abnormal returns, but
may also be arisky investment depending on the market conditions since the underlying driver in

stock investment is the value ofthe stock (Simbovo. 2001)

A stock split is a corporate action the increases the number of the corporation's outstanding
shares by dividing each share, which in turn diminishes its price. |he stock market capitalisation,
however, remains the same (Invcslopedia slalf, 2005). For example, with a 2- for-I slock split,
each shareholder receives an additional share (dr each share held, hut the value of each share is
reduced by half: two shares now equal the value of one share before the split. A stock split
occurs when the board of directors authorizes distribution of common shares to existing
shareholders of the company. Ihc distribution is done proportionately, and thus shareholders end

up with the same proportionate ownership they had before the stock split (Onyango. 1999).

Mbuguu <2004) defines stock splits as marketing incentives offered by companies looking to
attract new investors. When companies perform well and meet earnings expectations, they will

look to make additional shares available to investors if demand for the stock exceeds supply



available-. A split in this sense would allow existing shareholders to own more shares and
additional investors to take advantage and invest in the company at the event where existing

investors wish to sell their increased shares

According to Wulff, <I*>>) stock split is merely an accounting change, which leaves investors
no better or worse oft-titan they were before and stock splits are purely ornamental corporate
events with no real economic consequence. They arc transactions that simply divide the same pic
into more slices and it is believed that splits are superficial, since the firms cash flows are not
affected (Brenan and Copeland. I<s88L They re arrange the equity section of the balance sheet
and do not increase the firms assets and consequently stock splits have no effect on the firms

capital structure (Mayo. 1998).

In Kenya, the process of splitting stocks begins when the board of directors authorizes a
distribution of common shares to existing shareholders o f the company. The distribution is done
proportionately and thus the shareholders end up with the same proportionate ownership they
had before the split (Onyango. 1999). ITe request to split shares is then placed with the capital
market authority (CMA) for approval. Once a split has been approved by the Capital Markets
Authority (CMA). it lakes the Central Depository and Settlement Corporation (CDSC) time to
credit the split shares into the client's accounts. Prior to updating of the client's accounts with
the shares, only the principal number o f shares trade steering an artificial supply hitch. ()nce the

crediting is finalized, the split shares flood the market creating excess demand.

I he studies on stock split and their resultant effects on post announcement returns have received
considerable attention in the finance literature. As observed by Rodney and Bartley (2007) the

long-run performance of equities alter stock splits is the subject of a vigorous academic debate



between the behavioral finance and the efficient markets schools of thought. According to
Rodney and Hartley (2007) it is by now well accepted that stock splits signal favorable news
about the fundamental value of a corporation, but if markets are semi-strongly efficient, the
present value ol such news should he fully priced during the narrow event window around the
announcement date. An observed under reaction to such a simple corporate event, which leaves
the corporation materially unchanged, calls into question the market's ability to quickly digest
other more complex or ambiguous information especially for semi-strong and weak efficient

markets.

Ikenberry el al. (1996) in a study on under reaction to self selected events and Desai and Jain
(1997) in a study on long run common stock returns Ibllowing stock splits and reverse splits,
form the genesis o f stock splits' significant role in the behavioral versus rational markets debate.
They report a positive price drill during the onc-ycar periml aHer the announcement of stock
splits from 1975 to 1991 and from 1976 to 1992. respectively. lhcsc results seem inconsistent
with the semi-strong efficient markets paradigm that Daniel et al. (1998). in motivating their
model of under reactions and overreactions based on psychological biases in their study of the
theory of overconfidence, self attribution and market under and over reaction: cite stock splits as

their first example of under reaction to public news events.

I he information content theory appears to play hand in the reaction of the stock prices both after
announcement o f the stock split by the management and the time the stocks arc traded in the
slock exchange. Empirical findings by Kry/anowski and Mao (1991) give a perfectly positive
correlation between the signaling information on slock splits and the returns obtained by the

investors in the short-run at the Canadian stock exchange. | heir study provides evidence that the



Post split abnormal returns can be as a result of efficient markets where the llow of information

IS strong.

Barker and Callagher (19X0) found out that managers lend to mention the optimal trading range
to explain the noticeable increase in share prices alter the announcement of the split. By making
the price more attractive to cash poor investors, the number o f share orders might increase after a
Stock split and since a stock split gives the existing shareholders a feeling that they have more
shares than before and they have more stocks to trade in. there is an increased trading activity
around stock splits and this might lead to a price drift. In this sense, stock splits are used to draw
attention to the firm’s shares and maintain the prices within the optimal range ((irinhatl et al.

1984).

Secondly splits lower the selling price, increasing marketability of the shares. The increased
interest and marketability may ultimately cause value of stocks to appreciate (Mayo. 1988).
Thirdly the management of a company may use a stock split to signal to the market future

prospects of the company. In this sense a stock split is an attention getting devise.

The debate over the existence or absence of post split abnormal returns is u focal point of
contention and an ongoing battle in the field of finance. Actually, two simultaneously produced
studies investigating virtually the same event set. both relying upon the same long run
performance methodologies, arrive at conclusions that are in diametric opposition. lkenberry and
Rammath (2002) report evidence in support o f behavioral models o f price formation while Byun
and RozclT(2003) argue that the abnormal returns evidence support market efficiency, (.learly a

further study on price drifts is needed, hut most importantly the price drifts need to be



investigated in ;i new set of data, especially in emerging markets as recommended by Rodney

and Hartley (2007).

In Kenya, stock splits came into the picture in 2004 when companies that had experienced a rally
in their stock prices opted to split their shares. Between June 2004 and June 2008. ten companies
had announced stock splits at the NSF. (NSF, 2008) drawing research attention in the area of
stock splits. Whilst researchers including Simhovo (2008) have studied stock splits and their
resultant impact on liquidity at the NSF. the Stock split topic in relation to price volatility and
post announcement abnormal returns remains broadly and widely un-investignied in emerging

markets, specifically at the NSF.. This forms a useful conceptual background o fthe study.

1.2 Problem Statement

Returns or gains on stocks is a fundamental concept in finance. Moth investors and borrowers arc
concerned about returns and they seek to know the behavior of stock prices following a corporate
event (Kothari and Warner. 2001), Investors desire predictable returns that add value to their
investments and are generally uncertain about when they will want to eliminate their holding for
a financial asset and lock in profits. Borrowers are concerned about returns because they arc
uncertain of future needs to raise capital and may want to attract and retain investors (Simbovo.

2004).

Brennan and Copeland (1088) developed the information signaling theory that relates stock splits
post announcement price drills to the information content that splits signal good prospects about
the firm. However | ugene and Daves (2004) repeated the study empirically and found out that if
a firm announces stock splits, its stock price tends to rise but if the firm docs not announce

increased earnings and dividends during the next few months, the stock prices will drop to the



earlier level. Rodney and Bartley (2007) observe that stock prices.do not immediately and fully
respond to management’s split announcement, but that the information seems to be incorporated
within the relatively brief period between the announcement and the split date is suggestive of
the presence of some market friction that impairs the market's ability to fully price new

information rapidly.

Simbovo (2004) conducted a study at the NSI\ and observed a positive correlation between sh»>ck
splits and liquidity, however, the behavior o f stock prices after a stock split announcement in the
Kenyan stock market is not known as no known study has been conducted to establish existence

or absence of abnormal returns after stock split announcements.

Ibis study will investigate the effect of sti>ck splits on stock prices with a specific view to test
the existence or absence of abnormal returns after stock split announcement at the NSL. |he
guestion is, “Do slock splits announcements cause abnormal returns for the splitting firm at the

NSF.T’

IJ Objective of the Study

I he objective of the study is to determine whether a stock split announcement has a significant

effect on stock prices.

1.4 Im|H»rtance of the Study

Investors

The study will reveal test results on abnormal returns after stock split announcement that has

generated a lot of debate lietween the market efficiency proponents and the behavioral finance



proponent* This will enable investors to make rational decisions given the information available

to them.

Investment advisors

Investment advisors are interested in corporate events because they play a key role in signaling
the stock market. Further. the advisors need to advise their clients on the importance o f stock

splits - returns correlations in making investment decisions around stock split events.

Scholars

The study will give insights to the academic world on issues related to sloek splits thereby
contributing to the existing international literature. The study examines the stock price reaction
associated with the announcement o f stock split in a slock market (N Sli) where signaling and the
investor clientele motives arc less important factors than in the markets covered by prior studies,

further, the study will provides framework for advanced studies in this field.

Financial Managers

I he behavior of returns has obvious implications especially for managers who may favor equity
rather than debt financing, the idea being to signal the market when is the right lime and attract
investor attention. Consequently finance managers will understand better the behavior of post

split returns for linns stocks.



CHAPTER TWO
2.0 LITERATURE REVIEW

2.1 Introduction

Since Foma ct al, (1969) published their seminal paper on slock splits, a large body of research
has investigated this particular corporate decision. The interest in stock splits is motivated by the
fact that this event is not directly related to changes in the operating or financial structure o f the
firm and. therefore . should cause no change in stock price other than the adjustment warranted
by the split factor. However, in theory a stock split is merely an accounting change, which leaves
investors no hotter or worse o ff than they were before the split (Rodney and Bartley. 2007). All
that happens is that there is a change in size of the units in which ownership maybe bought and
sold (Sharpe ct al. 2008), yet stock splits ure relatively common occurrences. This implies that

there must be some benefit, either real or perceived, that results from a firm splitting its slock

Several hypotheses have been proposed to address why firms split their stocks. One of the
hypotheses is that due to the information asymmetry between managers and shareholders,
managers split their stocks to signal good information to the public, | he hypothesis also holds
that it is costly to falsely signal, since if had news comes out about a firm subsequent to the split,
the Stock price may sink below the range that managers and shareholders consider optimal

(Brvnan and Copeland. 1988).

A second hypothesis states that mangers split their firm stocks to make the stock more liquid, by
splitting a stock and lowering its price, more investors will he able to own it and liquidity should
increase. The liquidity-improvement hypothesis is based on the proposition that lower-priced
stocks draw more investors and generate greater trading volume, thus enhancing marketability

and reducing the bid-ask spread.



A third hypothesis states that by increasing the ownership base ofthe firm, management makes it
more difficult for any one group of shareholders to initiate action against them. |hough this is
one of the top three reasons that managers cite for splitting their stock linker and Gallagher
(1980). empirical evidence regarding this hypothesis is somewhat mixed. Both | amoureux and
Poon (1987) and Mukherji cl al. (1997) lind that the proportion of institutional ownership

remains unchanged following a stock split.

In a fourth hypothesis, linker and Gallagher (19X0) argue that by decreasing the price per share .
Stock splits may bring the stock price into a more desirable trading range for the stock that is
based on the minimum ticket size that is allowed. Copeland (1979) finds a widening of the hid-
ask spread as percent of price following stock splits. Similar results regarding the bid ask spread

in the post-split period are also reported by Conroy el al, (1999) and Schultz (2000).

2.2 Slock Splits and llu* Signaling Hypothesis

I he signaling theory by Brennan and Copeland (19X8), assumes that managers have private
information about the future prospects of their own firm. If a firm with good prospects splits,
then its percentage effective spread will increase temporarily. F.vcntually the market will come to
perceive the same good information that managers knew causing the firm price to rise and the
percentage effective spread to return and even out If a lirm with average or bad prospects splits
its slocks, then the percent effective spread will increase permanently. Ibis cost differential

allows good lirms to signal by splitting and prevents average or bad linns from mimicking.

So the question broadly is: If acompany announced a stock split, will this new information cause
positive abnormal returns on the splitting lirms’ stock? According to F.ugcne and Daves (2004).
Firstly on average the price of a company’s stock rises shortly after it announces a stock split or
dividend. However the price increases are more the result of the lad that investors lake stock

9-



split* as a signal of higher future earning* and dividends than a desire for stock splits per sc.
because only companies whose management thinks things look good tend to split their stocks.
Since stock split announcement is taken as a signal that earnings and cash dividends arc likely to
rise, the price increases associated with stock splits is the result of signals of favorable prospects
for earnings and dividends. Secondly, if acompany announces a stock split or a stock dividend,
its price will tend to rise however if during the next few months it does not announce an increase

in comings and dividends, the slock price will drop back to the earlier level.

From these lindings b> | ugene and Daves (2004), stock splits are just additional pieces o f paper
from a purely economic standpoint, however they provide management with a relatively low cost
way o f signaling that firm prospects looks good, f urther, since large publicly owned stocks sell
at prices in their hundreds, all in all it is probably makes more sense to employ slock splits when
firm’s prospects are favorable, especially if the price ol its slock has gone beyond the normal

trading size.

Stock splits also have signaling value because they have costly consequences, including
execution costs, higher listing lees, and greater trading costs associated with price drops
(Brennan and Copeland 1988). | herefore, only firms with positive private information can afford
to signal through a stock split. Firms can also split their stock to attract market attention
(Grinhlatt ct al, 1984) and Brennan and Hughes (1991). Only linns that believe to be
undervalued or expect to perform well have the incentive to attract attention and cause a

revaluation o f their fundamentals.

Both these information-based theories have received supportive evidence in the U.S. lor

example, Lakonishok and Lev (1987) find that, compared to their peers, splitting firms have

- 10-



strong pro-split earnings performance that is not reversed after the split In addition. McNichols
and Dntvid (1WO) report that unanticipated earnings per share (EPS) increase after the split; split
factors arc positively related to favorable post-split earnings surprises; and announcement excess

returns increase with the split factor.

Rodney and Bartley (2007) notes that the alternative to the behavioral long run anomaly
explanation for post announcement price drift is that market frictions impair the speed with
which new information is incorporated into the securities post announcement prices. |here ore
abnormal returns lor the period that begins immediately after the split date as opposed to the
announcement date. This strongly suggests that there is no long term post split anomaly on a
value weighted basis. Moreover, even on an equal weighted basis, the results were significantly
weakened in that the abnormal returns arc zero tor a longer period. One year post split returns ,
while positive /oro generally are not statistically different from zero, one can infer that abnormal

returns are confined to the period between the announcement and ex-date.

ITic signaling theory predicts that splitting firms should receive positive abnormal returns on
announcement. An empirical challenge for signaling is that there is no evidence that split firms
actually experience a temporary increase in percent effective spread as compared to non-split
firms. I he signaling hypothesis may be a more plausible reason lor the splits with a small split
factor. | airly priced or underpriced firms will he motivated to take action to reveal information

about their true value.

2.3 Stock Splits and the Trailing Range Hypothesis
Tlie trading range theory of Copeland ( *>7*>). suggest that a split lowers the price, which makes

trading more affordable especially by avoiding old lot trading costs. Eventually this leads to an
increase in the base of traders in the firm In turn, this eventually increases the volume of trade.

-11
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which eventually lowers the percent effective spread. The empirical evidence finds that split
firms experience an increase in the base o f trades and an increase in volume. Survey o f corporate
managers by Raker and Gallagher (19X0) and Raker and Powell (1991) reveal that the two most
important reasons given by managers for undertaking a stock split are to bring stock prices into a
better trading range and improve its liquidity. An empirical challenge for the trading range is that
there is evidence that split firms experience a lower percent effective spread. In other words there

is no evidence that splitting films receive a net benefit from splitting stocks.

Conventionally, the trading range hypothesis suggests that adjusting the price hack to its
"optimal trading range” can induce a positive revaluation effect. There is nevertheless a wide
spread belief in financial circles that an optimal price range exists for stocks. Optimal means that
it the price is within range, the firms' value will be maximized. The main argument behind this
hypothesis is that small investors have a preference for low-price stocks in order to trade in

round lots and. thus, minimize their trading costs.

Baker and Powell (1993) argue that the managerial view of enhanced liquidity is this increase in
diversity and number o f shareholders. Lamourex and Poon (1987) find an increase in the number
of shareholders after stock splits, and their evidence is therefore consistence with the managerial

motivations for splitting stocks to price ratios that lit a belter trading rage.

In contrast, large investors prefer high-pricc stocks since the trading cost per dollar falls as the
price moves higher, thus, leaving the optimal trading range effect open to empirical validation.
In relation to t>e same hypothesis, firms may use a split to achieve an optimal balance of
investor's clienteles resulting in a better valuation of their stock. Several studies; l.akonishok

and Lev (1987), lkcnberry el al, (1996) and Rozell (1998) find that the stock prices increase

-12-



faster for firms that later split their stock than their matches and the .price gap disappears alter the
split (l.akonishok and | ev. 1987). Conroy ct al. (1990), MeNiehols and Dravid (1990), and
Ro/eff (1998) find that split factors are positively related to pre-split prices or price deviation
from normal levels. A change in the motivations for trading after the split manifests itself ns a
change in the trading activity of the stock. lksai el al. (1997) provides evidence consistent with
this hypothesis and find a significant increase in the number of trades and a significant decrease
in the average turnover per trade (trading volume per trade, normalized by outstanding shares)

alter the split.

An alternative explanation lor stock splits is that firms may prefer their shares traded within a
particular price range (Copeland. 1979). Management might have this preference because when
Stock prices arc too high, many small uninformed investors cannot all'ord to trade in round lots,
thereby affecting the liquidity and price of the slock. Splitting shares would improve price by
enlarging clientele and hence reducing the trading cost o f the stock. Moreover management may
prefer to bring more small investors-investors who lend not to exercise too much control-into the

firm to create more controllable ownership mix (Powell and Baker. 199.1).

According to this hypothesis investors discount illiquid securities heavily compared to liquid
ones. | bis implies that an investor will have a high rate of return lor illiquid securities. Stock
splits have costs, which if increased will affect the liquidity and price. An empirical challenge for
the trading range is that there is no evidence of the splitting firms receives a net benefit from
doing so. The hypothesis is not likely to he a plausible explanation for splits with a small split

factor because small split factor would not effectively reduce that share enough to a certain range

(Aminhud and Mendelson. 1986).

- 13-



Debate- still continues on which of the two theories (Signaling theory and trading range
hypothesis) better explains the corporate action of stock splits. Puspitasari and | fiendi (2002)
explored stocks splits data at JSX covering the period of 1099 -2001 and their study showed
evidence that signaling theory is more suitable in explaining stock split decision. This is because
the non-perceived component of information is more prevalent. They also find that the split
factor is not significantly correlated with the first three years of profit alter the firms decide to
~plit the stocks, implying that stock split is only significantly related to the short term returns and

less significantly related with the long run returns consistent with the signaling theory.

2.4 Stock Splits and Efficient Market Hypothesis.

Ilhe litlicicnt Market hypothesis (IM 11) states that security must fully reflect all available
information. 1his theory lias been subjected to much research and analysis, and has been a major
source of disagreement between practitioners and academies. Copeland (1988). Fischer and
Jordan (2002). l.ofthouse (2001). Prior to 1950s it was believed that traditional investment
analysis could be used to outperform the stock market. In 1950s. studies emerged (Kendal 1953)
that changes in security prices followed arandom pattern. |his generated theorizing and research

that led to the efficient market notion (LolUiouse. 2001)

At the random reception of information the percentage price changes should be random. Since
new is by definition unpredictable and. thus resulting price changes must be unpredictable and
random. As a result, prices fully rolled all known information and even uninformed investors
buying a diversified portfolio at the tableau of prices given by the market will obtain a rate o!
return as generous as that achieved by experts. |his happens if the market is efficient. If the
market is inefficient, there rnuybe patterns to share prices. lhe prices could be a series of price

increases followed by price decreases (Loflhnouse, 2001).
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An interesting paradox in the market efficiency debate is thata market is efficient if some, people
(known as noise traders) believe that it is not efficient and trade on something other than new
information. Moreover, the market return must be sufficiently high to allow informed traders to
recover their costs o f collecting information or none would be collected (l.of)house, 7001). This

study is designed to ascertain whether stock splits significantly drive stock price at the NSF..

Ilie advocates of behavioral finance attributes the abnormal returns after stock split as purely
based on ability of the market to digest the corporate news and factor the value of the
information in the stock prices. Goyenko et ul, (2006) observes that in perfect capital markets,
stocks splits would neither create nor destroy value. But in real world stock splits have an impact
on value and therefore firms do split their sttxks which they would not make an effort to do if it

was completely irrelevant.

| ama (1098) noted that market efficiency survives the challenge from the literature on long-term
return anomalies. Consistent with the market efficiency hypothesis that the anomalies are chance
results, apparent overreaction to information is about as common as under reaction and post-
event continuation of pre-event abnormal returns is about as frequent as post-event reversal.
Most important, consistent with the market efficiency prediction that apparent anomalies can be
due to methodology, most long-term return anomalies tend to disappear with reasonable changes

in technique.

I ama (1998) provides a vigorous defense o f market efficiency and a critique o f Long-term return
anomalies that purport to challenge the efficiency paradigm. One o f Fama’s arguments is that the

reported anomalies are not sufficient to refute the efficient markets paradigm, because they have
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not been tested out o f sample. Ftuna observes. “ Some anomalies do not stand tip to out-of-sample
replication.”

Seemingly in response to |ama's critique, two papers emerged independently and almost
simultaneously. lkenbcrry and Ramnath (2002) and Byun and Ro/elT (2003). Ikenberry and
Ramnalh (2002) re-examine the stock-split anomaly over a long sample period. 1927-1097.
They report significantly positive abnormal returns alter stock splits throughout the sample
period and generalize their findings by abstracting “these results are consistent with the notion of
market under reaction to the information in corporate news events." | heir results provide support
for the behavioral theories o f Daniel, el al (1998) and Itarberis et al. (1998).

Commenting on lkenberry and Ramnath (2002), Titman (2002) concurs that the study seems to
“provide strong support for the overconfidence or under reaction hypothesis. Given the
consistency of this evidence [their results) should probably tilt our beliefs toward some sort of
overconfidence explanation” (p.g 530). Nevertheless, litman concedes puzzlement over what
prevents people from trading on knowledge of the anomaly and making it disappear over time,
and calls for further research on the matter. Using almost the same sample period (1927-1996).
Byun and Ro/efT(2003) also study long-run performance after stock splits. They confirm the
findings of lkenberry. et al (1996) and Desai and Jain (1997) in that they report long-run positive
performance after two-for-one splits from 1975 to 1990.

Sharpe ct al. (2008) indicates that for each stock split the stocks abnormal return was determined
by relating monthly returns on the stock to the corresponding returns in the stock markets. They
argued that expected positive returns developments (such as unexpected large increase in
earnings) caused abnormal increases in the slock prices of these firms after which the firms

decided to split their stocks. The announcement o f stock splits appears to have triggered a boost
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in ihc firms slock; il had abnormal increase of about f% in the period from two days before to

two days after the announcement.

I he behavior of post split prices indicates that over tin; following year investors continued to
receive significantly positive abnormal returns amounting to X % and that thereafter no notable
abnormal returns occurred. Apparently the prices of firms whose stock split did rise hut they did
not rise to an equilibrium level on that announcement date. Such an under action of the
announcement of a stock split can be interpreted as evidence of market inefficiency, however
other studies using different stocks and time periods, hove found slightly negative abnormal

returns after the stock split.

Stock splits arc associated with increased transactional costs (Sharpe et al. 2008). After stock
splits, trading volumes rise less than proportionately as both commission costs and bid ask
spreads expressed as a percentage value increased hardly -reactions that are favorable to
stockholders For example after a 2 to | stock split there will be twice as many shares
outstanding . so as it is reasonable to expect the daily number of shares that are traded to double.
Il is also reasonable to expect daily number of shares that are traded to double, it is also
reasonable to expect the commission for buying 200 shares after the split to be the same as the
commission for buying 100 shares before the split. Instead it was found that after the split the
number of shares traded daily was less than twice as large as commission per share traded were

proportionally larger.

2.5 Forms of Market Efficiency'

Faina (1970) distinguished between three forms o f marker efficiency, the weak form, semi strong
form and the strung form efficiency. His distinction was bused on the amount of information
impounded in stock prices. In the weak form efficiency, security prices relied all past prices
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(historical information). Ihis implies that in the weak form efficiency, it is impossible to make

abnormal profits by using pas prices to make sell and buy decisions.

In the semi strong efficient markets, all publicly available information is reHeeled in the security
prices. llterefore efforts by fundamental analysts and investors to acquire and analyze public
information will not yield consistently superior returns. |he strong form efficiency suggests that
all public and private information is factored into security prices Ilie implication is that no
trader will make abnormal prolits by using his information except by chance. Sharpe (2001).
However studies in 1070s onwards suggest that the market is less than perfectly efficient. Fama
(1090) reviewed the literature again in three categories. He replaced weak form with tests for
return predictability, the semi-strong from with event studies and strong form with tests of
private information. Return predictability had the greatest impact. lhis resulted in huge literature

on time varying returns (Kingori. 1995) and cross sectional returns.

These studies appear lo show that the market is much less efficient than the academics
previously thought. Most researchers show that capital markets are efficient in the weak and
semi strong forms hut not in the strong form. Usually capital market efficiency has been tested in
large and sophisticated capital markets o f developed countries (Copeland, 19X8) and so one must

be careful lo limit any conclusions lo the appropriate arena from which they are drawn.

However, any refuting evidence against F.MIl is labeled as an anomaly and is encompassed in
rather ad hoc modifications lo the old theory (I.ofthouse. 2001). It is hoped that the anomalies
may eventually be shown lo be mistaken or that a new theory will emerge. These ad hoc
modifications seem, inevitable in the ease of EMH because all tests are joint tests Lollhouse

(2001), Sharpe (2001) and Copeland (1998). They test an asset pricing theory at the same time as
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the efficient market hypothesis. Since asset-pricing theories like CAPS! are used in measure
normal returns, any anomalies may be either due to EMII or the asset pricing theory used

(Dimsonand Mussavian. 1998),

2.6 Stock Split Life Cycle and Its Kffccts on Stock Prices

Stock split driven abnormal returns for the period that begins immediately alter the split date as
opposed to the announcement date. Rodney and Bartley (2007). [his strongly suggests that there
is no long term post split anomaly on a value weighted basis. Moreover, even on an equal
weighted basis, the results by Rodney and Bartley (2007) were significantly weakened in that the
abnormal returns arc zero for a longer period. One year post split returns . while positive zero
generally arc not statistically different from zero, one can infer that abnormal returns are

confined to the period between the announcement and ex-date.

Stock splits have shown a typical lifecycle according to lkenbcrry (19%). each stage predicting
unique drivers lor returns. | irxt is the Pre announcement stage where stocks usually enter this
stage quietly and without fanfare after a long period o f healthy growth. However some cases the
emergency into the pre announcement stage is occurs quickly, as unexpected windfall causes a
rapid increase in the stock price. This stage of stock split is often associated with significant
appreciation in share price. Hie key of profit from this stage is being able to determine which
stocks arc the most likely to split and when (Inkcnherry, 19%)

Secondly is the announcement stage which is causes an upbeat atmosphere of a stock split often
pulls in a large number of new buyers. |his influx oftraders and investors can lift the stock price
higher, giving exceptional gains for those positioned in the stock prior to the stock split
announcement. | or those who are not in stock before the split announcement, this stage usually

offers low risk setups lor timing short term trading entries. On the announcement date, the linn
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will announce a record date and payment date for the split Several weeks elapse between the

announcement date and the payment dnte(Inkenherry. 10%)

rhirdly is a dormancy stage when there is generally a return to normal price behavior in the
week following a split announcement at the initial interest subsides. |he shorter the lime
between the announcement and the split date, the less subdued this stage will be. | or many
stocks, period between announcement and actual split is less than ‘>0 days, in which case this
stage is not a dormancy stage but a pre-split run which is a more powerful phase of the cycle.

Over the pre-split run. investors dramatically bid up for the pre split shares (Inkenberry, 1996)

And then the split stage which is the day of the sti>ck split provides more investor awareness of
the already well publicized slock split. Many investors who watched the stock rise at the
announcement and again during the pre split run will now buy shares at a lower split prices. The
buyers can push prices even higher. Ily convention, the ex date is the trading day the follows the

payment date. On the ex date and thereafter, trading commences in the split shares (Inkenberry,

1996).

lastly the post split stage is the period alter the last buyers are in, investor excitement for the
stock can begin to fade. Prices will often retreat for a while as shares arc sold to lock in profits.
Tliis stage of a stock split can deliver excellent shorting prospects. While some stock splits will
pull back and consolidate for a while, strong performers often dip. quickly rebound and then

continue to fly higher (Inkenberry. 19%).

Ihe positive slock price reaction on the announcement day follows a significant positive price
run-up in the month preceding the stock split decision. This price run-up is followed by a

persistent upward price drift that Ikenberry, ct al <I'>96) attribute to investor under reaction at the
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announcement lime. lhere is also evidence of significant positive abnormal price reaction
around the ex-day. The significant reaction on the ex-day is puzzling because capital market
efficiency rules out further revaluation around the cx-doy gives the high certainty about the
execution of the stock split. | amoureux and Poon ( I*>X7) attribute the positive market reaction
to price pressure induced by an expansion of the investor clientele of the splitting stocks which
generates additional positive revaluation around the ex-day while Money and Mullein (1992)
observe that the ex-day positive price reaction is due to a temporary order imbalance caused by a
surge of buy orders ns new investors are attracted to the splitting stock. Significant positive
returns around the announcement and ex-day have been also reported from markets outside the
[I.S.A including Canadian Slocks (Kry/anowski and HaolW 1). Bigcr and Page (1°>92) for stock
splits on the Johannesburg Stock Exchange. NVu and Chan (1997) Cor Hong Kong slocks, and

Niini (2000) for Finnish stocks

2.7 Conclusions from Literature Ifcvicw

The long-run performance of equities after stock split announcement is the subject o fa vigorous
academic debate between the behavioral finance and the efficient markets schools of thought,
from the above literature it is now well accepted that slock splits signal favorable news about the
fundamental value of a corporation, but if markets are semi-strongly efficient, the present value
of such news should be fully priced during the narrow event window around the announcement
date. An observed under reaction to such a simple corporate event, which leaves the corporation
materially unchanged, calls into question the market's ability to quickly digest other more
complex or ambiguous information.

| ama (1998) noted that market efficiency survives the challenge from the literature on long-term

return anomalies. Consistent with the market efficiency hypothesis that the anomalies are chance
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results, apparent overreaction to information is about as common as. under reaction and post-
event continuation of pre-event abnormal returns is about as frequent as post-event reversal.

| aina (1008) thcaTore leaves the abnormal returns debate wide open for further study.

Whilst all the theories explicitly reveal that stock splits lead to share price volatility, there are
different views on the stage when abnormal returns or price drifts set in after stock split
announcement. Moreover, evidence on information content of stock splits for firms listed in
emerging markets is broadly lacking. In this sense, there is a need to test these hypotheses on a
different set of data and in markets where stock splits arc recent actions (like the NSI ). By
investigating the stock split price behavior at the NSF.. this study will consider more recent stock
split events for the period between 21KM and2 2008 hence contribute in addressing this

know ledge gap.



CHAPTI-R THREE
3.0 RESEARCH METHODOLOGY

3.1 Introduction

This chapter sets out the various steps that were taken in executing the study thereby satisfying
the study objectives. Ihe chapter consists of an outlay of research design, population of the

study, data sampling, data collection and data analysis.

3.2 Research Design

An event study o f a descriptive nalua' was used which is an empirical study that examined the
behavior of firms’ stock prices around corporate events (Kothari and Warner, 2004) An event
study design was preferred because the study utilized quantitative data to describe events and
finds out ‘what is’ (Glass and Hopkins, 1084) as opposed to inferential statistics that determines
‘cause effect*. | he study engaged the use of secondary data from the NSI | he methodology was
hosed on ihe assumption that capital markets are sufficiently efficient to evaluate the impact of

new information arising from simultaneous events and factors that occur alongside stock splits.

3.3 Population

The target population of the study constituted 10 equity listed companies that have announced
stock splits at the NSF. between the period 2004 to 2008 (Sec Appendix. 2) Since the population
size was less than thirty (N<30). a census was done where all the 10 companies was considered

for the study.

3.4 Data collection

I his study relied on secondary data collected from the NSI:. Ihe 90 days (before ami alter
announcement of slock split) daily stock prices, daily market returns and stock split

announcement dates for the individual sampled firms were collected in soil copy from lhe NSI..
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| lie data was captured as follows:

Table31 >|0ih

Daily share prices for each stock and cash dividends were recorded against NSI 20 daily share
index. Since stock split announcement dates differed per company, data for the 10 companies

was collected and tabulated separately.

3.5 Data Analysis

Ihe st a study was a descriptive event study. Abnormal returns o f stocks were generated from the
event of interest Which was the stock split announcement date? These abnormal returns were
estimated by the difference between the realized return observed from the market and the
benchmark return (I.eemakdcj, 1908). The bcnchmurk return was recorded as the return of the
stock if there was no event Since this return is unobserved. It was estimated from the asset price
model (I eemakdcj, 1*>98). lhe analysis therefore used the traditional market model to estimate
the abnormal returns. lhe market model for the firm was estimated as shown in (1) benchmark

model

Ri.t  ai+ piRM.t i et i, (n

Where:-
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Ri.t is the realised return for lirm i. computed as (2) below.
Rm.t is the corresponding return on the NSI market index at day t.
lii is the systematic risk of the stock.
The realised Return (Ri.t) was computed as follows -
Ri,t= (P2- PI)/Pl oo (2)
Where:
1*2 is closing price of day t
Pl is the opening price o fday |
After estimating the parameters of the market model through regression analysis, the abnormal
return for each day and for each lirm (ARi.t) were estimated as the residual ri.t as outlined by the
traditional event study methodology (I eemakdej, 1998)
ARi.t  (Ri.t-ai- (JIRM.D) e 3)
I he announcement date was denoted as 1land the 90,h day after announcement denoted as |
while the 90,h day before the announcement date denoted as Ty Ihe cumulative abnormal returns
(C'ARs) were computed for the window between IT and |« by summing the daily abnormal
returns.
CIR |
(D
| his was repeated for the period before the announcement event for the window Inand T]|. to get
cumulative abnormal returns value before stock split announcement.
| hese C'ARs were then divided by N| to get average C'ARs before the event. Where Ni is the 90

days average window lIseforc announcement date. To gel the average C'ARs after the event, the
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CARs observed alter the event were divided by N: where N is the ‘>0 days window alter the
announcement date.

Various statistical tests were conducted to gauge:

i. Whether stock announcements cause abnormal returns by testing whether the average
cumulative abnormal returns were significantly different from zero.

ii. Whether there is a significant difference between the abnormal returns observed for the
two portfolios constructed from the 10 firms. Ihis was to further indicate the market
efficiency, whether strong or weak based on the 10 firms.

iii. The strength or weakness of correlation coefficient (r) between the daily estimated
abnormal returns for the splitting firms and the daily NSI. 20 share index return. This was
to ascertain the magnitude and direction of the overall relationship between the two
variables.

A I-lest statistic (5% significance level) was undertaken to determine whether there is a
significant difference between the average abnormal returns for all stocks, before and after stock
split announcement.

A F-tcst statistic (5% significance level) was also undertaken to determine whether in general,
there was a significant discrepancy in average abnormal returns between the two portfolios
constructed from the 10 firms by way ofcomparing the significance in the variations of the two
portfolios.

Correlation coefficient tests were carried out on changes in daily abnormal returns and NSI 20
index lor the firms under scope. | his was to determine whether in overall changes in abnormal

returns had any significant association with daily NSL 20 share index return.
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Since the study assumed that capital markets are sufficiently efficient.to evaluate the impact of
new information arising from simultaneous events and factors that occur alongside slock splits
(sec Research Design), the existence of significant abnormal returns was purely driven by stock

splits announcements.



CHAPTER FOUR
4.0 DATA ANALYSIS AND FINDING

4.1 Introduction

This section presents the detailed data analysts that was carried out and includes the findings o f

the research.

4.2 Testofabnormal returns before and after stock split announcements at the NSE.

A I-tcst statistic 15% significance level) was undertaken to determine whether there is a
significant difference between the average abnormal returns before and after stock split
announcement for all the firms. The table below shows the I-lesl results:

Table 4.1

t Test Paired Two Sample for Means

Average CARs Before and Alter Split announcement

Mean 0.154592587 -0.259486007
Variance 0.022463016 0.094566883
Observations 10 10
Pearson Correlation -0.607252X28
Hypothesized Mean Difference 0
ur 0
t Stut 3.075237228
I’( 1<*t) one tail 0 006620729
| Critical one-tail 1.833112923
P(T* t)two-tail 0.013241458
t Critical two-tail 2.262 157158

Significance at 5% level. See detailed analysis in appendix in

Since t-statistic ~ 3.075 is greater than (ecritical 2.263 then there is evidence that at 5 %
significant level, the average cumulative abnormal returns before stock split announcements are
significantly different from the average cumulative abnormal returns after stock split
announcement. These findings are similar with the findings when using the P-value; since P-

valuc is 0.006620 and greater than a (the t test significant level) of 0.005 then consistent
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evidence exists. It can thus he staled that the NSE is relatively efficient in terms of information
content o f stock splits and these results imply that stock split announcements significantly trigger

abnormal returns for the splitting firms.

4.J lrend of abnormal returns

Ihe trend o f abnormal returns (AR) was computed for the entire 1SO day period, where the first
90 days trend represented the abnormal returns for the period before stock split announcement
while the 91 day to 180 day trend represented the abnormal for the period after stock split
announcement. Since the announcement dale was day S0 the return volatility observed
immediately after this date can be attributed to stock split announcements. | ruin the charts
below, there is consistent evidence that abnormal returns significantly occur after the
announcement date. It can therefore be stated that slock split announcement cause significant
abnormal returns at the NSE.

Chart 4.1 Barclays Bank

Chart 4.2 Fast Africa f ahies
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4.4 Consistence of abnormal returns across all firms

The I-static generally indicates significant abnormal returns lor all stocks before and after stock
split announcement In deed the variance between average cumulative abnormal returns of large
capitalized slocks and small capitalized stocks could be indicative of some form of market in
efficiency occasioned by liquidity constraints and information lags occasioned by stock split
announcements.

To test for significant variation of abnormal returns between large capitalization stocks and small

capitalization stocks, the 10 companies that announced stock splits were divided into two
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portfolios. One portfolio constituted the 5 largest market capitalization stocks and the other was
made of the remainder. Portfolio average abnormal ivtums for before and alter stock split
announcement where computed.

Subsequently, the F-test statistic was used to test the significance difference between the
abnormal returns for two portfolios and for the period before and after stock split

announcements. lhe table below shows the findings:

[ ublc 4.2
Company Before Split After Spilt
Announcement announcomont
Portfolio Average Abnormal returns
Large Cap
t 0137718705 0156167251
Portfolio Average Abnormal returns
* Small Cap
2 0176466469 0 362804/63
m
| ™

« Significance at ihc 5% level-detailedanalysis In Appendix v

In cases where average cumulative abnormal returns is higher for large capitalization slocks, it
may he that stock split information was slow in coming into the market hence at the lime of
announcements the large capitalization prices tended to jerk up or slump to accommodate new
information.

However Irom these findings (since I-statistic < |- critical) there is no significant difference
between abnormal returns for large capitalized firms and small capitalized firms. It can therefore
he implied that slock split information is equally received across portfolios and there is

consistence in digestion o f stock split information across all announcing firms at the NSF.
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4.5 Market lie-turn and Stock abnormal return Correlation Coefficient* (r)

Correlation coefficients were computed for the period before the announcement date and after
the announcement dale to find out whether there exists any significant relationship between the
estimated abnormal returns lor the splitting firms and the NSE 20 share index. The findings are

tabulated below:

Table 4.4
ANOVA

df SS MS h Stg/HtrcnncQ -
R fV o«son 1 70t486*06 70141e rOi - 0000404843 0087797200
Kosklui | 8 0 113407405 001417mM M
Total Q 011341442

See Appendix vi and vii for detailed analysis

The significance |- statistic is greater than 0.05 significance level. lherefore the correlation
patterns indicate that there is no association between changes in daily abnormal returns and the
NSI 20 share index, hence these findings appear to back the weak association of abnormal
returns to Market return. It can therefore be staled that the occurrence ofabnormal returns for the

splitting firms is not aHeeled by the market return.
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rHATTF-K | IM
5.0 CONCLUSIONS, LIMITATIONS AND RECOMMENDATIONS

51 Intrfxluclinn

I his section sets out the conclusions and limitations based on the findings and recommends

areas for further research.

5.2 Conclusions

The objective of this study was to investigate and document the relationship between stock
splits announcements and post stock split announcement stock prices for firms at the NSL, The
researcher was interested in the existence or absence of abnormal returns as a result of stock
split announcement. |his objective was achieved by conducting a investigation on all lirms that
have announced stock splits at the NSL.

Lugene and Daves (2004) conducted an empirical study on stock split post announcement price
drifts and found out that if a lirm announces a stock split, its slock price lends to rise, while
Rodney and Bartley (2007) observe that stock prices do not immediately and fully respond to
management's split announcement, but the information seems to Ik* incorporated within the
relatively briefperiod between the announcement and the split date

Ihe findings in this study show evidence of reaction to stock split announcement at the NSL.
| irstly, the returns observed bclbrc slock split announcement are significantly different from
the returns observed after slock split announcement and it can therefore be concluded that stock
split announcement trigger price drifts for the period after the announcement date. Moreover,
these price drifts indenlilied in this study arc abnormal and hence it can be also concluded that

abnormal returns exist after stock split announcements at lhe NSI .
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Secondly, since abnormal returns for lurge capitalized linns are not significantly dilTcrcnt from
abnormal returns for small capitalized firms, it can be concluded that stock split news or

information is received and digested by the NSE at the same speed.

5.3 Limitations of the study

This study was limited in respect to:

The inability to separate the effects on stock prices by confounding events that occur alongside
slock split announcement. Other corporate events signal the market as they occur, these may
include earnings announcement. di\ idend announcements and bonus issues. | lowever. this study
assumed that price drills during the period of study were only caused by stock split
announcements.

llie problem of infrequently traded stocks causes an error in measuring abnormal returns when
using the traditional event study method that was used in this study llrown and Warner (1'>X5)
demonstrated that this problem cannot be solved by adjusting beta as suggested by Scholcs and
Wi illiam (1977) and Dimson (1979), |bereforc this study could not exploit the error effect arising

from infrequently traded stocks.

5.4 Suggestions for further Research

Ibis study serves as a platform for other researchers to carry out related studies in the future. In
particular the following two areas would be very useful as research areas if the conclusions and
limitations o f this study are to be validated and further investigated respectively,

firstly, the exact stage at which price diifts check in after a stock split announcement is not
known It would be useful for future resarchcrs to further investigate the behavior of prices at

intervals of pro announcement peiod. announcement date , pre split period, split period and post
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plii period Also, future studies can he carried nut to seperale the clTect of confounding events
that »KCitir alongside stock splits

Secondly, Infrequently traded stocks cause an error problem in estimating abnormal returns
when using the traditional event study method that was used by this study . Future studies can be
carried out to determine the existence of abnormal returns for infrequently traded stocks by

considering alternative methods of measuring abnormal returns .
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API'KNDICTKS

Appendix i: Companies Quoted at the SSE

Agricultural

1 Uniliver Tea
2. Kaku/i

3. Rea Vipingo
4. Sasini

Commercial and Allied
1 Access Kenya Group
2. Car & General
3. CMC Holdings
4. Hutchings Biemer

. Kenya Airways | td
. Marshalls

. Nation Media group
. Semigroup | td

9. TPS Eastern
(Serena) Itd

Ift. Uchumi supermarkets

0 N O o,

Africa

Industrial and Allied

1. Athi river minning I td

2. BOC (K)

3. Bamburi

4. British American tobacco

5. Carbacid

6. Crown Berger

7.1 .A Cables

8. | .A. Portland

9.1 .A.Breweries

10. Fveready East Africa | td
11. Kenol Kobil

12. K.Pow. & |

13. Kengen

14. Mumias

15. Olympia capital Holdings
16. Sameer Africa | td

17. lotal

18. Unga

Finance & Investment

1. Barclays Bank

. CFC stanbic Bank

. Diamond trust

. Equity bank 1 td

. Housing Finance

ICDC

. Jubilee Ifoldings Ltd

. KCB Bank

. National Bank

10. National industrial credit
11. Pan  African insurance
Holding

12. Standard chattered Bank

© N U~ WN

ALT INV
SEGMENT (AIMS)
1 A. Baumann

2. City trust
.liiagatls

.1xpress

. Williamson Tea
Kapehorua

K. Ochards

. Limuru Ten

. Standard Group | td.

MARKET

© o ~No U bW
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Appendix //. Companies that have announced stock splits at the SSE

Appendix Hi. CAR's Summary ofbefore and after sunk splitannouncement

10

Avorago cummulalive abnormal Retuns (Average CARS)

BARCLAYS BANK

KCB

F.ABL

EQUITY BANK

SASINI

CMC HOLDINGS

NMG

EA CABLES
KLNOL KOBIL
ICDC

Before Split Announcement

0041702715
0 359813489
0169752983
0 007771629

016960229
0186739924
0 239525425
0167958138
0.069878497

0 356343202

-45-

After Sp,it

0 00918930b
-0 580500244
-0 108777889
*0 104770744
*0442664246
-0 533893896
0018739352

0004023315
0030200445
-0 826004581



Appendix iv. Abnormal Munis fur splittingfirms (Alt Rit-ai- /liR/nl)
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Appendix Vv; Test between targe capitalized and small capitalized Firms

Anov« Single Factor

SUMMARY
Groups

Bofo,e
Announcement

Alter SpM announcement

ANOVA
Sourco ut Venation

Between Groups
Within Groups

Total

Count Sum

Average  Venanco

2 0 309185174 0154593 0.000957

Spirt
2
SS o
0171401 1
0.022306 2
0 193768 3

-0518972014  -025949 002135

MS F P-valuo  h critical
0 171461 1537322 0059319 1851282
0011153

Appendix vi: Test ofcorrelation between Daily Abnormal returns and Daily Market Returns

Correlation ir)

IIARN AYS HANK |
KCH

FABL 1
1i%r 11Y HANK

a

;rvx' HmiMMis

INMO

[ ACAMTrs 1
[KI-NtH  ~ 1
IICDC

ANOVA

n«(r**w
KcMd
r«uM

Uirrrrsfi
AISF* VovjKW Tiart

Before \ft«r

\noouiuriiicnl  \naiiua<cfDCQt

o t&i/run oooumoo??
0 026449045 011547640

024302756% QOQAMOCHte

0010601760 006467133%
037408W45 090 770runs
O(L19645147]  CO227BA106
0071364721 0 10572109
01iJ4i*I» 0059060765

000300568 Ov.itfofw

00127MB77

“ fc J—

1 701466E-06
H 0.11M0.'4»
9 011X41447

(o»<Tfc.e5 ~W uni™ —

010004141 00909674*6
-0007943202 0 357076091

its e S 25% 3 A 7
7U14W4 06  onrotCMM' 0 967797291
001417726

liia’ —rzz— Lome9S\  UpperHI'S 4aetCfS3J\ |wXfcSIO!®

1t W/»n/» 0061441046 m00156749 0217757/7 001&6/4U  o71/nr
-0077745075 0062707299 0631363969 0 B1S4775R5 JIAH.VISMO 0B15477SI
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Appendix »//s correlation statisticsfor abnormal returns am! Market returns

nmn - oisif.x »«la 3 0 MOJO*
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