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ABSTRACT

Rusanti, Ramadhani Lisa (2006). Bond and Stock Market Response to Unexpected
Earning Changes. Yogyakarta. Management Department. Economic Faculty. Islamic
University of Indonesia.

This research is intended to study and examine whether bond and stock market react
positively (negatively) to increases (decrease) earning changes. By adding bond
rating, market index and cash dividend as the control variable, earning changes may
give the information needed by bond and stockholder. Thus, they use this information
to predict their future returns. The results are significant for the bondholder returns,
but not for the stockholder’s. It shows the evidence that bondholder react positively
(negatively) to the earning changes increase (decrease) and also for the bond rating.
But that result does not occur on stockholders. The stockholder’s return only react
positively (negatively) to market index and cash dividend increase (decreases). It
does not give any reaction for the earning changes.

Keywords: Yield to Maturity, Bond Rating, Abnormal Return, Market Index, Cash
Dividend
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ABSTRAK

Rusanti, Ramadhani Lisa (2006). Bond and Stock Market Response to Unexpected
Earning Changes. Yogyakarta. Jurusan Manajemen. Fakultas Ekonomi. Universitas
Islam Indonesia.

Penelitian ini bertujuan untuk mempelajari dan menguji apakah pasar obligasi dan
saham bereaksi positif (negatif) terhadap kenaikan (penurunan) perubahan earning.
Dengan menambah peringkat obligasi, index pasar, dan deviden kas sebagai variable
pengontrol, perubahan earning dapat memberikan informasi yang diperlukan bagi
pemegang obligasi dan saham. Dengan begitu, mereka dapat menggunakan
informasi ini untuk memprediksi laba yang akan datang. Hasilnya adalah signifikan
untuk laba pemegang obligasi, tapi tidak untuk pemegang saham. Hasil tersebut
menunjukkan bukti bahwa laba pemegang obligasi bereaksi positif (negatif) terhadap
kenaikan (penurunan) perubahan earning dan juga peringkat obligasi. Namun tidak
terjadi pada laba pemegang saham. Laba pemegang saham hanya bereaksi positif
(negatif) terhadap kenaikan (penurunan) index pasar dan deviden kas. Laba
pemegang saham tidak bereaksi apapun terhadap perubahan earning.

Kata Kunci: Hasil Jatuh Tempo, Peringkat Obligasi, Abnormal Return, Index Pasar,
Deviden Kas




CHAPTER1

INTRODUCTION

1.1. Study Background

Stock market reaction to earnings changes has received significant attention in
the finance and accounting literature. Ball and Brown (1968), Brown (1978), Watts
(1978), Aharony and Swary (1980), and Friwd and Givoly (1982) are some of the
studies that observe a revision of stock prices associated with the release of earnings
information. Lev (1989) provides a survey of research in this area. The explanation
for the above empirical findings is that unexpected earnings provide new information
about future cash flow. Furthermore, the classical discounted cash flow model
predicts a revision in firm value that is the present value of expected future cash flow.
Whether this increased firm value accrues to stockholders and bondholders is an
empirical issue.

Abarbanell and Bushee (Henceforth AB) (1998) present evidence that an
investment strategy based on the relation between fundamental signals and future
earnings can be used to generate abnormal returns, thereby suggesting that the equity
market misprices the fundamental, that is, the equity market underreacts to
information in current financial statements about future earnings. Alternatively, they
suggest that previously identified measures of equity risk (such as beta and firm size)

are incomplete proxies for some other aspect of equity risk. Because an empirical




property of risk is that it is related to expected returns, the observed abnormal returns
could simply be compensation for equity risk based on risk and return considerations.
Unlike stocks, bonds have a known maturity date and bondholders are entitled to
contractually fixed claims (periodic interest payments and the face value of the bond)
rather than residual claims. Given the entitlement to fixed (rather than residual)
claims and the relative importance of the face value of the bond (which is to be paid
only on maturity), bondholders tend to focus on the credit worthiness (i.e. the ability
to pay interest and principal) of the issuer. Thus, credit analysis by bond underwriters,
institutional investors, and the bond rating agencies tends to focus almost exclusively
on the default risk. That is, the risk that the issuer will be unable to make timely
interest and principal payments. Consequently, the overriding concern in pricing
bonds is to yield a return to maturity commensurate with the perceived default risk
(Houlthausen and Leftwich 1986; Howe 1997). Moreover, as bond investors want to
be paid more for taking on additional risk, bonds are priced so that the yield to
maturity (YTM) increases with perceived default risk. That is, the higher the
perceived default risk, the higher the YTM, and the vice versa.

The market for corporate bonds is conducted in both an exchange and a dealer
environment. At least 90 percent of trades are carried out in a dealer market, where
prices have been found to vary enough that bid-ask quotes for a given bond from one
dealer often do not intersect the quoted spreads of another dealer (Gehr and Martell

1992).




Because bondholders have a fixed claim against the firm and shareholders
have a residual claim, the informativeness of a firm’s earnings should differ for the
two claimants. As residual claimants, shareholders have unlimited upside potential.
However, because of their limited liability, shareholders’ downside risk is limited to
their investment. As the firm’s financial condition weakens, limited liability allows
shareholders to exercise their liquidation option and abandon the firm to bondholders,
at which point bondholder proceeds would depend directly on firm value (Fischer and
Verreccial997; Haya 1995). In contrast, as long as a firm is financially strong,
changes in its financial condition should be of limited relevance to bondholders. As a
firm’s financial strength declines and the likelihood that shareholders will exercise
their liquidation option increases, bondholders are increasingly likely to view their
own payoff as dependent on firm value. Because earnings provide information on
firm value, when a firm’s financial condition is weak, bondholders should view
earnings as more informative than they generally do. This suggests that the relation
between stock returns and earnings should decrease as the firm’s financial strength
declines, while the relation between bond returns and earnings should increase
(Plummer and Tse 1999).

Johnson and Young (2002) give the evidence of UK and US for bond and
stock market volatility. While many stock market investors and members of the
financial press would contend that US stock market volatility has increased over time,
the wealth of evidence indicates that it has not. Siegel (1998) states that, while there

is evidence that the US stock market has become more volatile within the trading day




(largely as a result of instantaneous communications and arbitrage from the futures
market), there is little evidence that the market has become more volatile measured
by monthly or even daily fluctuations. Campbell et al. (2001) find that US firm-
specific (idiosyncratic) volatility rose steadily from 1962 to 1997, even though
market and industry volatility did not. What researchers and market participants alike
would agree on, however, is that the volatility of the aggregate US stock market is not
constant, but changes over time.

While the volatility of the US bond market has not been studied to the extent
the US stock market has, it has been shown that the volatility of rates of returns on
bonds in the US increased significantly in the early 1980s (e.g. Coleman et al., 1993;
Reilly et al., 2000). In addition, changes in US bond market volatility have been
reported to be a major risk factor for bond investors (Longstaff and Schwartz, 1993),
and have a major impact on bond yield spreads (Dialynas and Edington, 1992) and
the value of fixed income securities with embedded options (Dunetz and Mahoney,
1988; Fabozzi et al., 1997). Thus, bond market volatility influences many areas of
investments and is a topic worthy of further study.

The present study examines bond market volatility and stock market volatility
in the UK. Because of the significant impact that bond market volatility has been
shown to have on yield spreads and security values, it in important for investors in the
global marketplace to be informed of the volatility patterns in these markets as well
as the relative volatility of the bond market to the stock market. Johnson and Young

(2002) find that the bond and stock market volatility trends exhibited by the US




markets are not found in UK markets. This finding has implications for portfolio asset
allocation decisions for global investors.

This research re-examines bond and stock market response to unexpected
earnings changes. The different with the previous research is variable. The previous
research that is done by Andreas Lako (2003) analyzes the market response using
confounding effects. Their study analytically investigates the market response to the
good and bad news earnings announcements with and without confounding effects
using market model. The‘ sample is taken from the LQ45 firms from Jakarta Stock
Exchange (JSX) that release annual earnings of 1998, 1999, and 2000. The results
show that the market responses positively to the good and bad news earnings
announcement with and without ponfounding effects at the announcements date. The
market response to the good news earnings announcements tends to smaller than the
response to the bad earnings. Statistically, however, the study finds that there is no
significant difference in the market response to the good and bad news earnings
announcements with and without confounding effects for all categories of the
announcements. The result also indicates that: 1) there is a market anomaly that
inconsistent with Efficient Market Hypothesis (EMH), especially respecting the
market response to the bad news earnings announcements with and without
confounding effects. The evidence implies that the JSX is not yet efficient from the
informationally and decisionally semi-strong form market efficiency; and 2) the
confounding effects from the corporate macro events have significant impacts on the

market response to the good and bad news earnings announcements.




1.2. Problem Identification
Sy (1990) demonstrates that the market timing is increasingly rewarding when

the difference in returns between cash and stocks is narrowed and when market
volatility increases. Sweeney (1986) finds that small filters are profitable, after taking
into account the interest expense, interest income and transaction costs. Muradoglu
and Unal (1994) find that stock prices in the Turkish stock market are forecastable
based on past price performance. Levich and Thomas (1993) find that simple
technical trading rules often lead to excess profits. Finally, an important recent article
by Lo et al. (2000) examines the prevalence of various technical patterns in American
share prices during 1962 — 1996 and finds the patterns to be unusually recurrent.

Other studies have shown that some fundamental data like price earning
ratios, dividend yields, and business conditions and economic variables can predict to
a large degree the returns on stocks, e.g. Campbell (1987), Breen et al. (1990) and
Cochrane (1991). These studies conclude that traditional technical analysis could be
combined with some economic or fundamental variables to produce some useful
indicators. Wong (1993, 1994) introduced one such indicator, called the Standardized
Yield Differential (SYD). It is based on the difference between the E/P ratio and the
bond yield or the interbank interest rate. Ariff and Wong (1006) apply linear
regression techniques to analyze the usefulness of the SYD, and find that there is a
significant relationship between the SYD and share prices.

The present article extends Wong’s (1993) work to study the predictive power

of SYD to stock markets in two developed countries and one developing country. The




finding is that applying the indicator enables investors to escape from most of the
major crashes and catch most of the major bull runs in these counties. Two parametric
test statistics are introduced to measure the performance of the SYD approach, and
there is significant evidence that the trading signals provided by the indicator can
generate significant profits. Also, the performance of the indicator is significantly
better than the performance of the buy-and-hold strategy.

The strongest prediction of theory is that there is at least one priced factor. It
is something like the market portfolio, though Black and Fischer (1995) do not know
whether to use the world market portfolio or a domestic portfolio, or exactly what
assets to include with what weights.

Even Fama and French agree that the market’s expected excess return is
positive. It is positive enough to make people willing to bear the risk of the first
factor.

What Fama and French call the “SLB model” identifies the “beta factor” as a
second factor that should be priced. We may define the beta factor as the minimum-
variance, zero-beta portfolio of risky assets, where beta is defined using whatever
market portfolio Black and Fischer (1995) use to represent the first factor.

Curiously, Fama and French do not mention this factor at all. They talk only
about a small-firm factor and a price-to-book factor. Black and Fischer (1995) think
of these as less important in explaining variance than the beta factor, referring to them

as the Fama and French “third” and “fourth” factors.




When Fama and French say that the line relating expected return and beta is
flat, they are just saying that the expected excess return on the second factor is large.
If Black and Fischer (1995) believe it is as large as they say, Black and Fischer
(1995) will not fool around with their third and fourth factors, for which they give no
theory.

A rational investor who believes the line is flat today should switch out of
bonds (if he has any) and move toward low-beta stocks. If he doesn’t have bonds, he
should borrow (if he can) and do the same thing.

Moreover, a corporation that believes the line is flat can increase its stock
price by emphasizing low-beta corporate assets and using lots of leverage. (They can

also have tax advantages).

1.3. Problem Formulation
Based on the background and the explanation before, then the problem raised
is:

» How do the earnings changes influence stockholders and bondholders returns?

1.4. Problem Limitation

In order to provide a clear description and to be able to impart useful
information, the research has the limitation as indicated below:
1. The population taken is stockholders and bondholders listed in Jakarta Stock

Exchange and Surabaya Stock Exchange.




2. Variables taken are yield to maturity, effective annual yield, unexpected earning
yield, bond rating, stock return, market index, and cash dividend.

3. Variables other than variables chosen are assumed to be constant and stable.

1.5. Research Objectives

This paper examines the bond and stock price response to the changes of
earning yields. The results will show the reaction of bondholders and stockholders
toward the changes of earnings yields. Whether they react positively or negatively
following the changes.

The aim of this paper is to determine the bondholders and stockholders
response using bond and stock price as the main factors. This research will take some
companies listed in Jakarta Stock Exchange and Surabaya Stock Exchange as the

sample.

1.6. Research Contribution
The writer expects that this research will give contribution for these following
parties:
For investor: information to interpret the earnings changes as signals about future
profitability of the firm.
For the company: a prediction of the investor behaviour when the management sends

a signal.
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For the economist: knowledge that indicates the behaviour of the bond and stock

market.

1.7. Definition of Terms
In this thesis, the writer has some terms, which have important meaning.

These definitions of terms are intended to eliminate confusion of the readers. The

definitions of terms are:

1. Bond return: the amount of money, which moves into and out of a business at a
particular point in time (Tuck and Ashley, 1993: 78).

2. Yield to maturity: the internal rate of return earned from holding a bond to
maturity (Elton, Gruber, Brown, and Goetzmann, 2003: 490)

3. Stock return: payments from corporation to stockholders invest their money by
buying corporation stock.

4. Earnings change: the annual change in operating earning deflated by the market

value of equity at the end of announcement year (Bernartzi et al., 1997)




CHAPTER 11

REVIEW OF RELATED LITERATURE

2.1. Bond Market

Earlier findings on announcement effects in the bond market suggest that it
will be easier to relate this market’s movements to information arrival. Studies over
the years have documented a significant bond market impact from numerous
macroeconomic announcements, including money supply, industrial production, PPI,
CPI, unemployment rate, and nonfarm payroll employnient numbers.

Levy (2006) examines that following three years of working closely with the
SEC to receive an exemption to the Securities Exchange Act of 1934, New York
Stock Exchange members and member organizations expect to begin trading certain
unlisted debt securities on the Exchange’s Automated Bond System (ABS) in far
greater numbers this quarter. Since 1934, bonds that are traded on the NYSE have
had to go through the listing process and meet quarterly and annual requirements.
Approval of the exemption to the Act will have major implications for the NYSE’s
ABS fixed-income platform, which will be integrated with Archipelago’s ARCAEX
platform following its impending major with the Exchange. The exchange anticipates

a major rise in trading activity as a result of the exemption.

11
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2.2. Stock Market

Theory says that movements in financial asset prices should reflect new
information about fundamental asset values. In the case of the stock market, however,
such theory has been difficult to confirm. Most notably, in an analysis of the fifty
largest one-day price moves in the Standard and Poor’s Composite Stock Index since
1946, Cutler, Poterba, and Summers (1989) find that in most cases the information
cited by the press as causing the market move “is not particularly important.” In
previous studies, Schwert (1981), Pearce and Roley (1985), and Hardouvelis (1987)
find little evidence that the stock market responds to macroeconomic news other than
monetary information (such as money supply and discount rate announcements).
More recently, McQueen and Roley (1993) find a stronger relationship between stock
prices and news after controlling for different stages of the business cycle. Even with
their best effort, however, McQueen and Roley are able to explain only 3.9 percent of
the daily variation in the S&P 500 Index.

The apparently weak informational effects found in the stock market are not
entirely surprising. Much of the observable information likely to be relevant to the
stock market as a whole takes the form of macroeconomic announcements. The
theoretical effects of such announcements are often ambiguous for stocks, but not for
bonds. The reason is that stock prices depend on both cash flows and the discount
rate, while bond prices for which cash flows are fixed in nominal terms depend only
on the discount rate. One example gives, raises the discount rate for both stocks and

bonds, which would reduce prices. At the same time, however, the revision raises
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expected cash flows for stocks, an outcome that increases stocks prices. The net effect
on bond prices of such an announcement is clearly negative, but the net effect on
stock prices will depend on whether the cash flow effect or the discount rate effect
dominates.

Blanchard (1981) shows that in equilibrium, the same news can sometimes be
good and sometimes bad for financial assets, depending on the state of the economy.
Orphanides (1992) gives empirical support for this view by showing that stock price
responses to macroeconomic news may depend on the state of the economy. In
particular, he shows that the stock price response to unemployment news depends on
the average unemployment rate during the previous year.

McQueen and Roley (1993) also find a strong relationship between stock
prices and macroeconomic news, such as news about inflation, industrial production,
and the unemployment rate, based on their own definition of business condition.
However, their purpose is to demonstrate the state dependence of stock price
responses to all macroeconomic news. Krueger (1996) studies the market rationality
of bond price responses to labour market news. His focus is on the market reaction to
the availability of more reliable information, as the unemployment data are revised.
His study found that market prices were strongly affected by the unemployment
announcements. Fleming and Remolona (1998) analyze the response of U.S.
Treasury yields across the maturity spectrum to different types of macroeconomics
announcements using high frequency data over four-and-one-quarter years. They find

that the yields on intermediate term bonds are most sensitive to unemployment news.
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Veronesi (1999), based on theoretical argument, shows that bad news in good
times and good news in bad times would generally be associated with increased
uncertainty and hence with an increase in the equity risk premium. Jagannathan and
Wang (1993) find that monthly stock returns are negatively correlated with the per-
capita labour income growth rate. Jagannathan, Kubota, and Takehara (1998) report

similar findings using Japanese data.

2.3. The Relation of Bond and Stock Market

As is well known, Jegadeesh and Titman (1993) document a pervasive
momentum effect in equity markets: past three- to twelve-month winners outperform
past three- to twelve-month losers over the next twelve months these results have
been a source of great controversy in the literature because, taken a face value, they
present a challenge to market efficiency. While there are many researches on
momentum in equity markets, very few studies have examined momentum in other
assets classes. An exception is Cutler, Poterba, and Summers (1991) who examine
predictability in various assets classes including stocks, bonds, currencies, real estate,
and metals, and find that most markets are positively autocorrelated at intermediate
horizons of two to twelve months and negatively autocorrelated at longer horizons.
Their findings, however, focus on the time-series predictability of aggregate returns
not cross-sectional predictability, as in studies of stock momentum.

It is unclear how stock and bond returns move together. In spite of all the

empirical and theoretical literature devoted to understand what economic forces move
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assets prices, the understanding of how these forces affect the relative value of
different financial assets is limited. A better comprehension of the economic
dynamics driving to the co-movements of bond and stock returns would be helpful to
increase our knowledge of salient assets-pricing facts such as a high equity premium
or a low risk free rate, and should be useful for practitioners in areas such as asset
allocation and risk management.

Laignelet (2004) use the concept of instantaneous correlation to examine the
correlation of bond and stock price. The instantaneous correlation coefficient between
two assets is a conditional measure of how instantaneous changes of the two asset
price co-vary. In order to provide a formal definition of this notion, denote by S the
stock price and by By the price of a bond with maturity at time 7. consider the two

following processes that describe the evolution of stock and bond returns,

respectively:
ds(t)
+38 () dt = ps (t) dt + os (1) Tdw (t),
S(t)
dBr(t)
= uBr (t) dt + 6Br (1) do (t),
Br(t)

Where ui (¢) is the drift associated to asset i (i = S, Br), oi (¢) is the (d x 1) diffusion
vector of asset i and dw () is a (d x 1) vector representing independent sources of
uncertainty in the economy. One general equilibrium model allows us to obtain

endogenous representations for ui (t) and o7 (t). Assuming that ui (t) and oi (t) are
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adapted processes, i.e., are known with certainty at time t, the instantaneous
correlation between stock and bond returns is given by:

6S (t)" 6Br (1)

p(t)=
IeS il o Br(t)ll

If one of the processes above is not random (o7 (t) = 0), the instantaneous correlation
is defined as zero.

It should be clear from the definition above that (i) deterministic bond returns
are uncorrelated with stock returns, (ii) a single source of uncertainty implies
perfectly correlated (p (t) = 1, or -1) returns and, (iii) linearly dependent diffusion
vectors imply perfectly correlated returns as well.

Therefore, in order to understand the correlations between bond and stock
returns, we need an economy with at least two sources of uncertainty,
nondeterministic return processes for both assets and linearly independent diffusion
processes. The last condition means that solely the other asset and a risk-free asset
cannot replicate the uncertainty structure of one of the assets.

Gebhardt, Hvidkjaer, and Swaminathan (2002), uncovers two new results on
the momentum phenomenon. First, there is no momentum in investment grade
corporate bonds. This is true for high as well as low investment grade bonds. On the
other hand, investment grade bond returns seem to exhibit significant reversals,
which do not seem to be driven solely by data errors or microstructure effects. Given

the data problems implicit in using data on corporate bonds, it is difficult if not



17

impossible to determine if this result is driven by data problems, or whether it indeed
represents some sort of explanation in which the losers, which afe riskier, earn higher
returns than winners, which are less risky. The unambiguous result, however, is that
there is no momentum in investment grade bonds. Thus, momentum appears to be
security specific.

Second, there appears to be a statistically significant momentum spillover
effect from past equity returns to future bond returns. This result is economically
significant and robust to various risk and liquidity controls. While there is much
research on lead-lag effects among stock returns at short horizons, Gebhardt,
Hvidkjaer, and Swaminathan (2002) for the first time documented such effects at
longer horizons. The spillover effect is stronger among firms with low ratings and
high quality trading volume. The spillover effect is also related to predictable
changes in bond ratings conditional on past equity momentum. Winners experience
more upgrades and fewer downgrades than do losers in the first year after portfolio
formation. The results suggest that bond prices underreact to past changes in equity

prices because bond ratings react sluggishly to past changes in equity prices.

2.4. Bond Market Responses to Earnings Changes
The market for corporate bonds is conducted in both an exchange and a dealer
environment. At least 90 percent of trades are carried out in a dealer market, where

prices have been found to vary enough that bid-ask quotes for a given bond from one
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dealer often do not intersect the quoted spreads of another dealer (Gehr and Martell
1992).

Earnings provide information on bondholders to decide what activity they will
take in the future. Kazemi (1992) shows that if the variables describing the state of
the economy have long-run stationary distributions, the inverse of the per period
return on a long-term, zero-coupon, default-free bond will be proportional to the
representative investor’s marginal rate of substitution. therefore, asset prices adjusted
by the inverse of the per period return on such a bond will follow a martingale
process, and further, the covariability between asset returns and the return on such a
bond measures the risk of the asset.

Consider an exchange economy in which a representative investor exists. It is
well-known that the time ¢ price of a nominal bond that will pay one unit of account
at maturity, T, and the representative investor’s marginal utility of nominal wealth

satisfy the relationship (Campbell, Kazemi, and Nanisetty; 1999)

E{Jw(T)|¢]

B,r = (1)
Ju(t)
Where B,r is the time ¢ price of the bond, J,(¢) is the representative investor’s
marginal utility of wealth, E[J,(T)|&] is the conditional expectation operator, and & is
a vector of variables that define the state of the economy at time ¢. Consider the
behavior of this bond’s price as ¢ increases to #+1. The random nominal one plus the

rate of return on the bond will be
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Biivr

Rt+17T=

Ju(t) —  E[Ju(T)]|&i]
= X (2)
Jw(t+1)  E[J.(T)|é ]

The return has two parts. The first part is equal to the inverse of one plus the growth
rate of the investor’s marginal utility of wealth, and it represents the current effect of
changes in the state variables. The second part is equal to one plus the current growth
rate of the expected value of time T marginal utility of wealth, and it represents the
information effect of current changes in the state variables

Suppose the variables that describe the state of the economy have long-run
stationary joint distribution function. Then if T is sufficiently large, E [J. (T )| ¢, ]
remains unchanged as ¢, changes to ¢, 1, and therefore Equation (2) can be

rewritten as

Jw(t)
R'+1=limRt+1,T= o= = Sl TR (3)
= Jw(t+1)
in a continuous-time framework Equation (3) indicates that the long-term bond’s rate
of return is perfectly negatively correlated with the rate of change in the investor’s
current marginal utility of wealth. Cox, Ingersoll, and Ross (1985a) report the general
result that the negative of the covariance between an asset’s rate of return and the rate

of change in the representative investor’s marginal utility of wealth measures the

riskiness of the asset. Given Equation (3), Kazemi (1992) shows that an asset’s risk
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premium is equal to the covariance between its rate of return and the rate of return on
a long-term, default-free, and pure-discount bond. Since discrete-time is being used,
Equation (3) is used to obtain a different equilibrium relationship in a discrete-time
framework.

Lucas (1978) has shown that the equilibrium random excess rate of return on

asses j can be expressed as

E [ Jw(t+1)xrjt+1|(=tt] =0, (4)
Jw(t)

where 1 j ;1 is the excess rate of return on asset j over the time interval (¢, ¢ + 1).

Given the result of Equation (3), Equation (4) can be written as

E[kt+1XI'jt+1|¢’ :]1=0, &)

-1
Where k ; , ( is the inverse of one plus the rate of return on the long-term bond, R ;.

Using the definition of covariance and noting the fact that E [kes1 | € ()= B! s
T, t+1

Equation (5) can be written in a CAPM-type form

Efrjier|¢ ]=-B" xcov[rjisn kest]s (6)
T, t+1

Where the negative of covariability of securities rates of return with k ,, ;is a

measure of risk and B' is the market price of risk.
T, t+1

Bondholders who rely on data to estimate their expected return usually avoid

some risk factors that influence the return. In that case, they are using conditional
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average return to estimate conditional expected return. Estimates of conditional

expected return are about as inaccurate as estimates of ordinary expected return.

2.5. Stock Market Responses to Earnings Changes

In singling out earnings one is, of course, dealing with only one of several
factors believed to be important in determining the price of stock. Since the prices of
different groups of stocks experience simultaneous movements widely divergent from
one another and from the general average, one may ascertain, by constructing indexes
of earnings of these price groups, to what extent divergence in prices corresponds to
difference in earnings. And if for any group similarity of movement occurs between
earnings and prices one may observe the time relationship involved (Cox, 1986).

A return on an investment may come from more than one source. The most
common source is periodic payments such as dividends or interest (current income).
Current income may take the form of dividends from stocks, interest received on
bonds, rent received on real estate, and so on. To be considered income, it must be
received in the form of cash or be readily convertible into cash (Gitman and Joehnk,
1996:133).

Return consists of realized return and expected return. Realized return is a
return that has occurred and it can be calculated based on historical data. Realized
return is important because it is used as one of the company’s performance
measurements and as a basis to determine expected return. Expected return represents

the return that would be expected by the investors in the future.
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To measure realized return, we can use several measurement. Those several
measurements are; total returns, return relative, return cumulative and adjusted return
(Jogiyanto, 2000:107).

Total return is totality return from an investment in the certain period. To
calculate the total return we can use the formula:

Total return = Capital Gain (Loss) + Yield

Total Return = P,— P, ; + D,

P.;

Where:
Capital gain is a gain (loss) that results from deduction of relative current investment
price to the past period’s price.
Yield is a percentage of periodic cash receipts to the investment price in the certain
period of investment.
P, = Stock price of period t
P;.; = Stock price of period t-1
D, = Dividend in period t (Jogiyanto, 2000:108)

Total return can be positive or negative. In specific calculation, for instance in
the geometric average the return should be positive. In this circumstance, we can use
the return relative formula that add value of 1 to the formula; that is:

Return Relative = P, - P,.; + D; + 1 (Jogiyanto, 2000:112)

Pt-I
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Total return measures the wealth change that is the change of stock price and
the changes in stock dividend in the certain period. It is only measures the wealth
change at the certain time but not measures the total wealth that has owned. To know
the total wealth, it can be used the cumulative wealth index with the formula:

IKK = KKy (1 + R;) (14+R3)... (1+R})

Where:

IKK = cumulative wealth index, from the first period until n-period

KKy = beginning wealth
R; =return in t-period, start from beginning period (t=1) until n period (t=n)

(Jogiyanto, 2000:113)
The return that has been stated above is nominal return that only concern to
the changes of money value but not concern about the level of ability to buy. To

consider this circumstance, it needs inflation adjusted return with the formula

Riuy=(1+R)-1
(1+IF)
Where;

Rya = Inflation adjusted return

R = Nominal Return
IF = Inflation level (Jogiyanto, 2000:119)
The second dimension of return is concerned with the change, if any, in the

market value of an investment. Investors pay a certain amount for an investment,
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from which they expect to receive not only current income but also the return of the
invested funds sometime in the future (Gitman and Joehnk, 1996:133).

Expected return can be counted by multiplying of each outcome with the
probability and sum the entire multiplying product. In mathematically it can be

formulated:

E (R;) =j§ ((R. p)
Where:

E (R;) = expected return of security i

R; = the result of j-future
P; = probability of j-future
n = the amount of the future (Jogiyanto, 2000:126)

Fama and French (1988) and Lamont (1988) examine the relation between
earning yields and stock return. Lamont finds that the higher variability of earnings is
nor noise, but is related to expected return. Fama and French (1988) find that earnings

yields capture variations is not noise but actually related to expected return.

2.6. Previous Research
The research done by Datta and Dhilon (1993) results that bondholders react
positively (negatively) to unexpected earnings increases (decreases). These results do

not change when dividend announcements precede or follow earnings. This provides
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evidence for information content of earnings announcements in bond markets.
Results for stock markets are consistent with those of earlier studies.

Cross-sectional analysis of bond excess returns shows that the standardized
unexpected earnings measure is positively related to bond price reaction and hat bond
and stock price response to unexpected earnings announcements is symmetric.
Moreover, dividend and earnings announcements provide corroborating information
to bond market.

The result of Lako’s (2003) study indicates that: First, market responses
positively/negatively to the good news and bad news earnings announcements with
and without confounding effects during event periods of earnings announcements.
Second, market responds positively and significantly both to the good news earnings
announcements and to the bad news earnings announcements at the announcement
date. The market response to the bad news earnings announcements is larger than the
response to the good news earnings announcements. This finding is inconsistent with
prior evidence from Ball and Brown (1968), Foster (1977), Pattel and Wolfson
(1982), Dontoh and Ronen (1993), and Han (1995) that the market response to the
good news earnings announcements is higher than the response to the bad news
earnings announcements. But this finding is consistent with Skinner (1994) and Lako
(2002b and 2003a)

Third, the market response to the good news earnings announcements with
confounding effects is lower than the response to the good news earnings

announcements without confounding effects. However, statistically, this study does
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not find a significant difference between the good news earnings announcements with
and without confounding effects. Fourth, the market response to the bad news
earnings announcements with confounding effects is higher than the response to bad
news earnings announcements without confounding effects. But, statistically, there is
no a significant difference in the market response to the good news earnings
announcements with confounding effects to the good news earning announcements
without confounding effects. Fifth, the market response to the good news earning
announcements with confounding effects is lower than the response to the bad news
earnings announcements with confounding effects. However, the results of statistical
test using paired samples test shows that there is no a significant difference in market
response to the announcements. Sixth, the market response to the good news earnings
announcements without confounding effects is higher than the response to the bad
news earnings announcements without confounding effects is higher than the
response to the bad news earnings announcements without confounding effects.
Statistical test using paired samples test also shows that there is no a significant

difference in market response to the announcements.

2.7. Hypothesis Formulation

Levy (2006) examine that following three years of working closely with the
SEC to receive an exemption to the Securities Exchange Act of 1934, New York
Stock Exchange members and member organizations expect to begin trading certain

unlisted debt securities on the Exchange’s Automated Bond System (ABS) in far




27

greater numbers this quarter. Since 1934, bonds that trade on the NYSE have had to
go through the listing process and meet quarterly and annual requirements. Approval
of the exemption to the Act will have major implications for the NYSE’s ABS fixed-
income platform, which will be integrated with Archipelago’s ARCAEX platform
following its impending major with the Exchange. The exchange anticipates a major
rise in trading activity as a result of the exemption.

The market for corporate bonds is conducted in both an exchange and a dealer
environment. At least 90 percent of trades are carried out in a dealer market, where
prices have been found to vary enough that bid-ask quotes for a given bond from one
dealer often do not intersect the quoted spreads of another dealer (Gehr and Martell
1992).

Because bondholders have a fixed claim against the firm and shareholders
have a residual claim, the informativeness of a firm’s earnings should differ for the
two claimants. As residual claimants, shareholders have unlimited upside potential.
However, because of their limited liability, shareholders’ downside risk is limited to
their investment. As the firm’s financial condition weakens, limited liability allows
shareholders to exercise their liquidation option and abandon the firm to bondholders,
at which point bondholder proceeds would depend directly on firm value (Fischer and
Verreccial997; Haya 1995). In contrast, as long as a firm is financially strong,
changes in its financial condition should be of limited relevance to bondholders. As a
firm’s financial strength declines and the likelihood that shareholders will exercise

their liquidation option increases, bondholders are increasingly likely to view their
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own payoff as dependent on firm value. Because earnings provide information on
firm value, when a firm’s financial condition is weak, bondholders should view
earnings as more informative than they generally do.

A return on an investment may come from more than one source. The most
common source is periodic paymeants such as dividends or interest (current income).
Current income may take the form of dividends from stocks, interest received on
bonds, rent received on real estate, and so on. To be considered income, it must be
received in the form of cash or be readily convertible into cash (Gitman and Joehnk,
1996:133).

Return consists of realized return and expected return. Realized return is a
return that has occurred and it can be calculated based on historical data. Realized
return is important because it is used as one of the company’s performance
measurements and as a basis to determine expected return. Expected return represents
the return that would be expected by the investors in the future.

From the previous research done by Prasetio and Astuti (2003), average stock
return on day t0 (bond rating announcement) is far less than average stock prices
before day tO (bond rating announcement), and this difference is not significant;
average stock return on day tO (bond rating announcement) is better than average
stock return before day t0 (bond rating announcement), and this difference is not
significant; average stock return on day t0 before and after bond rating announcement

is not different. From the explanation above the following hypothesis is derived:
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H1: there is a positive response on bondholders’ returns following the
announcement of earnings
H2: there is a positive response on stockholders’ return following the

announcement of earnings




CHAPTER 111

RESEARCH METHOD

3.1 Population and Sample

The population is a representative sample of the target data or a collection of
problem in general. In this research, the population is all companies listed in Jakarta
Stock Exchange year 2005.

The sample is part of the population that becomes the research object where
the characteristic of the sample is homogenous. The sample of this research is all

companies that are become population and issuing bond.

3.2 Research Data
The data used in this research are :

1. All companies listed in Jakarta Stock Exchange and Surabaya Stock Exchange
during the period 2005

2. The yield to maturity of company issuing bond during the period of January to
December 2005

3. The effective annual yield of company issuing bond during the period of January
to December 2005

4. The unexpected earning changes for the company issuing bond during the period
of January to December 2005

5. The bond rating year 2005

30
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6. The abnormal return of companies issuing stock during the period of January to
December 2005

7. The unexpected earning changes for the company issuing stock during the period
of January to December 2005

8. The market index of stock price year 2005

9. The companies that pay cash dividend during the period of January to December

2005

3.3 Research Variables
3.3.1 Bond Return
3.3.1.1 Yield to Maturity

The rate most investment professional use to compare bonds is yield to
maturity. The method used to calculate the yield to maturity varies across bond
categories. Thus yield to maturities on different types of instruments may not be
comparable.

This expression for yield to maturity can also be written in summation
notation. Let C (t) be the cash flow in t. Then in summation notation yield to maturity
is the value of y that solves the following expression

C@®

Price=2
! (1+y)
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3.3.1.2 Effective Annual Yield

The effective annual yield represents the annual return the investor will
receive if he or she holds the bon d to maturity and if coupons are reinvested every
six month s at one-half the bond equivalent yield for each six months period. Similar
methodology and terminology apply for debt instrument that pay interest at more
frequent intervals than semi-annually. From the explanation above, it is found that:

ve=(1+y/12)2 -1

3.3.2 Stock Return

A good theoretical defence can be built up for this premise. Stocks are
bought for two purposes: (1) appreciation and (2) yield. Arise in earnings over a
period of time causes appreciation in the value of the stock. The yield of stock is
determined by the relationship between dividends and the market price. A stock can
yield a return to a stockholder only because the company pays out part of the earnings
as dividends. Thus, both appreciation and yield are determined by the volume of
earnings.

Casual observation of stock prices reveals that when the market goes up (as
measured by any of the widely available stock market indexes), most stocks tend to
increase in price, and when the market goes down, most stocks tend to decrease in
price. This suggests that one reason security returns might be correlated is because of
a common response to market changes, and a useful measure of this correlation might

be obtained by relating the return on a stock market index.
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According to Jones P Charles (1997), abnormal return is the return on a

security beyond expected on the basis of its risk

Abnormal return = AR; = R;— E (R}))

Where:
AR;, = the abnormal rate of return for security i at quarter ¢
R; = the actual rate of return on security i at quarter ¢

E (R;) = the expected rate of return for security i at quarter ¢, based on the market
relationship
This research using market model of abnormal return to investigate the excess
return of firm. To use the market model a clean period is chosen and the market

model is estimated by running a regression for the days in the period.

R = a; + BRy + € E (Ri) =o; + Bi Ry
Where:
R; = the actual rate of return on security i at quarter ¢
E (R;) = the expected rate of return for security i at quarter ¢
a;= the intercept point/ the random residual error
a;,= the regression process of estimation «;
fB; = the systematic risk

A

[3;= the regression process of estimation f3,
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R, = the return on market index

¢it= the random residual error

3.3.3 Unexpected Earnings

The issue of which process describes earnings is important. If the first
process is a better description, then the starting point for any forecast of future
earnings is an estimate of the mean or “normal” earnings. If the second process is
more descriptive, then the starting point of any forecast is the latest observed level of
earnings.

The issue arise a question: does this concept of normalized earnings lead to
a better forecast of ecarnings or does using last periods earnings produce a better
forecast?

Elton and Gruber examined the question and found that allowing smoothing
over a longer period of time lead to better forecasts than did the simple use of last
period’s earnings.

Ball and Watts in contrast, found that the last period’s earnings worked best.
In contrast, the Ball and Watts model was:

(1) Forecast of earnings = E,

(2 Et: aEt—/ +(1-a)E,

In conclusion, the unexpected earning can be written as:
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Where:
UE = unexpected earning of security i at quarter ¢
E = forecast of earnings of security i at quarter ¢

E = the actual earnings of security i at quarter ¢

3.4 Research Procedure
In order to answer this research problem, it is important to construct
research procedures. The procedures are:
1. Obtaining the data from Jakarta Stock Exchange and Surabaya Stock exchange.
2. Do the classical assumptions test.

3. Do the multiple linear regression analysis to test the first and second hypothesis

3.5 Hypothesis Testing

Based on the hypothesis formulation, the hypothesis can be drawn as
follows:
Hol: there is no response on bondholders’ returns following the announcement of

earnings

Hal: there is a response on bondholders’ returns following the announcement of
earnings
Ho2: there is no response on stockholders’ return following the announcement of

earnings
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Ha2: there is a response on stockholders’ return following the announcement of
earnings

To test the hypothesis:

a. The first hypothesis is analyzed using multiple linear regression. With the equation

that can be seen as follow :

YTM =a+bIUEC + B2Brat + € ..ottt eiiire e iiiiee e iniaaneees 3.1.a
EAY =a+bIUEC +b2Brat + € ...vvivieiits ceiiiiineenisahanneee 3.1b
Where:

YTM = yield to maturity of company i at quarter ¢
EAY = effective annual yield that investor receive at quarter ¢
UEC = unexpected earning changes of company i at quarter ¢

Brat = bond rating of company i at quarter ¢

b. Analyze the second hypothesis using multiple linear regressions. The equation that
can be derived for the second hypothests is:
AR =a+blUEC+Db2MI+b3Div+te .......oooiiiiiiiiii.. 3.2
Where:
AR = abnormal stock return of company i at quarter ¢
UEC = unexpected earning changes of company i at quarter ¢
MI = the market index of stock price in company i at quarter ¢

Div = cash dividend of company i at quarter ¢
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3.5.1 Classical Assumption Test

A good regression must be finding first before being tested by multiple
regression. To find this out, there is a test called classical assumption test, consist of
multicolinearity test, autocorrelation test, and heterocedasticity test. If the variables
pass those three test, it can be called a good multiple linear regression. The classical
assumption tests are described below.
3.5.1.1 Multicolinearity Test

The condition where there is a correlation between independent variables is
called multicolinearity. The effect of multicolinearity is that the result estimation
becomes less accurate (Gujarati, 1995). For example, mistake in calculating standard
error; mistake in drawing of conclusion, or may affect the estimation parameter, such
as the difference between independent and dependent variables expectation and
resulting regression.

Multicolinearity can be assessed by using Pearson Correlation Matrix,
Tolerance calculation (TOL), and Variance Inflation Factor (VIF). According to Hair,
et.al. (1998), multicolinearity indication always exist in every research, so a
researcher can decide by him/herself how much the correlation coefficient, TOL, and
VIF is to be indicated as multicolinearity. Gujarati(1995) stated that rule of thumb is
that if the correlation coefficient is less than 0.8 in value, this indicates there is no
multicolinearity on the research model. The VIF standard rule of thumb is 10. if VIF

is lexx than 10, there is no multicolinearity or the multicolinearity level is not
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dangerous. For TOL less than 1 and more than 0, using rule of thumb 0.10. so, if TOL
is more than 0.10, there is no high multicolinearity between independent variable.
3.5.1.2 Autocorrelation Test

The autocorrelation test, according to Gujarati (1995), is made to assess the
correlation between time series and cross section observation data, even though
autocorrelation mostly happens in time series data. To detect autocorrelation, Durbin
Watson test, Lagrange multiplier test (Breusch-Godfrey statistic), and Q statistic
(Box-Pierce and Ljung box) can be used.
3.5.1.3 Heterocedasticity Test

One important assumption in the classic linear regression model is the
disturbance variable, ul, that exists in its population regression function. It is
homocedastic, that is all disturbance variables have the same variance (Gujarati,
1995). So, if disturbance variances have different variance from one observation to
another observation, there will be heterocedasticity.

To detect heterocedasticity, Gujarati (1995) stated that there are many ways,
both informal and formal methods. Formal method can be detected by using the Park
test, Glejser test, Spearman’s rank correlation test, Goldfeld-Quant test, Breuusch-

Pagan Godfrey (BPG) test, etc.




CHAPTER 1V

RESEARCH FINDINGS, DISCUSSION, AND IMPLICATIONS

4.1 Research Description

Samples must be chosen firstly to obtain the data that will be utilized as the
variables of this research. The data used in this research is all company listed in
Jakarta Stock Exchange and issuing bond in the year 2005. This data can be seen
through Indonesian Capital Market Directory. All of these companies are then
selected based on requirements of the research variable. The samples of this research
can be seen as bellow:

Table 4.1

Distribution of Sample Company Year 2005

NUMBER OF COMPANY
QUARTER
ISSUING STOCK ISSUING BOND
1 184 114
2 187 101
3 190 130
4 188 114

Several data which is taken from those companies are:
a. Cash dividend during the period of consideration (January 2005 to December
2005) taken from Capital Market Database at PPA FE UGM Yogayakarta.
b. Yield to maturity of company issuing bond in 2005 taken from SSX at

Surabaya Stock Exchange.
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c. Unexpected earning changes (in this case net book value) in 2005, for both
company issuing stock and bond that can be obtained from Capital Market
Database at MM UGM Yogyakarta.

After the data is collected, then the researcher obtains abnormal return of
stocks at the announcement date at Capital Market Database at PPA FE UGM
Yogyakarta. Then the data is processed to get the variable chosen as described in

previous chapter.

4.1.1 Bond Return
4.1.1.1 Yield to Maturity
This data was obtained from Capital Market Database Surabaya Stock
Exchange at Surabaya Stock Exchange. The descriptive statistic for the variable
related to the yield to maturity can be seen as follow:
Table 4.2

Yield to maturity year 2005

quarter N MEAN SD MAX MIN
1 114 9.37694 3.04609 20.302 -0.011
2 101 10.0165 3.17814 17.232 -0.015
3 130 9.28312 3.88275 17.328 0
4 114 9.56044 3.1818 15.088 -0.024
quarter 1-4 459 9.53667 3.36366 20.302 -0.024
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4.1.1.2 Effective Annual Yield
After getting the data of yield to maturity, then the effective annual
return was calculated. The result of descriptive statistic for the related variable can be

seen as follow:
Table 4.3

Effective Annual Yield Year 2005

quarter N MEAN SD MAX MIN
1 114 0.09707 0.03207 0.217 0
2 101 0.10391 0.03343 0.182 0
3 130 0.09622 0.04066 0.183 0
4 114 0.09897 0.03333 0.159 0
quarter 1-4 459 0.09881 0.0353 0.217 0

4.1.2 Stock Return
The data of stock return which is represented by abnormal return was
obtained from Capital Market Database at PPA FE UGM Yogyakarta. This data is a
secondary data and the descriptive statistic can be seen as follow:
Table 4.4

Abnormal Return Year 2005

Quarter N MEAN SD MAX MIN
1 184 -0.004932011 0.04852 0.32799 -0.3141
2 187 0.007432246 0.04545 0.46552 -0.1032
3 190 -0.012073789 0.08242 0.27045 -0.9296
4 188 -2.26596E-05 0.0796 0.2513 -0.8987
quarter 1-4 748 -0.002427727 0.06667 0.46552 -0.9296
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4.2 Research Findings and Discussion
4.2.1 The Influence of Unexpected Earning Changes on Bond Return
4.2.1.1 The Influence of Unexpected Earning Changes on Yield to Maturity

The first hypothesis is to find whether the earning changes influence bond
return in the capital market. The bond return is represented by yield to maturity and to
test the first hypothesis, multiple linear regressions are applied in this research. In this
regression, the researcher uses 5 percent significance level. The test is done for one
year (2005) for 114 companies at quarter one, 101 companies at quarter two, 130
companies at quarter three, and 114 companies at quarter four.

Before the test of regression is conducted, there is a classical assumption
test that first must be proved. The result for the test can be seen as follows:
4.2.1.1.1 a Multicolinearity Test

Table 4.5

The Result of Multicollinearity Test

Coetficients’
Standardi
zed
Unstandardized Coefficien
Coefficients ts Collinearity Statistics
Model B Std. Error Beta 1 Sig. Tolerance VIF
1 (Constant) 7.930 .390 20.310 .000
UEC 8.155E-04 .000 .198 4.273 .000 .964 1.037
BRAT 166 .044 176 3.809 .000 .964 1.037

a. Dependent Variable: YTM

The multicollinearity will exist if the value of VIF is more than 10. Based on
the test, the value of VIF is less than 10. it means that multicollinearity among

independent variable does not exist.




4.2.1.1.1 b Heterocedasticity Test

To see the heterocedasticity in this research, Glejser test is conducted in this

research. The result of Glejser test can be seen as follows:

Table 4.6

The Result of Heterocedasticity Test

Coefficients®
Standardi
zed
Unstandardized Coefficien
Coefficients ts
Model B Std. Error Beta t Sig.
1 (Constant) 2.269 .128 17.698 .000
UEC -4.08E-04 .000 -.134 -2.880 .004
a. Dependent Variable: ABS_RES1
Coefficients?
Standardi
zed
Unstandardized Coefficien
Coefficients ts
Model B Std. Error Beta t Sig.
1 (Constant) 1.996 278 7177 .000
BRAT 1.451E-02 .033 .021 .444 .657

a. Dependent Variable: ABS_RES1

The heterocedasticity will exist if Sig.-t > 5%. The table above shows that variable

UEC (unexpected earning changes) has heterocedasticity. To solve this problem, the

UEC must be transformated and finally it is found that UEC square is free from

heterocedasticy. The result can be seen as follow




44

Table 4.7

The result of Heterocedasticity for UEC (after transformation)

Coefficients?
Standardi
zed
Unstandardized Coefficien
Coefficients ts
Model B Std. Error Beta t Sig.
1 (Constant) 2173 122 17.838 .000
UEC SQUARE | -5.46E-08 .000 -.068 -1.464 .144

a. Dependent Variable: ABS_RES3

4.2.1.1.1 ¢ Autocorrelation Test
The autocorrelation test is made to asses the correlation between time series
and cross section observation data. To detect autocorrelation, Durbin Watson test is

conducted. The result can be seen as follows:
Table 4.8

The Result of Autocorrelation Test

Model Summary®

Adjusted Std. Error of | Durbin-W
Model R R Square | R Square | the Estimate atson
1 .1832 .034 .029 3.31406 1.840

a. Predictors: (Constant), BRAT, UEC SQUARE
b. Dependent Variable: YTM

The result of the test shows that this research has no autocorrelation problem.
After those three assumption test was conducted, then the multiple regression test is

done to find the evidence of the first equation for hypothesis one.




4.2.1.1.2 Multiple Regression Test

Table 4.9

Result of Multiple Linear Regression for equation 3.1.a
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Standardi
zed
Unstandardized Coefficien
Coefficients ts Collinearity Statistics
Model B Std. Error Beta t Sig. Tolerance VIF
1 (Constant) 8.320 378 22.023 .000
UEC SQUARE | 1.275E-07 .000 .120 2.589 .010 .987 1.013
BRAT 144 .044 153 3.294 .001 .987 1.013
a. Dependent Variable: YTM
Sum of
Model Squares df Mean Square F Sig.
1 Regression 173.652 2 86.826 7.906 .0002
Residual 5008.240 456 10.983
Total 5181.893 458

a. Predictors: (Constant), BRAT, UEC SQUARE
b. Dependent Variable: YTM

The result from t-test describes that unexpected earnings changes shows the

p-value of t by 0.010, which is significant and the bond rating shows the p-value of t

by 0.001, which is significant as well. It means both earning changes and bond rating

influence yield to maturity significantly.

The result of f test for the test of the first hypothesis shows that the P-value

of F is 0.000. The P-value of F significant compared to the 5 percent significant level.

Based on the explanation above, it is clearly stated that the hypothesis null of the first
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hypothesis is rejected. It means that yield to maturity react positively (negatively) to

unexpected earning increases (decreases).

4.2.1.2 The Influence of Unexpected Earning Changes on Effective Annual Yield

The second equation for first hypothesis is to find whether annual effective
yield is influenced by unexpected earning changes. The same as the first equation,
this test is also done for one year (2005) for the same amount of company as well.

As the first equation, the classical assumption test must be done first before
the regression test is conducted and the result for the test can be seen as follow
4.2.1.2.1 a Multicolinearity Test

Table 4.10

The Result of Multicollinearity Test

Coefficients?
Standardi
zed
Unstandardized Coefficien
Coefficients ts Collinearity Statistics
Model B Std. Error Beta t Sig. Tolerance VIF
1 (Constant) |8.177E-02 .004 19.959 .000
UEC 8.504E-06 .000 197 4.247 .000 .964 1.037
BRAT 1.770E-03 .000 179 3.867 .000 .964 1.037

a. Dependent Variable: EAY

The multicollinearity will exist if the value of VIF is more than 10. Based on

the test, the value of VIF is less than 10. It means that multicollinearity among

£

independent variable does not exist.
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4.2.1.2.1 b Heterocedasticity Test
To see the heterocedasticity in this research, Glejser test is conducted in this
research. The result of Glejser test can be seen as follows:
Table 4.11

The Result of Heterocedasticity Test

Coefficients?
Standardi
zed
Unstandardized Coefficien
Coefficients ts
Model B Std. Error Beta t Sig.
1 (Constant) |2.390E-02 .001 17.828 .000
UEC -4.24E-06 .000 -.133 -2.861 .004
a. Dependent Variable: ABS_RES2
Coefficients?
Standardi
zed
Unstandardized Coefficien
Coefficients ts
Model B Std. Error Beta t Sig.
1 (Constant) |2.097E-02 .003 7.212 .000
BRAT 1.631E-04 .000 .022 478 .633

a. Dependent Variable: ABS_RES2

Because of the same data as the first equation, the table above shows that
variable UEC (unexpected earning changes) has heterocedasticity as well. The
transformation UEC must be done to delete the heterocedasticy and the result can be

seen as follows:



Table 4.12

The result of Heterocedasticity for UEC (after transformation)

Coefficients?
Standardi
zed
Unstandardized Coefficien
Coefficients ts
Model B Std. Error Beta Sig.
1 (Constant) 2.293E-02 .001 18.029 .000
UEC SQUARE | -5.75E-10 .000 -.069 -1.478 .140

a. Dependent Variable: ABS_RES4

4.2.1.2.1 ¢ Autocorrelation Test

To detect autocorrelation, Durbin Watson test is conducted. The result can be

seen as follows:

Table 4.13

The Result of Autocorrelation Test

Model Summary’

The result of the test shows that this research has no autocorrelation problem.

After those three assumption test was conducted, then the multiple regression test is

Adjusted Std. Error of | Durbin-W
Model R R Square | R Square [ the Estimate atson
1 .1852 .034 .030 3.4764E-02 1.840

a. Predictors: (Constant), BRAT, UEC SQUARE
b. Dependent Variable: EAY

done to find the evidence of the second equation for hypothesis one.




4.2.1.2.2 Multiple Regression Test

Table 4.14
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Result of Multiple Linear Regression for equation 3.1.b

Coefficients’
Standardi
zed
Unstandardized Coefficien
Coefficients ts Collinearity Statistics
Model B Std. Error Beta t Sig. Tolerance VIF
1 (Constant) 8.582E-02 .004 21.657 .000
UEC SQUARE |1.333E-09 .000 120 2.581 .010 .987 1.013
BRAT 1.538E-03 000 156 3.357 .001 987 1.013
a. Dependent Variable: EAY
ANOVAP
Sum of
Model Squares df Mean Square F Sig.
1 Regression | 1.953E-02 2 9.767E-03 8.082 .000?
Residual 551 456 1.209E-03
Total 571 458

a. Predictors: (Constant), BRAT, UEC SQUARE
b. Dependent Variable: EAY

The result from t-test describes that unexpected earnings changes shows the

p-value of t by 0.010, which is significant and the bond rating shows the p-value of t

by 0.001, which is significant as well.

The result of f test for the test of the first hypothesis also shows that the P-

value of F is 0.000. Then, the same as equation 3.1.1 a, it is stated that the hypothesis

null of the first hypothesis is rejected as well. It means that the unexpected earning

changes and bond rating has strong significant influence on bond return for year

2005.
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4.2.1.3 Research Implication

The result of test for the first hypothesis is consistent with Datta and Dhilion
(1993) who found the evidence that bondholders react positively (negatively) to
unexpected earnings increases (decreases). Bond return is responsing positively

(negatively) to both earnings changes and bond rating increases (decreases).

4.2.2 The Influence of Unexpected Earning Changes on Stock Return
The second test is done to find the response of stock return to unexpected
earning changes. The stock return is represented by abnormal return. The test is done
by using multiple linear regressions with 5 percent significance level. The test is done
for one year (2005) for 184 companies at quarter one, 187 companies at quarter two,
190 companies at quarter three, and 188 companies at quarter four.
In this equation, classical assumption test is also conducted to find the

existence of some “illness”.



4.2.2.1.a Multicollinearity Test

Table 4.15

The Result of Multicollinearity Test for Abnormal Return
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Coefficients®
Standardi
zed
Unstandardized Coefficien
Coefficients ts Collinearity Statistics
Model B Std. Error Beta t Sig. Tolerance VIF
1 {Constant) -.149 .078478 -1.893 .059
UEC 3.161E-07 .000001 .021 .554 .580 927 1.079
MI 1.311E-04 .000071 .068 1.858 .064 .999 1.001
CASHDIV -2.47E-06 .000015 -.006 -163 .870 .926 1.080

a. Dependent Variable: AR

Based on the test on this equation, the value of VIF is less than 10. It means that

multicollinearity among independent variable does not exist. Then the next test is

conducted.

4.2.2.1 b Heterocedasticity Test

Glejser test is conducted to see the heterocedasticity in this equation, and the

result of Glejser test can be seen as follows:

Table 4.16

The Result of Hetercedasticity Test

Coefficients®
Standardi
zed
Unstandardized Coefficien
Coefficients ts
Maodel B Std. Error Beta t Sig.

1 (Constant) |2.528E-02 .002 10.612 .000
UEC -2.12E-07 .000 -.015 -417 677

a. Dependent Variable: ABS_RES1
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Coefficients®
Standardi
zed
Unstandardized Coefficien
Coefficients ts
Model B Std. Error Beta t Sig.
1 {Constant) 124 .073 1.709 .088
Ml -8.91E-05 .000 -.050 -1.366 172
a. Dependent Variable: ABS_RESH1
Coefficients?
Standardi
zed
Unstandardized Coefficien
Coefficients ts
Model B Std. Error Beta t Sig.
1 (Constant) 2.520E-02 .002 11.093 .000
CASHDIV -1.16E-05 .000 -.031 -.857 .392

a. Dependent Variable: ABS_RES1

Based on the table, the result is significant and it is proven that those three variables

are free from heterocedasticity.

4.2.2.1 ¢ Autocorrelation Test

This autocorrelation test is made to asses the correlation among the three

variables. For this equation Durbin Watson Test is conducted and the result can be

seen as follows:



Table 4.17

The Result of Autocorelation Test

Model Summany

Adjusted Std. Error of | Durbin-W
Model R R Square | R Square | the Estimate atson
1 .0712 .005 .001 6.6632E-02 2.084

a. Predictors: (Constant), CASHDIV, MI, UEC
b. Dependent Variable: AR

multiple regression tests.

4.2.2.2 Multiple Regression Test

Table 4.18

The Result of Multiple Regression Test for equation 3.2
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The result does show the evidence of autocorrelation. Then it can continue to

Coefficients®
Standardi
zed
Unstandardized Coefficien
Coefficients ts Collinearity Statistics
Model 8 Std. Error Beta t Sig. Tolerance VIF
1 (Constant) -.149 078478 -1.893 .059
UEC 3.161E-07 .000001 .021 .554 .580 .927 1.079
Ml 1.311E-04 .000071 .068 1.858 .064 .999 1.001
CASHDIV -2.47E-06 .000015 -.006 -.163 .870 .926 1.080
a. Dependent Variable: AR
ANOVA
Sum of
Model Squares df Mean Square F Sig.
1 Regression 16.623E-04 1 6.623E-04 174 6774
Residual 2.837 746 3.803E-03
Total 2.837 747

a. Predictors: (Constant), UEC
b. Dependent Variable: ABS_RES1
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The result from the t-test describes that unexpected earning changes show
the p-value of t by 0.580 and cash dividend shows the p-value of t by 0.870 which
also shows insignificant level at 5 percent. Meanwhile from t-test, it can be seen that
the market index shows the p-value of t by 0.064 which is significant at 10 percent.

The result of f test for the test of the second hypothesis shows that the P-
value of F is 0.291 and it is clearly stated seen that the result is insignificant.
Therefore, it can be stated that the test that is done for second hypothesis shows
insignificant result. It can be concluded that null hypothesis is rejected in the second
hypothesis. It means that the unexpected earning changes, market index, and cash
dividend have influence on stock return for year 2005.
4.2.2.3 Research Implication

Based on the test in year 2005, which was done in the second hypothesis,
the result is not consistent with Lev (1989) and Brennan (1991), who did the test that
showed earnings response coefficients by regressing stock returns on earnings
changes to evaluate the usefulness of earnings information to investors. In this
research, the p-value of t shows insignificant result for unexpected earning changes,
although the p-value of F shows significant result. It may occur because some
companies do not publish their earnings to the investor, so there is less information
about the company’s expectation of the profit in the future. The second hypothesis
also shows that there was no response of stock return to both unexpected earnings
changes and cash dividend. However, a stock return gives a response to market index

of stock price.
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Based on this research finding, it implies that earning changes may affect
the bondholders, but it does not affect on stockholders returns. Before investors invest
their asset, they will collect some information that might become one factor to affect
the investor’s decision. Many companies do not publish or inform their earning that
makes investor hard to predict the return especially on stock. The stockholders might
also find the condition of the company through another source outside the earning

changes information.



CHAPTER V

CONCLUSIONS AND RECOMMENDATIONS

5.1 Research Conclusions

There are some conclusions drawn from the statistical test analysis that have
been described in the previous chapter. There are:

a. In the first hypothesis, it is clearly showed that there is sufficient evidence to
support the hypothesis alternative. It means that earning changes and bond rating
influence bondholders return which is represented by yield to maturity and
effective annual yield.

b. In second hypothesis, the hypothesis alternative cannot be proven.
Stockholder’s return which is represented by abnormal return does not response
to earning changes and cash dividend. It might happen because of the limitation
on the source of data. This study only use the data provided on JSX which does
not conclude all information needed, in this case earning changes.

Based on the conclusion derived, it can be stated that the earning changes
and bond rating tend to influence bondholder’s return. It is as the same as market
index of stock price also gives affect to stockholder’s return. However, earning
changes and cash dividend cannot influence stockholder’s return. This conclusion has
been supported by multiple regression test, in which the positive earning changes and

negative cash dividend shows that P-value is greater than 5% degree of freedom.

56
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Those results may happen because of the lack of sources to collect sufficient

evidence to support this research.

5.2 Research Recommendations

There are some recommendations for the researchers to conduct further

researches. Those are as follows:

1.

This research has weaknesses on the data, because this research does not use all
earning changes from all samples and having heterocedasticity. This research
only use earning changes information from financial data & ratio provided in
JSX.

The time limitation causing the lack of cash dividend information from each
company. Because not all company issue cash dividend at the same time.

It is recommended to find other variables that influence stockholders return, so
that the investor will have enough information for future expectation.

For further research, it is better to use sample data which is collected from the
primary data.

For the companies issuing stock and bond, it is better to give more information
about the expected return, so the investor may have a better prediction for the

future return.
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APPENDIX 3.1
The Definition of Bond Rating Issued by PT PEFINDO

idAAA An obligor rated idAAA has a superior capacity to meet its long-term financial

idAA

idA

idBBB

commitments relative to that of other Indonesian obligors.

An obligor rated idAA differs from the highest rated obligors only to a small
degree, and has a very strong capacity to meet its long-term financial commitments
relative to that of other Indonesian obligors
An obligor rated idA indicates that, the obligor has a strong capacity to meet its
long-term financial commitments relative to that of other Indonesian obligors.
However, the obligor is somewhat more susceptible to the adverse effects of
changes in circumstances and economic conditions than higher-rated obligors.

An obligor ratedidBBB has an adequate capacity to meet its long-term financial
commitments relative to that of other Indonesian obligors. However, adverse
economic conditions or changing circumstances are more likely to lead to a

weakened capacity of the obligor to meet its financial commitments.

idBB  An obligor rated idBB has a somewhat weak capacity to meet its long-term financial

idB

commitments relative to that of other Indonesian obligors. The obligor faces
ongoing uncertainties or exposure to adverse business, financial or economic
conditions which could result in an inadequate capacity on the part of the obligor to
meet its financial commitments.

An obligor rated idB has a weak capacity to meet its long-term financial
commitments relative to that of other Indonesian obligors. Adverse business,
financial or economic conditions will likely impair the obligor’s capacity to meet

its financial commitments.

idCCC An obligor rated idCCC is currently vulnerable, and is dependent upon favorable

idSD

business and financial conditions to meet its financial commitments.
An obligor rated idSD ("Selective Default") has failed to pay one or more of its
financial obligations, rated or unrated, when it came due. An "SD" rating is

assigned when PEFINDO believes that the obligor has selectively defaulted on a




idD

specific issue or class of obligations but will continue to make timely payments on
its other obligations.
The obligor is in default to meet its long-term financial commitments. The

obligor’s has no capacity to meet its’s short-term financial commitments.

The ratings from idAA to idB may be modified by the addition of a plus (+) or minus (-

)sign to show relative strength within the rating category.

APPENDIX 3.2
The Definition of Bond Rating Issued by PT FITCH RATING INDONESIA

AAA Highest credit quality. '"AAA' ratings denote the lowest expectation of credit risk.

BBB

They are assigned only in case of exceptionally strong capacity for payment of
financial commitments. This capacity is highly unlikely to be adversely affected by

foreseeable events.

Very high credit quality. 'AA’ ratings denote expectations of very low credit risk.
They indicate very strong capacity for payment of financial commitments. This

capacity is not significantly vulnerable to foreseeable events.

High credit quality. 'A' ratings denote expectations of low credit risk. The capacity
for payment of financial commitments is considered strong. This capacity may,
nevertheless, be more vulnerable to changes in circumstances or in economic

conditions than is the case for higher ratings.

Good credit quality. 'BBB' ratings indicate that there is currently expectations of low
credit risk. The capacity for payment of financial commitments is considered
adequate but adverse changes in circumstances and economic conditions are more

likely to impair this capacity. This is the lowest investment grade category.




Speculative Grade

BB

CCC

CC

Speculative. 'BB' ratings indicate that there is a possibility of credit risk developing,
particularly as the result of adverse economic change over time; however, business or
financial alternatives may be available to allow financial commitments to be met.

Securities rated in this category are not investment grade.

Highly speculative.

For issuers and performing obligations, 'B' ratings indicate that significant credit risk
i1s present, but a limited margin of safety remains. Financial commitments are
currently being met; however, capacity for continued payment is contingent upon a
sustained, favorable business and economic environment.

For individual obligations, may indicate distressed or defaulted obligations with
potential for extremely high recoveries. Such obligations would possess a Recovery

Rating of 'RR1' (outstanding).

For issuers and performing obligations, default is a real possibility. Capacity for
meeting financial commitments is solely reliant upon sustained, favorable business or
economic conditions.

For individual obligations, may indicate distressed or defaulted obligations with
potential for average to superior levels of recovery. Differences in credit quality may
be denoted by plus/minus distinctions. Such obligations typically would possess a

Recovery Rating of 'RR2' (superior), or 'RR3' (good) or 'RR4' (average).

For issuers and performing obligations, default of some kind appears probable.
For individual obligations, may indicate distressed or defaulted obligations with a

Recovery Rating of 'RR4' (average) or 'RRS' (below average).

For issuers and performing obligations, default is imminent.
For individual obligations, may indicate distressed or defaulted obligations with
potential for below-average to poor recoveries. Such obligations would possess a

Recovery Rating of 'RR6' (poor).




RD  Indicates an entity that has failed to make due payments (within the applicable grace
period) on some but not all material financial obligations, but continues to honor

other classes of obligations. .

D Indicates an entity or sovereign that has defaulted on all of its financial obligations.
Default generally is defined as one of the following:
- Failure of an obligor to make timely payment of principal and/or interest under the
contractual terms of any financial obligation;
- The bankruptcy filings, administration, receivership, liquidation or other winding-
up or cessation of business of an obligor; or
- The distressed or other coercive exchange of an obligation, where creditors were
offered securities with diminished structural or economic terms compared with the

existing obligation.

The modifiers "+" or "-" may be appended to a rating to denote relative status within major
rating categories. Such suffixes are not added to the '"AAA' Long-term rating category, to
categories below 'CCC', or to Short-term ratings other than 'F1'. (The +/- modifiers are only
used to denote issues within the CCC category, whereas issuers are only rated CCC without

the use of modifiers.)







APPENDIX 4.1.a
Test for the First Hypothesis for Equation 3.1.a

Regression

Variables Entered/Removed

Variables Variables
Model Entered Removed Method
1 BRAI,

UEC Enter

a. All requested variables entered.
b. Dependent Variable: YTM

Model Summany

Adjusted Std. Error of | Durbin-W
Model R R Square | R Square | the Estimate atson
1 .2392 .057 .053 3.27343 1.824
a. Predictors: (Constant), BRAT, UEC
b. Dependent Variable: YTM
ANOVAP
Sum of
Model Squares df Mean Square F Sig.
1 Regression 295.691 2 147.845 13.798 .0002
Residual 4886.202 456 10.715
Total 5181.893 458
a. Predictors: (Constant), BRAT, UEC
b. Dependent Variable: YTM
Coefficients
Standardi
zed
Unstandardized Coefficien
Coefficients ts Collinearity Statistics
Model B Std. Error Beta t Sig. Tolerance VIF
1 (Constant) 7.930 .390 20.310 .000
UEC 8.155E-04 .000 .198 4.273 .000 .964 1.037
BRAT .166 .044 176 3.809 .000 .964 1.037
a. Dependent Variable: YTM




Collinearity Diagnosticé

Condition Variance Proportions

Model  Dimension Eigenvalue Index (Constant) UEC BRAT
1 1 2.157 1.000 .03 .06 .03

2 .759 1.686 .01 .84 .03

3 8.373E-02 5.076 .96 .10 .94

a. Dependent Variable: YTM

Casewise Diagnostics
Case Number | Std. Residual YTM
24 -3.035 -011
31 -3.083 -.001
128 -3.036 -.015
136 -3.083 .000
240 -3.015 .056
247 -3.076 .022
250 -3.013 .062
257 -3.019 .042

a. Dependent Variable: YTM
Residuals Statistics
Minimum | Maximum Mean Std. Deviation N

Predicted Value 7.93027 | 14.25093 9.53667 .80350 459
Residual -10.09151 9.21446 -4.3E-15 3.26628 459
Std. Predicted Value -1.999 5.867 .000 1.000 459
Std. Residual -3.083 2.815 .000 .998 459

a. Dependent Variable: YTM




Heteroscedasticity Test of Unexpected Earnin

3.1.a
Regression
Variables Entered/Removed
Variables Variables
Model Entered Removed Method
1 UEC? Enter

&. All requested variables entered.
b. Dependent Variable: ABS_RES1

Model Summary

g Changes Year 2005 for the Equation

Adjusted Std. Error of
Model R R Square | R Square | the Estimate
1 1342 .018 .016 2.4731
a. Predictors: (Constant), UEC
ANOVAP
Sum of
Model Squares df Mean Square F Sig.
1 Regression 50.736 1 50.736 8.295 .0042
Residual 2795.208 457 6.116
Total 2845.944 458
a. Predictors: {Constant), UEC
b. Dependent Variable: ABS_REST
Coeffticients?
Standardi
zed
Unstandardized Coefficien
Coefficients ts
Model B Std. Error Beta t _Sig.
1 (Constant) 2.269 .128 17.698 .000
UEC -4,08E-04 .000 -.134 -2.880 .004

a. Dependent Variable: ABS_RES1




Heteroscedasticity Test of Bond Rating Year 2005 for the Equation 3.1.a
Regression

Variables Entered/Removed

Variables Variables
Model Entered Removed Method
1 BRAT® Enter

a. All requested variables entered.

b. Dependent Variable: ABS_RES1

Model Summary

Adjusted Std. Error of
Model R R Square | R Square | the Estimate
1 .0212 .000 -.002 2.4949
a. Predictors: (Constant), BRAT
ANOVAP
Sum of
Model Squares df Mean Square F Sig.
1 Regression 1.229 1.229 197 .6572
Residual 2844.715 457 6.225
Total 2845.944 458
a. Predictors: (Constant), BRAT
b. Dependent Variable: ABS RES1
Coefficients?
Standardi
zed
Unstandardized Coefficien
Coefficients ts
Model B Std. Error Beta t Sig.
1 (Constant) 1.996 .278 7177 .000
BRAT 1.451E-02 .033 .021 444 .657

a. Dependent Variable: ABS_RES1




Test for the First Hypothesis for Equation 3.1.a (after transformation)
Regression

Variables Entered/Removed

Variables Variables
Model Entered Removed Method
1 BRAT,
UEC Enter
SQUARE

a. All requested variables entered.
b. Dependent Variable: YTM

Model Summary’

Adjusted Std. Error of | Durbin-W
Model R R Square | R Square | the Estimate atson
1 .1832 .034 .029 3.31406 1.840
a. Predictors: (Constant), BRAT, UEC SQUARE
b. Dependent Variable: YTM
ANOVAP
Sum of
Model Squares df Mean Square F Sig.
1 Regression 173.652 2 86.826 7.906 .0002
Residual 5008.240 456 10.983
Total 5181.893 458
. Predictors: (Constant), BRAT, UEC SQUARE
b. Dependent Variable: YTM
Coefficients?
Standardi
zed
Unstandardized Coefficien
Coefficients ts Collinearity Statistics
Model B Std. Error Beta t Sig. | Tolerance VIF
1 (Constant) 8.320 .378 22.023 .000
UEC SQUARE [1.275E-07 .000 120 2.589 .010 .987 1.013
BRAT 144 044 .153 3.294 .001 .987 1.013

a. Dependent Variable: YTM




Collinearity Diagnosticé

Variance Proportions
Condition UEC

Model  Dimension | Eigenvalue Index (Constant) [ SQUARE BRAT
1 1 2.002 1.000 .04 .04 .04

2 .909 1.484 .01 .93 .01

3 8.909E-02 4.740 .96 .03 .95

a. Dependent Variable: YTM

Casewise Diagnostics
Case Number | Std. Residual YTM
24 -3.035 -.011
31 -3.075 -.001
128 -3.036 -.015
136 -3.075 .000
240 -3.014 .056
247 -3.068 .022
250 -3.013 .062
257 -3.019 .042

a. Dependent Variable: YTM
Residuals Statistics?
Minimum | Maximum Mean Std. Deviation N

Predicted Value 8.31967 14.34810 9.53667 61575 459
Residuat -10.19063 9.24931 -4.2E-15 3.30681 459
Std. Predicted Value -1.976 7.814 .000 1.000 459
Std. Residual -3.075 2.791 .000 .998 459

4. Dependent Variable: YTM




Charts

Normal P-P Plot of Regression Standardized Residual

Dependent Variable: YTM
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Heteroscedasticity Test of Unexpected Earning Changes Year 2005 for Equation 3.1.a
(after transformation)
Regression

Variables Entered/Removed

Variables Variables
Model Entered Removed Method
1 UEC a
SQUARE
a. All requested variables entered.

b. Dependent Variable: ABS_RES3

Enter

Model Summary

Adjusted Std. Error of
Model R R Square | R Square | the Estimate
1 .0682 .005 .002 2.5261

a. Predictors: (Constant), UEC SQUARE

ANOVAP
Sum of
Model Squares df Mean Square F Sig.
1 Regression 13.671 1 13.671 2.142 1443
Residual 2916.111 457 6.381
Total 2929.782 458

a. Predictors: (Constant), UEC SQUARE
b. Dependent Variable: ABS_RES3

Coefficients?
Standardi
zed
Unstandardized Coefficien
Coefficients ts
Model B Std. Error Beta t Sig.
1 (Constant) 2.173 122 17.838 .000
UEC SQUARE | -5.46E-08 .000 -.068 -1.464 144

a. Dependent Variable: ABS_RES3



Heteroscedasticity Test of Bond Rating Year 2005 for Equation 3.1.a (after

transformation)
Regression

Variables Entered/Removed

Variables Variables
Model Entered Removed Method
1 BRAT® Enter

a. All requested variables entered.
b. Dependent Variable: ABS_RES3

Model Summary

Adjusted Std. Error of
Model R R Square | R Square | the Estimate
1 .0012 .000 -.002 2.5320
a. Predictors: (Constant), BRAT
ANOVA
Sum of
Model Squares df Mean Square F Sig.
1 Regression | 3.151E-03 3.151E-03 .000 .9822
Residual 2929.779 457 6.411
Total 2929.782 458
a. Predictors: (Constant), BRAT
b. Dependent Variable: ABS_RES3
Coefficients
Standardi
zed
Unstandardized Coefficien
Coefiicients ts
Model B Std. Error Beta t _Sig.
1 (Constant) 2.122 .282 7.519 .000
BRAT 7.347E-04 .033 .001 .022 .982

a. Dependent Variable: ABS_RES3




APPENDIX 4.1.b
Test for the First Hypothesis for Equation 3.1.b

Regression

Variables Entered/Removed

Variables Variables
Model Entered Removed Method
1 BRAT,
UEC Enter
a. All requested variables entered.
b. Dependent Variable: EAY
Model Summany
Adjusted Std. Error of | Durbin-wW
Model R R Square | R Square | the Estimate atson
1 .2402 .057 .053 3.4345E-02 1.825
a. Predictors: (Constant), BRAT, UEC
b. Dependent Variable: EAY
ANOVA
Sum of
Model Squares df Mean Square F Sig.
1 Regression | 3.276E-02 2 1.638E-02 13.885 .0002
Residual .538 456 1.180E-03
Total .571 458
&. Predictors: (Constant), BRAT, UEC
b. Dependent Variable: EAY
Coefficients?
Standardi
zed
Unstandardized Coefficien
Coefficients ts Collinearity Statistics
Model B Std. Error Beta t Sig. Tolerance VIF
1 (Constant) |8.177E-02 .004 19.959 .000
UEC 8.504E-06 .000 197 4.247 .000 .964 1.037
BRAT 1.770E-03 .000 179 3.867 .000 .964 1.037

a. Dependent Variable: EAY




Collinearity Diagnostic$

Condition Variance Proportions
Model Dimension | Eigenvalue Index (Constant) UEC BRAT
1 1 2.157 1.000 .03 .06 .03
2 .759 1.686 .01 .84 .03
3 8.373E-02 5.076 .96 10 .94
a. Dependent Variable: EAY
Casewise Diagnostics
Case Number | Std. Residual EAY
31 -3.051 .000
136 -3.051 .000
247 -3.051 .000
a. Dependent Variable: EAY
Residuals Statistics’
| Minimum | Maximum Mean Std. Deviation N
Predicted Value 8.18E-02 .14839 | 9.88E-02 8.4571E-03 459
Residual -.10478 .10160 | 6.71E-17 3.4270E-02 459
Std. Predicted Value -2.015 5.863 .000 1.000 459
Std. Residual -3.051 2.958 .000 .998 459

a. Dependent Variable: EAY




Heteroscedasticity Test of Unexpected Earning Changes Year 2005 for Equation 3.1.b

Regression

Variables Entered/Removed

Variables Variables
Model Entered Removed Method
1 UEC? Enter

a. All requested variables entered.

b. Dependent Variable: ABS_RES?2

Model Summary

Adjusted Std. Error of
Model R R Square | R Square | the Estimate
1 .1332 .018 .015 2.586E-02
. Predictors: (Constant), UEC
ANOVAP
Sum of
Model Squares df Mean Square F Sig.
1 Regression |[5.473E-03 1 5.473E-03 8.185 .0042
Residual .306 457 6.687E-04
Total 311 458
a. Predictors: (Constant), UEC
b. Dependent Variable: ABS_RES2
Coefficients
Standardi
zed
Unstandardized Coefficien
Coefficients ts
Model B Std. Error Beta t Sig.
1 (Constant) |2.390E-02 .001 17.828 .000
UEC -4.24E-06 .000 -.133 -2.861 .004
a. Dependent Variable: ABS_RES?2




Heteroscedasticity Test of Bond Rating Year 2005 for Equation 3.1.b

Regression

Variables Entered/Removed

Variables Variables
Model Entered Removed Method
1 BRAT® Enter

a. All requested variables entered.
b. Dependent Variable: ABS_RES2

Model Summary

Adjusted Std. Error of
Model R R Square | R Square | the Estimate
1 .0222 .000 -.002 2.608E-02
a. Predictors: (Constant), BRAT
ANOVAP
Sum of
Model Squares df Mean Square F Sig.
1 Regression | 1.552E-04 1 1.552E-04 .228 .6332
Residual 311 457 6.803E-04
Total 311 458
&. Predictors: (Constant), BRAT
b. Dependent Variable: ABS RES2
Coefficients®
Standardi
zed
Unstandardized Coefficien
Coefficients ts
Model B Std. Error Beta t Sig.
1 (Constant) |2.097E-02 .003 7.212 .000
BRAT 1.631E-04 .000 .022 478 .633

a. Dependent Variable: ABS_RES2




Test for the First Hypothesis for Equation 3.1.b (after transformation)
Regression

Variables Entered/Removed

Variables Variables
Model Entered Removed Method
1 BRAT,
UEC a Enter
SQUARE

. All requested variables entered.
b. Dependent Variable: EAY

Model Summan?

Adjusted Std. Error of | Durbin-W
Model R R Square | R Square | the Estimate atson
1 .1852 .034 .030 | 3.4764E-02 1.840
a. Predictors: (Constant), BRAT, UEC SQUARE
b. Dependent Variable: EAY
ANOVAP
Sum of
Model Squares df Mean Square F Sig.
1 Regression [ 1.953E-02 2 9.767E-03 8.082 .0002
Residual .551 456 1.209E-03
Total .571 458
a. Predictors: (Constant), BRAT, UEC SQUARE
b. Dependent Variable: EAY
Coefficients?
Standardi
zed
Unstandardized Coefficien
Coefficients ts Collinearity Statistics
Model B Std. Error Beta t Sig. | Tolerance VIF
1 (Constant) 8.582E-02 .004 21.657 .000
UEC SQUARE |1.333E-09 .000 120 2.581 .010 .987 1.013
BRAT 1.538E-03 .000 156 3.357 .001 .987 1.013

a. Dependent Variable: EAY




Collinearity Diagnosticé

Variance Proportions
Condition UEC
Model _Dimension | Eigenvalue Index (Constant) | SQUARE BRAT
1 1 2.002 1.000 .04 .04 .04
2 .909 1.484 .01 .93 .01
3 8.909E-02 4,740 .96 .03 .95
a. Dependent Variable: EAY
Casewise Diagnostics
Case Number | Std. Residual EAY
31 -3.044 .000
136 -3.044 .000
247 -3.044 .000
a. Dependent Variable: EAY
Residuals Statistics?
Minimum | Maximum Mean Std. Deviation N
Predicted Value 8.58E-02 .14807 | 9.88E-02 6.5309E-03 459
Residual -.10581 .10196 6.13E-17 3.4688E-02 459
Std. Predicted Value -1.988 7.697 .000 1.000 459
Std. Residual -3.044 2.933 .000 .998 459

a. Dependent Variable: EAY




Charts

Normal P-P Plot of Regression Standardized Residual

Dependent Variable: EAY
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Heteroscedasticity Test of Unexpected Earning Changes Year 2005 for equation 3.1.b
Regression

Variables Entered/Removed

Variables Variables
Model Entered Removed Method
1 UEC a
SQUARE
a. All requested variables entered.

b. Dependent Variable: ABS_RES4

Enter

Model Summary

Adjusted Std. Error of
Model R R Square | R Square | the Estimate
1 0692 .005 .003 2.638E-02

a. Predictors: (Constant), UEC SQUARE

ANOVAR
Sum of
Model Squares df Mean Square F Sig.
1 Regression | 1.520E-03 1 1.520E-03 2.184 1402
Residual .318 457 6.959E-04
Total .320 458

a. Predictors: (Constant), UEC SQUARE
b. Dependent Variable: ABS_RES4

Coefficients?
Standardi
zed
Unstandardized Coefficien
Coefficients ts
Model B Std. Error Beta t Sig.
1 (Constant) 2.293E-02 .001 18.029 .000
UEC SQUARE | -5.75E-10 .000 -.069 -1.478 .140

a. Dependent Variable: ABS_RES4




Heteroscedasticity Test of Bond Rating Year 2005 for equation 3.1.b
Regression

Variables Entered/Removed

Variables Variables
Model Entered Removed Method
1 BRAT® Enter

a. All requested variables entered.
b. Dependent Variable: ABS_RES4

Model Summary

Adjusted Std. Error of
Model R R Square [ R Square | the Estimate
1 .0032 .000 -.002 2.644E-02
a. Predictors: (Constant), BRAT
ANOVAP
Sum of
Model Squares df Mean Square F Sig.
1 Regression | 3.156E-06 1 3.156E-06 .005 .9462
Residual .320 457 6.992E-04
Total .320 458
a. Predictors: (Constant), BRAT
b. Dependent Variable: ABS RES4
Coefficients®
Standardi
zed
Unstandardized Coefficien
Coefficients ts
Model B Std. Error Beta t Sig.
1 (Constant) [2.228E-02 .003 7.559 .000
BRAT 2.325E-05 .000 .003 .067 .946

a. Dependent Variable: ABS_RES4



APPENDIX 4.2

Test for the Second Hypothesis

Regression

Variables Entered/Removed

Variables Variables
Model Entered Removed Method
1 CASHDIV,
M, UECa Enter

a. All requested variables entered.
b. Dependent Variable: AR

Model Summary®

Adjusted Std. Error of | Durbin-W
Model R R Square R Square the Estimate atson
1 .0712 .005 .001 6.6632E-02 2.084
a. Predictors: (Constant), CASHDIV, M!, UEC
b. Dependent Variable: AR
ANOVAP
Sum of
Model Squares df Mean Square F Sig.
1 Regression 1.663E-02 3 5.543E-03 1.248 2912
Residual 3.303 744 4.440E-03
Total 3.320 747
a. Predictors: (Constant), CASHDIV, M|, UEC
b. Dependent Variable: AR
Coefficients?
Standardi
zed
Unstandardized Coefficien
Coefficients ts Collinearity Statistics
Model B Std. Error Beta t Sig. Tolerance VIF
1 (Constant) -.149 .078478 -1.893 .059
UEC 3.161E-07 .000001 .021 .554 .580 927 1.079
M 1.311E-04 .000071 .068 1.858 .064 .999 1.001
CASHDIV -2.47E-06 .000015 -.006 -.163 .870 .926 1.080

a. Dependent Variable: AR




Collinearity Diagnostic@

Condition Variance Proportions
Model Dimension Eigenvalue Index (Constant) UEC Mi CASHDIV
1 1 2.238 1.000 .00 .05 .00 .02
2 1.094 1.430 .00 .18 .00 .50
3 .667 1.832 .00 .76 .00 .48
4 4.820E-04 68.143 1.00 .00 1.00 .00
a. Dependent Variable: AR
Casewise Diagnostics’
Case Number | Std. Residual AR
85 -3.860 -.264
103 -4.610 -314
167 5.025 .328
249 7.007 .466
281 4.134 274
413 3.406 .220
487 -13.847 -.930
518 3.414 .220
559 4.163 .270
631 3.713 .251
635 3.143 .213
661 -3.792 -.249
676 -13.548 -.899
a. Dependent Variable: AR
Residuals Statistics’
Minimum | Maximum Mean Std. Deviation N
Predicted Value -9.1E-03 | 1.65E-02 -2.4E-03 4.7179E-03 748
Residual -.92267 46690 | 7.41E-16 6.6498E-02 748
Std. Predicted Value -1.414 4.003 .000 1.000 748
Std. Residual -13.847 7.007 .000 .998 748

4. Dependent Variable: AR




Charts

Normal P-P Plot of Regression Standardized Residual

Dependent Variable: AR
1.00 ﬂ

751

.50 4
o}
[]
e
o
E
s
O 254
R
]
-
(%3
[0
3
w 0.00
0.00 25 .50 .75 1.00

Observed Cum Prob




Heteroscedasticity Test of Unexpected Earning Changes Year 2005
Regression

Variables Entered/Removed

Variables Variables
Model Entered Removed Method
1 UEC? Enter

a. All requested variables entered.
b. Dependent Variable: ABS_RES1

Model Summary

Adjusted Std. Error of
Model R R Square | R Square | the Estimate
1 .0152 .000 -.001 6.166E-02
a. Predictors: (Constant), UEC
ANOVAP
Sum of
Model Squares df Mean Square F Sig.
1 Regression | 6.623E-04 1 6.623E-04 174 6772
Residual 2.837 746 3.803E-03
Total 2.837 747
a. Predictors: (Constant), UEC
b. Dependent Variable: ABS_RES1
Coefficients
Standardi
zed
Unstandardized Coefficien
Coefficients ts
Model B Std. Error Beta t Sig.
1 (Constant) |2.528E-02 .002 10.612 .000
UEC -2.12E-07 .000 -.015 -417 677

a. Dependent Variable: ABS_RES1




Heteroscedasticity Test of Market Index Year 2005
Regression

Variables Entered/Removed

Variables Variables
Model Entered Removed Method
1 Mg Enter

a. All requested variables entered.
b. Dependent Variable: ABS_RES1

Model Summary

Adjusted Std. Error of
Model R R Square | R Square | the Estimate
1 .0502 .002 .001 6.159E-02
a. Predictors: (Constant), Ml
ANOVAP
Sum of
Model Squares df Mean Square F Sig.
1 Regression | 7.079E-03 1 7.079E-03 1.866 1728
Residual 2.830 746 3.794E-03
Total 2.837 747
a. Predictors: (Constant), MI
b. Dependent Variable: ABS_RESH1
Coefficients?
Standardi
zed
Unstandardized Coefficien
Coefficients ts
Model B Std. Error Beta t Sig.
1 (Constant) 124 .073 1.709 .088
Mi -8.91E-05 .000 -.050 -1.366 A72

a. Dependent Variable: ABS_RES1




Heteroscedasticity Test of Cash Dividend Year 2005
Regression

Variables Entered/Removed

Variables Variables
Model Entered Removed Method
1 CASHDIV? Enter

a. All requested variables entered.

b. Dependent Variable: ABS_RES1

Model Summary

Adjusted Std. Error of
Model R R Square R Square the Estimate
1 .0312 .001 .000 6.164E-02
a. Predictors: (Constant), CASHDIV
ANOVAP
Sum of
Model Squares df Mean Square F Sig.
1 Regression 2.791E-03 1 2.791E-03 .735 .3922
Residual 2.835 746 3.800E-03
Total 2.837 747
a. Predictors: (Constant), CASHDIV
b. Dependent Variable: ABS_RES1
Coefficients?
Standardi
zed
Unstandardized Coefficien
Coefficients ts
Model B Std. Error Beta t Sig.
1 (Constant) 2.520E-02 .002 11.093 .000
CASHDIV -1.16E-05 .000 -.031 -.857 .392

a. Dependent Variable: ABS_RES1




