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ABSTRACT

ANALYSIS OF STOCK MARKET REACTION TO THE EXCHANGE

OF DISCOUNTED LONG-TERM CORPORATE BONDS

by

John Consaul Gardner, Sr.

This research attempts to determine the stock market effects

of announcements of bond for bond exchanges and to determine if the

effects are directly associated with the cash flows resulting from

the exchange. The bond for bond exchange, unlike exchanges between

classes of securities, does not alter the firm's capital structure

since the market value of debt remains constant. The exchange does,

however, result in a coincidental adjustment in net cash flows.

A stock market return analysis is conducted on the three days

surrounding the announcements of each exchange. These announcements

consist of the proposal, terms, and results of the exchange announce-

ments. The research assumes a semi-strong form of market efficiency,

as it relates to publicly available information, and an equilibrium

pricing of common stocks consistent with the capital asset pricing

model. Results of the analysis Show significant positive stock

returns exist during the proposal announcement period and insignifi-

cant returns around the terms and results announcement periods.

These results suggest that shareholders impound the economic effects

of the exchange when the proposal to exchange the firm's bonds is made.
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To test the relationship between the relative size of the

excess returns and the net cash flows resulting from the exchange, a

correlation analysis is performed. Insignificant correlations are

evidenced in each of the three announcement periods. Correlations

between the excess returns aggregated over the three announcement

periods and the cash flows are also insignificant.

The lack of correlation between excess returns and cash flows

is likely to be caused by either 1) a mis-specification of the cash

flow model, or 2) factors other than those incorporated in the cash

flow model having an economic impact upon shareholder wealth.

Assuming the cash flow model reasonably measures the net present

value of an exchange, Jensen and Meckling's agency theory provides an

explanation of what these other economic effects might be. In

particular, if debt covenents are written in terms of book values of

capital structure components, the reduction in long-term debt can pro-

vide greater flexibility to managers in terms of dividend decisions,

future debt issues, and working capital maintenance.
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CHAPTER I

INTRODUCTION

Background

Changes in capital structures resulting from corporations ex-

changing two classes of their own securities have recently been

studied to determine any effect on the wealth of the respective secu-

rity holders. Two recent studies by Masulis [1980] and Mikkelson [1981]

analyzed exchanges between various classes of securities.1 Central to

their analysis was the assumption that the exchanges of securities

between different classes of security holders represented "pure" capital

structure changes. "Pure" capital structure changes occur when the ex-

change is not confounded by changes in a firm's asset composition or

any other simultaneous cash inflows or outflows.2 The results of their

empirical investigations were consistent with Modigliani-Miller [1963]

in that a relationship appeared to exist between resultant increases

(decreases) in tax shield caused by the exchange and increases

(decreases) in shareholder wealth.3

A separate body of research exists which deals with exchanges

within a class of securities, i.e., debt for debt exchanges. This

literature proposes no capital structure effect on shareholder wealth

since the market values of the two debt issues in the exchange are

approximately equal.4 Analysis of the effects of bond for bond
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exchanges has focused on the impact of the net cash flows generated

by the exchange upon shareholder wealth. The majority of the extant

literature dealing with the net cash flow impact of corporate bond

refundings was concerned with the replacement of higher interest rate

debt with lower rate new issues. This research focused upon the

issuer's trade-off between higher new bond principal amounts and

lower interest costs. Authors sudh as Bierman [1966, 1972], Bowling

[1966], Schwartz [1967] and weingartner [1967] have contributed

research in this area.

A second form of bond exchanges, exchanges of discounted long-

term corporate bonds, occurs in high interest rate periods. During

the 1970's, when interest rates were historically high and a large

volume of corporate debt financing prevailed, a number of new issues

were exchanged for outstanding lower coupon rate bonds. Analysis of

the net cash flows generated by these exchanges focused upon the

issuer's trade-off between lower new bond principal amounts and higher

interest costs. Research related to the investment aspects of the

exchange decision was conducted by Ang [1975], Johnson and Klein

[1974], Kalotay [1978] and Laber [1978]. Each of these authors

addressed the capital budgeting consideration of bond exchanges. The

cash flow models proposed by these authors will be considered separately

in Chapter II.

The purpose of this study is to test for the information con-

tent of the announcements of the exchanging of discounted corporate

bonds. Bond exchanges that occurred over the years 1973 through 1979

*will be included in the study. In addition, proposed cash flows

resulting from the bond exchanges will be investigated separately to
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determine if a relationship exists between shifts in shareholder

wealth and the net cash flow of the exchange. The proposed cash flow

effect on shareholder wealth is discussed in the section to follow.

NPV and Shareholder Wealth

The effect of the exchange on shareholder wealth, assuming all

benefits accrue to the common shareholder, can be modeled as follows:

Assuming no exchange, the share price equals

P + D

P0 = -—]—'——l 0 (Eq. 1)

1 + r

Adding the exchange at to and separating the NPV from P1’

  

we have

P1 + D1 NPVo NPVo

P! = __ + = P0 + ’ (Eq. 2)

1 + r S S
o o

where: P - current stock price,

Pl - expected stock price at the end of period

one without exchange,

D - expected dividend at the end of period one,
1

NPVo - net present value of the exchange,

80 - number of shares of common stock outstanding,

r I rate of return required by common shareholders,

P' = current stock price which includes any wealth

effect from the exchange,

t 8 current time period,

and therefore

NPV

 P'-P =
O

o

o '3 APO ° (Eq. 3)

‘O

The effect on the market value of common stock would be

 
 

o = 0 (Eq. 4)
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The proposed change in stock market value due to the exchange is what

this research will be investigating. The hypotheses to be tested and

the associated research methodology applied will be divided into two

distinct parts.

Hypotheses and Methodology — Part 1
 

The first phase of the research will examine the effect on

shareholder wealth caused by the announcement of the exchange. Rele-

vant announcement dates are those dates on which new information con-

cerning the exchange is first released to the market. For bond ex-

changes the proposed relevant dates are:

l. The initial announcement of the firm's proposed exchange,

2. Announcement of the term of the bond exchange, and

3. Announcement of the final results of the exchange.

The announcement process normally involves several additional interim

results announcements and time extensions of the exchange. Most firms

in the sample studied made two or more announcements of results or

extensions. Chapter III contains an in-depth discussion of the ex-

Change process.

The hypotheses to be tested are:

1. Initial Announcement Hypothesis

 

AP
1:

Ho ' P 1 = O - No significant changes in common stock

t1 prices of exchanging firms is due to the

announcement of the exchange decision

(t ).

APt 1

HJ. : —P—-1- 5‘ 0 - A significant change in common stock

t1 prices of exchanging firms is due to the

announcement of the exchange decision

(t ).
l
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2. Terms Announcement Hypothesis

 

AP
t

B0 = 0 - No significant change in common stock

t2 prices of exchanging firms is due to the

announcement of the terms of exchange

(t2).

APt2

H1 : -§—-# 0 - A significant change in common stock

t2 prices of exchanging firms is due to the

announcement of the terms of exchange

(t2).

3. Results Announcement Hypothesis

 

APt

Ho . P a 0 - No significant change in common stock

t3 prices of exchanging firms is due to the

announcement of results of the exchange

(t3).

APt3

H1 : —§——-f 0 - A significant change in common stock

t3 prices of exchanging firms is due to the

announcement of results of the exchange

(:3).

The above hypotheses relate to any change in shareholder wealth

reflected in price changes at the initial announcement date (Ptl), the

announcement of terms date (Pt ) and the final results announcement

(Pt3)'

An excess returns analysis, discussed thoroughly in Chapter IV,

‘will be conducted using the mean adjusted returns model as an estima-

tion model.5 Z-tests will be conducted on daily mean returns of the

sample around the announcement periods. If significant excess returns

are detected around any of the announcement dates, the significant

periods will be further analyzed to determine the relationship of a

proposed NPV calculation to these returns. This will be accomplished



in Part II.

Hypotheses and Methodology - Part II
 

Given the excess returns determined in Part I, correlation

analysis, similar to that conducted by Beaver, Clarke and Wright [1979],

will be performed to investigate the relationship between the rela-

tive magnitudes of the individual firm's excess returns and the

firm's standardized net present value.

The hypothesis to be tested is:

H0 : Prn S 0

The abnormal returns of the individual

common stocks of exchanging firms are

not positively correlated with the

standardized net present values of the

bond exchanges.

H1 p >0

rn

The abnormal returns of the individual

common stocks of exchanging firms are

positively correlated with the standard-

ized net present values of the bond.

where 0 8 correlation factor

R = excess returns

N = standardized NPV calculation

Assuming R and N are jointly drawn from the same distribution, the

correlation factor will measure the level of dependence between the

two variables. The two variables are the individual excess returns

and the standardized NPV calculation. The standardization procedure

involves a division of the NPV by the average value of the firm's

common stock over the five trading days prior to the announcement

date. Chapter IV provides an in-depth discussion of research

methodology employed.
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Based upon empirical results obtained by Masulis [1980], come

mon stock returns of exchanging firms would be expected to be most

affected at the time of the initial announcement. This implies in-

vestors can sufficiently forecast the cash flow impact of the exchange

without waiting to learn the actual terms of the exchange. Investors

can essentially impute the terms of exchange based upon current

economic conditions.

Implications for Capital Market Efficiency
 

The analysis of the exchange process will be an examination of

the semi—strong market efficiency hypothesis. By investigating daily

return data around the announcement dates, a determination of how

rapidly the information is incorporated in share prices can be examined.

Any lagged effect might be considered as an indication of market ineffi-

ciency.

Results may be confounded by the presence of insider informa-

tion,as well as any signalling that the exchange itself might convey to

security holders. In addition, a concomitant effect due to a change in

expected bankruptcy costs and any effect of incomplete capital markets

may confound the results. The analysis of these issues, however, is

beyond the scope of the research conducted here. Possible inferences

will be discussed when empirical results are reviewed in Chapter V.

Additional Firm Effects
 

While the proposed cash flow generated by the exchange is of

economic consequence and is the focal point of this research, other

firm specific variables are affected by the exchange process. As

pointed out by Johnson and Klein [1974], additional consequences of
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the exchange would be the improvement of the firms financial ratios

and the effect on current earnings.

Selected financial ratios affected by the exchange would in—

clude profitability and debt utilization ratios. Profitability ratios

such as profit margin, return on investment and return on equity are

affected in the year of repurChase. Income would be inflated by the

gain on retirement of the old bonds.6 The inflated income number

results in an inflated numerator in the profitability ratios making

them more attractive.7 This enhancement of profitability would be of

a one period duration after which they would revert to normal levels.

The new ratio levels may in fact ultimately fall below pre-exchange

levels due to additional interest payments on the new bond issue.

With debt utilization ratios, the reduction of outstanding

debt will improve comparative debt ratios,such as debt to total assets

and debt to equity. Other utilization ratios like the times interest

earned ratio would normally improve in the year of refund due to the

gain on the retirement but may decline in subsequent periods depending

upon the increase in yearly interest payments and continued income

generation.8 The actual increase in interest payments may, in fact,

be quite small, its magnitude depending upon the reduction in prin—

cipal versus the increase in the stated interest rate.

The effect of the exchange on current earnings has changed

with modifications in the generally accepted accounting principles

(GAAP). Little attention has been devoted to gains on retirement of

discounted bonds until Paton and Paton [1955] presented a discussion

on its possibility of occurrence. ARB #43 issued in 1953, as well as

contemporary literature of the time, was devoted mainly to refunding



in periods of lower interest rates. ARB #43 recommended the amorti-

zation of gains or losses on retirement over the remainder of the

retired issuée life. A direct write-off to income or retained earn-

ings was also acceptable.

Effective January 1, 1973, APBO #26 required recognition of

gains or losses in income in the period of debt extinguishment and

separate identification. With Opinion #26, amortization of gains and

losses to future periods was discontinued and APBO#9 (Reporting Results

of Operations) was relied upon to determine whether these items should

be reported as ordinary or extraordinary. In compliance with APBO #9.

they were reported as extraordinary items.

Effective September 30, 1973,APBO #30 was issued to supercede

Opinion #9. The scope of the extraordinary items classification was

drastically reduced and, in doing so, gains and losses on debt extin-

guishment became ordinary income items.

In 1975, due to pressures from the accounting profession and

especially the Securities and Exchange Commission, the Financial

Accounting Standards Board issued FAS #4 requiring firms to include

gains or losses on all extinguishments of debt occurring after March

31, l975,as an extraordinary item in the income statement. Retroactive

application of FAS #4 was encouraged but not required.

In summary, for reporting periods ending before April 1, 1975,

firms could report gains or losses on repurchases of bonds as ordinary

income. In the case of refunding discounted bonds, income and earnings

per share figures would be inflated by the gain. For reporting

periods ending after April 1, 1975,gains on retirement of discounted

bonds are reported as extraordinary items. This research includes the
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years 1973 through 1979, which means both methods of reporting were

used by firms constituting this sample.

While this research does not address any possible difference

attributable to the form of income classification, several authors

have researched this issue. Gonedes [1975] found shareholder wealth

was not affected by the form of classification while Eskew and Wright

[1976] did find a relationship. This study deals with the exchange

announcements, however, and not with the resultant financial reporting.

Future research will be conducted to clarify the reporting issue.

Contractinngheory Consideration
 

As pointed out by Holthausen [1981], Leftwich [1981, 1983] and

others, corporate lending agreement restrictions are usually based in

some manner on generally accepted accounting principles (GAAP). These

restrictions are written to protect the interests of bondholders since

decisions managers may make to maximize the value of stockholder wealth

may also reduce the wealth of bondholders. Jensen and Meckling [1976]

discuss the existence of the potential conflict between classes of

security holders and the associated "bonding costs" resulting in protec-

tive covenants.9 Incurrence of these costs acts to reduce the potential

conflict between stockholders and bondholders. Restrictions imposed and

normally monitored using GAAP include dividend payments, additional

debt insurance, maintenance of working capital and merger activities,

among others .

As delineated above, the exchange of discounted bonds results

in improvements in some firm-specific financial variables. If cove-

nants are based upon accounting numbers, the exchange can provide
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greater flexibility to managers in regard to decisions concerning divi-

dends, additional debt issues and working capital maintenance. This

in turn could result in a shift in wealth from the bondholder to the

stockholder, in which case a positive return on equity securities

would be expected. This issue will be addressed when the results are

evaluated in Chapter V.

Rational Versus Irrational Investor Theories
 

As proposed by Collins, Rozeff and Dhaliwal [l98l],theories of

stock price behavior can be divided into irrational investor (i.e.,

disregard for real cash flows) and rational investor (i.e., valuing

real cash flows using valuation models).

The irrational investor theory assumes investors value the

firm according to the accounting numbers provided. In other words,

the investor does not "look through" the accounting numbers, i.e.,

their cash flow implications. In terms of this study, the irrational

investor theory would predict a possible shift in shareholder wealth

due to the exchangeh effect upon book value financial ratios and the

reported accounting gain (both discussed above). This author assumes

a rational investor theory applies to shareholder valuation and price

changes are caused by a change in expected cash flows or a change in

the discount rate used to discount the future cash flows.10 There-

fore, the cash flow model proposed in Chapter IV will be used to esti-

mate the impact of the exchange on the value of the firm.

Summary

The bond for bond exchange provides a theoretical opportunity

to examine an investment cash flow in a market setting without the
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confounding effects of an associated adjustment in capital structure.

The refund announcement dates will be tested for abnormal returns to

detect the effect upon shareholder wealth. These excess returns will

then be compared to a standardized net present value of the exchange

to determine whether a direct association exists. This form of

analysis assumes shareholders are rational investors and therefore

value securities according to the discounted value of their cash flows.

Organization of the Study
 

In Chapter II a review of the relevant literature will be pre-

sented. Since a major justification for conducting this study concerns

capital structure theory and related empirical investigations, these

topics will be addressed first. Next,the theoretical and empirical

literature relating to the investment principles will be reviewed.

Chapter 111 contains a discussion of the debt exchange framework.

Included in this is a discussion of the legal requirements of debt

exchanges and the effects on the firm and bondholders. In addition,

the criteria used to select the sample for this study will be addressed.

In Chapter IV the research methodology to be used in this study will be

reviewed. Chapter V will present the results generated from the

research methodology and Chapter VI will discuss these results and

subsequent conclusions drawn.
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Chapter I - Footnotes

Masulis [1980] investigated announcements of (l) exchanges of

debt with outstanding common stock, (2) exchanges of preferred

stock with outstanding common stock and (3) exchanges of debt

with outstanding preferred stock. Mikkelson [1981] investigated

called convertible bonds, i.e., forced conversions of debt for

common stock.

Non-"pure" capital structure changes would be those that will

also affect the firmb asset structure simultaneously. For

example, a new issue of stock includes a cash inflow whereas

repurchasing bonds requires a cash outflow.

Masulis also related the announcements effect on security returns

to a wealth distribution effect. His findings were consistent

with both the interest tax shield and wealth distribution

hypotheses.

See Modigliani-Miller [1958] and Fama-Miller [1972].

Both Masulis and Mikkelson used the mean adjusted returns model in

their analyses. This study will also use the market model for

comparative purposes.

The accounting gain on the bond exchange is equal to the savings

in principal less (plus) any unamortized discount (premium) on the

repurchased debt.

Inflated profitability ratios apply to refunds before 1975 when

the gain was reported as ordinary income. Since 1975 the gain has

been reported as an extraordinary item.

Coverage ratios normally exclude extraordinary items. Therefore,

the effect of the exchange on the coverage ratio depends on how

the gain was treated, i.e., as ordinary income prior to 1975 and

as an extraordinary item since 1975.

Bonding costs include audits by public accountants, bonding

against manager malfeasance and contractual limitations on

manager's decision-making power.

See Collins, Rozeff and Dhaliwal [1981] for a complete discussion

of rational verses irrational investment behavior.



CHAPTER II

LITERATURE REVIEW

The following is a review of the literature that constitutes

the theoretical basis of this study. The literature pertaining to

capital structure will be reviewed first since the investigation of

bond exchanges is dependent upon stability in relationships between

classes of securities in the capital structure. Next, a review of

literature relating bond exchanges to investment principles will be

presented. This review includes a discussion of proposed cash flow

models used to symbolize these proposed investment relationships.

Literature concerning alternative discount rates to be used in these

cash flow models will also be presented. Finally, empirical studies

will be reviewed that attempted to test for the proposed investment

relationships.

Capital Structure Theory - Under Perfect Capital Markets

Capital structure theory attempts to explain the relationship

between firm value and the composition of its capital structure.

Modigliani and Miller [1958], under limiting assumptions including

riskless debt1 and perfect capital markets, demonstrate that the value

of the firm is independent of its capital structure composition.

M & M contend that, given two firms in the same risk class and varying

only in their capital composition, arbitrage forces will prevent the

14
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assignment of different values to the two firms. The irrelevance of

capital structure proposition was supported by additional researchers

employing different models. Some of these studies include Hirshleifer

[1966, 1970], Robicheck and Myers [1966], and Stiglitz [1969] Who

used time-state preference models, and Hamada [1969] and Rubinstein

[1973] who used modern portfolio theory to derive the capital struc-

ture irrelevance argument.

Capital Structure Theory - Relaxinngssumptions

Subsequent theoretical investigations pertained to the appropri-

ateness of a perfect capital market assumption. Modigliani and Miller

[1963] introduced corporate taxes into their analysis and concluded

that the tax deductibility of interest payments increases the attrac-

tiveness of issuing debt. This implies that increasing the tax shield

by incorporating more debt into the capital structure would result in

an increase in value to one or more classes of security holders.

Miller [1977] revised this conclusion with the introduction of personal

taxation. He showed that the inclusion of differential personal tax-

ation, where the marginal rate of taxation on interest payments is

higher than the capital gains tax rate, could affect the investment

behavior of security holders. He concludes that equilibrium can exist

in a perfect capital market where both corporate and differential per-

sonal tax rates exist if debt policy has no effect on firm value. This

means the beneficial tax shield effect of interest payments would be

perfectly offset by the negative effect of differential personal tax

rates. DeAngelo and Masulis [1979] go on to show that differential

personal tax rates do not totally offset the tax shield advantage of
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debt. However, this benefit may increase at a decreasing rate when

bankruptcy costs are included.2

The inclusion of expected bankruptcy costs is another possible

counteractive factor that may offset the potentially beneficial tax-

shield effect of interest payments. Baxter [1967], Kraus and

Litzenberger [1973] and Scott [1976] reviewed increases in the prob-

ability of incurring bankruptcy costs due to increased leverage. The

general conclusion was that a high degree of leverage increases the

probability of incurring bankruptcy costs by increasing the riskiness

of the overall earnings stream of the firm. Therefore, other things

being equal, an abundance of debt can cause the total value of the

firm to fall.

Expected costs associated with bankruptcy and reorganization

include court costs, manager's time, legal and accounting fees and

business disruption costs. These costs would not be incurred by

highly levered firms who engage in a voluntary recapitalization.

Recapitalization costs are or include the costs of the exchange offer.

Warner [1976] estimates the costs of bankruptcy and indicates their

relative size in relation to firm value is small.3

In summary, the foundations of capital structure theory are

inconclusive in regard to the composition of securities that maximize

the value of the firm. While inclusion of debt increases the tax

shield on interest payments (implying an all debt capital structure

maximizes firm value), other factors such as personal taxes and bank-

ruptcy costs confound the implied advantage of debt.
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Empirical Investigations of Capital Structure Theory

Masulis [1980] empirically investigated the impact of capital

structure change on the values of firm's securities. He analyzed

announcements of "pure" capital structure changes, i.e., exchanges be-

tween common stock, preferred stock and debt, and finds statistically

significant effects on the returns of these securities. The signifi-

cant results provide evidence of a relationship between an increase in

shareholder wealth with the increase in corporate tax shield from the

exchange. The results are also consistent with proposed wealth redis—

tribution effects between classes of security holders. The results

provide no evidence, however, regarding any association between changes

in shareholder wealth and changes in the probability of bankruptcy.

Masulis's sample consisted of 163 exchanges in which there were

85 debt for common, 43 preferred for common and 43 debt for preferred

exchange offers. Using the mean adjusted returns model for estimating

betas, Masulis looked at the portfolio returns for these securities

and conducted t-tests on the excess residuals over the two day period

(t=0 and t=l) of the announcement. Significant results and a direct

relationship to the change in interest tax shield was proposed. No

tax shield effect was found during the announcement of preferred for

common exchanges which substantiated the existence of a positive rela-

tionship between tax shield on debt and common stock returns. Masulis

also analyzed bond and preferred stock return data and discovered

offsetting price adjustments occurred (as compared to the common stock

for which they were exchanged) with. the capital structure change.

These results were consistent with his wealth redistribution hypothesis

which predicts offsetting price changes in the individual classes of
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securities of the firm and no change in total firm value.

Implications of agency theory are also recognized in the

Masulis study. The empirical results suggest in cases where firms de-

crease leverage stockholders'wealth is not being maximized. This would

be consistent with agency theory if management reduced debt to avoid

bankruptcy and thereby maximize the value of their personal labor con-

tracts. As Masulis concludes, the exchange decision "may or may not be

consistent with maximizing the firm's net present value,"4 a proposi-

tion this research addresses. His results are consistent with the

proposition that the positive effects on stock returns associated with

increased leverage are larger than the expected costs of bankruptcy.

Mikkelson [1981] extends the work of Masulis to include called

convertible securities. He uses a similar research methodology,

including estimating betas with the mean adjusted returns model and

conducting t-tests using equity returns over the announcement period.

Mikkelson finds a significant reduction in stock prices over the two (2)

day announcement period of convertible debt calls but no sig-

nificant effect when convertible preferred was called. These

results, like those of Masulis, support the hypothesis of a tax shield

effect.

These findings are consistent with Modigliani and Miller [1963]

as they show an association between changes in debt and changes in

stockholder wealth. This conclusion is reinforced by the fact that no

shift in stockholder wealth was detected when convertible preferred

stock calls were analyzed by Mikkelson and when preferred stock was

exchanged for common by Masulis.5
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Bond Exchanges - An Investment Decision
 

Laber [1979] states, "Managers doubtless weigh many factors in

making capital structure decisions and apparently find other consider-

ations to be more important than tax shields . . . since refinancing

costs are incurred, the investment portion of the decision probably was

a separate concern." Both Masulis and Mikkelson assume the observed

security reactions are related to tax shield and associated wealth re-

distribution effects. Their conclusions may be invalid if the results

are confounded by the investment decision.6 Bond for bond exchanges

provide an opportunity to test for an investment effect on shareholder

wealth since the market value of the firm's debt remains essentially

the same before and after the exchange. Research related to the invest-

ment decision aspects of bond exchanges is divided between (1) specifi-

cation of the impact of refunding on shareholder wealth and (2) determin-

ation of an appropriate discount rate. The shareholder wealth impact

of bond exchanges can be further sub-divided between the derivation of

capital structure relationships from Modigliani and Miller propositions

and cash flow models.

First, research concerned with the Medigliani and Miller capital

structure propositions and their relationship to the investment aspect

of bond exchanges will be discussed. Studies by Yawitz and Anderson

[1977], Laber [1979] and Livingston [1979] have contributed to this area

of research. This will be followed by studies that have focused on

modeling the cash flows of the bond exchange. The chapter will con-

clude with a review of the literature concerned with the determination

of an appropriate rate to discount these cash flows.
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Yawitz and Anderson

Yawitz and Anderson [1977] (Y&A) view the refunding decision

related to premium bonds by dividing the decision between a pure lever-

age and a pure refunding decision.7 With the aid of a one period model

derived from Modigliani and Miller [l958],they address the question

of how much debt to re-issue after refunding the old bond (leverage

decision).

Y & A derive a one period capital structure model and conclude

that "only by issuing bonds having the same total coupon as the original

debt can the firm retain its original financial leverage and not alter

the income distribution available for the equity holders." This ”pure"

refunding maintains the distribution of future income, net of refunding

costs, to shareholders at the pre-refunding expected value and variance.

For premium bonds:

AER = L1,n - (l-T)(C+U) (Eq. 5)

where

L = market value of n - maturity bond

L 8 par value of L1,n
2

U = refunding costs

T = tax rate

C = call price of bonds

E = equity value prior to drop in market rates

If no transaction costs are involved (U = 0) and the bond is

called at its book value, the above equation reduces to:
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This result assumes T does not affect the transaction. These assump-

tions effectively eliminate any investment decision implications of the

refund. The pure refunding case, given their assumptions, result in

AER = 0, i.e., no leverage effect on stockholder wealth.

Once an appropriate level of new debt is determined,Y & A

address the subject of a suitable discount rate (refunding decision).

Evaluation of the appropriate discount rate assumes the firm has altered

its financial risk and accrues the benefits of refunding as a reduction

in future interest obligations. Under these assumptions Yawitz and

Anderson show that in other than the perpetuity case, after tax future

interest obligations should be discounted by the pre-tax rate on debt.8

This holds for callable bonds where "the refunding is conceptually

equivalent to the bondholders 'giving up' a portion of their bonds to

the equity holders in exchange for the removal of the call feature."

Although Yawitz and Anderson deal with refunds of premium bonds,the

conclusions they reach are applicable to evaluation of the discounted

bond refund decision. Resulting comments to Yawitz and Anderson's

research were forwarded by Laber [1979] and Livingston [1979].

Laber

Laber argues that Y & A's condition of "pure refunding" was

restrictive and their decision rules for "pure" or non—pure refundings

are unnecessarily complex. Laber re-evaluates Yawitz and Anderson's

conclusion in terms of a hybrid Modigliani and Miller valuation model

developed by Ofer and Taggart [1977]. They develop the following model:

(l-t)(iZ-il)L2 +-tAL2> (l-t)RC (Eq. 7)

11
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where: t tax rate

i2 = interest rate on old bonds

9
.

II1 interest rate on new bonds

E n cost of refunding

L2 8 par of outstanding bonds

which, if realized, would result in an increase in shareolder wealth.

The first term relates the benefit associated with the investment deci-

sion while the second represents the effect of capital structure

change. If the sum of these two terms is greater than the cost of re-

funding, shareholder wealth is increased. They go on to show that this

model is essentially the same as that proposed by Yawitz and Anderson

for "pure" refunding and consistent with their model when mixed refunds

are evaluated. Laber's model draws attention to the prospect of in-

vestment decision criteria other than tax shields on interest being an

integral part of a decision that combines investment and capital

structure considerations.

Livingston

Miles Livingston [1979] also commented on Y and A's derivation.

He argues that Y and A should have compared "stockholder wealth after

refunding with stockholder wealth after the change in interest rates"

to separate the impact of the refund due to an interest rate change

with that of the refunding itself. In addition, he shows that given

the M and M framework requires certainty of interest rates, it is in-

correct to use this framework to evaluate the refunding decision

where interest rate uncertainty exists. Yawitz and Anderson [1979]

reply by demonstrating the refunding should be evaluated under the

constraint of equating the firms capital structure after the refunding
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to that of the firm if the calls were allowed to expire (premium

bonds). This assumption, if utilized, effectively negates Livingston's

conclusion since he assumes the value after the call expires equals

the par value of the debt (L2) instead of the market value of the bond

(L ).
l,n

In response to Laber, Y and A attack his assumption that to

maintain constant leverage requires the market value of debt to remain

constant. Y and A assume "constancy of contractual liabilities" which

would not result in a negative effect from a reduction in the tax

shield.

The relevancy of each argument is dependent upon the reader's

willingness to accept the alternative assumptions. In relation to this

study, Laber's assumptions are consistent with evidence found in ex-

changes of discounted bonds. In particular, the contractual liabili-

ties do not remain constant as was also the case in both Masulis and

Mikkelson's research. An additional implication to this study is the

theoretical concern over the combined effect (i.e.,investment versus

capital structure) that potentially results in a stockholder wealth

adjustment.

Cash Flow Models
 

Cash flow models were developed by Ang [1975], Bowling [1966],

Johnson and Klein [1974], Kalatoy [1978], Laber [1978], Sibley [1974]

and Loy and Toole [1980]. All models were essentially equivalent

except for the assumptions made by the particular author. Each model

addressed the capital budgeting facets of bond repurchases or exchanges

at a discount and/or premium. The models proposed, however, were
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either general in nature, did not incorporate tax considerations,

dealt directly with cash repurchases and/or assumed a coincidental

maturity date for both issues. A model is presented in Chapter IV

that incorporates cash flows relating specifically to discounted bond

exchanges. This proposed model is assumed to be a reasonable estimate

of the cash flows associated with the exchange and not necessarily a

theoretically flawless model.9

Johnson and Klein

Johnson and Klein promote three reasons a firm might refund

discounted bonds: 1) increase reported earnings, 2) enhance financial

ratios and 3) a positive cashflow. Their cashflow model is:

2n l/2(Io-Ia)(l—TR) Po - Pa 2m 1/2Dt(TR)

NPV= z + - E —— E .8

i=1 (:L+r/2)i (1+r/2)2n t=1 (l+r/2)t (q )

 

where: I and I = annual interest payments on old and
o a

new bonds respectively

P and P = principal payments on old and new
0 a

bonds respectively

marginal tax rate

a remaining years to maturity of bonds

8
:
3
;

8 number of years a reduction in depre-

ciation is realized

r/2 = semi-annual after-tax discount rate

Dt 8 annual depreciation reduction.

Johnson and Klein assume coincidental maturity of the two bond issues,

semi-annual interest payments, the firm uses its gain from the refund

to write down the depreciable value of its assets for tax purposes,

the after-tax discount rate is the appropriate rate and refunding

expenditures are immaterial and not included. As discussed in Chapter
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IV actual bond exchanges are not consistent with most of these

assumptions.

 

Ans

Ang's model for discounted bonds:10

P(rom)- P(r m,r',d) T (7R - R ) S

O t t o t

T — 2 -_——__——7f— -- ——————1f > 0 (Eq. 9)

(1+rt) i=1 (1+rt) (1+rt)

where: P(rom) = initial price of existing bonds

P(rom,rt,d) = market price of existing bonds with a

current market yield of rt and d

periods to maturity

S = refunding costs

P(rom,rt,d) + St

y = = ratio of value S at

P(rom) issue of new and

existing bonds

 

Rt and R0 a coupon rates on new and old bonds

respectively.

The Y is simply an adjustment to the coupon rate in calculating interest

payments which takes into account the change in principal amounts.

This model is similar to Johnson and Klein's except it incorporates

refunding costs (including the gain on refunding),11 no interest

rate payment assumption, no tax treatment assumption for the gain, and

use of a before tax borrowing rate for discounting cash flows.

Ang also evaluates a model for premium bonds. He concludes

that bond refunds can have positive cash flows regardless of whether

they are premium or discount bonds. An implication resulting from

this conclusion is that management's decision to issue debt may not

be substantially affected by interest rate levels. This implication
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is somewhat contrary to intuitive thinking, especially in light of the

fact that premium bonds have been given far greater emphasis in the

financial literature.

Laber's cash flow model is essentially the same as Johnson and

Klein's with the exception of using a before-tax discount rate and his

consideration (fl? financing costs. Laber concludes, however, that

positive NPV's are unlikely and therefore managers appear to refund

discounted bonds because of paper gains and/or enhanced financial

ratios. This conjecture has not been supported empirically and will be

addressed in this research design.

Ofer and Taggart

Ofer and Taggart evaluate the bond refunding in an M and M valu-

ation framework and incorporate present value considerations. They

derive decision rules:

 

 

RC(1-T) < (1")if'r')D (Eq. 10)

and:

(l-T)(r-r')D
RC(l-I) < r'(l-T) (Eq. 11)

where: RC = tax deductible cost of refunding

T = tax rate

old and new interest rates on debt

respectively

'
1

U

H

I

U

ll par value of debt

The difference between the two decision rules is the discount rate

used to determine the present value of the change in interest payments.

Notice the models assume the size Of debt remains constant, otherwise

an additional term representing the change in principal would be
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required. The first rule is applicable to an equity-financed refunding

while the second represents a debt-financed refunding. The discount

rate is adjusted for taxes due to the deductibility of the financing

bonds'interest. The conclusion drawn from their decision rules is that

the appropriate discount rate to use in the present value calculation

depends upon how the refunding is financed and how debt capacity is

measured.12

Kalotay

Kalotay's model is one of the most comprehensive:

(Eq. 12)

n (1-t)i

NPV = - p + z 0 , +

j=l [1+(1-e)1]J [1+(1-e)1]n k=0

1 _ m t(l-p) 1

“+1 [l+(l—t)i]k

   

- (1-t)e

where: lst term = purchase price

2nd term = discounted interest payments

3rd term = discounted principal payment

4th term = tax obligation associated with

the gain l-p

5th term miscellaneous refunding expenses

Kalotoy is not concerned with a "correct" discount rate, although he

uses the after-tax marginal cost of debt. After going through an ex-

ample of an actual refund (Grumman Corp.),he concludes that the firm

must be a taxable entity for the refunding operation to be profitable.

In this study all sample firms are taxable entities.

Loy and Toole

Loy and Toole [1980] have developed the most recent and rela-

tively extensive net present value calculation for exchange of dis-
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counted bonds:

  

 

R R N N x R x N

M (l-t) [c P.-c P. M (l-t) [c - c .]

NPv=-I+E 3. 3+2 ¢l.¢3

° i=1 (1+k/2)J j=l (l+k/2)J

(Eq. 13)
N N R R

+ (PM+¢M)- (PM'H'M) - #3) Tj

(l+k/2)M j=o (1+k/2)J

where: IO = initial investment outlay for refunding

expenses

M = number of semiannual periods of financing

horizon

= a semiannual interest period

the marginal federal income tax rate

Z
n
t
-
I
-

II

c ,c 8 semiannual coupon rate, old and new bond

issue, respectively

PB,P§ = outstanding principal amount in period j, old

J and new bond issue, respectively

4?,dg = outstanding principal amount in period j for

assumed refinancing of all principal payments

between period 0 and j on the old and new bond

iSsues, respectively

D = number of semiannual periods over which the

tax expense on the early debt extinguishment

is realized

T. 8 the semiannual tax expense on the early debt

extinguishment

c - semiannual yield to maturity on the new bond

issue

k/2 = semiannual, before-tax, risk-adjusted discount

rate which equals cx

The Loy and Toole model is essentially the same as other models pre-

sented. They use the before-tax rate of debt on the new bond issue

and in the third term allow for sinking fund payments. The sinking

fund factor results in the same present value as the normal assumption
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of a balloon payment since the reinvestment rate for both is the dis-

count (new debt) rate.

To summarize, a number of cash flow models have been forwarded

with varying assumptions relating to each. Most, however, have dealt

with the refunding of premium bonds. Those dealing with discounted

bonds are generally consistent with the model proposed in this study

but are limited by their assumption(s) of no tax, a cash repurchase

of the bonds or a coincidental maturity date for both bond issues.

Discount Rate
 

Three different discount rates have been proposed as appropri-

ate in evaluating the refunding of discounted bonds:

1. the firm's cost of capital

2. the firm's before-tax cost of debt

3. the firm's after-tax cost of debt

In general, since Bowlin's [1966] paper advocating the cost of debt as

the appropriate discount rate, use of the firm's cost of capital for

bond refunds has been deemed inappropriate by subsequent authors.13

Bowlin argued that the firm's cost of capital includes a risk premium

related to the uncertainty associated with future cash flows from

assets. Cash flows connected to the refunding decision are generally

certain in nature. The only risk associated with the refunding deci-

sion is default risk related to the new bond issue. This default risk

on principal and interest payments is embodied within the rate of

interest on debt. Therefore, a suitable discount rate would be less

than the firm's cost of capital, i.e.,the before or after-tax cost

of debt.
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Arguments advocating the use of a before-tax rate of interest

on new debt to discount the refunding cash flows were developed by

Bierman [1972] and Gordon [1974]. These arguments relate to opportunity

costs of the funds used in refunding. Since an investor can receive

the before-tax rate of interest if he acquires the bonds directly, it

is argued the before-tax rate of interest is the opportunity cost

and appropriate discount rate.

Bierman

Bierman's purpose was to develop a procedure to bypass the

question of the appropriate discount rate. Bierman first formu-

lates the present values of current debt discounted by current bond

yields. The net benefits:

V = P - (C + B) (Eq. 14)

where: P = amount of bonds issued

C - transactions costs

B 8 cash outflows of debt

He assumes the NPV's of debt before and after the refund remain the

same.

Bierman then assumes the same maturity amount of debt. This

keeps the liability the same before and after the refund and the

interest payments and initial outlay different. The net benefits:

* = _ * _
V (I I ) An/r C (Eq. 15)

where: I a current interest payment

1* 8 interest on new debt

An/r a present value of an annuity discounted

at r, the current interest rate.
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which reduces :

V* = P - (C +rB) (Eq. 16)

Therefore:

v = v* if 1* = r3 (Eq. 17)

He therefore concludes that the value of debt before and after the

refund is equal only when the before-tax rate of interest is used as

the discount rate.

Gordon

Gordon's argument for a before-tax discount rate is based upon

the opportunity cost to the investors in the company. He asserts that

investors can earn the before-tax cost of debt when investing in

similar securities. Therefore, this rate should be used to discount

the bonds'cash flows assuming investors'opportunity cost is the primary

investment critethniin a refunding decision in spite of the fact that

the firm's cost is after-tax.

Advocates of the use of the after-tax discount rate on new debt

include Bowlin [1966] and Mayor and McCoin [1974]. Ofer and Taggart

[1977] also advocate the after-tax discount rate but under a limiting

assumption.

Bowlin

Bowlin [1966] states "the discount rate to apply to future

interest savings should be the total cost (including both explicit and

"14
implicit costs) of the funds necessary to make the investment. He

concludes that the net cash investment required to finance the
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refunding can be obtained by debt which in turn would not require a

change in equity in order to maximize the firm's capital structure.

Therefore, the net yield (after-tax cost of debt) which represents

the firm's cost of debt should be used as the discount rate applied to

the net cash investment.

Mayor and McCoin

Mayor and McCoin [1974] attempt to resolve the appropriate dis—

count rate dilemma by viewing the refunding decision in terms of the

15 They review the refunding processfinancial theory of the firm.

as a pure refunding, i.e., affects only the debt refunded and a mixed

refunding, i.e. affects other balance sheet items as in cash repurchase

of debt or bond for stock exchanges. The pure refunding analysis is

comparable to that performed by Bowlin and, like Bowlin, they conclude

-the after-tax cost of debt be used in a pure refunding case. In mixed

refunding they propose a rate equal to the opportunity cost of risk-

adjusted net rate of return on the firm's best alternative use of

funds. This rate should never be lower than the net refunding rate

since the firm has the alternative of buying back its own debt.

Ofer and Taggart

Ofer and Taggart [1977] review the refunding decision in light

of the valuation of a firm's securities. They incorporate M and M's

1963 market valuation theory in their evaluation of bond refundings.

First they show the before-tax interest rate is appropriate when the

firm's net refunding costs are equity financed. Alternatively, if

refunding costs are financed by the new bond issue,the after-tax cost

of debt is appropriate. In addition, Ofer and Taggart conclude that
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the determination of an appropriate discount rate is related to how

debt capacity is defined. If defined in terms of a debt coverage

ratio, the after-tax rate on new debt is appropriate. If defined in

terms of debt to equity ratio, the before-tax rate on new debt is appro-

priate.

In summary, the rate of interest on new debt is generally con-

sidered the appropriate discount rate to use in analyzing refunding

decisions. The major point of contention relates to use of a before

or after-tax rate. In this study both the before and after-tax interest

rates on new debt will be used to discount refunding cash flows. Major

consideration will be given to after-tax calculations, however, since

most of the literature and this author believe in its theoretical

justification.

Empirical Tests of Bond Refundingg
 

Only two authors, Bowlin [1966] and Loy and Toole [1980],

attempted any serious empirical analysis of bond refunding.

Bowlin

Bowlin developed a questionnaire whiCh he sent to 33 public

utilities that refunded premium bonds during the 1962 through 1963

calendar years. From the 30 responding firms he found that most firms

refunded primarily to reduce interest charges and secondly to lengthen

the maturity of debt. Bowlin them compared the net yield on the re-

funding bonds with the calculated rate of return on refunding.16 More

than fifty percent of the after-tax rates of return on the refunding

fell between ten and twenty percent while all of the before-tax yields

on the refunding fell between four and five percent. His results imply
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that none of the refundings were unprofitable, i.e., all had positive

rates of return. No extension of the research to shareholder wealth

was undertaken or implied.

Loy and Toole

Loy and Toole under took a net present value analysis of 37

exchanges of discounted convertible bonds occurring during the 1970

through 1977 calendar years. The purpoSe of their study was to compare

the net present value of the refunding with the FASB reporting require—

ments, i.e., FAS #4. Most of their net present values were negative

(30) while FAS #4—reported gains from the extinguishment of the old

debt and were categorized as an extraordinary item. In fifteen

cases more than half of the reported income for the year was due to

the exchange. The results show an inconsistency between the reporting

standards and Loy and Toole's calculations of the cash flows associated

with the refund. They conclude that an ideal accounting procedure

should disclose a realized loss from the refund. No extension of the

results to shareholder wealth was pursued which could have aided in

proving the validity of their cash flow calculations and resulting

inferences. In particular, a change in shareholder wealth should

correlate with their cash flow calculations if their assertions are

valid.

In summary, empirical evaluations of the exchange decision is

a small part of the literature. Authors have not attempted to analyze

the economic effects of the exchange decision on shareholder wealth.

The purpose of this study is to investigate that proposed relationship.



35

Summary

An extensive body of theoretical literature exists concerning

capital structure theory beginning with M and M's original propositions.

The empirical testing of capital structure theory has been confounded

by the simultaneous effects associated with the investment aspect of

the decision. Research by Masulis and Mikkelson circumvented the in-

vestment factor by analyzing stock for bond exchanges. The bond for

bond exchange analyzed in this study allows for a unique opportunity

to look at the investment aspect of an exchange since it is not con-

founded by a change in capital structure since the market value of

debt remains constant.

There is a considerable body of literature dealing with the

cash flow analysis of bond exchanges. Various cash flow models have

been forwarded that are essentially the same except for the definition

of particular variables. The major controversy has revolved around an

appropriate discount rate to use in the net present value calculation.

While the rate on new debt is generally accepted as an appropriate dis-

count rate, a debate still exist over the question of using the before

or after-tax rate. As mentioned above, empirical investigations have

been minimal and limited in scope.
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Chapter II - Footnotes

The riskless debt assumption was shown to be only a simplifying

assumption in subsequent work done by Fama and Miller [1972] and

Rubinstein [1973].

See Kraus and Litzenburger [1973] and/or Brennan and Schwartz

[1978].

Warner [1976] estimates the direct costs of bankruptcy for a

sample of 33 railroads.

‘Masulis [1980] pg. 165 and pg. 175.

Masulis, for example, found no effect when preferred stock was

exchanged for common stock. Since tax shield is the major differ-

ence when comparing this exchange to a debt for common stock ex-

change,an association between the price effect on common stock

and tax shield was proposed.

Both authors assume "pure" capital structure changes which

enables them to assume away any investment aspects of the decision.

Yawitz and Anderson assume a refunding of callable bonds with a

noncallable issue after a decline in interest rate.

Y 8 A conclude the use of the after tax rate underestimates the

value of the refunding to the shareholder. This is demonstrated

in the expressions for the value of interest savings:

n (i -i )L (l-T) i L

after tax: 2 2 l 2 t .C—I—Z- - L) C ", 1 ID

t=1 [1+il(l-t)] 1 [l+il(l-T)]

=(L

  

L)'
l 2 an

two perpetuity values of bonds (old and

new respectively)

where: L1 and L2

1 and 121 two interest rate (old and new respectively)

T = tax rate

number of periods to maturity:
3 II

and before tax :

n iZL2 L2 iZL2 1

Z —“'£+—‘;;-L2=T“'Lz ”—7;
t=1 (1+11) (1+il) 1 (1+11)

= (Ll.—
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I

concluding that since an > on for finite n,the after-tax discount

rate underestimates the value of refunding to shareholders.

The theoretical question concerning the appropriate re-investment

rate for the discount periods in which payments are not co-

incidental between bond issues is not addressed. The model is

forwarded as a reasonable estimate of cash flows resulting from

the exchange.

Ang also develops a dynamic programming solution for the refunding

of discounted bonds (pp. 781-783).

Ang does not address the tax effect(s) associated with the refunding

gain. He simply includes the gain as a portion of refunding costs.

Ofer and Taggart evaluate any beneficial change in the firm's debt

capacity from the refunding activity. Evaluation of this benefit

is dependent on how debt capacity is measured. If viewed in terms

of a coverage ratio, the after—tax interest rate is appropriate

since these ratios are incorporate after tax decision rules.

Alternatively, if debt capacity is viewed in terms of debt to value

ratios the before-tax rate of interest since book value amounts are

being compared.

Bowlin [1966] and Schwartz [1967] forward persuasive arguments

renouncing the use of a firm's cost of capital as the discount

rate in bond refundings.

Bowlin, Oswald. "The Refunding Decision: Another Special Case in

Capital Budgeting." Journal of Finance 21 (March 1966), pg. 63.
 

Major and McCoin develop capital budgeting formulas (i.ex NPV

calculations) where the refunding should be undertaken if the

NPV of the change (decline) in future debt charges is greater

than the refunding expenses.

The rate of return is an internal rate of return calculation where

the interest savings to maturity of the refunded bonds are dis-

counted back at a rate which equates them with the net cash

investment.



CHAPTER III

DEBT EXCHANGE FRAMEWORK AND SAMPLE SELECTION

DEBT EXCHANGE FRAMEWORK

Bond for Bond Exchange Process

An exchange offer gives holders of one class of securities the

Opportunity to trade their securities for a different class of the same

firm's securities. Types of exchanges include (1) bond and preferred

stock, (2) bond and common stock, (3) preferred and common stock and

(4) bond for bond exchanges. Masulis examined exchange types (1)-(3).

Here the bond for bond exchange is analyzed and specifically,discounted

long-term bonds. In the case of discounted bonds, a firm will offer a

new bond with a higher coupon rate in exchange for an old bond bearing

a lower interest rate. The stated principal value of the new bond is

usually above the market value of the old bonds prior to the exchange

announcement. The market value of the new bond is generally very close

to its principal value which means any difference between the market

values of the old bonds and principal value of the new bonds is a form

of exchange premium. Table II compares principal values of new bonds

with pre-exchange offer market values of old bonds.l Taking Athlone

Industries as an example, the exchange offered holders of $35 principal

5.7% convertible subordinated bonds the opportunity to exchange these

bonds for $30 principal 11% sinking fund bonds. The 5.7% convertible

bonds were quoted a market value of $28 one day prior to the

38
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TABLE ‘I

New Issues Principal Value and Old Issues Market Value

 

Old

New Old Issue(s)

Issue(s) Issue(s) Market

Principal Principal Value

 

Allegheny Ludlum Industries Inc. $ 500 $ 500 $460

Athlone Industries Inc. 30 35 28

Bay Colony Property Co. 1,050* 1,000 722.5

Chelsea Industries Inc. 650 1,000 570

Columbia Pictures Industries Inc. 550** 1,000 460 & 470

Condec Corporation 800 1,000 590

Cooper Labs Inc. 600 1,000 472.5

Dillingham Corporation 625 1,000 590

Fairchild Industries Inc. 875 1,000 680

Fedders Corporation 675 1,000 565

Fibreboard Corporation 750 1,000 620

General Instruments 650 1,000 517.5

Grumman Corporation 600 1,000 510

Insilco 650 1,000 595

Institutional Investors Trust 1,050*** 1,000 885

LTV Corporation 640 1,000 568.75

McCulloch Oil Corporation 550 1,000 430

Mohawk Data Sciences 550 1,000 352.5

Pittston Company 600 1,000 562.5

Ramada Inns 600 1,000 510

Sanders Associates Inc. 500 1,000 330

United Airlines (UAL) 742 1,000 645

" " 644 1,000 560

Western Union Co. 560**** 1,000 565

Zapata 750 1,000 620

 

*plus 20 shares of common stock @ $2.50 share (market).

**plus 8 shares of common stock @ $8.00 share (market).

***plus 50 shares of common stock @ $2.26 share (market).

****p1us $100 cash.
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announcement of the exchange. The $2 ($30-$28) represents an exchange

premium.

The exchange of bonds is voluntary on the part of bondholders.

The process begins with the approval by the firm's board of directors.2

The approval of security holders is normally not required. This is in

contrast to recapitalizations which require all the security holders

of the old issue participate in the recapitalization. Similar to an

exchange, a recapitalization is usually proposed by management and sub-

mitted to the board of directors for approval. If approved by the

board, the recapitalization plan is then submitted to the security

holders who will be directly affected. Usually a majority of the secu-

rity holders must approve of the recapitalization plan before it can be

undertaken by the firm. If approved, all holders of that security

class being retired are normally required to accept the exchange of

their securities.3

Once the bond for bond exchange is approved by the board of

directors, an S-l registration statement is filed with the Securities

and Exchange Commission (SEC).4 The S-l statement is required by the

SEC if the firm uses outside soliciting agents to carry out the ex-

Change. Most firms in this study did file S-l statements.

In addition to the S-l statement, the firm is also required to

submit a security registration statement with the listing stock ex-

change. The registration statement requires specific information

regarding the new bond issue and the exchange terms. The information

includes a description of new bond issue, terms of the exchange offer,

reasons for the bond exchange, potential tax consequences to the firm

and other pertinent information. All firms in this study are either
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listed on the New York Stock Exchange (NYSE) or American.Stock Exchange

(ASE). Usually, coincidental with the exchange registration is an

announcement in the Wall Street Journal describing the proposed terms

of the exchange offer. The terms include face value and coupon rates

of the old and new bonds and their exchange relationship.

The firm then sends a prospectus of the exchange to appropriate

security holders. This mailing signals the beginning of the exchange

offer. The duration of the offer is initially set for approximately 30

days. In most instances, however, exchange offers are extended up to

three additional months. These extensions are normally announced in

the Wall Street Journal. Once the exchange offer expires, the firm
 

files an 8K report with the SEC. The 8K details the exchange in terms

of the number of new securities issued and old securities redeemed.

The firm is required to file the 8K within 10 days of the month in

which the exchange occurred. This filing is required if any class of

the firm's publicly held securities is either increased or decreased

by five percent or more.

Public announcements reported in the Wall Street Journal occur

when the board of directors initially announce the exchange, when the

terms of the exchange are made public, and when the results of the

exchange are realized. Due to the prevalence of extensions to the

exchange, several results announcements are often reported. Table II

shows the public announcements associated with each firm in the sample.

In general the entire exchange process, from board of directors'

approval to the termination of the exchange offer, takes four to six

months.
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TABLE II

Individual Firm Announcements

 

Firm Announcements

 

Allegheny Airlines Inc. (U.S. Air)

Allegheny Ludlum Industries, Inc.

American Medicorp

Athlone Industries, Inc.

Bay Colony Property Company

Chase Manhattan Mortgage & Realty Co.

Chelsea Industries

Columbia Pictures Industries, Inc.

Condec Corporation

Cooper Labs

Dillingham Corporation

Fairchild Industries, Inc.

Fedders Corporation

Fibreboard Corporation

General Host

General Instruments

Grumman Corporation

Gulf & Western Industries, Inc.

Insilco Corporation

Institutional Investors Trust

LTV Corporation

McCulloch Oil Corporation

MGM

Mohawk Data Sciences Corporation

National Industries, Inc.

Pan American Airlines

Pioneer Texas Corporation

Pittston Company

Ramada Inns

Rapid American Corporation

Roblin Industries, Inc.

Rusco Industries, Inc.

Sanders Associates, Inc.

Texstar

United Airlines

United Brands, Inc.

‘Western Union Company

White Motor Corporation

‘Wickes Corporation

Zapata Corporation N
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Reasons for Bond for Bond Exchanges
 

Reasons given by corporate boards for exchange offers are

listed in the NYSE and ASE registration statements. These reasons

include:

1. elimination of the conversion feature on the old bond

issue

2. extending the maturity value of debt

3. reducing the level of long-term debt in the capital

structure

4. increasing the amount of stockholders' equity by the

recognized gain on exchange

5. enhancing the probability of conversion to common

stock

6. deferring sinking fund payments

7. increasing the fund raising capacity (debt capacity)

of the firm by reducing the book value of outstanding

debt in the capital structure.

A typical explanation of the reasons for refunding is as follows:

"The purpose of the Exchange Offer is to strengthen capital

structure through (i) an immediate reduction of long-term

debt resulting from the lower principal amount of the New

Debentures issued in the exchange and an extension of the

maturity of the debt that is exchanged, (ii) an increase

in stockholder equity resulting from the net gain on the

exchange, and (iii) an increase in the likelihood of con-

version of debt into equity resulting from the lower

conversion prices of the New Debentures."5

Table III shows the stated reason(s) each firm reporting this informa-

tion had for engaging in the refund activity. Most firms gave more

than one reason for the exchange. The most common reasons given are

to reduce long-term debt and to increase stockholders' equity. While

the result of the exchange is to decrease/increase these book values

respectively, the market value of debt remains approximately the same.

As mentioned in Chapter I, in the context of Jensen—Meckling agency
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theory reducing the book value of long-term debt and increasing stock-

holders' equity can shift wealth from the bondholder to stockholder

if debt covenants are written in terms of capital structure relation—

ships. Greater flexibility may be realized by management regarding

decisions concerning dividends, future debt issues, and working capital

maintenance. This potential wealth effect will result in an increase

in stock prices.

Enhancing conversion, the third most quoted reason for ex-

changing discounted bonds, can also be related to possible agency

costs. By making conversion more attractive there exists a greater

probability of decreasing the ratio of debt to common stock in the

capital structure. This potential decrease can affect stock values

by (l) decreasing the corporate tax shield on debt, i.e., decreasing

stock prices, (2) increasing the value of debt claims by changing the

relative priority of outstanding claims, i.e., decreasing stock

prices, and (3) decreasing the probability of bankruptcy, i.e., increasing

stock prices.

While the above reasoning has been espoused by management when

firms refund their discounted bonds, no research has empirically

tested for the possible resulting investor reaction to refunding dis—

counted bonds. Whether or not shareholders react can either support

or be contradictory to the above reasons given for engaging in the

refund. That information, which this study will supply, would aid

managers in evaluating the desirability of exchanging bonds from a

cost—benefit perspective.

An important caveat emerges from the proposed reasons for

refunding discounted bonds when formulating an appropriate research
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design. This caveat pertains to the possible offsetting effect of

the financial reporting implications and the cash flow effects of

refunds. For example, all firms realize the financial reporting bene-

fits associated with the refunding but, depending upon the terms,

refunds will have varying levels of positive or negative net cash

flows (measured by NPV). The research design must be constructed to

take into account this possible confounding effect. The research de-

sign employed here uses NPV as a blocking variable in order to segre-

gate and separately evaluate its effect. Chapter IV will explain and

support the model(s) employed.

Expenses

Fees associated with the exchange offer were relatively sig—

nificant when outside soliciting agents were utilized. In reporting

these expenses estimates were made and maximum costs projected.

Expenses incurred in the exchange include fees and expenses of the

Soliciting Agent, the Exchange Agent and the Forwarding Agent.7

Other costs include payments for printing, accounting and legal fees

and fees for registering the securities under Federal and State secu-

rity laws. Expenses are generally based upon the number of old bonds

solicited.

Table IV lists the estimated maximum expenses for firms

divulging this information in their registration statements. Expenses

as a percent of old debt to be exchanged ranged from zero to 7.2 per-

cent with a mean value of 1.94 percent. These expenses are tax

deductible for the firm in the year of exchange. Assuming a marginal

tax rate of fifty percent, the after-tax cost of exchange expenses
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equal .97 percent. Table IV also gives before—tax expenses as a per-

cent of the average market value of the equity. Expenses as a percent

of equity value average 1.82 percent before tax and .91 percent after

tax. These numbers cannot be regarded as insignificant and therefore

expenses are included in the cash flow calculations. In the proposed

cash flow (NPV) calculation presented in Chapter IV, refunding expenses

are included at one percent of the old bonds' value.

Corporate Tax Consequences of Exchanges
 

Both Kalotay [1978] and Laber [1978] reviewed the tax conse-

quences of bond for bond exchanges in relation to cash flow models.

Both concluded the longer the taxes associated with the gain can be

deferred, the more profitable the refunding will be. Laber concludes

that a positive net present value can exist in cases where "the asset

chosen for reduction in depreciable base has a life longer than that

of the outstanding bonds."8 In other words, the further into the

future the gain can be deferred, the greater the likelihood of a posi-

tive NPV. The refunding gain can be reported for tax purposes in

several ways depending upon the type (classification) of the refund.

Spero and Simon [1979] analyzed the alternative tax treatment

accorded various forms of refunds. Recognition or non-recognition of

any gain6 depends upon which Of the following three classifications

applied to the refund:

1. refunding debt for cash and/or new debt - immediate

recognition of gain

2. refunding debt for cash and/or new debt - spreading

the gain over asset lives

3. bond for bond exchanges
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Under the first classification the company recognizes the gain in the

period of repurchase. Although this form of tax treatment normally

applies to cash repurchases, several firms in this study chose this

alternative in spite of the fact they engaged in bond for bond ex-

changes (classification 3). They did so in order to take advantage of

tax-loss carryforwards. In calculating NPV, firms that elected this

alternative (five firms) were given a zero tax effect on the gain.

The reasoning for this treatment relates to the fact that the firm

could have filed for a tax—free exchange and therefore to choose the

use of loss carryforwards to offset the gain implies the company ex-

pected to lose the benefits of the carryforward. A rational manager,

in maximizing the value of the firm, would not choose to use the

carryforwards if he expected to offset future positive taxable income.

The second alternative results in the postponement of gain

recognition by adjusting the value of assets purchased with the

original bond issue. Election of this alternative generally relates

to cash repurchases. However, eight firms in our sample did choose

to apply the gain to assets. Four firms applied the gain by reducing

their basis in non-depreciable assets while the other four applied

the gain to depreciable assets. For non-depreciable assets, the assets

chosen were investments in subsidiaries. This treatment is effec-

tively a non-recognition and therefore no tax effect was included in

the NPV calculation. In the case of firms applying the gain to the

taxable basis of their assets, the gain is spread over the life of

the assets by reducing the yearly depreciation charges for tax pur-

poses. The four firms choosing this alternative realized tax conse-

quences in the NPV calculation. The gain was spread over the estimated
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average remaining live(s) of long term depreciable assets on the com-

pany's balance sheet and a present value was calculated and included

in the cash flow model.

Twenty seven chose to treat the refund as a bond for-bond

exchange for tax purposes. This alternative treats the transaction as

a recapitalization which results in no income or loss being recognized.

Exhibit 1 presents two examples of refunds and the tax treatment

accruing to each. The general IRS code dichotomizes between repur—

chases and cash (Case #1) and bond for bond exchanges (Case #2).

However, as mentioned above, a subset of this study's firms chose to

treat the exchange as a repurchase for various reasons.

Personal Tax Consequences of Exchanges
 

Taxation effects on debtholders has equal, but opposite,

effects to those of the firm. Corporate tax deductions on interest

payments and any issue discounts represent taxable income for debt-

holders. This does not mean, however, that the total taxes paid to

the government will be unaffected by an adjustment in debt since the

marginal tax on the debtholders and corporation may be different.

Moreover, since only a portion of the bondholders voluntarily engaged

in the exchange, the transfer of tax liabilities were considered bene-

ficial by a subset of debtholders. For this subset the exchange

premiums were apparently large enough to make the exchange acceptable.

Success of Exchange Offers
 

The WSJ announcement of the terms of the exchange offers will

often include, in addition to specific information regarding the new

and old issue (discussed above), a maximum and/or minimum number of
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EXHIBIT 1

IRS Rules on Bond Refundings

 

Case #1 Corporation issues $1 million of 20 year bonds in 1968.

Interest is 6% on face value and issue price of $1,000.

In 1978 these bonds are selling at $750. The corporation

repurchases bonds with a face value of $500,000.

Case #2 Same facts as case #1 except the corporation offers bond-

holders the opportunity to exchange their bonds for a new

issue of $1,000 face value bonds with a total issue amount

of $750,000. New bonds mature in 1998 and have a coupon

rate of 10%. Assume all old bonds are exchanged for new

ones.

Repurchase for Cash - Case #1
 

Internal Revenue Code of 1974, Section 61(a) states that gross

income includes any income received from the discharge of in-

debtedness. Under Regulation Section 1.61-12 repurchase of

bonds at less than face value by the issuing corporation is

applicable. In Case #1 the corporation would recognize

$125,000 ($500,000 face value minus $375,000 repurchase price)

as ordinary income.

If the original issue was sold at a premium or discount, the

income recognized would be adjusted accordingly. The amortized

premium or discount would be deducted from or added to the

original issue price to determine income.

Under the Internal Revenue Code of 1954, Section 108, the

corporation can elect not to recognize the gain on repurchase

immediately. If the corporation files a consent according to

regulations under Section 1017, the gain will be recognized

through adjustment of the basis of the property. The gain

will be recognized through lower depreciation charges and a

larger gain or smaller loss if the property is sold.

The order of asset basis adjustment is as follows:

1. Property (other than inventory, notes or accounts

receivable) purchased with the original bond issue.

2. Property (other than indebtedness, notes or accounts

receivable) upon which the original debt was a lien.

3. All other property remaining after # l and 2 (other

than inventory, notes or accounts receivable) ratably

adjusted in proportion to the sum of the bases of all

these assets.
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EXHIBIT 1 (continued)

 

4. Inventory, notes and accounts receivable

adjusted as in #3.

Bond for Bond Exchanges - Case #2
 

Bond for bond exchanges should be treated as recapitalizations

under Section 368(a)(l)(E). According to such treatment,

corporations would realize no income or loss on the exchange.

Where stock concession rights are given in addition to the new

bond, the tax treatment remains the same.

 

securities the firm is willing to exchange. Of the sample of forty

firms in this study that exchanged bonds, seventeen set a maximum

number of securities to be exchanged while only three mentioned a

minimum number of securities. Table V shows the total amount of debt

each firm included in the exchange offer (constrained by the maximum

provision) in relation to the actual amount of debt exchanged. On the

average 65.76% of the old bonds solicited for exchange were actually

exchanged. Of the forty exchange offers only one was oversubscribed

(United Brands). The results of the exchanges suggest that the exchange

premiums discussed previously were not large enough to compensate all

securityholders for any transaction costs and personal tax consequences

resulting from the exchange.

film

The bond-for-bond exchange process involves two important ingred-

ients that allow for its empirical testing. First the exchange process
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TABLE V

Old Debt Issue Potentially Versus Actually Exchanged

 

 

(A) (B)

Total Debt Total Debt

Firm To Potentially Actually

Exchange Exchanged B +vA

(millions $) (millions $) (%)

Allegheny Airlines Inc. $ 58.26 $ 33.94 58.2

Allegheny Ludlum Industries, Inc. 92.00 80.00 86.9

American Medicorp. 48.84 13.10 26.8

Athlone Industries, Inc. 23.93 7.05 29.4

Bay Colony Property Company 23.00 12.2 53.0

Chase Manhattan Mortgage &

Realty Co. 52.67 32.01 60.7

Chelsea Industries, Inc. 12.50 8.82 70.6

Columbia Pictures Industries, Inc. 39.43 25.00 63.3

Cotinental Investment Corporation 30.00 28.33 94.4

Condec Corporation 19.91 15.10 75.8

Cooper Labs, Inc. 20.00 10.22 51.1

Dillingham Corporation 50.0 28.73 57.4

Fairchild Industries, Inc. 30.0 18.33 61.1

Fedders Corporation 60.0 30.02 50.0

Fibreboard Corporation 19.46 15.09 77.5

General Host 46.50 33.88 72.8

General Instruments 48.46 32.16 66.2

Grumman Corporation 49.49 25.10 50.7

Gulf & Western Industries, Inc. 100.00 60.00 60.0

Insilco 32.57 24.43 75.0

Institutional Investors Trust 20.0 14.60 73.0

LTV Corporation 283.38 101.68 35.8

McCulloch Oil Corporation 30.0 22.42 74.7

MGM' 30.01 10.21 34.0

Mohawk Data Sciences Corporation 30.0 23.31 77.7

National Industries 28.2 4.53 16.1

Pan Am 340.6 250.2 73.4

Pioneer Texas 15.0 13.00 86.6

Pittston Company 61.0 39.70 65.0

Ramada Inns 58.25 48.07 82.5

Rapid American Corporation 500.0 9.93 99.3

Roblin Industries, Inc. 10.0 9.93 99.3

Rusco Industries, Inc. 10.0 7.44 74.4

Sanders Assoc., Inc. 35.0 25.30 72.2

Texstar 7.0 .89 12.7

UAL 181.96 153.75 84.5

United Brands Co. 80.0 125.00 156.2

Western Union Co. 75.0 54.93 73.2

White Motor Corporation 42.6 39.00 91.5

Wickes Corporation 40.0 28.32 70.8

Zapata Corporation 65.3 39.82 61.0
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itself includes consistent announcement information for each sample

firm. Although the time periods between the announcements are not

equal across firms, the information provided in each announcement is

consistent. (A detailed discussion is included in the Sample Selection

section of this chapter.) Second, cash flow information regarding

each exchange is available through the sources mentioned above, i.e.,

the Wall Street Journal, NYSE and ASE bond registration statements and
 

annual reports.
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SAMPLE SELECTION

Selection Criteria
 

Sample selection was subject to specific criteria to insure

consistent and reliable data from which information effects on share-

holder wealth could be observed. The selection criterion were:

1. firms must have their common stock listed on the

New York or American Stock Exchanges,

2. firms fi£§£_announcement date must be determinable,

3. firms with no major announcements concerning investment

or capital structure changes during the 30-day period

surrounding any announcement date (-15 to +15 days),

4. firms that have not engaged in any major merger

activity during the year following the exchange

announcement, and

5. firms refunding long-term debt with maturities in

greater than one year's time were included.

An initial sample of over 250 firms was found by searching all

proposed exchange offers and repurchases over the seven-year period be-

tween 1973 and 1979. The major sources of this information was Moody's

Bond Guide, Standard and Poor's Called Bond Record, Investment Dealer's
 

Digest, and the National Accounting Research System (NAARS).

The above selection criteria reduced the sample size to 40

firms. Each criterion was verified with the aid of 10K reports, The

Wall Street Journal Index and Merger and Acquisition Guide. In addition,
 

the NYSE and ASE bond registration statements were reviewed for those
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firms registered on either exchange.7 Information required within the

exchange's registration statements pertaining to the new issue was

found to be useful. Such information included management's reasons

for the exchange offer and specific exchange information including the

date the individual board of directors announced the exchange offering.

The board of directoré' statement, which was the first announcement

date, occurred one day prior to The Wall Street Journal's initial
 

announcement. Of the forty firms meeting the first two criteria, all

firms met criteria 3 through 5 as well.

Sample Industries
 

The firms within the sample represented 29 different industries

as classified by the four-digit Compustat Industry Code. Table VI

lists the applicable industries and number of sample firms in each

industry. Real estate investment trusts constitute the largest number

(four) of sample firms, followed by Air Transportation and Blast Fur-

naces and Steel Works (three each). Authors such as King [1966],

Myers [1973] and Sunder [1973] have raised concern for industry effects

when samples are dominated by a few industries. In terms of industry

representation this sample covers a broad spectrum of industries.

Such an extensive representation effectively eliminates any concern to

control for industry effects.
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TABLE VI

Industries of Sample Firms

 

 

Compustat Number

Industry Industry of

Code Firms

Aircraft 3721 1

Aircraft and Parts 3720 1

Air Transportation - Certified 4511 3

Blast Furnaces and Steel Works 3310 3

Conglomerates 9997 2

Construction - Not building 1600 1

Department Stores - Retail 5331 1

Drugs 2830 1

Electronic Components & Accessories 3670 1

Electronic Computing Equipment 3573 1

Fuel and Ice Dealers (Retail) 5890 1

General Building Contractors 1520 1

Hotels - Motels 7011 l

Lumber - Building Material (Retail) 5211 1

Meat Products 2010 2

Metal Works (Misc.) 3449 1

Paints - Varnishes - Lacquers 2850 1

Paper and Allied Products 2600 1

Plastic Products (Misc.) 3079 1

Radio-TV Transmitting Equipment 3662 1

Real Estate Investment Trusts 6799 4

Refrigeration and Service Machines 3580 2

Service - Equipment Rental and Leasing 7394 1

Service - Hospitals 8060

Service - Motion Picture Production 7810 2

Telephone Communications 4811 1

Truck and Bus Bodies 3713 l

Valves and Pipe Fittings 3494 1

Water Transportation 4400 1
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Distribution of Sample Over Test Period

Distribution of exchange offers over the sample period is con-

tained in Table VII. TABLE VII

Distribution of Exchange

Offers Over Time

 

 

Number of

Year Exchanges

1973 6

1974 9

1975 3

1976 6

1977 9

1978 4

1979 3

 

We would expect most exchanges to have occurred during years when bond

yields attained relatively high levels. Table VIII charts yearly cor-

porate yield rates over the 1971 through 1980 period.

TABLE VIII

Corporate New Bond Yields

Yearly Averages

 

 

Aaa As A Baa

1971 7.39 7.51 7.78 8.46

1972 7.10 7.20 7.38 7.81

1973 7.42 7.52 7.70 8.17

1974 8.57 8.77 9.17 10.24

1975 8.70 8.97 9.57 11.27

1976 8.15 8.32 8.69 9.59

1977 7.88 7.97 8.22 8.67

1978 8.63 8.77 8.97 9.45

1979 9.39 9.61 9.86 10.51

1980 11.74 12.18 12.75 13.69
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The table shows that bond yields attained relatively high

levels beginning in 1973. The number of exchanges vary between years

(Table VII) and do not appear to relate directly to the level of

yields (Table VIII). Some relation may exist, however, between the

high exchange levels of 1973 and 1974 and the issuance of FAS #4. In

particular, during 1973 and l974,firms were able to classify the gains

resulting from the refund as ordinary income items on their financial

statements. In 1975, when FAS #4 became operative, companies were

required to report these gains as extraordinary items. This change

may have initially affected managements' incentive to exchange bonds

or the proposed adoption of the FAS #4 influenced them to refund in

1973 or 1974.

Announcement Dates
 

Table IX lists each firm's time frame for the exchange pro-

cess. The first announcement date represents the initial public

announcement by the board of directors of the firm's intent to exchange

their bonds. They were obtained primarily from the individual firm

prospectus or NYSE and ASE registration statements. The day following

the initial announcement The Wall Street Journal normally reported the
 

proposed exchange. The second date of interest refers to the public

announcement of the terms associated with the exchange offer. The

Wall Street Journal was the main source of the terms announcement.
 

CLosely linked to the second announcement was the SEC registration

statement which also delineated the terms of exchange. The third

announcement date, again reported by the Wall Street Journal, reflected
 

the results of the exchange itself. These particular dates were chosen
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since the information provided at each date is the most likely to

change the market's probability of occurrence and/or magnitude of im-

pact of the event.

As the table shows, initial announcement dates were found for

the forty sample firms. Second announcement dates were determined for

thirty-seven firms while thirty-nine firms had the results of the ex-

change published.

Table X gives a further breakdown of the sample firms in terms

of the type(s) of debt involved in the exchange offerings. The most

prevalent types of exchanges were subordinated debentures (SD) for con-

vertible subordinated debentures (CSD) (15) and convertible subordinated

debentures (CSD) for convertible subordinated debentures (CSD) (13).

The number of CSD for CSD corresponds to the number of firms in Table

X that gave "enhanced conversion" as a reason for exchange. However,

the number of SD for CSD exchanges exceeds the firms in Table III that

included "eliminate conversion" as a motive for exchange. It appears

that either the firm attempted to down-play the fact it was eliminating

the conversion feature (which may have been perceived as having a nega—

tive impact on the probability of a successful exchange) or assumed

the elimination was obvious and did not merit mentioning.

One additional point of interest concerning the sample is the

change in maturity date of debt due to the exchange. Table XI shows

the extension in maturity date resulting from the exchange. Thirty-six

of the forty-nine issues resulted in an extension of ten years or

less. The length of time to maturity of the old debt shown in the

table discloses the fact that most of the debt refunded had a consider-

able period to maturity. The combined inference of this information is



62

TABLE X

Types of Debt Exchanged

 

 

 

Firm Year of New Old

Exchange Debt Debt

Allegheny Airlines Inc. (U.S. Air) 1976 CSD CSD, SD

Allegheny Ludlum Industries, Inc. 1979 SD SD

American Medicorp 1973 SD CSD

Athlone Industries, Inc. 1978 SFD CSD

Bay Colony Property Co. 1978 SD SN

Case Manhattan Mortgage & Realty Co. 1977 CSD CSD,SN,CSN

Chelsea Industries, Inc. 1974 CSD CSD

Columbia Pictures Industries, Inc. 1975 SD CSD

Condec Corporation 1977 SD CSD

Cooper Labs 1976 SD CSD

Dillingham Corporation 1973 CSD CSD

Fairchild Industries, Inc. 1978 SD CSD

Fedders Corporation 1974 SD CSD

Fibreboard Corporation 1973 CSD CSD

General Host 1974 CSD CSD

General Instruments 1976 CSD CSD

Grumman Corporation 1974 CSD CSD

Gulf & Western Industries, Inc. 1977 CSD CSD

Insilco Corporation 1974 CSD CSD

Institutional Investors Trust 1978 SN N

LTV Corporation 1977 SD SD

McCulloch Oil Corporation 1973 CSD CSD

MGM 1974 SD CSD

Mohawk Data Sciences Corporation 1976 CSD CSD

National Industries, Inc. 1974 SD CSD

Pan American Airlines 1976 CSD CSD

Pioneer Texas Corporation 1975 SD CSD

Pittston Company 1979 CSD SD

Ramada Inns 1977 CSD CSD

Rapid American Corporation 1977 SFD SFD

Roblin Industries 1974 SD CSD

Rusco Industries, Inc. 1977 CD CD

Sanders Assoc., Inc. 1975 CSD CSD

Texstar 1974 SD CSD

United Airlines 1977 SD CSD

United Brands Company 1973 SD CSD

Western Union Company 1973 SD CSD

White Motor Corporation 1979 SFD-SD SFD-CSD

Wickes Corporation 1977 CSD CSD

Zapata Corporation 1976 SD Senior D

Note: CD = convertible debenture N = note

CSD = convertible subordinated SN = subordinated note

debenture CSN

SD subordinated debenture

SFD . sinking fund debenture

convertible subordin-

ated note
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that firms were generally not refunding debt to refinance maturing

issues or substantially extend their maturity. This information is

consistent with the reasons given for the exchange in the registration

statements of the sample firms. The associated risk premium pertaining

to the extended maturity of debt is incorporated in the discount rate

(new rate on debt) used in the present value calculations.

Summagy

Forty firms were found that fulfilled the selection criteria

proposed. The refunds occurred over the entire test period and in-

volved old issues with a considerable period remaining to maturity.

The new issues tended to extend the maturity date and were usually

convertible bonds or subordinated debentures exchanged for convertible

bonds.
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Chapter III - Footnotes

Firms in Table I represent those for which a quoted market price

on old debt was available the day prior to the first announcement.

The first public announcement concerning the exchange normally

appears one day after the board of directord approval.

Most recapitalizations involve the exchange of senior debt secu-

rities for junior debt securities or vice versa. Also, recap-

italizations of preferred stock are undertaken to eliminate divi-

dends in arrears or to change the stated dividend rate.

If outside solicitation is not used by the firm,they are exempt

from this registration requirement under Section 3(a)(9) of the

Security Act of 1933.

Taken from the NYSE Registration Statement of Pan American Air-

lines.

Maximum expenses were estimated and included within the text of

the exchange prospectus for the new bond issue. Expenses include

a fixed portion plus a variable charge based upon the amount of

old debt tendered.

The costs were normally based upon a fixed charge by the

Soliciting Agents with an additional variable cost based upon the

number of old bonds exchanged. -

The amount of gain subject to tax equals the original issue price

less repurchase price [minus(p1us) the amount of premium (discount)

already amortized].

Thirty-three firms and seven firms were listed on the NYSE and ASE,

respectively.



CHAPTER IV

RESEARCH METHODOLOGY

Chapter IV presents the theoretical foundations and empirical

support for the models employed. A description of how the theoretical

foundations are integrated into the research design is also included.

Theoretical Foundations
 

Given the objective of analyzing market returns, a model that

describes an equilibrium expectation of returns in the capital market

and helps measure the effects of any new information (i.e.,bond ex—

changes) is required. To begin, a theoretical framework must be

developed to permit the hypotheses to be tested. When assessing the

impact of an event on stock returns, it is assumed that investors

interpreted and reacted to the information received concerning the

event. An event (9) would have information content if the conditional

distribution f(rlO) is not equal to the unconditional distribution f(r)

where r is the return measure on a particular security. Alternatively,

if the conditional distribution f(rlO) is equal to the unconditional

distribution f(r), the event 0 would be viewed as not containing infor-

lmition affecting the security returns.

The information content of a financial event (9) which may have

an impact upon a security return (r) can be reasonably inferred by

observing the returns (r) over some time period during which 9 occurred.

66
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The time period is one over which it is reasonable to assume the finan-

cial event (9) may have significantly affected the security return (r).

The items needed to determine if the information has affected security

returns are: the event, relevant security return, and the time period.

In this research the main event to be considered is the exchanging

firnfls announcement of the exchange. Additional events, the announce-

ment of the exchange terms and the announcement of the refunding re-

sults, are also investigated. The security return (r), the dependent

variable, is the equity return on firms exchanging their debt during

the sample period. The belief that an association exists between the

security return and the event is based upon the supposition that the

announcement represents one element in the information set available to

investors to value the firms' securities. Empirical research relevant

to this investigation supports that supposition.1 The periods chosen

over which returns are analyzed are in accordance with empirical evi-

dence related to the speed with which the securities market impounds

information into stock returns, i.e., semiestrong form of market

efficiency.

Within the context of capital market efficiency, supporting

evidence suggests publicly available information is impounded instan-

taneously into security prices.2 Other research has also found infor-

mation effects of economic events reflected in stock prices prior to

public disclosure.3 Based upon these findings periods immediately be-

fore, during, and immediately after the particular announcement will be

examined. Use of the three day period allows for variations in the

time frame between the announcement and the wall Street Journal report

of the announcement. A one-day lag normally exists between the
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reporting and the announcement. Specifics concerning the three days

chosen for each announcement period are included in the research design

discussion at the end of this chapter.

Given the event, security return, and time frame of interest,

a model that describes an equilibrium expectation of returns in the

capital market and helps measure the effects of any new information

(i.e. bond refundings) is required. Assuming the effects of other

events can be controlled, the response to exchange information can be

evaluated.

Assuming capital market efficiency, which this study does, the

normative capital asset pricing model provides a setting for describing

equilibrium expectations of returns in the stock market. The capital

asset pricing model is that developed by Sharpe [1964] and Lintner

[1965].

The Model: Rit = RF + Bit (Rmt - RF)

assumes a linear relationship between the expected individual security

return, R , and the expected return on the market portfolio, R .

mt

The expected return on asset i, as of the beginning of period r, R

it

it’

is equal to the return on a risk—free security, RF’ plus the security

beta [Bit - cov (R Rmt) / var(Rmt)] times the difference between the
it’

expected return on the market portfolio, fimt’ and RF’ all in period t.

Empirical tests on this and other returns models suggest the CAPM is a

reasonably good model for explaining security returns. Empirical tests

and the CAPM assumptions are summarized by Jensen [1972].
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Stock Return Methodology
 

In order to empirically measure abnormal performance of secu-

rity prices associated with the exchange announcements, a returns ex-

pectations model is needed. In this study both a mean adjusted return

model used by Masulis [1980] and Mikkelson [1981] and the market model

of Sharpe [1964] and Lintner [1965] are used. Both models, along with

the market adjusted returns model,4 were examined by Brown and Warner

[1980] in a simulation study. Artificially injected abnormal perfor-

mance returns were used to determine the ability of each model to detect

them. The authors conclude that no one model outperformed the others

in the detection of abnormal security performance. The study is in

basic agreement with empirical tests that suggest a linear tradeoff

between risk and return where only systematic risk affects average

returns. Therefore, for purposes of comparing the unconditional dis-

tribution f(r) of an information set (exchanging firm's stock) any one

form of the CAPM should be as satisfactory as any other. The use of

both the market model and mean adjusted return model will provide an

empirical extension of Brown and Warner's conclusions by a comparison

of their measurement of abnormal security returns.

The mean adjusted return model assumes a security's fig 3253

expected return, R is equal to some constant level C The pre-

it'

which can vary across

it’

dicted §x_post return in period t would be Cit

firms. The estimate of the g§_ante return for the ith security where

time (t) is the event date, is given by:
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0

II |

M E
U

E(Ri) 1 (Eq. 18)

the expected rate of return ofwhere: E(Ri)

security 1.

C1 = the constant rate of return of

security i.

Rit = actual returns of security i in

period t where t is from minus 1

to minus n.

T = the number of returns over the -l

to -n period.

The mean adjusted returns model is consistent with the CAPM in that

the security's expected return is constant, the security has a constant

systematic risk and the efficient frontier is stationary.

Abnormal returns for the mean adjusted return model are defined

as:

Eit = Rit - E(Ri) (Eq. 19)

which is a comparison of the expected return on security i with the

actual or realized return on security i.

Standardizing the abnormal return by the estimated time series

standard deviation as well as setting the expected mean to equal zero

and standard deviation to equal 1, we have:

SEit = Eit - Ei / 31 (Eq. 20)

-n _ 2 1/2

where: S1 = t3 {:1 (Rit - R) /T1 - 2

Testing the cumulative effects over some specified time period, the

test statistic (distributed as a Student t with Ti-Z degrees of freedom):
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m

SE = ——- 2 SE (Eq. 21)

The cumulative abnormal return, SEt’ of sample firms in period t would

be the sum of the individual firms' standard abnormal returns, SEit’

divided by the number of periods M.

To test whether the average abnormal returns across a sample of

events is significant, assuming the events are independently distributed

with a known expected value, a Z-test similar to that used by Patell

[1976] is employed. The Z-test is:

n n 1/2

2 = [ E SE ] / z (T -2) / T -4) (Eq. 22)
SE 1=1 it 1=1 i 1

where ZSE would be the Z score on the n firms' cumulative standardized

residuals in period t. The cumulative Z score on n firms' standardized

residuals over the entire M test period is:

n __ n 1/2

ZSE = [1:1 SEt] / 1:1 (Ti-2 / Ti-4) (Eq. 23)

Equation 22 tests whether the exchange announcement day under consider-

ation 1; associated with any excess returns across firms on that day.

Equation 23 tests for a similar association but across firms across

event days.

The second methodology, market model returns, was developed by

Sharpe [1964] and Lintner [1965]. Taking the CAPM:

Rit = RF + Bit (Rmt ' RF)

- _ (Eq. 24)

Rit = RF + BitRmt - BitRF
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assuming ai = RF(1-B) we get:

= a + B R (Eq. 25)

The resulting expectations model for estimating a security's market

return would be:

=0. ~Rit i + BiRmt + eit (Eq. 26)

where:

5
0
:

II

the rate of return on security i in

it period t, a random variable.

a and B1 = intercept and slope, respectively of

security i

= the rate of return on the market

mt .

portfolio in period t, a random

variable.

E. = a random error factor representing the

11: v

portion of security i 3 return that is

independent of R .

mt

E(eit) = 0

0(R ,e ) = 0 = the covariance of the market return

mt it

and error term is zero.

0(éit,éjt) = 0 = the covariance of the error terms

between firms at time t is zero.

For a thorough discussion of the market model, its assumptions and

derivation,see Fama [1976].

The market models coefficients, Oi and Bi’ are estimated over

an estimation period (i.e.,a designated period prior to the event date)

using ordinary least squares techniques. These estimated regression

Parameters, a and bi’ are obtained with the use of CRSP daily file

i

from which returns over the expectation period are gathered. These

estimated coefficients are then used as parameters of the security's
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return during the experimental period, i.e, the period to be tested

during which the event has occurred. The forecast error in the experi-

mental period can be defined as:

“it = Rit - (ai - b R ) (Eq. 27)

where 31 and bi are the estimated regression parameters obtained from

the estimation period and t is the experimental period. Rmt is a

composite daily equal weighted market index. Any abnormal returns

occurring in the experimental period would be in fi.5

Tests for the information content of events were conducted by

Beaver [1968], Jaffe [1974] and Patell [1976] to name a few. The

standardization of the forecast error flit will follow Patell's [1976]

procedure where:

Vit = “it / Si /Cit ” t(Ti-2) (Eq. 28)

with: U
)

H
.

n

‘
1

n
I
”
'
5

H

T
:

H
-

\
E
L
/
/

\ e
a

H
] N

H \ N

Cit = a measure of the increase in variance

caused by predicting outside the

regression period.

1 -2 ”n -2
=l+——+(R -R) / E (R -R)

ti mt m p=-l mp m

-n

R =—1 E R

m Ti p=-l mp

p-l to p-n = the expectations period which immediately

precedes the experimental period.

T1 = the number of periods in the expectations

period for firm 1.

Ti - 2 = the number of degrees of freedom.
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:
0 ll

mp the daily market return in period p.

H

II

experimental period for firm 1.

Testing the cumulative effects over the experimental period can be

done with the statistic:

m A

wim = til nit / Si,/MCit ~ t(T1-2) (Eq. 29)

where m is the number of periods in the experimental period over

which the flit's are summed. This would be a t-test with Ti-2 degrees

of freedom.

To test across a sample of events for each period assuming the

events in the sample are independently distributed with a known expected

value, a normalized sum can be formed.6

2 t = g vit / E (Ti-2) / Ti-4) 1/2 (Eq. 30)

V 1=1 1=1

where th would be the Z-score on the cumulative n firms' standardized

residuals in period t. The cumulative Z-score on n firmS' standardized

residuals over the m test period is:

n 1/2

2 = E w m / E (Ti-2) / (Ti-4) (Eq. 31)

i=1 i=1

These statistics test for the significance of any excess returns

across firms on any event day (Eq. 30) and across firms across event

days (Eq. 31).7 Application of these statistics can be found in Jaffe

[1974] and Patell [1976].8
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Theoretical Foundations and the

Present Research Design

 

 

The expectations models, market model and mean returns model,

will be applied to a non-experimental period to generate estimated

coefficients a1 and b1 and an estimated mean, respectively. The ex-

pectations period and initial announcement period are:

t-15 t+15

l 300 days I 1 J J

I

 

t-315 t-l6 to

where t-315 to t-l6 is the expectations period and t-15 to t+15 is the

announcement period. The 300 daily returns preceding the initial

announcement period were used as the expectations period. A trade-off

exists between keeping the number of observations small to avoid inclu-

sion of shifting parameters thus increasing forecast error and increasing

the number of observations which can decrease forecast error by in-

creasing n in the variance calculation.9 Allen and Hagerman [1980] pro»

vide evidence that prediction errors are smallest when using 250 to

750 daily returns in the expectations model.10

An equally weighted index from the CRSP tapes is used for the

market index in the expectations period when using the market model.

Evidence provided by Allen and Hagerman [1980] suggests that the use

of an equally weighted index reduces the level of prediction errors

below those resulting from the use of a value weighted index.

Use of daily data was considered the most appropriate for an

event study of this nature. As evidenced by Masulis [1980] and

Mikkelson [1981], announcement effects were present over a small period,

i.ec two to three days. Use of weekly or monthly data might average



76

out any shareholder wealth effects. Given these considerations, a 300

day expectations period and a 31 day test period were chosen. While the

total test period is thirty—one days, the proposed days of interest

will be the three day period surrounding the announcement, t_1, t0 and

t The announcement, to, is the day of the public announcement of1.

the exchange. Daily Z-statistics, discussed above, will be calculated

for each of the 31 days surrounding each of the three exchange announce-

Inents. As mentioned previously, the three announcements of interest

.are (l) the initial announcement of a proposed exchange, (2) the terms

(of the exchange and (3) the announcement of the final results. This

lprocedure will be a test of the hypotheses, as presented in Chapter I,

(of whether a change in shareholder wealth results from the announcements

aassociated with the bond for bond exchanges. Table XII summarizes each

aannouncements test period.

TABLE XII

Information Announced in Each Test Period

 

Initial Announcement -

day prior to the Board of Directors'public

announcement

the Board of Directors'public announcement

n

ll

-1

to

t+1 = WSJ announcement

Terms Announcement -

t = day prior to the WSJ announcement which is usually

 

-1 the day of registration.with the SEC.

t0 = WSJ announcement

t+1 = day after the Wall Street Journ§1_announcement

ReSults Announcement -

t-1 = day prior to WSJ announcement

t0 = WSJ announcement

t = day after the WSJ announcement

\

+1
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An additional consideration relates to the time intervals

between the announcement dates. Table IX in Chapter III shows that

14 firms had an interval between the date of initial announcement and

date of the announcement of terms of less than 30 trading days. This

results in an overlap of the 31 day test periods. However, since the

announcement effect analysis will center on the three day period

around each announcement, no adjustment in test period strategy is

required (all but two firms had intervals of three weeks or more be-

tween the two announcements). The same consideration applies to the

‘period two to period three announcement interval. For this period

‘nmst firms had announcements less than 30 days apart. However, only

four firms had intervals of less than three weeks.

Correlation Analysis

As shown in Chapter I, the size of the abnormal returns of each

Iiirm i (ARi) in the three day test period(s) is expected to be directly

related to the net present value of each exchange standardized by the

truarket value of firm i's stock (NPVi). The market value of firm i's

£31:ock.is equal to the average value of the individual firm's common

Stock over the five days prior to the three day announcement period.

To measure the relationship between the abnormal returns

observed and standardized NPV, the Spearman rank order correlation will

t3€3 ‘used. The null hypothesis, as presented in Chapter 1, predicts a

significant positive relationship between ARi and NPV1.. The Spearman

cor relation is:

P = l - 6 E d / n3-n (Eq. 32)
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where di is equal to the difference between firm i's abnormal return

ranking and its standardized NPV ranking. The abnormal returns and

NPV's are independently ranked for the n firms. In testing the corre-

lation we assume each joint observation (ARi’ NPVi) is independent and

drawn from the same distribution.

To test the strength of the relationship the following test

statistic is used:

t = r ———2 ~ t(N-2) (Eq- 33)

*where N equals the number of observations. The test statistic is

.approximately distributed as a t-distribution with N-2 degrees of free-

«doms If t = positive 5 t(l-o;N—2) then a significant positive rela-

‘tionship exists between the abnormal return (AR) and the standardized

Inet present value of the exchange (NPV).12 If the NPV formula is a

Egood measure of the exchange's investment cash flow, a positive rela-

‘t:1onship should exist between the abnormal return of the exchanging firm.

.aaxld the net present value of the exchange standardized by the pre-

zaannouncement market value of the firm.

Table XIII presents alternative constructs of the NPV calcu-

lat ion to be tested for significance.

TABLE XIII

NPV Calculations to be Tested

 

 

Assuming Actual

100% exchange results

NPV using a before-tax discount rate 1,2 1,2,3

NPV using an after-tax discount rate 1,2 1,2,3

   
 

initial announcement

announcement of terms

announcement of results

Announcements: 1

2

3



I
.
”-
.
'
.
I

 



79

NPV's are calculated assuming the firm exchanges all the bonds they

propose as well as the actual results. Table V, Chapter III. showed

most firms'actual results were far below their requested level. aver-

aging a 65.76% solicitation. For announcements #1 and #2 both NPV

calculations will be tested. Since the results of the exchange are not

public,there is a question as to whether investors perceive the actual

results when valuing the firmd securities or if a 100% exchange is per-

ceived. For announcement #3 the actual results are known and therefore

only the NPV calculation based upon the actual results is included in

the test.

NPV Calculation Proposed
 

The cash flow model below relates specifically to refunds of

discounted bonds and will be used to estimate the NPV of bond exchanges

in this study:

l-T R l-T P P

NPV =12 .___£___) _ g __JIL__3_ +- ___£EL__ ..___IHL___

i=11(1+r) j=l(l+r)J (1+r)“ (1+r)p

m G

- . __L_,-F(1-T)
k=1 (1 + r)

where:

R = annual interest payments on the refunded
oi

debt issue.

R = annual interest payments on the new debt

issue.

= principal amount of the refunded debt issue.

= principal amount of the new debt issue.

Gk = tax on the exchange gain.

F = miscellaneous refunding expenses.
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- periods to refunded bond's maturity.

= periods to new bond's maturity.

= tax deferral period of refunding gain.

n

P

m

r = discount rate.

T = marginal tax rate.

to maximize shareholder wealthTheoretically, managers acting

would refund when the present value of the inflows (+) is greater than

the present value of the outflows (-). In the above model the inflows

relate to the old bond issue and the outflows to the new bond issue

and its related costs.

The first and second factors are the after-tax interest pay-

ments on the old and new bond issues respectively. The discounted

value of the after-tax old interest payments (R0) less the discounted

value of the new interest payments (Rn) is the present value of the

change in after-tax interest resulting from the exchange. Table XIV

lists the sample firms and shows the comparative annual interest rates

and annual interest payments for the old and new issues as well as the

annual difference in after-tax interest payments. A marginal tax

rate of fifty percent is assumed in the model. Most exchanges resulted

in an increase in annual after-tax interest payments. Therefore, the

Sum of the first and second factors was negative for most of the

eXchanges .

The third and fourth factors in the model represent the present

v<'=‘l.?l_ue of the principal amounts of old (Po) and new bond issues (Pn)

respectively. Table XV depicts the book value of the samples old and

new bond issues. While the market values are approximately equal, the

book values are substantially different. This is expected when the old
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TABLE XIV*

Annual Change in After-tax Interest Payments

After the Exchange

 

 

“ ea “Annual

After After Increase

tax Tax (Decrease)

OLD NEW OLD NEW - Af ter—‘l‘ax

Interest Interest Interest Interest Interest

Firm Rategs) (Z1 RateCQ Payments Paments Payments

($000) ($000) ($000

Allegheny Airlines Inc. (US Air) 5.5 -6 9.25 967 ' 1,120 153

Allegheny Ludlum Industries Inc. 9.0 10.75 3,600 4,300 700

American Medicorp 5.5 9.5 343 405 62

Athlone Industries Inc. 5.7 11.0 201 332 131

Bay Colony Property Company 8.5 8.5 686 721 35

Chase Manhattan Mortgage 5 Realty Co. 6.5 -7.5 11.625 1.135 1.133 (2)

Chelsea Industries 5.25 10.0 232 287 55

Columbia Pictures Industries Inc. 4.75-5.75 11.75 694 808 114

Condec Corporation 5.0 10.0 378 604 226

CoOper Labs 4.5 10.5 230 322 92

Dillingham Corporation 5.5 9.75 790 876 86

Fairchild Industries Inc. 4.375 9.75 401 781 38

Fedders Corporation 5.0 8.875 573 711 128

Fibreboard Corporation 4.75 6.75 359 382 23

General Host 5.0 11.0 847 1,118 271

General Instruments 5.0 10.25 804 1,071- 267

Gulf 5 Western Industries, Inc. 5.5 7.0 1,650 2,467 817

Insilco Corporation 5.0 9.75 611 774 163

Institutional Investors Trust 7.875 ‘ 8.25 575 632 57

LTV Corporation 5.0 11.0 2,542 3,579 1,037

McCulloch Oil Corporation 5.0 10.5 561 647 86

MGM 5.0 10.0 255 332 77

Mohawk Data Sciences Corporation 5.5 12.0 641 769 128

National Industries Inc. 5.5 -5.75 10.0 130 171 41

Pan American Airlines 5.25-4.5 11.0-9.875 6,136 7,070 934

Pioneer Texas Corporation 6.75 11.75 34 45 1

Pittston Company 4.0 9.25 794 1,096 302

Ramada Inns 5.0 10.0 1,202 1,442 240

Rapid American Corporation 6.0 10.75 6,120 8,231 2,111

Roblin Industries Inc. 6.5 12.0 323 357 34

Russo Industries Inc. 6.25 19.0 151 181 30

Sanders Associates Inc. 5.0 12.0 633 759 74

Texstar 6 . 5 10. 0 29 33 4

United Airlines 4.25-5.0 8.0 3,529 4,234 705

United Brands Inc. 5.5 9.125 3,438 3,418 (20)

"fiater‘n Union Company 5.25 10.75 1,521 1,744 223

white Motor Corporation 5.25-7.25 11.0-12.0 340 487 147

w1¢kes Corporation 5.125 9.0 726 860 134

4.75 . 10.875 946 1,624 678Zapata Corporation

\

 

*Interest payments are based on the actual results of the refunding.

Alisumes a marginal tax rate of 501.
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TABLE XV*

Principal Values of New and Old Bond Issues

 

 

Principal Principal

Firm OLD NEW

Bond Bond

($millions) ($millions)

Allegheny Airlines Inc. (U.S. Air) 32.027 24.225

Allegheny Ludlum Industries, Inc. 80.000 80.000

American Medicorp 13.102 8.516

Anthone Industries, Inc. 7.048 6.041

Bay Colony Property Company 16.148 16.955

Chase Manhattan Mortgage & Realty Co. 32.017 19.489

Chelsea Industries 8.827 5.738

Columbia Pictures Industries, Inc. 25.002 13.751

Condec Corporation 15.100 12.070

Cooper Labs 10.223 6.134

Dillingham Corporation 28.736 17.960

Fairchild Industries, Inc. 18.337 16.035

Fedders Corporation 22.893 16.025

Fibreboard Corporation 15.096 11.322

General Host 33.883 20.330

General Instruments 32.164 20.907

Grumman Corporation 25.099 15.059

Gulf & Western Industries, Inc. 60.000 70.500

Insilco Corporation 24.434 15.882

Institutional Investors Trust 15.600 15.330

LTV Corporation 101.687 65.079

McCulloch Oil Corporation 22.422 12.332

MGM 10.218 6.642

Mohawk Data Sciences Corporation 23.310 12.821

National Industries, Inc. 4.538 3.424

Pan American Airlines 250.200 134.730

Pioneer Texas Corporation .948 .758

Pittston Company 39.700 23.820

Ramada Inns 48.078 28.847

Rapid American Corporation 204.000 153.141

Roblin Industries, Inc. 9.930 5.958

Rusco Industries, Inc. 4.839 3.629

Sanders Associates, Inc. 25.308 12.654

Texstar .892 .669

United Airlines 153.759 105.849

United Brands, Inc. 125.000 74.918

Western Union Company 57.930 32.441

White Motor Corporation 27.378 18.941

Wickes Corporation 28.323 19.118

Zapata Corporation 39.829 29.872

 

*Principal amounts are based on actual bonds exchanged.
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issue is selling at a discount.13

The fifth factor deals with the tax gain realized by the ex-

change. As pointed out by Laber [1978] and Kalotay [1978] the corpo—

ration must be a taxable entity in order for the refunding of its own

debt to be profitable.14 The taxable entity criterion is pivotal since

a zero tax rate would mean the present value of cash flow savings at

maturity (reduced principal) would equal the present value of the cash

flow increase (additional interest payments) over the bond life. There-

fore, when miscellaneous refunding expenses are also included, the NPV

could never be positive for a non-taxable entity. Both authors focused

on the tax treatment associated with the refunding gain. The amount of

gain subject to tax would equal the original bond's issue price less

new bond issue price minus (plus) the amount of premium (discount)

already amortized. Bond for bond exchanges (in contrast to bond repur-

chases for cash) are normally treated as»a recapitalization for tax

purposes, in which case no income or loss is realized on the exchange.

In the sample of 40 refunds investigated in this study;twenty-seven

treated the refund as a bond for-bond exchange,thereby recognizing no

gain. The other thirteen either reduced the basis of their investment

in a subsidiary(s), reduced their basis in non-depreciable assets or

reduced their basis in depreciable assets.1

The last factor in the net present value formula is the refund-

ing expenses incurred with the exchange. These expenses include

soliciting agent, exchange agent, forwarding agent, administrative and

legal costs. Estimates of these costs for each exchange are included

in the individual stock exchange registration statement.

All factors will be discounted to obtain a net present value
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for each exchange. Exhibit #2 is an example of an NPV calculation

used in this study.

EXHIBIT #2

NPV Calculation Example

 

Example of NPV Calculation using an after tax discount rate:

Grumman Corporation

4&% bonds due September 1, 1992

- face value $25,099,000

exchanged for:

8% bonds due September 1, 1999

— face value $15,059,400

additional information:

- semi-annual interest payments on both

bond issues

- exchange took place in 1974

- tax free exchange

- 50% marginal tax rate

- 1% miscellaneous refunding costs

  
 

 

 

 

NPV a :6 1/2$$1.066,7082(.5) _ :0 1/2($1,204,752)(.5) + $25,099,900

i=1 (1+.04/2)i j=l ‘(1+.04/2)3 (1+.04/2)36

- 315105944gg - .01($15,059,400) - 0(Gk)

(1+.04/2)

36 $266 667 5° $301 188 $25 099 000 $15 059 400

= 2 . 1 ’ j + ’ ’36 ' ’ 450
i=1 (1.02) j=l (1.02) (1.02) (1.02)

- $150,594

$6,800,009 - $9,464,531 + $12,424,005 - $5,602,096 - $150,594

$4,006,793

Relative NPV = NPV/Market Value of firm's stock

$4,006,793/$11 per share x 7,277,793 shares

.05005
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Summary

The main purpose of the research is to test for the informa-

tion content of the announcements of the exchanging of discounted

corporate bonds. The effect of the announcements on shareholder wealth

will be tested over the three day period surrounding the announcement.

To measure any effect upon shareholder wealth two methodologies, the

mean adjusted returns and the market model, will be employed and appro-

priate significance tests performed over the announcement period.

Additionally, a correlation analysis will be performed to measure the

level of association between any abnormal returns generated from the

above methodologies and various market adjusted cash flow calculations

over the announcement test dates. Appropriate statistics will then

be used to determine the significance of any associations discovered.
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Chapter IV - Footnotes

See, for example, Ball and Brown [1968] or Fama, Fisher, Jensen

and Roll [1969].

See Fama [1970] for a complete discussion.

See Sunder [1973].

The market adjusted returns methodology assumes the gx_ante

expected returns across securities are equal. Therefore, the

ex_post abnormal return for a security is equal to the difference

between its return and the market return which is a linear combin-

ation of all securities. This methodology is consistent with the

CAPM if all securities have a beta of one.

This assumes regression assumptions hold. For a complete discussion

see Fama [1976].

These statistics are formed in accordance with the Lindeberg

Central Limit Theorem. For a thorough discussion see Feller

[1966].

See Penman [1980] for a detailed discussion of this procedure.

Simple t-tests were also performed. The Z-statistic, however, is

a more conservative test and was used throughout the residual

analysis.

Blume [1971] shows shifts in parameters over time. Gonedes [1973]

provides proof of this tradeoff.

Hagerman and Allen [1980] also show smallest prediction errors

when using six years of weekly data and seven years of monthly

data. Prediction errors are the absolute smallest when using 500

days of daily data.

Pearson product-moment correlations coefficients will also be

tested for significance.

Correlation coefficients and test statistics will be developed

for both the mean adjusted return model and the market model.

For example, a 5 1/2%, $1,000 face value bond may be exchanged

for a 9 1/2% $650 face value bond when the market value of the

5 1/2% bond is approximately $650. Chapter III includes a

discussion of the market values of the new and 01d bond issues.

Assuming coincidental maturity dates of new and old bond issues.

A complete discussion of tax implications of the exchange is

included in Chapter III.



CHAPTER V

RESULTS

Chapter V is divided into two parts. The first part examines

the results obtained from the stock market returns analysis. The

second part reviews the correlation analysis results which are used

to examine the descriptive validity to the NPV model(s) employed.

Part 1: Stock Market Returns Analysis
 

While both the mean adjusted returns model and the market

model were used in this study, only the mean adjusted returns method-

ology results will be referred to in the analysis to follow. The

comparative results from the market model methodology are presented

in Appendix B. References will be made to the market model method-

ology results only if they are inconsistent with those presented.

Emphasis is on the mean returns methodology which is consistent with

the Masulis [1980] and Mikkelson [1981] investigations. As Brown and

Warner [1980] point out, both methodologies perform equally well in

measuring abnormal performance.

Rates of return for common stocks included in the sample were

obtained from the Center for Research in Security Prices daily returns

tape. The market rate of return used in the study was CRSP's com-

bined NYSE and ASE equal weighted index. Expected mean returns for

the three thirty-one day experimental periods for firms in the sample

87
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were estimated over the three-hundred day expectations period immed-

iately preceding the first announcement experimental period.1 The

estimated mean returns generated from this estimation period were used

for all three announcement period analyses since 1) the announcement

periods were relatively close together (see Chapter III, Table IX) and

2) updating the expectations model would mean including the firm's

return data from the previous announcement. Any excess returns present

in the previous announcement would bias the expectations model esti-

mates. To eliminate this potential bias a single pre-announcement ex-

pectations model was used (see Chapter IV for the discussion of research

design). As depicted in Chapter IV, Equation (21 the espected 2x7

§n£g_return for the mean returns model is equal to the average of the

daily returns over the expectation period. Abnormal returns were

calculated as the difference between the actual daily stock returns

of the sample firms (Rit) and their expected returns [E(R1)] for each

of the 31 days in each of the three announcement periods.

Distributional Properties of Common Stock

Daily Rates of Return

 

 

Studies analyzing properties of daily common stock rates of

return have generally concluded that these returns have a symmetrical

distribution, are leptokurtic and serially uncorrelated over time.2

Although these properties should be found in a random selection of

firms taken from the NYSE and ASE, a relatively small non-random sample,

as.analyzed here, may not possess these properties. To test for

these properties, the Studentized Range, skewness, and kurtosis

factors were calculated for the sample over each announcement period

as shown in Tables XVI, XVII, and XVIII. The average Studentized
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TABLE XVI

Statistics on Firm Returns

Period 1 - Mean Model

 

 

Firm Student-

ized t Kurtosis Skewness

Allegheny Airlines, Inc. 4.162 2.371 -.142

Allegheny Ludlum Industries, Inc. 5.452 5.380 1.371

American Midicorp. 3.454 1.879 .153

Athlone Industries, Inc. 3.685 2.114 -.189

Bay Colony Property 4.589 3.019 .058

Chase Manhattan Mortgage

& Realty Co. 3.476 2.726 .121

Chelsea Industries, Inc. 4.956 4.517 1.100

Columbia Pictures Industries, Inc. 4.417 3.843 1.069

Condec Corporation 4.451 2.846 -.109

Cooper Labs, Incorporated 4.879 4.777 .872

Dillingham Corporation 5.124 3.947 .433

Fairchild Industries, Inc. 4.274 3.037 .495

Fedders Corporation 5.529 5.218 .798

Fibreboard Corporation 4.070 2.544 .431

General Host Corporation 4.794 3.523 -.188

General Instruments 4.561 2.933 .456

Grumman Corporation 4.654 3.789 -.504

Gulf & Western Industries, Inc. 5.277 7.212 1.500

Insilco Corporation 3.383 2.084 .242

Institutional Investors 3.816 3.087 .883

LTV Corporation 5.330 3.924 .187

McCulloch Oil Corporation 3.300 2.246 .796

MGM 4.454 3.453 .137

Mohawk Data Sciences Corporation 3.959 2.187 .312

National Industries 3.742 2.924 .426

Pioneer Texas Corporation 3.903 2.658 -.632

Pittston Company 4.865 2.870 -.017

Ramada Inns 4.326 2.695 .305

Rapid American Corporation 4.379 4.122 -1.139

Roblin Industries, Inc. 4.552 2.894 -.166

Rusco Industries, Inc. 4.481 3.427 .706

Sanders Assoc., Inc. 4.659 3.197 .055

Texstar Corporation 4.428 2.604 -.097

UAL 3.817 2.568 .583

United Brands Co. 4.061 2.521 .411

western Union Co. 3.947 2.664 .519

White Motor Corporation 5.168 7.015 1.707

Wickes Corporation 4.981 5.245 1.058

Zapata Corporation 5.012 5.125 -1.085

Mean 4.423 3.452 .321
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TABLE XVII

Statistics on Firm Returns

Period 2 - Mean Model

 

Student-

 

Firm ized t Kurtosis Skewness

Allegheny Airlines, Inc. 4.430 2.719 .331

Allegheny Ludlum 4.331 5.848 -1.681

American Medicorp 4.521 3.091 .541

Athlone Industries, Inc. 4.543 3.924 .779

Bay Colony Property 4.504 2.901 .447

Chase Manhattan Mortgage

& Realty Co. 2.838 1.821 .056

Chelsea Industries, Inc. 3.896 2.463 -.056

Columbia Pictures Industries, Inc. 4.146 3.002 .613

Condec Corporation 5.617 8.512 1.827

Continental Investment Trust 6.000 7.837 1.170

Cooper Labs, Incorporated 3.584 2.111 .248

Dillingham Corporation 4.503 4.026 1.135

Fairchild Industries, Inc. 4.891 3.696 -.301

Fedders Corporation 5.784 5.643 .756

Fibreboard Corporation 4.166 2.807 .447

General Host Corporation 3.684 2.108 .185

General Instruments 4.433 2.587 .047

Gulf 8 Western Industries, Inc. 4.775 5.394 1.259

Insilco Corporation 5.267 4.281 .598

Institutional Investors 4.150 3.062 .546

LTV Corporation 5.711 9.444 1.812

McCulloch Oil Corporation 3.317 1.812 .184

MGM 5.131 3.829 -.536

Mohawk Data Sciencies Corporation 4.468 3.039 .399

National Industries 4.962 5.157 1.042

Pan Am 5.426 4.321 -.047

Pioneer Texas Corporation 4.282 3.248 .743

Ramada Inns 3.579 2.819 .663

Roblin Industries, Inc. 4.100 2.656 .030

Rusco Industries, Inc. 4.124 2.541 .287

Sanders Assoc., Ind. 4.352 2.717 .302

Texstar Corporation 4.549 3.219 -.249

UAL 3.980 3.053 .879

United Brands Co. 4.824 3.316 -.087

Western Union Co. 4.914 4.138 -.709

Wickes Corporation 4.269 2.752 .365

Zapata Corporation 4.390 4.426 1.247

Mean 4.498 3.792 .457
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TABLE XVIII

Statistics on Firm Returns

Period 3 - Mean Model

 

Student-

 

Firm ized t Kurtosis Skewness

Allegheny Airlines, Inc. 4.411 3.524 .875

Allegheny Ludlum Industries, Inc. 4.328 4.392 -1.084

American Medicorp. 4.166 2.682 .245

Athlone Industries, Inc. 3.748 3.011 .686

Bay Colony Property 4.226 2.588 .335

Chase Manhattan Mortgage

8 Realty Co. 3.177 2.262 .112

Chelsea Industries, Inc. 5.370 4.781 .687

Columbia Pictures Industries, Inc. 4.396 2.659 .333

Condec Corporation 3.921 2.590 .842

Cooper Labs, Incorporated 4.803 4.032 .842

Dillingham Corporation 4.444 3.403 1.011

Fairchild Industries, Inc. 4.302 2.601 -.l82

Fedders Corporation 4.477 5.137 1.485

Fibreboard Corporation 4.235 2.731 .196

General Instruments 3.813 2.230 .422

Grumman Corporation 3.687 2.122 .093

Gulf & Western Industries, Inc. 5.813 7.865 -1.464

Insilco Corporation 4.486 3.547 .571

Institutional Investors 4.015 3.013 .657

LTV Corporation 6.047 8.773 1.487

McCulloch Oil Corporation 4.101 2.806 .655

MGM 5.004 4.565 .884

Mohawk Data Sciences Corporation 3.345 1.783 -.178

National Industries 4.886 5.657 1.231

Pan Am 4.282 2.592 .561

Pioneer Texas Corporation 4.123 3.456 .965

Ramada Inns 4.085 3.959 1.127

Rapid American Corporation 4.228 2.890 -.513

Roblin Industries, Inc. 4.624 3.537 .382

Rusco Industries, Inc. 3.984 2.359 .367

Sanders Assoc., Inc. 4.443 3.618 .748

Texstar Corporation 4.144 2.381 -.153

UAL 4.041 2.478 .538

United Brands Co. 5.027 4.025 .225

Western Union Co. 4.976 4.775 -.998

White Motor Corporation 3.631 2.357 .634

Wickes Corporation 4.382 3.027 .299

Zapata Corporation 4.675 5.559 1.431

Mean 4.376 3.572 .411
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range for the three periods are 4.423, 4.498 and 4.376 respectively.

Using the table in Fama [1976], drawings from a normal distribution

of 40 observations will produce a Studentized range of 4.96 or less

90% of the time and 5.15 or less 95% of the time. Comparing these

figures to the Studentized ranges of the sample, the normality assump-

tion cannot be rejected for approximately 90 percent of the firms in

the sample. Even the rejected firms are very close to the range para-

meter. The kurtosis factors for each, which measure the peakedness

of the distribution, averaged 3.452, 3.792 and 3.572 respectively.

Given a normal distribution kurtosis of 3.0, the experimental periods'

distributions are modestly leptokurtic as expected. Comparing these

factors to the expected kurtosis factors for a normal distribution,

the upper 5% factor is 3.99.3 The skewness averages are .321, .457

and 4.11. Comparing these factors to expected skewness factors for a

normal distribution, the upper 5% factor is .587 for a sample size

of forty.4 Therefore, we cannot reject the hypothesis that the dis-

tributions are normal on the basis of these kurtosis and skewness

measures .

Announcement Effects on Common Stock Returns
 

For each day (t) in an announcement period a Z-score was calcu-

lated based on the average daily residuals. This test assumes the

sample of events are independently distributed with a known expected

value (see Equation (23), Chapter IV). In this analysis the expected

value of the residuals is zero and, given the dispersion of announce-

ment dates over the seven year test period (see Table IX, Chapter III),

the independence of the distribution of returns is assumed. The
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analysis of the returns of each period that follows is based on results

obtained using the mean returns model. As mentioned previously,

Appendix B contains comparative data on these returns using the market

model methodology.

First Announcement Period
 

Table XIX presents the statistics for the first announcement

period, i.e., when the firms announce an exchange of bonds will take

place in the future. On day tO when the announcement of the exchange

is made,an average daily residual of .02079 is realized. The Z-score

of 4.289 provides evidence of a significant reaction to the announce-

ment. Graphs l, 2 and 3 depict the daily Z-scores, cumulative average

residuals and Z-scores on cumulative average residuals respectively,

all of which support an announcement effect during the thirty-one day

experimental period.

In addition, Tables A—l through A-3 in Appendix A show indi-

vidual firm excess returns over the three day announcement period t-l’

to, and t+1, respectively. From Table A-2 it can be seen that 65 per-

cent of the firms had positive excess returns. The negative resid—

uals were generally small, which shows that the resulting large Z was

not caused by several outliers. Positive and negative residuals would

be expected in the announcement period since both positive and nega-

tive cash flow effects were calculated for firms in the sample.

To see if differential Z-scores were realized over the

announcement period consistent with the sign of the cash flow calcula-

tions, statistics were independently developed for firms with positive

and negative NPV calculations. (Appendix D contains the calculations
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TABLE XIX

Period 1 - Mean Model Residuals

 

 

Standard Standard

Day Average Average Cumulative

Residuals Residuals Residuals

-15 —.00732 —.87607 -.87607

-14 .01173 1.88503 .45684

-13 .00296 .41059 .69390

-12 .01555 2.26011 1.82396

—11 .00048 .17854 1.90380

-10 -.00246 -.40696 1.73766

- 9 -.00520 -1.16710 1.29654

- 8 -.00557 -1.37234 .81134

- 7 .00258 .47018 .96807

- 6 .00702 1.17964 1.34111

- 5 .00251 .53706 1.50304

- 4 -.00162 .11083 1.53503

- 3 .00280 .69491 1.72777

- 2 .00554 1.19268 2.04653

- 1 .00132 .35224 2.13748

0 .02079 4.28914 3.20976

1 -.00236 -.38291 3.11689

2 .00667 -l.15587 2.84445

3 .00609 '-.39241 2.75442

4 -.00612 -.91932 2.54886

5 .00600 1.53278 2.88334

6 .00100 .06096 2.89634

7 .00864 1.28478 3.16423

8 -.01171 -2.41735 2.67079

9 .00001 -.44125 2.58254

10 .00318 .35336 2.65184

11 -.00742 -l.26654 2.40809

12 -.00141 -.21205 2.36802

13 .00146 .08644 2.38407

14 .01282 2.20388 2.78644

15 .00127 .39901 2.85811
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of the firm adjusted NPV calculations for all three periods.) From

Table XX, where the NPV's are calculated with an after-tax discount

rate applied to the actual number of bonds exchanged, the Z-statistic

for positive NPV firms is higher than for negative, 3.465 compared

to 2.576 respectively. Both, however, are significant at the 1%

level.5 Graphs 4, 5 and 6 show the relationship between positive and

negative NPV firms Z-scores, cumulative average residuals, and 2-

scores on CAR's. It is interesting to note in Graph #5 that although

the reaction on to is greater for positive firms, the CAR over the 31

day test period is more positively significant for the negative firms

(Graph #6). This is also true if we assume investors do not value

the exchange according to the actual exchange results (which are un—

known at the first announcement date) but to the expectations of 100%

exchange. Similar statistics, assuming a 100% exchange,are given in

Table XXI and Graphs 7, 8 and 9. Again the CAR's and Z-score on the

CARS are more positive for negative firms. The cause of this anomalous

behavior in both cases, given stock market efficiency and the excess

returns methodologies used, may be due to either mis-specification of

the cash flow model or to the inability of investors to determine the

cash flow effects of the exchange in the initial announcement period.

Appendix.A, Table .A-4'with Graphs A91, A-2 and AFB and Table Ar5 with

Graphs A94, A-5, and A26 show similar statistics as above, except

the before-tax interest rate on new debt is used as the discount rate

in the NPV calculations instead of the after-tax interest rate. The

results are consistent with those presented above. Spearman rank

order correlations of NPV and excess returns in each announcement

period will help explain the relationship between cash flow models and
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investor behavior. That analysis is contained in Part 2 of this

chapter.

Second Announcement Period
 

The second announcement delineated the terms of the forth-

coming bond exchange.6 Information presented includes the total bonds

being tendered (representing the 100% exchange calculation made in the

study), the interest rate on the new bonds being exchanged and any

additional terms which may apply to the specific exchange.7 As in

period one, for each day (t) in the thirty-one day announcement period

a Z-score was calculated on the average residuals. Table XXII pre-

sents the Z-scores for each of the thirty-one days in the second

announcement period.8 The standard average residuals over the three

day announcement period (t_1, t ) are not significant. Graphs

0’ t+1

10, 11 and 12 depict the Z-score on daily average residuals, cumula-

tive average residual and Z-scores on the cumulative average residual

respectively. Z-scores of .678, .930 and .541 over the three day

announcement period suggests that investors have either 1) already

impounded the economic effects of the refund into the stock price or

2) no economic effects result from the exchange. Given the fact that

a significant investor reaction occurred in period one, the exchange

does have economic substance. Therefore, the logical conclusion to

the non-existence of an investor reaction to the terms announcement

is that the stock market had already impounded this information prior

to the announcement. This seems reasonable since market values of

the firms old and proposed debt issue could be estimated prior to the

second announcement. Since most second announcements occurred within





TABLE XXII

102

Period 2 - Mean Model

 

 

Residuals

Standard Standard

Day Average Average Cumulative

Residuals Residuals Residuals

-15 -.00334 -.46776 -.46776

-14 .00606 .62593 -.02516

-13 -.01649 -2.41101 —1.41715

-12 .00487 .83580 -.99925

-11 .00570 .71908 -.67767

-10 .00060 .06166 -.65249

— 9 .00364 .32160 -.53094

- 8 -.00191 -.09834 -.56571

- 7 -.00126 -.55316 -.75009

- 6 .00336 -.98142 —1.06044

- 5 .01051 1.49438 -.60987

— 4 -.00371 -.18377 -.66292

- 3 -.00896 -1.61429 -1.llO65

- 2 .00014 -.18534 -1.16018

- 1 .00391 .67818 -.98508

0 .00538 .93051 -.75245

1 .00141 .54184 -.62103

2 -.00732 -.70943 -.78825

3 -.01068 41.59151 -1.15337

4 -.00156 -.00580 -1.15466

5 -.00273 -.99444 -1.37l67

6 -.00627 -l.88797 -l.77419

7 -.00020 -.50161 -1.87878

8 .00958 1.89711 -1.49153

9 .00083 -.22328 -1.53619

10 -.00259 -.87962 -1.70869

11 -.00679 -.88210 -1.87846

12 .00632 1.23739 -1.64461

13 -.01468 -2.53554 -2.11545

14 -.00305 -.25125 -2.l6132

15 .00185 .55076 -2.06240

 



103

(ZIIAJPII i#113

Z;5_C_0RE “VERQGE RESIOURLSJERIOO Z-HERN HOOEL

Wm

 

    
  

z
-
s
c
o
e
t
fl

I
V
E
R
“
“
S
I
M
S

 

      

 

 

 

 

 

 
        
 

use

I.

' 2:...
1s 0 a

TI!!!

GRAPH #11 GRAPH #12

___ CUM EVE RESIN-PERIOD ZJ'ERM MODEL 2°3CORE CUM RVE RESOS-PERIOO ZJ'ERN HOOEL

A 1. #\ (1 g

oatq! - «an

3...... : ..

= 2
3 g

2"“- 5 mass

5 Z

2...... g ......

g 8

.. a!
....L ~ I-

m m

—- - ) —us

.00: _, __ one

Is 4 I 1s ""11: 1s- 4

rtns . rtnt

 



104

60 days after the initial announcement,9 investors, realizing this

time frame, could assess the impact of the exchange on the firm's

cash flows.

As Graph #11 shows, the cumulative average residual in the 15

days prior to the second announcement date indicates that no cumula-

tive market reaction had occurred during this period for the portfolio

as a whole. After the announcement there does appear to be a cumula-

tive negative reaction. Additional information released during the

second announcement period may have provided investors with new infor-

mation that altered their original cash flow projections to approxi-

mate the cash flows proposed. By analyzing the positive and negative

NPV firms'residuals separately over the second announcement period,any

differential adjustment of positive versus negative NPV firms can be

detected. In addition, significant Z-scores may have been present

for both positive and negative NPV firms but in opposite directions,

thereby offsetting each other in the total portfolio statistics.

Table XXIII and associated Graphs 13, 14 and 15 and Table XXIV

with Graphs 16, 17 and 18 show residual behavior for the positive

and negative NPV portfolios over the second announcement period based

on actual results and 100% exchange results respectively. The results

are consistent in that no significant investor reaction occurred

during the three day announcement period for either the positive or

negative NPV firms. From Graph 14, it can be seen that the cumulative

effect over the thirty-one day announcement period was relatively

alike for both portfolios.

As was the case in the first announcement period, the nega-

tive NPV firms CAR's were generally above the positive NPV firms.
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Measurement of the actual relationships will be directly addressed

in the correlation analysis to follow.

Third Announcement Period
 

Period three is when the announcement of the actual results

of the exchange occurs. Since the actual results are known, only

the NPV calculations pertaining to actual results are used in the

analysis. Investors can now value the effect of the exchange on

shareholder wealth with greater certainty given the results announce-

ment. Table XXV and associated Graphs 19, 20 and 21 depict the 2-

scores on residuals during the third announcement period. Over the

three day announcement period, day t exhibits a moderately positive

+l

reaction with a Z-score of 1.56. More significant Z-scores are

realized on the residuals observed after the three day announcement

and t have Z-scores of -2.559 andperiod. In particular, days t+2 +6

2.459 respectively. Greater variation in returns over the post-

announcement period was also observed in period 2 (see Graph #10).

In Part 2, cumulative residuals over the sixteen day period, t__1 to

t+15, for each of the three announcement periods will be compared to

the NPV calculations to determine if the post-announcement residuals

are correlated with the NPV calculations.

Since the total portfolio returns over the three day announce-

ment period could have averaged out any differential reaction asso-

ciated with the proposed positive versus negative NPV portfolios,

these portfolios were also analyzed separately. Table XXV and Graphs

22 through 24 display results of the residual analysis using the

after-tax discount rate and mean returns methodology on positive and
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TABLE XXV

Period 3 — Mean Model Residuals

 

 

Standard Standard

Day Average Average Cumulative

Residuals Residuals Residuals

-15 .00097 .81927 .81927

-.01150 -1.21155 -.03743

.00692 .36845 .17529

.00692 .36845 .17529

.00631 .40411 .37735

-.00603 -l.15433 -.13888

-10 -.00225 -.63017 -.39615

.00036 -.26084 -.49474

-.00436 -.19808 -.56477

-.00141 -.09898 -.59776

-.00396 -4.7796 -.74891

-5 -.00586 -1.40752 -l.17329

.00006 -.03717 -1.l8403

-.00287 -.7l392 -1.38203

-.00511 -.67613 -l.56274

-.00115 -.10755 -l.59051

0 .00082 -.50484 -1.7l672

.00507 1.56112 -1.33809

-.01552 -2.55943 -l.94135

-.00524 -.42977 -2.03995

.00175 .47315 -1.93415

5 .00350 .62319 -l.79816

.02009 2.45992 -l.27370

.00591 1.42521 -.97652

.00099 -.00589 -.97773

.01079 1.19907 -.73791

10 .00345 .31894 -.67537

.00176 -.23326 -.72025

-.00509 -1.10302 -.92871

.00512 .69120 -.80035

.00306 .79884 -.65451

15 .00034 .57071 -.55200
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negative portfolios. Z-scores over the three day test period for

both positive and negative NPV firms show no significant differential

reaction with the announcement of the exchange results. However, a

substantially different result was obtained from the analysis when

the sample was divided between positive and negative NPV firms using

a before-tax discount rate (Table A-14, Graphs A913 through A.-15).10

For positive NPV firms days t_l and t0 have small negative

residuals while day t has a large positive residual with a Z-score
+1

significant at 2.5% level. However, given the additional Z-scores

over the thirty-one day test period, the larger of which are also posi-

tive, no strong conclusions can be drawn from the significant 2 in t+1.

The negative NPV firms, however, have negative Z-scores in each of

the three days of the announcement period. The larger Z-score of

-2.677 in t+1 corresponds with the large positive 2 in T+1 for posi-

tive NPV firms. From Graph Arl3 it can be seen that essentially

all daily return movements for the two portfolios were in the same

direction. This suggests that investors adjusted their valuation

consistent with the results announcement. A direct measure of this

association between proposed cash flows and investor behavior over the

announcement period is provided in the correlation analysis to follow.

Summary

Results obtained from the mean returns model analysis show

significant positive abnormal returns for the entire portfolio during

the three day period around the initial announcement date. While the

positive NPV firm portfolio had a greater CAR over the three day

period, both positive NPV and negative NPV portfolios had significantly
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positive residuals. It is apparent that shareholders perceive the

exchange as increasing their wealth. Assuming the mean returns

model methodology is accurate in measuring abnormal performance,

questions arise concerning whether or not the proposed cash flow

models, or a close facsimile, are useful measures of the exchange's

value to equity holders. Given, however, the fact that no informa-

tion regarding the terms or timing of the exchange are publicly

available in this announcement period, investors may be using some

surrogate variables to measure the exchange value. If so, adjustments

to their initial announcement valuation would be expected as addi-

tional information regarding the exchange is announced publicly.

Results from the first announcement do, however, support the semi-

strong form of market efficiency.

During the second announcement period, when the terms of the

exchange were made public, no significant abnormal returns for the

entire portfolio, nor for the positive and negative NPV portfolios

taken separately, were realized over the three day period. These

results suggest that the market had already incorporated any economic

content of this information into the stock price. Either investors

were able to calculate and impound this information during the first

announcement period or additional sources of information between

announcement dates11 enabled them to revise their probability distribu-

tions of expected returns. Both of these possibilities will be

addressed directly in the cross-sectional correlation analysis to

follow.

In the third announcement period no significant excess

returns were realized for the total portfolio. However, the third
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announcement period did provide some interesting results when residuals

for the positive versus negative NPV portfolios were examined. For

the first time, a modest inconsistency in results existed when the

after-tax versus before-tax discount rate NPV portfolio residuals

were compared. Both portfolios exhibited more significant abnormal

returns when the portfolios were classified by using the before-tax

discount rate rather than the after-tax rate. Results using the mar-

ket model methodology were consistent with this finding. The period

three results, in particular the before-tax portfolio results, support

the inference that the equity market valued these firms'securities

consistent with the proposed cash flow model. This consistency

occurred when all cash flow information concerning the actual exchange

results became public. This result, however, does not explain the sig-

nificant excess returns which occurred in the first announcement period.

Graphs #25, 26 and 27 depict the residual behavior over all

three thirty-one day announcement periods for the entire portfolio.

The relative significance of the period one residual is obvious in

viewing the graphs. While only period three residuals appear to be

directly related to the NPV calculations, the sum of these residuals

over all three periods, when compared to NPV calculations, may exhibit

a stronger association. This question will be addressed in the cor-

relation analysis.

Finally, as noted previously, an aside to this analysis is

to compare the mean adjusted return methodology results with the

market model results. Appendix G contains graphic comparisons of

the residuals of each model over the three announcement periods.

Graphs C-1, C-2 and C-3 are comparative graphs for period one, C-4,
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C-5 and C-6 for period two, and C-7, C-8 and C-9 for period three.

Brown and Warner [1980], in a comparative analysis, conclude that both

models generally measured artificially induced abnormal performance

equally well. Reviewing Graph C-1 through C-9, it is apparent that

the abnormal performance measurements obtained by the models in this

analysis support the conclusions drawn by Brown and Warner [1980].

It appears from the graphs that the mean model may be slightly more

conservative but not consistently so.
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Part 2: Correlation Analysis
 

The preceding residual analysis enabled us to evaluate the

abnormal performance of the NPV portfolios. The specific relationship

between the size of any firm's abnormal return and the relative size

of the firm's NPV was not addressed. As mentioned in Chapter I, the

effect of the exchange on the market value of common stock is expected

to be directly related to the relative size of the exchange's NPV as

follows:

 

where any abnormal performance due to the exchange is equal to the NPV

of the exchange standardized by the pre-exchange market value of the

firms equity. The larger the relative NPV of the exchange,the greater

the expected effect on the firm's shareholder wealth.

Correlation analysis enables us to measure the individual

announcement's relationship between excess returns and standardized NPV,

as well..as the relationship between cumulative returns over the three

periods and the standardized NPV. Measurement of the cumulative

effects of the relationship takes into account any period by period

valuation adjustments which may have occurred with the additional

announcements of exchange information. Measurement of cumulative

effects is valid if the portfolids systematic risk has not shifted

between announcement periods. Since the capital structure of the

firm remains constant, the exchange of bonds would theoretically not

affect systematic risk.
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First Announcement Period
 

Table XXVII summarizes the Spearman rank order correlation

factors when residuals are calculated using the mean adjusted returns

methodology and the NPV is calculated using both the after-tax and

before-tax discount rates. As the table shows, the relationship be-

‘rtween NPV and the residuals is generally negative. The after-tax stan-

dardized NPV's exhibit a strongly negative relationship with residuals

over the average of the three day period, which is inconsistent with

the proposed positive association. Correlations using a before-tax

discount rate to calculate the NPV of the cash flows are positive but

insignificant. The results suggest a dependency on the discount rate

employed to calculate the NPV's. This is not surprising since the

NPV calculations are tightly clustered around zero, which can result

in large shifts in firm rankings between the two NPV calculations.

Tables D-l through D-4 display the NPV to market value calculations.

Pearson product moment correlations were also calculated and

are displayed in Table A215. These correlations are independent of

the means and standard deviations of the variables, but are subject to

being biased by several highly correlated observations in the sample

of forty firms.12 As Table ArlS shows, however, the results are con-

sistent with those calculated using the Spearman rank correlations.

The results of period one correlations suggest no positive

relationship between NPV and the abnormal returns of the exchange.13

In the context of investment theory, either the models are mis-speci-

fied (assuming the available information is sufficient for investors to

value the exchange) or the available information is insufficient and

some surrogate variab1e(s) are being used by investors to value the
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TABLE XXVII

Period 1

Spearman Rank order Correlations

Mean Model Returns

 

After-tax Before-tax

Discount Rate Discount Rate

Spearman Probability Spearman Probability

  

 

100% Exchange
 

t - 1 .1227 .226 .3242 .021

t 0 -.1371 .200 -.0970 .276

t + 1 -.1559 .169 .0572 .363

Average -.2298 .077 .0251 .439

Actual Exchange
 

t - l .0426 .398 .4227 .004

t 0 -.1593 .164 -.1122 .246

t + 1 -.1548 .171 -.0362 .413

Average -.2831 .039 .0636 .349

 

exchange. If so, these variables exhibit a poor relationship with the

cash flow models employed. Other factors related to Jensen-Meckling

agency theory may be central to the observed relationships. In par-

ticular, if the exchange results in less stringent debt covenants,

management may realize greater flexibility regarding dividend payments,

future debt issues, and working capital maintenance. The effect of

these factors on the investor's probability distributions of expected

returns would not be incorporated in the NPV calculation. However,

these potential wealth effects are not quantifiable and are beyond

the scope of this analysis. The assumption at this point is that

these agency costs are insignificant and that the value of the exchange

process, as a whole, closely approximates the objective cash flows
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proposed. Comparison of total residuals over the three announcement

periods with the market adjusted cash flow calculations will provide

evidence regarding this assumption. First, the remaining two periods'

correlation results will be addressed independently.

Second Announcement Period
 

Period two correlations, using the before or after-tax dis-

count rate, exhibit results inconsistent with the proposed investment

relationship. As Table XXVII shows, the average correlations of period

two residuals and NPV's are negative. As was the case in period one,

the average after-tax correlations exhibit a very high level of nega-

tive correlation. The correlation's before-tax NPV's and average

residuals are more consistent with the proposed relationship of the

exchange cash flows and the valuation of common stock. The Spearman

correlations presented in Table A916 and B-27 exhibit a similar rela-

tionship, with the after-tax NPV being less consistent (although posi-

tive) with investment theory than the before-tax NPV. However, the

excess returns in period two were insignificant, which in isolation

adds little explanation to the observed excess returns in period one.

In fact, if period two's excess returns were strictly due to a re-

assessment of period one expectations, it is unlikely the standardized

NPV's would be correlated with period two abnormal returns. Correla-

tions on the summation of excess returns over the three periods and

the standardized NPV will help clarify the relationship.
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TABLE XXVIII

Period 2

Spearman Rank Order Correlations

Mean Model Returns

 

After-tax Before—tax

Discount Rate Discount Rate
  

Spearman Probability Spearman Probability

 

 

100% Exchange -.3091 .034 —.0386 .412

t - l -.3091 .034 -.0386 .412

t 0 .0124 .472 -.0314 .428

t + 1 -.l421 .205 .0394 .410

Average -.2394 .080 -.0018 .496

Actual Exchange
 

t - l -.2934 .042 -.0008 .499

t 0 -.0088 .480 -.0088 .480

t + l -.1573 .180 .0154 .465

Average -.2371 .082 -.0404 .408

 

Third Announcement Period
 

The announcement of results correlations were performed on

actual results data, since this information was now available to in-

vestors. As Table XXIX shows, interpretation of results is again

dependent upon the discount rate employed in the NPV calculation.

The after-tax discount rate correlations are negative while the

before-tax correlations are positive. If the investor reaction in

period three is independent of the first two periods,the results

theoretically support the use of the before-tax discount rate to mea-

sure the present value of the net cash flows.14 However, measurement

of the relationship between net cash flows and abnormal returns is
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dependent upon when the equity holders incorporated the cash flow infor-

mation into their security valuation. Since each announcement provided

additional cash flow information to investors, the valuation of the

exchanges impact could logically be cumulative over the three announce-

ment periods.

TABLE XXIX

Period 3

Spearman Rank Order Correlations

Mean Model Returns

Actual ExChange

 

 

 

 

Spearman Probability

After-tax

Discount Rate

t - l -.0944 .287

t 0 -.2524 .064

t + l .0697r .339

Average -.1982 .117

Before-tax

Discount Rate

t - l —.1822 .137

t 0 .0612 .358

t + l .2115 .102

Average .0999 .276

 

Aggregated Correlations

Residuals t_1, to, and t+1 in each period were summed respec-

tively over the three announcement periods. If the three announce—

ments comprise the total value of the exchange, the total of the

residuals would be correlated with the total value of the exchange as
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measured by the NPV. Table XXX summarizes the correlations between

the summed residuals and standardized Nva. The total firm correla-

tions for the after-tax standardized NPV calculations exhibited a

negative relationship with the abnormal returns.15 Similar results

are found when the market model is used (Table B-29) regardless of

the correlation analysis used (Tables A-18 and B-34). This is not

surprising since the relationship between abnormal equity returns and

the after-tax standardized NPVs were negative in the three announcement

periods.

Correlations between the summed residuals and the before-tax

standardized NPVb are positive for both the mean and market model

residual analysis using either the Spearman rank or Pearson correla-

tions (Tables XXX, B-29, Ar18, and B-34). With the exception of the

mean model analysis Spearman correlations,all correlations were sig-

nificant at the twenty percent level. A correlation significant at the

8 percent level was observed when the Spearman correlation was calcu-

lated on the mean model residuals and before-tax NPVh.

While the positive relationships observed above are consistent

with the proposed association between standardized NPVb and abnormal

equity returns, the results in general do not strongly support that

relationship. Therefore, either 1) the nine day period tested does

not encompass the entire wealth effect of the exchange, 2) the cash

flow models employed are inaccurate, or 3) other factors besides the

cash flow variables proposed are being used by investors to value

the equity securities. All these possibilities deserve addressing.
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TABLE XXX

Spearman Rank Order Correlations

Aggregated Corrrelations

Actual Exchange Results

Mean Model Residuals

 

 

 

 

Spearman Probability

After-tax

Discount Rate

t - 1 -.3308 .027

t 0 -.2538 .071

Average -.1818 .148

Before-tax

Discount Rate

t - l .1120 .261

t 0 .0804 .324

t + l .1585 .182

Average .2448 .079

 

Reviewing the CAR graphs of all three periods (Graphs 2, 5,

11, 14, 20 and 23), the possibility exists that other sources of infor-

mation during the thirty-one day announcement period may have been

present and, therefore, the entire wealth valuation process of the

exchange would not be encompassed in the nine day CAR's tested. All

three periods do exhibit trends of movement in cumulative average

residuals after the announcement date. An additional correlation

analysis was performed comparing the standardized NPV calculations to

the summed CAR's of the sample over the t_1 to t+15 time period.

Table XXXI provides statistics on the analysis.
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TABLE XXXI

Spearman Rank Order Correlations

Aggregated 16 Day CAR's

Actual Exchange Results

 

Mean Model

After-tax Before—tax

Discount Rate Discount Rate
 
 

Spearman Probability Spearman Probability

 

Period 1

Period 2

Period 3

Average

-.3024 .029 -.2837 .039

.0819 .318 .0448 .398

.0975 .281 .1329 .214

-.0118 .474 -.l378 .215

 

Adding the additional time frame did not enhance the proposed NPV/

residual relationship. In light of the significant responses during

the three day announcement periods in the first and third periods, this

result is not surprising. The equity market reacted consistently with

the semi-strong form of efficiency and, therefore, it is reasonable to

conclude that the valuation process was reasonably encompassed by the

three day test periods.

It is not unreasonable to assume the model is, at least, a

suitable surrogate measure of the exchange's marginal monetary impact

on firm value. The cash flow model does incorporate all objectively

determinable cash flows associated with the bond exchange, although a

certain degree of subjectivity in determining a few of the individual

cash flows (exchange expenses for example) does exist. However, given

the unexplained excess returns some additional factors are probably
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being valued by equity investors. This conjecture applies in particular

to the significant excess returns observed in the first announcement

period. The lack of correlation when the largest economic effect on

shareholder wealth is observed, when viewed in conjunction with the

insignificant cumulative correlations, gives credence to this conjecture.

What variable(s) is(are) impacting on shareholder wealth in period one

is subject to further investigation.

Summary

The residual analysis found very significant positive abnormal

returns in period one for the total and individual positive and negative

portfolios. Results were consistent regardless of the discount rate

used on cash flows or the research methodology employed, i.e. market

or mean adjusted returns models. Correlations with these residuals

and standardized NPV's were not significant, however. The period two and

three residual analysis discovered no significant returns for the total

portfolio in either period. However, when looking at the individual

positive and negative standardized NPV portfolios, moderately signifi-

cant offsetting residuals were discovered in period three. Correla—

tions between period two and period three residuals with standardized

NPVb'wenanot found to be significantly correlated. Correlations be-

tween standardized NPVb and summed residuals over the three test

periods, using the three day test period and a sixteen day period (t_l to

) were also performed. No highly significant correlations were

t:+15

found.
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Chapter V - Footnotes

As mentioned in Chapter IV, Allen and Hagerman [1980] provide

evidence that the smallest prediction errors are obtained when

using 250 to 750 daily returns in the expectations model.

Studies include Fama Fisher Jensen and Roll [1969], Praetz [1972],

Blattberg and Gonedes [1974], Jaffe [1974] among others.

Normal distribution statistics were obtained from Statistical
 

Methods, 7th Edition by Snedecor and Cochran.

Ibid.

Five percent and one percent significance levels for Z-scores are

approximately 1.65 and 2.33 respectively.

Thirty-six firms had their announcement of terms reported by the

wall Street Journal.
 

Additional information included in the terms of exchange announce-

ments normally included the expected time frame of the exchange

process and reasons the firm was exchanging bonds.

Appendix A, Tables A-6, A97 and Ae8 show individual firm residuals

and statistics for Day t-1, t_0 and t+l respectively. In addition,

Table Ar9 and associated Graphs Ar7, Ar8 and Ar9 give residuals

and statistics for positive and negative NPV firms in period two

based upon a before-tax interest rate on new debt being used as

the discount rate.

Table XI, Chapter III, lists the firms and the lapsed time between

announcement dates.

Similar results were realized in the market model analysis when

after-tax and before-tax discount rates were used to calculate the

NPV's.

Additional sources of information would, for example, include

financial analysts' forecasts, weekly business news publications

and trade publications.

The Pearson coefficient is:

2 (AR -Z§)(m -"an7)
p - Sm/ - i

m n _
[ 2 (AR _ fi2]1/2[z (m1 _ mgr/2

1-1

1



13.

14.

15.

130

The numerator (S ) is the product of the sum of the deviations

from the mean of {He residuals and NPV's of m firms, respectively.

The product of the sum of deviations is divided by SrSn which

makes the relationship independent of the standard deviations

of AR and NPV. The Srsn is equal to the product of the variables,

AR and NPV, standard deviations.

To test the strength of the relationship the following test

statistic is used.

= —_—_ _ 2
t prn1/m-2 / /l prn

If t = positive 5 t(l-a; n-2) then a significant positive relation-

ship exists between the abnormal return (AR) and the net present

value of the exchange (NPV).

The correlation analysis was also conducted using a two day test

period, to and t+ , with results consistent with the three day

analysis. The rabionale behind the use of the two day test

period is based on the author's belief that day t—l is the least

likely day in which information concerning the exchange would be

available and therefore impounded into the share price.

This statement assumes the Spearman rank order correlations are a

better measure of association than the Pearson product moment

correlations. Table A-17 exhibits the reverse relationship when

the Pearson correlation is used.

The average market value of stock for the five trading days prior

to the first announcement was used to standardize the NPV calcu-

lation. Average market values for periods two and three were also

separately used in the analysis. Results were consistent

regardless of the market standardization method used.



CHAPTER VI

SUMMARY, CONCLUSIONS, RESEARCH CONTRIBUTION AND

ADDITIONAL RESEARCH SUGGESTIONS

Summary

Previous research on stock market returns and their associa-

tion with exchanges of securities has been primarily related to ex-

changes between different classes of security holders.1 These forms

of exchange result in a redistribution of wealth between the security

classes. Bond for bond exchanges, however, involve only one class of

security holder whose investment remains essentially equal before and

after the exchange. Due to the corporate tax consequences of the

exchange,such a transaction results in a net cash inflow or outflow

to the individual firm. The purpose of this study was to determine

the effects of the exchange on shareholder wealth and to see if any

realized effects were related to proposed measures of net cash flows

resulting from the exchange.

The research employed both the mean adjusted return model and

market model methodologies to calculate any effect on shareholder

wealth resulting from the exchange announcements. Assumptions of a

semi-strong form of market efficiency, as it relates to publicly

available information, and the equilibrium pricing of common stocks

being consistent with the capital asset pricing model were made.

Firms selected for the study engaged in an exchange of their

131
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outstanding discounted bonds during the seven year period 1973 through

1979. The sample consisted of forty firms.

Periods of thirty-one days surrounding each of three public

announcements of the exchange were chosen. The announcements related

to the decisions of firms' board of directors to engage in the ex-

changes, the terms of the exchange agreements, and the results of the

exchanges, respectively. Direct testing of the day before, the day of,

and the day after each announcement was conducted. These three day

periods were chosen based upon evidence from similar research

using public announcements of the speed of adjustment in share price.

Once residuals were calculated, a Z-score was determined on each

daily average residual.

Subsequent to the determination of residuals, the relationship

between the net cash flows and the average daily residuals were mea-

sured in and over the three periods. Spearman rank order correlations

were then determined to measure the degree of association between the

two variables.

Conclusions
 

Testing for abnormal performance was conducted in each of the

three announcement periods on the portfolio of sample firms. Results

of these tests, performed on the total portfolio, showed significant

abnormal returns in period one, when the exchange was originally

announced. However, the possibility existed that offsetting wealth

effects could have occurred due to the differential cash flow effects

associated with the exchange. These offsetting wealth effects would

result from investors reacting positively (negatively) to the positive



133

(negative) cash flows resulting from the exchange. Tests were there-

fore conducted to detect abnormal performance on positive versus nega-

tive NPV portfolios. Results showed that both portfolios earned sig-

nificantly abnormal positive returns in period one and modest, offsetting

abnormal returns in period three which were consistent with the sign

of the cash flow calculation.

These effects on shareholder wealth and their relationship,

or lack thereof, with the NPV calculation were substantiated in the

correlation analysis. No significantly positive correlations existed

between abnormal returns and NPV in the three announcement periods.

A further test was conducted to see if the cumulative returns over

the three periods were related to NPV since the period two and three

returns may have been adjustments to the initial abnormal performance

in period one. Investors may not have enough information in period

one to measure the actual cash flow effect of the exchange on share-

holder wealth since the terms of exchange and actual cash flow

results of the exchange are not available until the later announce-

ments. No significant relationship was observed between those cumu-

lative returns and the standardized NPV. Apparently,investors per-

ceive factors other than those incorporated in the NPV calculation

as having a greater effect on their wealth. In period one, where the

significantly large excess returns are observed, these factors result

in positive excess returns regardless of the cash flow calculation's

sign.

Factors which may have contributed to the observed market

reaction can be addressed in light of several research papers referred

to earlier in this study. Laber [1978] states, "managers appear to
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refund discounted bonds because of paper gains and/or enhanced finan-

cial ratios." These factors would not result in a significant shift

in shareholder wealth in an efficient capital market unless some real

economic effect on firm value resulted from these "paper gains and/or

enhanced ratios." In relation to this study these economic effects,

in terms of cash flows, would be significantly larger than the proposed

cash flows and positive for all firms.

Jensen and Meckling's agency theory provides a viable explan-

ation of what these "economic effects" may be. Consistent with agency

theory, reducing the book value of long-term debt and increasing stock-

holders'equity ("paper gain") can shift wealth from the bondholder to

stockholder if debt covenents are written in terms of capital struc-

ture relationships. Greater flexibility may be realized by management

regarding decisions concerning dividends, future debt issues and

working capital maintenance. These potential effects could readily

result in increased shareholder wealth and could certainly dwarf the

net cash flows relating to the exchange. While the covenents of

each bond issue were not directly reviewed, the reasons listed by each

firm for exchanging their bonds were listed in Table V, Chapter III.

Almost all firms who supplied this information listed "reduce long-term

debt and increase stockholders'equity" as their main reasons for ex-

change. These are two factors,referred to above in relation to

agency theory, which could result in a positive shift in shareholder

wealth. This is consistent with the results found in this study, the

wealth effect being independent of the cash flows related to the

exchange process. Unfortunately, the small sample size and the lack 0f

differentiation of the reasons for exchange across firms does not allow
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for testing of excess returns between listed reasons for exchange.

However, the consistency between the independence and direction of

excess returns observed and the combined agency theory and investment

theory explanations of the observed market behavior is conclusive, the

major fault being the inability, with this sample, to test the agency

theory propositions.

Research Contributions
 

Implications of this study can be addressed from a theoretical,

as well as, a practical perspective. In terms of capital structure

theory, the results are consistent with those found by Masulis [1980]

and Mikkelson [1981], when viewed from a wealth re-distribution per—

spective. Where these authors associcated their positive returns

with actual wealth re-distribution between classes of security holders,

the wealth re-distribution implied in this study relates to proposed

greater flexibility in management's decisions which impact upon share-

holder wealth. This greater flexibility results from "book value"

changes in one class of security. To test this conclusion in terms

of M and M propositions, the relationship between any change in tax

shield and abnormal performance should be tested. While the author

recognizes that the tax shield is in fact one of the cash flows

included in the NPV calculation, investors may be reacting to the bond

for bond exchange like other exchanges, i.e., bond for stock. If so,

an increase (decrease) in tax shield resulting from the exchange

would result in an increase (decrease) in share price. Positive cor-

relations found when using a before-tax discount rate to calculate

the NPV supports this proposition. Since a greater portion of the



136

NPV would be associated with the change in interest payments when the

higher discount rate is employed, the resulting NPV is more heavily

weighted by the tax shield. This, however, is a topic for future

investigation.

Results as they pertain to investment theory are somewhat in-

conclusive. While positive associations between NPV and excess

returns existed when a before-tax discount rate was used, doubt exists

as to when the cash flow information was impounded into share price

and which discount rate was appropriate in measuring these cash flows.

The fact that the returns aggregated over three periods were positively

correlated with the before-tax NPV lends some credibility to the use

of the before-tax discount rate and the market's cumulative impounding

of the NPV information over the three announcement periods. However,

the strength of this conclusion is suspect and subject to further

investigation. A larger sample would be useful in testing this

proposition since individual portfolios in this study were small.

Practical implications of these results related to management's

decision of whether or not to exchange discounted bonds and the GAAP

relating to exchanges of discounted bonds. The analysis of market

returns showed that exchanging discounted bonds result in an initial

increase in shareholder wealth regardless of the proposed net cash

flow effects of the exchange. While a shareholder reaction to cash

flows appears when the exchange is completed, this wealth effect is

considerably less significant than the initial reaction. It appears

then that firms should exchange discounted bonds when it is practical

to do so, with secondary consideration given to the cash flow impli-

cations of the exchange. This statement assumes the company can
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cover any incremental increases in interest payments and would benefit

from a reduction in book value of long-term debt and an increase in

stockholders' equity.

In reference to GAAP, financial information concerning the

classification of the gain (extraordinary item under FAS #4), other

than being considered in the cash flow model, may not be relevant to

at least the initial valuation of the exchange by shareholders. Infor-

mation such as the exchanges effects on debt covenents, dividends and

financial ratios may provide more useful information to investors.

Additional investigations on managers'reasons for exchanging and the

actual debt covenents of sample firms could provide evidence that

would further verify these proposed reporting implications.

Additional Research Suggestions

Additional research suggestions apply to the testing of vari-

ables which might better explain the observed security price behavior.

In relation to shifts in shareholder wealth, the price behavior of

debt issues, both the issue being proposed for exchange and other out-

standing issues, could be examined to see if an effect on bondholder

wealth existed that was opposite from that realized by shareholders.

Its presence would give verification to the proposed shift in share-

holder wealth.

Actual debt covenents could also be examined and related to

any increased flexibility realized by management in terms of dividend

payments, debt capacity, and capital maintenance. A relationship

between these variables, or close surrogates, to observed changes in

shareholder wealth would also add substance to the conclusions proposed.
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Finally, the tests included in this study, as well as those

proposed above,would have greater inferential bearing if a larger

sample could be developed. This problem can only be resolved by the

continued use of the bond exchanges by corporations.
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Chapter VI - Footnotes

1. See Masulis [1980] and Mikkelson [1981].

2. Ibid.
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TABLE A—l

Period 1 - Mean Model

Day T-l

Cumulative

Firm Firm Standard Standard

Residual Residual-T Residual

Allegheny Airlines (U.S. Air) .02179 .60962 -.8l875

Allegheny Ludlum -.02520 -1.39110 2.66066

American Medicorp .03594 .90170 1.35480

Athlone Industries, Inc. -.00066 -.04426 2.68693

Bay Colony Fin. Corporation .05360 .84466 .41650

Chase Manhattan MTG. .00045 .01064 -.80546

Chelsea Inds. Inc. .06752 1.98054 5.07809

Columbia Pictures Inc. -.02383 -.38390 3.36007

Condec Corporation .03917 1.39240 -l.08576

Cooper Labs Inc. -.00212 -.05904 1.22930

Dillingham Corporation .00042 .01551 -l.76353

Fairchild Ind. Inc. -.01075 -.45802 1.94411

Fedders Corporation .04020 1.08916 1.70732

Fibreboard Corporation .00173 .07525 1.99412

General Host Corporation -.01813 -.57835 -l.44119

General Instruments -.05282 —1.28657 -1.62426

Grumman Corporation .01693 .55523 .43887

Gulf & Western Industries, Inc. -.02690 -1.47297 -l.37061

Insilco Corporation .00141 .05648 1.04783

Institutional Investors —.04932 -.78259 2.56245

LTV Corporation .01239 .50698 .02428

McCulloch Oil .09076 2.39714 -.86l86

M G M .00035 .01005 -2.17322

Mohawk Data Sciences -.04563 -.53208 -.66439

National Industries -.03522 -.95657 —l.70605

Pan Am .01442 .29909 2.04715

Pioneer Texas Corporation -.02667 -.49029 -l.65562

Pittston Co. .00069 .03580 -.11259

Ramada Inns Incorporated -.06864 ~1.89028 .04901

Rapid American Corporation .03303 .79163 .89672

Roblin Industries, Inc. .00257 .06208 1.69022

Rusco Industries, Inc. -.00294 -.04515 -.51985

Sanders Assoc. Inc. —.08523 -1.46016 -1.34440

Texstar Corporation .03714 .87665 1.29476

UAL -.00554 -.30265 -.56292

United Brands Co. .00019 —.00717 -.86682

Western Union Corporation .00876 .35543 -1.15769

White Motor Corporation .02606 .59015 -.91700

Wickes Corporation -.02264 -.83353 2.45583

Zapata Corporation .05006 1.75379 .07718

Mean .00132 .35224 -.54818
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TABLE Ar2

Period 1 - Mean Model

 

 

Day To

Cumulative

Firm Firm Standard Standard

Residual Residual-T Residual

Allegheny Airlines (U.S. Air) -.02526 -.70654 —.99539

Allegheny Ludlum —.00104 -.05787 2.64619

American Medicorp .00469 .11785 1.38426

Athlone Industries, Inc. -.00066 -.04426 2.67586

Bay Colony Property .05067 .79858 .61615

Chase Manhattan MTG .05601 1.31180 -.47751

Chelsea Inds. Inc. .18598 5.45494 6.44183

Columbia Pictures Inc. -.04555 -.73378 3.17663

Condec Corporation -.00192 -.06826 -l.10282

Cooper Labs Inc. -.01527 -.42543 1.12294

Dillingham Corporation .00042 .01551 -1.75965

Fairchild Industries, Inc. .06835 2.90953 2.67150

Fedders Corporation .02680 .72609 1.88884

Fibreboard Corporation .00173 .07525 2.01293

General Host Corporation .00109 .03494 -1.43245

General Instruments .05159 1.25663 -l.31010

Grumman Corporation -.00108 -.03543 .43001

Gulf & Western Industries, Inc. .06754 3.69775 -.44617 '

Insilco Corporation .03083- 1.22760 1.35473

Institutional Investors -.00386 -.06134 2.54711

LTV Corporation .01224 .50112 .14956

McCulloch Oil .13663 3.60841 .04024

M G M .09230 2.63833 -1.51364

Mohawk Data Sciences .07770 .90599 -.43789

National Industries .03259 .88501 -1.48480

Pan Am .01408 .29211 2.12018

Pioneer Texas Corporation .00342 -.06286 -l.67134

Pittston Co. .04179 2.15580 .42635

Ramada Inns Incorporated .03736 1.02880 .30622

Rapid American Corporation -.06811 -1.63206 .48870

Roblin Industries, Inc. -.04089 -.98451 1.44409

Rusco Industries, Inc. -.00294 -.04515 -.53113

Sanders Assoc. Inc. .00171 .02946 —1.33703

Texstar Corporation -.03304 -.77990 1.09978

UAL .03987 2.17727 -.01860

United Brands Co. -.02102 -.78090 -l.06204

Western Union Corporation .02853 -1.15698 —1.44694

White Motor Corporation ~02545 .57635 -.77291

Wickes Corporation .00981 .36140 2.54618

Zapata Corporation .05730 2.00710 .57895

Mean .02079 4.289.4 6.84023
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TABLE A-3

Period 1 - Mean Model

Day T+1

Cumulative

Firm Firm Standard Standard

Residual Residual-T Residual

Allegheny Airlines (U.S. Air) “-00200 “-05620 "1-00902

Allegheny Ludlum -.00104 -.05787 2.63215

American Medicorp .03500 .87795 1.59719

Athlone Industries, Inc. ~00720 -27817 2-79184

Bay Colony Property .14804 2.33297 1.18198

Chase Manhattan MTG -.05217 -1.22202 -.77389

Chelsea Inds. Inc. .00230 .06767 6.45824

Columbia Pictures Inc. -.02522 -.40628 3.07809

Condec Corporation -.00192 -.06826 -1.11938

Cooper Labs Inc, -.04212 -1.17286 .83848

Dillingham Corporation .00042 .01551 -1.75589

Fairchild Industries, Inc. .03608 1.53588 3.04400

Fedders Corporation -.03258 -.88264 1.67477

Fibreboard Corporation .02446 1.05939 2.26987

General Host Corporation ~00109 ~03494 ‘1-42398

General Instruments -.00197 “.04814 -1.32178

Grumman Corporation -.01878 -.61565 .28069

Gulf & Western Industries, Inc. -00980 '53665 '-31601 '

Insilco Corporation -.01286 -.51234 1.23047

Institutional Investors -.02767 -.43914 2.44060

LTV Corporation +.9114l -.46718 .03625

McCulloch Oil .12133 3.20435 .81741

M G M -.01017 -.29081 -1.58417

Mohawk Data Sciences -.04409 -.51414 -.56259

National Industries -.00189 -.05138 —1.49726

Pan Am .01376 .28537 2.18939

Pioneer Texas Corporation .00848 .15593 -1.63351

Pittston Co. —.03877 -2.00050 -.05883

Ramada Inns Incorporated .00032 .00890 .30838

Rapid American Corporation -.07287 . -1.74617 .06519

Roblin Industries, Inc. .00257 .06208 1.45915

Rusco Industries. Inc. -.O9385 -1.43827 -.71001

Sanders Assoc. Inc. .04933 .84521 -1.13204

Texstar corporation .00143 .00384 1.10799

UAL -.01159 -.63295 -.l7212

United Brands Co. .01044 .38792 -.96796

Western Union Corporation -.01030 -.4l770 -l.54825

White Motor Corporation -.04655 -1.05388 -1.02852

Wickes CorPoration -.01484 -1.5463 2.41367

Zapata Corporation .00822 .28805 .64882

Mean .00236 -.28391 -.26423

 



......
It'll.“...-......tllololtt.

rs5:8):lnfo07‘05361128anI72t5:801L030n3ljzthib

P.....c.c....

0.000.000.000000000.00.00.00.00

0000000000000000000000000000000
OIOOOOOIOOOIOOOZIOOOOOO00001010

£95096189900150I§E§§EO960596929

E259056266§l£95198069bOSZOIblCZ

lOliZ‘WWIOQfi‘WEOOCZ‘OVG91002060

~§926§££§9
£I£l0~9§2°

ltbl2‘
nPVISSGXUIRV05V(

:00;!h:0n28A=UO€
IGXUMPOChWI3lnu

1:00:7)XctztcztltII
RanliI1:0):UAY1nXUt

RVIIGAYO

.

0.000000000000000000.000.00.000

oooooooooooooooooo0000000000000

Ei‘tZo-OII‘EE£~II§§SIt!!!Otto-.22!00

IUgo-[5‘09Toll-(6‘26‘266‘09“E.0

Q

[8|t|l3|13l13l73¢lll.

0000.0.000000.0.000000000000000

£09ll96099951800906L09§£9Ll05£0

5668960129029929195999288360955

92‘6tl£lb£tnggt2OOBOZTOQQZEEO

gigbbgt§gge.0698l6§99§30£~9l¢|

 

............?....

0..........000...0..00...0...000

nxunxunxunxun20n20AXUnXUnXUnXUnXUnXUn10nXUnxunv

OOOOIOOOIOIOOOOZIOOOOIOOIOOIOII

9385022206E09690910809002091001

6102669661919905982062929291695

99305952l00£09000£0l€§OIElOQOEG

819919296660I0E60I
25200§§Z§

E§§0l29215558§09IZ
OOZCAIOCSWWUW

529LZ£lt£l95160089
690281‘309l‘9

6‘050265999l5569OZ
OLZZZEEIZOZEQ

9090990“OEEICZlbl
IOQOOEQEOlOOl

.
. 000000000

00.000000
010000000

.0.00.

00000000000
00000000000

000000000

{lilo-3|..-..c..

00000.000.000000000000000ooooooo

EQZOEE2936§’glaITIIOOZIOC-EZOOZ

2.85.0!0'3690‘0OTSTZQOTOSOBIOQE...“

_b:XCC:u952lc:8lrhltlnzt7rlc2672ln¥lA250:Cl7?9

Q¥IOJCI:U€?O)2‘I:U12‘b:l0£llZVCXUI3IC€COIL2Tl7~

.UiktliinXEDXCCZUQAVA!l!3‘73‘¢£¥72'7?&£¥l13¥‘2‘

mAVH

1
5
6

—
—
_
—
—
-
—
_
—
—
—
—
—
_

'
I
'
“
P
I
'
°
I

a
fl
o
a
a
a
v

“
I
?
“
P
I
B
O
I

o
i
a
z
a
a
v

n
o

a
x
o
n
s

z

o
i
o
a
a
a
y

"
I
J
'
I
fl
'
n
a

0
1
3
0
9
1
0
3
]

n
t
r
n
p
r
s
e
u

C
‘
I
Q
I
I
B
I
B
O

o
t
c
n
p
r
o
a
x

a
i
o
x
o
a
v

a
i
a
J
o
A
V

e
t
e
n
p
r
n
n
u

n
o

3
1
0
0
.

'
I
'
“
P
I
°
3
8

s
i
o
a
a
a
v

a
a
r
z
c
t
n
-
n
a

'
I
'
“
P
I
'
3
H

o
a
r
a
u
t
n
u
n
o

p
J
I
p
u
n
a
s

p
J
I
p
u
o
a
s

Io
S
u
c
q
a
x
a

[
a
n
n
o
y

2

(
C
2
7
3
'
1
3
3

A
l
l
3
5
1
3
3
.
0
1

 
(
L
I
)
n
-
J
I
J

n
a
n

0
4
3
3
0
5
6
“

 

I
’
P
O
H
“
3
3
H

a
n
o
n

:
u
n
o
a
s
r
a
x
u
l
-
a
a
o
g
a
q

-
I
p
O
I
J
O
J

'
I
J
I
I
n
a
n

n
e
t
s
-
i
e
u
l
e
n
t
a
t
e
o
a

V
'
V

3
1
8
V
L



(
m
m

I
n

“
H
O
M
O
!
R
E
S
I
D
M
S

144

Graph #Arl

z I‘d-E- nesnmsntommcruat across rnxmecu .0ch

 

  

1
S
U
N
“

0
“

“
"
1
3
0
6
,

I
E
S
I
O
U
R
I
S

  
 

    
 

~|$ 4 s u

Graph #Arz Graph #Ar3

if! -°ENOO! ACTURL BEFORE T91 .HE‘IN HODEL

 

 

Z CQRJERIOOLBCTUBL BEFORE YRXJ‘EQN HOOEL

1.:-
.

.. l"\ . A it“ 1“

j i f \M ‘t
:m p \

  I
-
S
C
O
I
!

0
0
.
C
W

3
'
"
!

I
N
E
K
H
G
I

R
E
S
I
D
U
R
I
S

 
 

      
 

 

3 ll 5 I u
3:

“'1‘”

”E
:6 S S 8



T
A
B
L
E

A
-
5

P
o
s
i
t
i
v
e
/
n
e
g
a
t
i
v
e
N
P
V

F
i
r
m
s

P
e
r
i
o
d

1
-

B
e
f
o
r
e
-
T
a
x

D
i
s
c
o
u
n
t

R
a
t
e

M
e
a
n
M
o
d
e
l

1
0
0
2

E
x
c
h
a
n
g
e

N
e
g
a
t
i
v
e

N
P
V

F
i
r
m
s

(
1
6
)

 

P
o
s
i
t
i
v
e
m

F
i
r
m
s

(
2
4
)

 

S
t
a
n
d
a
r
d

C
u
m
u
l
a
t
i
v
e

R
e
s
i
d
u
a
l
s

z
s
c
o
r
e

o
n

C
u
m
u
l
a
t
i
v
e

A
v
e
r
a
g
e

R
e
s
i
d
u
a
l
s

A
v
e
r
a
g
e

R
e
s
i
d
u
a
l
s

A
v
e
r
a
g
e

R
e
s
i
d
u
a
l
s

.Hbm

705077:;0530763502005062 0.4.1.. . a)

bta..§2.dr.q3.055202007293697r7v319u0w
01035.001.3960040723102920390.02507

7099 2192617391777307015.cac;.09.2b
200 13303200.1.1.. 1.67695.03 24 3 31.0253
000.00easeeeeeeeeeeeeeoeeesesese

. . . . . . . . 111.11.131.11]

0.20193987521851338010472807337

20511069650078095079073230 0293f.

2196351695621743794409075892294

10012210 0.233220322230.9555‘. 055...

000 00000 .LO0C0000000000(00L0000 u

0000000.000.000.0000000000000000

03...71139330007‘7til0..39001.0090x

07909842078251030891002770272772

9301492251994315429409525030007

7 2.05.21.25.620119994033(0450770‘2

(70.1.50 60 102529973610720626979O.6

00000000000000000000000000000...

..a.l. .1.a. .1. .2...|all... .. .

S712033197693702C59202§.2.202s06

2.250083701912023006195618147602

2.] U67.13526030639680011131390065

I.101.001.00.100001100007100000100

0000000000000000000000000000000

..000000000000000000000000000000

O

 

S
t
a
n
d
a
r
d

C
u
m
u
l
a
t
i
v
e

R
e
s
i
d
u
a
l
s

C
u
m
u
l
a
t
i
v
e

s
c
o
r
e

o
n

A
v
e
r
a
g
e

R
e
s
i
d
u
a
l
s

Z

J
e
s
s
i
e
-
l
a
w
—

A
v
e
r
a
g
e

A
v
e
r
a
g
e

R
e
s
i
d
u
a
l
s

Q. 6660623715C309109695550 4160235

1253937603651966.212650314760600

119.039 4550.07586390893797397 028.0

523509639750629568356303142912

0308300050379033970053500970013

easeseesseeseeseeeseeeeeassess.

. . 1117117121.... .1...

1220513700.501002007330930 59000.15

(00...52.077209119250129 01. 0 00712....

1002730020tag-5730500....35024c.’200030

00122111311320.555032313.2.1.3333

0000000000000000000000‘0 F) 000000

0.0000000000000000000000000000.

. .

7Q75551763127389590727...7366.239

9.160750099327079210136095501502

9 61300007500234‘7386751605377

‘713071.0500o290570else.0390003.27...

2“. 30251000057722193.30.053003000

eesseeeeeseeseeeseeeeessseesese

.1 Z...d . 13...fl . 4... .21

I.“01335020029073$a3083033.010’0‘

0058932159515107370202662201616

0.20035002030003105702007 83026.7e.

01010000000000100900010000030

0000000000000 00000000000000090

assessesssesseessssasssssssseea

a 563210987654321012345.0789012345

D .fl 1:11... .. .. . . . 1.11.131



C
U
fl
U
t
fl
l
I
V
£

“
V
E
R
R
O
E

R
E
S
I
O
U
H
L
S

-r3001

146

Graph #Ar4

Z QVE RESU.PERIODI..OO 2 BEFORE T3!.HERN HODEL

).-“
‘
 

 . V M

P
.

i

 AJ

1

!

\

 

acd

m

3.
3

8

no

8
II

a:

m

3:

3

H

,8
a ....

2

I000

 

'V  
 1"

.
“

 

#
 
 

n-RIIIII

-—-lllflfi'   
 

Graph #Ar5

.5-

tin!

:QQ.'E81031.IOO 2 BEFORE TB!.HERN HOOEL

 

.3‘0”

.OIRXO 

 

..M/\

W

 

    
 

-0“

-w  
 

-:3I3

S

71"!

A

V

Z 53R.

Graph #Ar6

'ER!001.;OO 2 BEFORE 'nx.nEaN HODEL

 

l
-
S
I
O
R
E

0
“

C
U
H
U
I
R
'
I
V
!

fl
V
E
R
fl
U
f

R
E
S
I
D
U
H
I
S

 
 

    
 

 



147

TABLE Ae6

Period 2 - Mean Model

 

 

Day T-l

Cumulative

Firm Firm Standard Standard

Residual Residual-T Residual

Allegheny Airlines (U.S. Air) -.04854 -l.37730 -2.52495

Allegheny Ludlum .00822 .44605 .21288

American Medicorp -.07345 -1.75058 -1.55942

Athlone Industries, Inc. -.00058 -.03913 1.32022

Bay Colony Property .03651 .71456 -.03188

Chase Manhattan MTG .00029 .00712 .88334

Chelsea Inds. Inc. .03437 .91330 -.00614

Columbia Pictures Inc. -.04923 -.79133 .51828

Condec Corporation .00880 .33438 1.77388

Contin Investment Trust .01782 ..49558 -4.36989

Cooper Labs Inc. -.01689 -.46969 —2.06575

Dillingham Corporation -.03709 -1.28587 -.66406

Fairchild Industries, Inc. .03853 1.57756 -.82924

Fedders Corporation -.01768 -.43004 .02435

Fibreboard Corporation -.04280 -1.80287 1.06882

General Host Inc. .00128 .04030 -.59861

General Instruments .02673 .66002 1.73936

Gulf Western Inds. Inc. -.00790 -.43240 .05096

Insilco Corporation .01578 .64313 .08816

Institutional Investors -.00157 -.02600 -.55235

LVT Corporation .01421 .59667 -1.34695

McCulloch Oil -.01915 -.43085 -1.53554

M G M .00045 .01230 -.90613

Mohawk Data Sciences -.02649 -.32703 1.70772

National Industries .09892 2.68889 1.44849

Pan Am -.08865 -l.91265 -1.30199

Pioneer Texas Corporation .01945 .37055 -.15323

Ramada Inns Incorporated -.03424 -.97487 -.46043

Roblin Industries, Inc. .12686 2.55192 .92421

Rusco Industries, Inc. .06426 1.02271 .00504

Sanders Assoc. Inc. .00073 .01213 1.34025

Texstar Corporation .02134 .50328 1.46278

UAL -.00589 -.32135 .40808

United Brands Co. .03980 1.48575 -2.38117

Western Union Corporation -.01950 -.79602 1.11177

Wickes Corporation .00086 .03206 -2.37029

Zapata Corporation .05922 2.19885 1.55644

Mean .00391 .67818 -.98508
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TABLE A-7

Period 2 - Mean Model

 

 

Day To

Cumulative

Firm Firm Standard Standard

Residual Residual-T Residual

Allegheny Airlines (U.S. Air) -.00168 -.09101 .19012

Allegheny Ludlum .00347 .08278 -1.53873

American Medicorp -.00833 -.58860 1.18057

Athlone Industries, Inc. .03898 -.76285 -.22259

Bay Colony Property -.05526 ~1.32698 .55160

Chase Manhattan MTG .00047 .01249 -.00031

Chelsea Inds. Inc. .01209 .19435 .56686

Columbia Pictures Inc. --01236 --46957 1.65649

Condec Corporation .24964 6.94168 -2.63447

Contin Investment Trust ~02575 .71607 -1.88674

Cooper Labs Inc. . -.01896 -.65737 —.82840

Dillingham Corporation .00569 .23323 -.77094

Fairchild Industries, Inc. -.00778 --18940 -.02299

Fedders Corporation .00863 .36344 1.15968

Fibreboard Corporation -00128 .04030 -.58854

General Host Inc. .01246 .30782 1.81631

General Instruments .00095 .05185 .06392

Gulf Western Inds. Inc. -00086 .03503 .09692

Insilco Corporation -.00157 -.02600 -.55885

Institutional Investors .01404 .58949 —1.19958

LVT Corporation -.08784 -1.97591 -2.02952

McCulloch Oil -.02868 -.78946 -l.10350

M G M -.02683 -.33119 1.62492

Mohawk Data Sciences -.O3l38 -.85309 1.23522

National Industries -.00355 -.07652 -l.32032

Pan Am -.00380 -.07250 -.17136

Pioneer Texas Corporation .03851 1.09621 -.18638

Ramada Inns Incorporated 7 .16853 3.39006 1.77173

Roblin Industries, Inc. -.00240 -.03826 -.00452

Rusco Industries, Inc. -.02629 —.43590 1.23127

Sanders Assoc. Inc. .02092 .49325 1.58609

Texstar Corporation .00106 .05771 .42250

UAL -.03969 -1.48195 -2.75165

United Brands Co. -.00203 -.05759 -2.53935

Western Union Corporation .02021 .82479 1.31797

Wickes Corporation .02148 .79639 -2.17119

Zapata Corporation -.00952 -.35365 1.46803
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TABLE A-8

Period 2 - Mean Model

Day T+1

Cumulative

Firm Firm Standard Standard

Residual Residual-T Residual

Allegheny Airlines (U.S. Air) .00322 .17488 .23254

Allegheny Ludlum .00347 .08278 -l.51865

American Medicorp -.00058 -.03913 1.17108

Athlone Industries, Inc. .03651 .71456 -.04929

Bay Colony Property .05912 1.41971 .89593

Chase Manhattan MTG .01686 .44813 .10567

Chelsea Inds. Inc. -.01940 -.31189 .49122

Columbia Pictures Inc. -.01247 -.47383 1.54157

Condec Corporation .05678 1.57896 -2.25151

Contin Investment Trust “-03059 --85034 -2.09298

Cooper Labs Inc. -.01935 -.67096 -.99114

Dillingham Corporation .00563 .23075 -.71497

Fairchild Industries, Inc. -.01831 -.44540 -.13102

Fedders Corporation .00099 .04189 1.16984

Fibreboard Corporation .00128 .04030 -.57876

General Host Inc. -.01438 -.35505 1.73020

General Instruments .02773 1.51759 .43199

Gulf Western Inds. Inc. .00086 .03503 .10541

Insilco Corporation -.08491 -1.40099 -.89864

Institutional Investors .00105 .04431 -l.18882

LVT Corporation -.02193 -.49333 -2.14917

McCulloch 011 .04045 1.11339 -.83346

M G M .01055 .13023 1.65651

Mohawk Data Sciences .03017 .82008 1.43412

National Industries -.00354 -.O7652 -1.33888

Pan Am .00756 .14399 -.13643

Pioneer Texas Corporation ~07289 2.07526 .31695

Ramada Inns Incorporated -.09337 -1.87826 1.31618

Roblin Industries, Inc. -.00240 --03826 -.01380

Rusco Industries, Inc, .00073 .01213 1.23421

Sanders Assoc. Inc. .00051 .01204 1.58901

Texstar Corporation -.02691 -1.46913 .06619

UAL -.01425 -.53202 -2.88069

United Brands Co. -.02642 -.74963 -2.72116

Western Union Corporation .01427 ~58229 1-45919

Wickes Corporation .04127 1.52986 -l.80014

Zapata Corporation .00925 .34357 1.55136

Mean .00141 .54184 -.62103

 



S
t
a
n
d
a
r
d

C
u
m
u
l
a
t
i
v
e

R
e
a
i
d
u
a
l
a

C
u
m
u
l
a
t
i
v
e

A
v
e
r
a
g
e

R
e
e
i
d
u
a
l
a

N
e
g
a
t
i
v
e

N
P
V

F
i
r
m
s

(
1
?
)

z
a
c
o
r
e

o
n

A
v
e
r
a
g
e

R
e
e
l
d
u
a
l
e

A
v
e
r
a
g
e

R
e
a
i
d
u
a
l
a

0 0 

Hmn.

110306263679503759566571692656

706336051361351636626766113031
17011151631732.7565696666265507

01391206616626266039660760961
1122136655795356511100211262577
IO......OOOOOOOIOOOOOOOOOOOOOOO

0535666976052325759336735760916

0169766670690920937212719920057

3060367206676153172665625121366

01011122336633331001101101000

0000000000000000000000000000000

IO...OOOOOOOOOO0.000000.0.0.0....

77569775636963610601659651.7

9.20630230265933566613612
$502

72666556616537356616010751 15175

1661696971113565766956767
76099

60361660606666611621557626 61650

......OIOOOOOOOOOOO 66.0.0.6...

out... . . do. . out". . . . .11.

.

0.596196579353667715696752636023

0175669762719021065669636977162

37672666750161.2166312653396630

100000010100001010000000100

000008000000000000000000000000

0.66.0060...0.00.00.00.00....6.

 

S
t
a
n
d
a
r
d

C
u
m
u
l
a
t
i
v
e

“

R
e
a
i
d
u
h
l
a

T
A
B
L
E

I
A
-
9

P
o
a
i
t
i
v
e
/
N
e
g
a
t
i
v
e

N
P
V

F
i
r
-
a

P
e
r
i
o
d

2
-

B
e
f
o
r
e
—
T
a
x

D
i
s
c
o
u
n
t

R
a
t
e

H
e
a
n

R
e
t
u
r
n
s

M
o
d
e
l

A
c
t
u
a
l

E
x
c
h
a
n
g
e

A
v
e
r
a
g
e

C
u
m
u
l
a
t
i
v
e

P
o
a
i
t
i
v
e

N
P
V

F
i
r
m
a
g
j
l
9
)

A
v
e
r
a
g
e

2
a
c
o
r
e

o
n

R
e
a
i
d
u
a

A
v
e
r
a
g
e

R
e
a
i
d
u
a
l
a 

66695323735696992312616759 15962

0106132869166397360063695202596

.7393066616613362.. 0.62 836667996

0166626675962503669952991266306

206521116626655563.- .. 91166996329

..OOOOOOOOOOOIOOOI00.6.....0...

..............-........11....1.11.

.. ...

0.7711007699967261596053625153666

66565735670322.)2520633120506556

7273651953053909966139573336

001210111212212.1126632223266.:

0000000000‘000006 0000 0000000000

0.06..COO......OOOOOOOOOOOOO...

’

R
e
a
i
d
u
a
l
a

67.713737 66777692796662.6883676

6731936656650961372670672711615
”2070100622 5615 931 6 6971182637

91156 6096163229156652561967271 16

8CE5271127576221256051315656130
.eaeeeeeeoee.oeeaeaeaaeeeeeeae‘a
..H.1...fl.1.. . . 11.2... 2 1

. .. .. .

‘6‘91.0782906765653566166257207

96122.6536389177z~.5792875‘39°a

"556952076276130006621631056606

JIOOOOn00100000000010010000190

W060000000000000000000060000000
6..............................

. 4 . . .. . .. . . .. . . .. .

.Jeia)tlnzvnila:2a:5911n¥19:5a:55:lnxVn212=J£;:

mm .fldlfldtfld... .. .. .. . 111111121



[
W
R
'
I
V
E
m
u
m

R
E
S
I
N
“
!

5

151

Graph #Ar7

1 31.5. RESOJEMOOZACYUBL BEFORE rnxmenu none;

.A I 5.1“ j

I i r

{N Mgr M

 

 

 ~
L
N
‘
.

 

1
S
I
M
!

0
N
n
u
a
n
c
e

M
S
I
D
U
H
I
S

#
I
fi
l
.
.
.

'
-
—
—
~
—

4

..
.‘
1

.
‘
S

S
:

_
_
1

    

  

 

 

 
 

         
 

‘51.". l
—1Imu-i

4m ' 4 me: "

Graph #A—8 Graph #Ar9

'éifi-‘TQIDOZJCTUHL BEFORE YBIJ'EQN "DUEL |Z“'~'.;‘"-'E'1002JCVUQL 6EFORE fflx.3EflN HOOEL

q - E /\ l
.’ ; 2 x i

°"°“ / \/\ f g I /f !

arm I, E ”A .' l

1 / s U \

V
k

U

hmqu/\\ ‘ E «a /\\

, 3

\j . 2 1 I

» I: [\M :22

.s g -'. .

”FE TIRE



T
A
B
L
E
“
-
1
0

P
o
s
i
t
i
v
e
/
n
e
g
a
t
i
v
e

N
P
V

F
i
r
m
s

P
e
r
i
o
d

2
-

B
e
f
o
r
e
-
T
a
x
D
i
s
c
o
u
n
t

R
a
t
e

M
e
a
n

R
e
t
u
r
n
s

M
o
d
e
l

1
0
0
1

E
x
c
h
a
n
g
e

N
e
g
a
t
i
v
e

N
P
V

P
i
r
m
s
(
l
6
)

 

P
o
s
i
t
i
v
e

M
P
9

F
i
r
-
8
(
2
0
)

 

S
t
a
n
d
a
r
d

C
u
m
u
l
a
t
i
v
e

R
e
s
i
d
u
a
l
s

C
u
m
u
l
a
t
i
v
e

Z
.
0
0
2
0

o
n

A
v
e
r
a
g
e

A
v
e
r
a
g
e

R
e
s
i
d
u
a
l
s

R
e
s
i
d
u
a
l
s

A
v
e
r
a
g
e

R
e
s
i
d
u
a
l
s

Hmm

0666837577016165996569 .160665
wuwnuw“nnnnflufla7q300901165¢Z%Mu6&635793060 59636762563930297

12236355796356302
......O..............wz.3.z.n.3.s.z..w..m.u

3696127067596606661693007666056

360136613016 61603733239653.5556

5251610197606273711161693910600
0101123223663333210011001001011

00000UCOUOOOCOUCOOOOOOOOOUOOO90

3610366365619726607657596311616

7316319156336109666335102326257

3666306562560972326366022250167

75997063627221.2536697766 057666

6035056662567696350155562761660

OsOOOOOOOOOOOOOOOOOOOO0.0.0.0.0

d1 . d. ..dfl .. ..1fl.

3036215776620731927665306201763

3592116726020267666551969322003

5776559957935256553323653689560

0011000000091000011010000000100

0000000000000000000000000000000

00000000000900.00600000000......

 

C
u
m
u
l
a
t
i
v
e

z
s
c
o
r
e

o
n

S
t
a
n
d
a
r
d

C
u
m
u
l
a
t
i
v
e

R
e
s
i
d
u
a
l
s

A
v
e
r
a
g
e

R
e
s
i
d
u
a
l
s

A
v
e
r
a
g
e

R
e
s
i
d
u
a
l
s

A
v
e
r
a
g
e

R
e
s
i
d
u
a
l
s

3362912611903969560666136532591

5967673770902635103629013502F67

325U700371173575697096317929665

6663059179L00666076695790077663

2365311135265666313369357a97209

0.00.0006. 6.0.0.0....s sssssssss

.................c...-1..7..11?

. .. ..

1666666260671950763621690330166

2922159665519656291362252656666

93625916539600P7329357613306051

0012101012012211111233322232633

(000060000000000003060000000000

......OOOOOOO.......OOOOOOOOOOOO

-

6607662167629323990575377697506

6929175266678029539696631313323

5t60566160338966156096019569530

P 696997675312709 73306251125793

0672961319796000756051515676070

0.0.00.0...OOOOOOOOOOOOOOOOOOt.

4 d. ..d.1.. . . flfl.2... Z i

.

1270290116266266326529561297426

2220156566957262331207326681C96

9566752377362011606621231066616

0310000000100000000010010000100

0000000000000000030000000000000

6.0.0.6000...OOOOOOOOOOOOOOOOOO

s932109076563210123656789012365

dd1ddd......... 111111

.





C
W
U
H
I
V
E

“
V
I
E
W

R
E
S
I
O
I
D
M
S

153

Graph #ArlO

1 “WE 9550.3691302-100 7. BEFORE YRXJEW‘ 5005'.

 

 

      
       
 

l

i

I

I no
1

w
i

d

i 4

:3 .1»
U

8

c
C

U

’

c

E
3 ..us

~

L3”

-1w

--m

one“!

'1'“. us I a6

HR!

Graph #Arll Graph #A-12

__r.;§a.PER!302.100 7. BEFORE Human none; 1,5“.‘EQI302400 7. avast taxman noon

1

 

/\
m /\ M 1,,

V V

.../\ ‘

 

 

2
-
5
“
“
!

0
“
(
0
7
6
1
0
1
"
!

M
V
E
R
H
O
E

R
E
S
I
O
U
M
S

 

 

        
 

 

um

'lll’Ol

~33!”

y -3”

-26..

-m

-36”

-12..
um-w -Z-A‘

': s 1 u 46 -s s u

.|

.



154

Table lA—ll

Period 3 - Mean Return Model

Day T-l

Cumulative

Standard Standard

Firm Residuals Residual Residual

Allegheny Airlines Inc. -.00072 —.02150 .29878

Allegheny Ludlum Industries, Inc. -.02996 -l.64016 -3.51163

American Medicorp. -.02501 -.59041 -1.87945

Athlone Industries, Inc. .00662 .44062 .96244

Bay Colony Property -.04326 -.83549 -.53371

Chase Manhattan Mortgage & Realty Co. -.00032 -.00765 -1.1143

Chelsea Industries, Inc. .00093 .02507 1.29908

Columbia Pictures Industries, Inc. .02511 .40984 -1.55198

Condec Corporation .01009 .37782 -2.79251

Cooper Labs, Incorporated -.01736 -.51045 -1.65920

Dillingham Corporation -.02085 -.67499 -3.l7991

Fairchild Industries, Inc. .00474 .21655 1.56756

Fedders Corporation ‘ .10701 2.53293 -l.55047

Fibreboard Corporation -.01486 -.62319 .63016

General Instruments -.03257 -.85425 2.99024

Grumman Corporation .01119 .34794 -l.25579

Gulf & Western Industries,-Inc. .03851 2.06037 1.17327

Insilco Corporation ’ .00074 .03038 .06714

Institutional Investors -.00185 -.03031 .41559

LTV Corporation ‘ .01342 .57639 1.03484

McCulloch Oil Corporation .05772 1.26149 -l.39481

MGM .03009 .82706 -.10125

Mohawk Data Sciences Corporation -.00730 -.09419 -l.09069

National Industries -.03316 -.88918 .87837

Pan Am -.02435 -.61562 -.13435

Pioneer Texas Corporation .01758 .33983 .01839

Ramada Inns .00096 .02832 1.30481

Rapid American Corporation -.00112 -.02683 -1.02390

Roblin Industries Inc. -.09468 -1.77775 .06962

Rusco Industries Inc. -.00154 -.02582 .84529

Sanders Assoc Inc. -.00013 -.00222 2.33981

Texstar Corporation -.04791 -l.11097 -2.32746

UAL .01459 .78246 3.59989

United Brands Co. -.05775 -2.19922 -.53225

western Union Co. .01079 .43603 -5.46022

Hhite Motor Corporation .08832 2.19098 -1.11949

Hickes Corporation -.Ol744 -.64752 1.37522

Zapata Corporation -.01001 -.37158 1.50528

Mean -.00115 -.10755 -1.59051



Allegheny Airlines Inc.

Firm
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Table “-12 '

Period 3 - Mean Return Model

Day To

Allegheny Ludlum Industries, Inc.

American Medicorp.

Athlone Industries, Inc.

Bay Colony Property

Chase Manhattan Mortgage 5 Realty Co.

Chelsea Industries,Inc.

Columbia Pictures Industries, Inc.

Condec Corporation

Cooper Labs, Incorporated

Dillingham Corporation

Fairchild Industries, Inc.

Fedders Corporation

Fibreboard Corporation

General Instruments

Grunnan Corporation

Gulf & Western Industries,Inc.”

Insilco Corporation

Ins titutional Investors

LTV Corporation

McCulloch Oil Corporation

Mohawk Data Sciences Corporation

National Industries

Pan Am

Pioneer Texas Corporation

Ramada Inns

Rapid American Corporation

Roblin Industries Inc.

Rusco Industries Inc.

Sanders Assoc Inc.

Texstar Corporation

UAL

United Brands Co.

Western Union Co.

White Motor Corporation

Wickes Corporation

Zapata Corporation

Mean

Average

Residual

-.00072

.02703

.03297

-.02351

.04189

-.00032

.01732

-.01923

.00994

.01317

-.08653

-.00225

-.02449

-.04737

.01805

-.03715

-.02649

.00074

.07507

.00092

-.O7325

.08640

-.00730

.03035

-.00109

-.04671

.00096

-.00112

.14495

-.00154

-.02286

-.00029

-.09189

.00022

-.01980

.00137

-.04609

.03707

.00082

Standard

Average

Residuals

-.02150

1.47955

.77818

-1.56473

.80903

-.00765

.46654

-.31396

.37204

.38737

-2.80090

-.10272-

-.57979

-1.98649

.47346

-l.15512

-l.41745

.03038

1.22917

.03952

-l.60104

2.37415

-.O94l9

.81387

-.02767

-.90309

.02832

-.02682

2.72159

-.02582

-.38146

-.00686

-l.9l487

.00835

-.79990

.03393

-l.71145

1.37546

Standard

Cumulative

Mall.

.29340

-3.l4174

-1.68491

.57126

-.33145

-1.11625

1.41571

-1.63047

-2.69950

-1.56236

-3.88014

1.54188

-1.69542

.13354

3.10861

-1.54457

.81891

.07473

.72289

1.04472

-1.79507

.49229

-1.11424

1.08184

-.l4127

-.20738

1.31189

-1.03061

.75002

.83884

2.24444

-2.32918

3.34618

-.53017

-5.66020

-1.1110

.94735

1.84915

-1.7l672



Table lAsl3

Period 3 - Mean Return Model

Day I + 1

Average

Firm Residual

Allegheny Airlines Inc. -.00072

Allegheny Ludlum Industries, Inc. .00374

American Medicorp. .00356

Athlone Industries, Inc. .02981

Bay Colony Property .00159

Chase Manhattan Mortgage 8 Realty Co. -.00032

Chelsea Industries, Inc. -.01519

Columbia Pictures Industries, Inc. -.04886

Condec Corporation -.02679

Cooper Labs, Incorporated .01294

Dillingham Corporation .09566

Fairchild Industries, Inc. -.03003

Fedders Corporation -.05302

Fibreboard Corporation " .00101

General Instruments .01763

Grumman Corporation -.01350

Gulf 8 Western Industries, Inc. .01947

Insilco Corporation - - .04762

Institutional Investors -.07328

LIV Corporation .01326

McCulloch Oil Corporation -.02411

MGM .01823

Mohawk Data Sciences Corporation -.03003

National Industries -.06441

Pan Am .02271

Pioneer Texas Corporation -.02638

Ramada Inns .07239

Rapid American Corporation -.00112

Roblin Industries Inc. -.06041

Rusco Industries Inc. .06512

Sanders Assoc Inc. -.00013

Texstar Corporation .09970

UAL .00107

United Brands Co. -.01516

western Union Co. .04216

White Motor Corporation .10137

Wickes Corporation .01098

Zapata Corporation -.00067

Mean

156

.00507

Standard

Average

Residuals

-.02150

.20500

.08397

1.98419

-.03072

-.00765

-.40928

-.79752

-1.00335

.38052

3.09632

-1.37096

-1.25506

.04236

.46254

-.4l992

1.04154

1.93876

-l.l9984

.56976

-.52696

.50095

-.38725

-l.72720

.57427

-.51004

2.12408

-.02683

-1.13422

1.08924

-.00222

2.31176

.05773

-.5775

1.70336

2.51450

.40780

-.02479

1.56112

Standard

Cumulative

Residuals

.28819

-3.09202

31.66454

1.05249

-.33890

-1.11811

1.31645

-l.82390

-2.94285

-1.47007

'3.12917

1.20937

-1.99981

.14381

3.22079

-1.64641

1.07152

.54495

.43188

1.18298

-1.92288

.61379

-1.20816

.66293

-.00199

-.33108

1.82705

-1.03711

.47493

1.10302

2.24391

-1.76849

3.36018

-.67023

'5.24707

-.50114

1.04626

1.84314

-1.33809
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Graph #Arl3
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TABLE A-15

Period 1

Pearson Product Moment Correlations

Mean Model Returns

 

After-tax Before-tax

Discount Rate Discount Rate

Pearson's Probability Pearson's Probability

 

 

100% Exchange
 

 

t - 1 -.0171 .458 .1167 .237

t + 1 -.3127 .025 -.1716 .145

Average -.1503 .177 -.0416 .399

Actual Exchange

t - 1 -.0394 .405 .2299 .077

t O -.9875 .296 -.0732 .327

t + 1 -.3382 .016 -.1188 .233

Average -.2193 .087 -.0031 .492
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TABLE A-16

Period 2

Pearson Product Moment Correlations

Mean Model Residuals

 

  

 

 

 

After-tax Before-tax

Discount Rate Discount Rate

Pearson's Probability Pearson's Probability

100% Exchange

t - 1 -.0780 .326 -.0466 .394

t + 1 .2317 .087 -.2758 .052

Average .1628 .168 .3692 .012

Actual Exchange

t - 1 -.0400 .408 -.0127 .471

t O .1522 .188 -.O761 .330

t + 1 .0963 .288 .2071 .113

Average .1740 .151 .5036 .001
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TABLE A-l7

Period 3

Pearson Product Moment Correlations

Actual Exchange Results

Mean Model Residuals

 

 

 

 

Pearson's Probability

Before-tax

Discount Rate

t - 1 -.1281 .222

t 0 .1167 .243

t + 1 -.0284 .433

Average .0593 .360

After-tax

Discount Rate

t - 1 -.1415 .198

t 0 .0343 .419

t + 1 .0477 .388

Average .3283 .021
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TABLE A918

Pearson Product Moment Correlations

Aggregated Correlations

Actual Exchange Results

Mean Model Residuals

 

 

 

 

Pearson's Probability

After-tax

Discount Rate

t - 1 -.1531 .190

t 0 .0242 .445

Average -.1396 .212

Before-tax

Discount Rate

t - 1 .0364 .418

t 0 .0577 .371

t + 1 .1083 .268

Average .1210 .244
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TABLE Arl9

Pearson Product Moment Correlations

Aggregated 16-Day CAR's

Actual Exchange Results

Mean Model Residuals

 

After-tax Before-tax

Discount Rate Discount Rate

Pearson's Probability Pearson's Probability

  

 

Period 1

Period 2

Period 3

Average

-.1565 .167 -.2255 .081

.0558 .373 -.0543 .376

-.0401 .406 .0080 .481

-.0597 .367 -.0865 .311
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Table #8-1

Statistics on Residuals

Firm

Allegheny Airlines Inc.

Allegheny Ludlum Industries, Inc.

American Medicorp.

Athlone Industries, Inc.

Bay Colony Property

Period 1

Market Model

Studentized t

Chase Manhattan Mortgage & Realty Co.

Chelsea Industries, Inc.

Columbia Pictures Industries, Inc.

Condec Corporation

Cooper Labs, Incorporated

Dillingham Corporation

Fairchild Industries, Inc.

Pedders Corporation

Fibreboard Corporation

General Host Corporation

General Instruments

Grumman Corporation

Gulf & Western Industries, Inc.

Insilco Corporation -

Institutional Investors

LTV Corporation

HtCulloch Oil Corporation

HEM

Mohawk Data Sciences Corporation

National Industries

Pan Am

Pioneer Texas Corporation

Pittston Company

Ramada Inns

Rapid Amarican Corporation

Roblin Industries Inc.

Rusco Industries Inc.

Sanders Assoc Inc.

Texstar Corporation

UAL

United Brands Co.

western Union Co.

White Motor Corporation

Wickes Corporation

Zapata Corporation

Mean

3.728

5.013

3.669

4.015

4.146

3.672

6.756

6.558

3.896

4.965

5.207

4.504

5.945

4.000

4.810

4.525

4.485

5.518

3.845

4.067

6.766

3.676

4.586

3.862

3.810

5.071

4.097

5.018

3.943

6.292

4.511

4.597

6.132

6.255

3.540

4.225

6.161

5.254

6.585

4.675

4.408

Kurtosis

2.093

6.069

1.894

2.393

2.544

2.658

4.189

4.044

2.116

5.472

4.203

3.028

5.692

2.500

3.474

2.721

2.955

9.765

2.358

2.931

3.042

2.424

3.622

2.066

2.029

3.564

2.571

4.985

2.169

3.771

2.954

3.575

2.298

2.653

2.048

2.764

2.376

7.784

3.123

4.456

3.434

m

-.063

1.424

.106

.023

.212

.031

1.032

1.017

.061

1.053

.600

.439

.573

.337

.281

-.191

-.196

2.17

-.252

.589

.206

.767

-.369

.206

.263

.298

-.356

.978

.295

-.970

.204

.656

.435

-.225

.288

.675

.109

' 1.804

.531

-.960

.352
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Table lB-Z

Statistics on Residuals

Period 2

Market Model

Firm

Allegheny Airlines Inc.

Allegheny Ludlum

American Medicorp

Athlone Industries,Inc.

Bay Colony Property

Chase Manhattan Mortgage & Realty Co.

Chelsea Industries, Inc.

Columbia Pictures Industries, Inc.

Condec Corporation

Continental Investment Trust

Cooper Labs, Incorporated

Dillingham Corporation

Fairchild Industries, Inc. " '

Fedders Corporation

Fibreboard Corporation

General Boat Corporation

General'Instrumenta - ' -

Gulf 5 Western Industries, Inc.‘ '

Insilco Corporation

Institutional Investors

LTV Corporation

McCulloch Oil Corporation

MGM

Mbhauk Data Sciences Corporation

National Industries

Pan Am

Pioneer Texas Corporation

Ramada Inns

Roblin Industries Inc.

Rusco Industries Inc.

Sanders Assoc Inc.

Texstar Corporation

UAL

United Brenda Co.

Western Onion Co.

Wickes Corporation

Zapata Corporation

Mean

Studentized t

3.875

4.411

4.495

6.626

6.133

2.915

6.695

4.345

6.015

5.97

3.578

4.681

5.106

6.701

4.618

4.660

6.246

5.284

4.996

, 6.436

5.556

3.311

4.957

4.103

5.258

5.080

4.253

3.799

3.997

6.118

6.173

4.602

6.155

4.282

6.643

6.031

4.469

4.501

Kurtosis

2.359

3.559

2.807

4.340

2.552

1.82

3.304

2.934

10.022

7.689

2.245

4.615

3.705

3.537

2.955

3.542

2.941

6.244

4.326

3.138

7.018

1.877

3.480

3.288

4.849

42041

3.276

2.445

2.670

2.560

2.525

3.230

2.595

3.166

3.602

2.180

3.868

3.656

Skewness

.249

-.835

. 306

1.050

.472

.026

-.671

.323

2.017

1.128

.357

1.275

-.039

.551

.041:

-.412

.375

1.485

.901

.406

1. 398

-.134

-.430

.766

. 703

-.428

.815

.451

-.169

.291

. 277

-.089

.536

.124

-.671

-.046

1.105

.370
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Table #8-3

Statistics on Residuals

Period 3

Market Model

Firm Studengized t Kurtosis Skewness

Allegheny Airlines Inc. 4.152 3.011 .631

Allegheny Ludlum Industries, Inc. 4.714 3.280 -.211

American Medicorp. 4.104 2.510 .265

Athlone Industries, Inc. 4.109 3.219 .799

Bay Colony Property 4.081 2.376 .310

Chase Manhattan Mortgage 8 Realty Co. 3.164 2.239 .035

Chelsea Industries, Inc. 4.409 3.187 .349

Columbia Pictures Industries, Inc. 3.828 2.283 .111

Condec Corporation 3.953 2.261 --.151

Cooper Labs, Incorporated 4.687 4.643 1.091

Dillingham Corporation 4.434 3.333 .989

Fairchild Industries, Inc. 4.252 2.548 -.088

Pedders Corporation 4.535 3.730 . .617

, Pibreboard Corporation ' 4.603 3.037 -.148

General Instruments 4.049 2.681 .663

Grumman Corporation ‘ 4.156 2.449 .016

Gulf 8 Western Industries, Inc. 5.768 . 6.637 -1.076

Insilco Corporation -- '~ 4.661 3.938 .533

Institutional Investors ‘ ' 4.117 3.004 .476

LTV Corporation ' ' 5.762 8.636 1.709

McCulloch Oil Corporation 4.318 4.046 1.104

MGM 4.935 4.446 .768

Mohawk Data Sciences Corporation 3.593 1.886 .159

National Industries 4.899 5.239 1.211

Pan Am 3.641 1.952 .193

Pioneer Texas Corporation 4.125 3.462 .971

Ramada Inns 3.898 2.849 .610

Rapid American Corporation 4.071 2.647 .043

Roblin Industries Inc. 4.703 3.259 .204

Rusco Industries Inc. 3.990 2.387 .413

Sanders Assoc Inc. 4.632 3.870 .924

Texstar Corporation 3.998 2.211 -.096

UAL 4.810 3.476“ .333

United Brands Co. 4.887 4.502 .808

Western Union Co. 5.082 4.150 -.622

White Mbtor Corporation 3.573 2.042 .385

Wickes Corporation 3.936 2.157 -.244

Zapata Corporation 4.964 6.012 1.509

Mean 4.156 3.410 .448
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TABLE B-4

Period 1 - Market Model

 

 

Residuals

Standard Standard

Day Average Average Cumulative

Residuals Residuals Residuals

-15 -.00496 -.47940 -.47940

-14 .01103 1.97602 .91786

-13 -.00085 -.27599 .75851

-12 .01278 1.99440 1.75571

-11 -.00051 .02947 1.76889

-10 .00197 .57801 2.00487

- 9 -.00309 -.79846 1.70307

- 8 -.00498 -1.23281 1.26721

— 7 .00337 .49491 1.43218

- 6 .00429 1.03429 1.75925

- 5 .00210 .32114 1.85608

- 4 -.00399 -.18362 1.80307

- 3 .00569 1.20330 2.13681

- 2 .00457 1.15508 2.44552

- 1 -.00121 -.13528 2.41059

0 .01904 4.19079 3.45829

1 -.00109 -.29553 3.38661

2 -.00449 -.92963 3.16749

3 -.00458 -.31688 3.09479

4 -.00788 -1.44853 2.77089

5 .00593 1.25404 3.04454

6 .00039 .01206 3.04712

7 .00844 1.52320 3.36473

8 -.00972 -1.86668 2.98369

9 .00144 -.27443 2.92880

10 .00338 .45497 3.01803

11 -.00795 -1.33501 2.76111

12 -.00281 -.49018 2.66847

13 -.00116 -.60106 2.55686

14 .01432 2.97334 3.09971

15 .00175 .70114 3.22564
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TABLE B-5

Period 1 - Market Model

 

 

Day T-l

Cumulative

Firm Firm Standard Standard

Residual Residual-T Residual

Allegheny Airlines (U.S. Air) .01184 .34609 .39089

Allegheny Ludlum -.01391 -.82488 2.69634

American Medicorp .02942 .77052 .83999

Athlone Industries, Inc. .00230 .15888 3.83234

Bay Colony Property .06665 1.07398 -.87380

Chase Manhattan MTG -.00048 -.01126 -.64414

Chelsea Inds. Inc. .06996 2.16971 5.25123

Columbia Pictures InC- -.O4094 -.68404 3.51415

Condec Corporation .02305 .87070 1.07022

Cooper Labs Inc. -.00362 -.10276 1.15930

Dillingham Corporation -.OO380 -.l4039 -l.50196

Fairchild IndustrieS, Inc. -.01270 -.55817 2.44288

Fedders Corporation -.02290 -.70568 1.36247

Fibreboard Corporation -.00200 -.09287 .84052

General Host Corporation -.01116 -.28122 -.28210

General Instruments -.05586 -1.62477 -1.37332

Grumman Corporation .02382 .84594 .15330

Gulf & Western Industries, Inc. -.02120 -1.28954 -1.24790

Insilco Corporation .00018 .00769 .78060

Institutional Investors -.03802 .61145 2.32440

LTV Corporation .00088 .04230 -.95501

McCulloch Oil .07471 2.07899 1.58117

M G M .00080 .02375 -1.82638

Mohawk Data Sciences -.04778 -.56617 -.51118

National Industries -.01661 -.44447 -.96418

Pan Am .01138 .24636 2.08021

Pioneer Texas Corporation -.02864 -.52765 -1.35994

Pittston Co. -.00274 -.16027 .67779

Ramada Inns Incorporated_ —.05781 -l.65570 -.13009

Rapid American Corporation .03690 .88985 .92700

Roblin Industries, Inc. ' -.00226 -.05606 1.22236

Rusco Industries, Inc. -.01377 -.21119 -.51398

Sanders ASSOC. Inc. —.05764 -1.03918 -1.28262

Texstar Corporation . .03733 .90028 1.26924

UAL -.00612 -.39120 1.19343

United Brands Co. -.00379 -.14712 -.49510

Western Union Corporation .00208 .09144 -.49004

White Motor Corporation .00492 .11575 -.67961

Wickes Corporation -.02642 -1.07705 2.27976

Zapata Corporation .04501 1.81239 -1.37630

Mean -.00121 -.13528 2.41059
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TABLE B-6

Period 1 - Market Model

 

 

Day To

Cumulative

Firm Firm Standard Standard

Residual Residual-T Residual

Allegheny Airlines (U.S. Air) -.01587 -.46425 -.50695

Allegheny Ludlum -.00579 -.34464 2.61018

American Medicorp -.01322 -.34506 .75373

Athlone Industries, Inc. .00091 .06284 3.84806

Bay Colony Property .08634 1.37874 -.52911

Chase Manhattan MTG .06009 1.40742 -.29229

Chelsea Inds. Inc. .17332 5.36378 6.59217

Columbia Pictures Inc. -.06542 -1.09230 3.24107

Condec Corporation -.00288 -.10924 -1.09754

Cooper Labs Inc. -.00897 -.25428 1.09573

Dillingham Corporation -.OO69O -.25392 -1.56545

Fairchild Industries, Inc. .05768 2.52197 3.07337

Fedders Corporation -.01938 -.60223 1.21191

Fibreboard Corporation -.00799 -.36864 .74836

General Host Corporation .01580 .53834 -.l4751

General Instruments .03522 1.02373 -1.11738

Grumman Corporation .00648 .23011 .21083

Gulf & Western Industries, Inc. .06136 3.73140 -.31505

Insilco Corporation .01399 .59004 .92812

Institutional Investors .01772 .28376 2.39534

LTV Corporation .00265 .12644 -.92339

McCulloch Oil .12804 3.56986 -.68870

M G M .08219 2.41582 -1.22242

Mohawk Data Sciences .06609 .78245 -.31356

National Industries .04833 1.33687 -.62996

Pan Am .00734 .15891 2.11993

Pioneer Texas Corporation —.00612 -.11278 -1.38813

Pittston Co. .05211 3.03199 1.43579

Ramada Inns Incorporated .05822 1.65934 .28474

Rapid American Corporation -.05893 -1.41540 .57315

Roblin Industries, Inc. -.04952 —1.22394 .91637

Rusco Industries, Inc. .00210 .03234 -.50589

Sanders Assoc. Inc. .00763 .13802 -1.24811

Texstar Corporation -.02627 -.63294 1.1110

UAL .03053 1.94774 1.68036

United Brands Co. -.01974 -.76626 -.68667

Western Union Corporation -.01225 -.53510 -.62382

White Motor Corporation -.00475 -.11106 -.70738

Wickes Corporation .02474 1.00600 2.53127

Zapata Corporation .04693 1.88841 -.90420

Mean .01904 4.19079 3.45829
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TABLE B-7

Period 1 — Market Model

 

 

Day T+1

Cumulative

Firm Firm Standard Standard

Residual Residual-T Residual

Allegheny Airlines (U.S. Air) 4.00283 -.08291 -.52706

Allegheny Ludlum -.00849 -.50524 2.48764

American Medicorp .04050 1.06089 1.01103

Athlone Industries, Inc. .01244 .85701 4.05591

Bay Colony Property .14242 2.29761 .02813

Chase Manhattan MTG -.05067 -l.18894 -.58065

Chelsea Inds. Inc. —.00470 -.14578 6.55682

Columbia Pictures Inc. -.01315 -.21996 3.18772

Condec Corporation -.00908 -.34442 -1.18107

Cooper Labs Inc. -.03692 -l.04702 .84178

Dillingham Corporation .00930 .34150 -1.48262

Fairchild IndustrieS, Inc. .02681 1.17399 3.35811

Fedders Corporation -.03108 -.97548 .97532

Fibreboard Corporation .02001 .92503 .97271

General Host Corporation -.00366 -.12502 -.17784

General Instruments -.00476 -.13861 -l.15100

Grumman Corporation -.01037 -.36818 .12153

Gulf & Western Industries, Inc. .00291 .17699 -.27212

Insilco Corporation -.01893 -.80262 .73345

Institutional Investors -.00920 -.14754 2.35956

LTV Corporation -.02314 -1.10070 -1.19035

McCulloch 011 .11525 3.21471 .09097

M G M -.00661 -.19494 -1.26970

MOh8Wk Data Sciences -.04607 -.54584 -.44795

National Industries -.01394 —.38655 -.72371

Pan Am .02374 .51326 2.24440

Pioneer Texas Corporation .01354 .24918 -1.32770

Pittston Co. -.02120 —1.22836 1.13786

Ramada Inns Incorporated_ .02171 .61861 .43478

Rapid American Corporation -.07191 —l.73519 .15231

Roblin Industries, Inc. -.00729 -.18009 .87269

Rusco Industries, Inc. -.09924 -1.52580 -.87596

Sanders Assoc. Inc. .05198 .94041 -1.02003

Texstar CorPoration .00227 .05486 1.12431

UAL -.02392 -1.52395 1.31075

United Brands Co. .01281 .49738 -.56603

Western Union Corporation -.01644 -.72116 -.79873

White Motor Corporation —.04070 -.96012 -.94024

Wickes Corporation .00609 .24732 2.59125

Zapata Corporation .02866 1.15030 -.62521

Mean -.00109 -.29553 3.38660
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Period 2 - Market Model

 

 

Residuals

Standard Standard

Day Average Average Cumulative

Residuals Residuals Residuals

-15 -.00248 -.36964 -.36964

-14 .00888 1.12614 .42666

-13 -.01528 -2.23386 -.86306

-12 .00469 .95669 -.38471

-11 .00076 -.00678 -.38774

-10 .00124 .20003 -.30608

- 9 .00531 .86060 .01919

- 8 -.00260 -.23285 -.06313

- 7 -.00200 -.67006 -.28648

- 6 -.OO445 -1.07142 -.62530

- 5 .00971 1.54261 -.16018

- 4 -.00241 -.09716 -.18823

- 3 -.00700 -1.49776 -.60363

- 2 -.00130 -.30866 -.68613

- 1 .00299 .75854 -.49027

0 .00536 1.03126 -.23246

1 .00050 .24579 -.17285

2 -.00611 -.48811 -.28790

3 -.OO693 -1.03227 -.52472

4 -.00373 -.47697 -.63137

5 -.00254 -.77310 -.80008

6 -.00681 -1.92731 -1.21098

7 .00076 -.26941 -l.26716

8 .00893 1.93832 -.87150

9 -.00142 -.50820 -.97314

10 -.00414 -1.31015 -1.23009

11 -.00597 -.89995 -1.40328

12 .00564 1.02658 -1.20927

13 -.01174 -2.34748 -1.64519

14 -.00234 .09436 -1.62796

15 .00182 .61010 -1.51838
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TABLE B-l3

Period 2 - Market Model

 

 

Day T-l

Cumulative

Firm Firm Standard Standard

Residual Residual-T Residual

Allegheny Airlines (U.S. Air) -.04198 -1.24650 -1.96594

Allegheny Ludlum .01559 .91138 .00414

American Medicorp -.O6329 -l.55796 —.42107

Athlone Industries, Inc. .00565 .39559 .30286

Bay Colony Property .04391 .85975 -.77742

Chase Manhattan MTG .00134 .03237 .83395

Chelsea Inds. Inc. .04331 1.21511 -.00878

Columbia Pictures Inc. -.06085 -1.01613 -.13682

Condec Corporation .00985 .39951 2.73208

Contin Investment Trust .01285 .36419 -4.29589

Cooper Labs Inc. -.01153 -.33009 -1.66820

Dillingham Corporation -.05045 -1.74011 -.17187

Fairchild Industries, Inc. ~03012 1.27996 -.96434

Fedders Corporation .00585 -.l6496 .12648

Fibreboard Corporation -.O3209 -1.44363 .66929

General Host Inc. .00412 .13894 -1.27793

General Instruments .02026 .59982 1.15609

Gulf Western Inds. Inc. -.01159 -.70461 1.26895

Insilco Corporation .01688 .73025 .77910

Institutional Investors -.02811 -.46821 -.71609

LVT Corporation -.00057 -.02745 -.59526

McCulloch Oil -.01727 -.41037 .00187

M G M -.00028 -.00792 -.58885

Mohawk Data Sciences -.02879 -.36314 1.55700

National Industries .08475 2.36677 .20065

Pan Am -.08645 -1.92956 -.81824

Pioneer Texas Corporation .01602 -30513 -.34476

Ramada Inns Incorporated --04032 '1-21045 -1.16509

Roblin Industries, Inc, .12745 2.62789 1.29985

Rusco Industries, Inc. .06257 .99704 .09301

Sanders Assoc. Inc. -.01236 -.21401 .86493

Texstar Corporation .01424 .34067 1.66988

UAL .01225 .77597 .75081

United Brands Co. .06297 2.44281 -.76847

Western Union Corporation -.02778 '1-22305 .06545

Wickes Corporation -.00608 -.25126 -1.93453

Zapata Corporation .05268 2.15584 1.49080

Mean .00299 .75854 -.49027
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TABLE B-l4

Period 2 - Market Model

 

 

Day To

Cumulative

Firm Firm Standard Standard

Residual Residual-T Residual

Allegheny Airlines (U.S. Air) -.00431 -.12815 -l.99798

Allegheny Ludlum .00436 .25503 .06790

American Medicorp .01487 .36588 -.32960

Athlone Industries, Inc. -.00479 -.33611 .21883

Bay Colony Property -.03843 —.75483 -.96613

Chase Manhattan MTG. -.05490 -1.31799 .51545

Chelsea Inds. Inc. .00942 .26451 .05734

Columbia Pictures Inc. -.00495 -.08269 -.15550

Condec Corporation -.00234 -.09495 2.70834

Contin Investment Trust .24255 6.86471 -2.57971

Cooper Labs Inc. . .02684 .76865 -1.47603

Dillingham Corporation -.02767 -.96289 -.41260

Fairchild Industries, Inc. .00533 .22740 -.90749

Fedders Corporation -.01066 -.30083 -.20169

Fibreboard Corporation .00826 .37288 .76251

General Host Inc. .01698 .57049 -1.13531

General Instruments -.01518 -.44836 1.04399

Gulf Western Inds. Inc. -.00340 -.20696 1.21721

Insilco Corporation .00262 .11346 .80747

Institutional Investors -.00174 -.02922 -.72340

LVT Corporation .01712 .82467 -.38909

McCulloch Oil -.03247 -.75339 -.18647

M G M -.03658 -l.03135 -.84669

Mohawk Data Sciences -.03113 -.39272 1.45881

National Industries -.03010 -.84392 -.01032

Pan Am .00311 .06950 -.80087

Pioneer Texas Corporation -.00501 -.09553 -.36864

Ramada Inns Incorporated .03399 1.00849 -.91296

Roblin Industries, Inc. .15541 3.19719 2.09915

Rusco Industries, Inc. -.00459 -.07322 .07471

Sanders Assoc. Inc. -.03335 -.57781 .72048

Texstar Corporation .00893 .21298 1.72313

UAL .00263 -.16758 .70891

United Brands Co. -.02855 -1.11820 -l.04802

Western Union Corporation .00125 .05499 .07919

Wickes Corporation .02262 .93427 -l.70096

Zapata Corporation -.02230 -.09425 1.46720

Mean .00536 1.03126 -.23246
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TABLE B-15

Period 2 - Market Model

 

 

Day T+1

Cumulative

Firm Firm Standard Standard

Residual Residual-T Residual

Allegheny Airlines (U.S. Air) -.02165 -.64320 -2.15398

Allegheny Ludlum -.00464 -.27167 .00201

American Medicorp .00985 .24265 -.27075

Athlone Industries, Inc. -.00761 -.53274 .08962

Bay Colony Property .02940 .57582 -.82647

Chase Manhattan MTG .05843 1.40257 .85563

Chelsea Inds. Inc. .01581 .44414 .16506

Columbia Pictures Inc. -.03229 -.53918 -.28627

Condec Corporation —.00378 -.15337 2.67114

Contin Investment Trust .06369 1.80289 -2.14244

Cooper Labs Inc. . -.02770 -.79308 -1.66839

Dillingham Corporation -.00958 -.33285 -.49333

Fairchild Industries, Inc. .00612 .26071 -.84426

Fedders Corporation -.05839 -1.63697 -.59871

Fibreboard Corporation .00983 .44285 .86992

General Host Inc. .02220 .74424 -.95480

General Instruments .00309 .09145 1.06618

Gulf Western Inds. Inc. .01399 .84666 1.42256

Insilco Corporation .00124 .05366 .82049

Institutional Investors -.10572 -1.76609 -1.15174

LVT Corporation -.01684 -.80819 -.58510

McCulloch Oil -.00463 -.10975 -.21309

M G M . .04009 1.13197 -.57214

Mohawk Data Sciences -.00164 -.02076 1.45378

National Industries .04959 1.38005 .32438

Pan Am .00881 .19636 -.75324

Pioneer Texas Corporation .00796 .15194 -.33179

Ramada Inns Incorporated ‘ .06488 1.92312 -.44654

Roblin Industries, Inc. -.08876 -1.82961 1.65540

Rusco Industries, Inc. .00371 .05899 .08901

Sanders Assoc. Inc. .01685 .29167 .79122

Texstar Corporation .01833 -.43464 1.61771

UAL -.02275 -1.44927 .35741

United Brands Co. -.01928 -.75711 —l.23165

Western Union Corporation -01183 -52158 .20570

Wickes Corporation .01824 .74869 -1.51938

Zapata Corporation .00651 .26658 1.53190

.Mean .00050 .24579 -.l7785
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Table #B-ZO

Period 3 - Market Model

 

 

Residuals

Standard Standard

Average Average Cumulative

Day Residuals Residuals Residuals

-15 .00335 1.14438 1.14438

-.01241 -1.34840 .19091

.00569 .18169 .29581

.00642 .42964 .51063

-.00588 -1.09S31 .02079

-10 -.00058 -.27917 -.09317

.00200 .13535 -.04201

-.00295 .00525 -.04015

-.00285 -.36951 -.16333

—.00505 -.72286 —.39191

—5 -.00409 -l.10537 -.72519

-.00034 -.34200 -.82392

-.00141 -.68385 -1.01359

-.00334 -.l7311 -l.05986

-.00211 -.01425 -1.06354

0 .00194 -.33186 -1.14650

.00526 1.77831 —.71520

-.01163 -1.98241 -1.18246

-.00255 -.01205 -l.18522

.00241 .49899 -1.07364

5 .00029 -.01212 -1.07629

.01695 2.00732 -.64833

.00203 ~ .87483 -.46591

-.00086 -.19707 -.50614

.01163 1.56068 -.19400

10 .00584 .86775 -.02382

.00226 .00692 -.02249

-.4478 -l.1564l -.24103

.00528 .80925 -.O9075

.00245 .84193 .06296

15 .00075 .69399 .18760
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Graph #B-31
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Table #8-21

Period 3 - Market Model

Day I—l

. Cumulative

Standard Standard

232 3.9.192 M _Rc_ud_ua_;.

Allegheny Airlines Inc. -.00796 -.25052 .26872

Allegheny Ludlum Industries, Inc. -.01677 -.9875 -2.3859

American Medicorp. -.01247 -.30789 -2.06411

Athlone Industries, Inc. .00901 .63002 .65865

nay Colony Property -.03371 -.65351 -.59864

Chase Manhattan Mortgage & Realty Co. .00237 .05663 -1.03232

Chelsea Industries, Inc. .01228 .34818 1.65917

Columbia Pictures Industries, Inc. .00570 .08660 -1.84115

Condec Corporation .01651 .6605 -2-82438

Cooper Labs . Incorporated -.01813 -.S4862 -1.45852

Dillinshflfl'COberation -.01848 -.59762 -2.98308

Fairchild Industries, Inc. .00626 .00993 1.66523

Fedders Corporation ' .09741 2.63438 -.57997

Fibreboard Corporation -.00994 -.44711 1.66717

General Instruments -.017S6 -.54027 4.11605

Grumman Corporation .00473 .15437 -.93511

Gulf G western Industries, Inc. .03865 2.31299 .08465

Insilco Corporation ’ -.01663 -.71402 .03237

Institutional Investors '.00902 -.15031 -.04085

LTV Corporation .01696 .83163 -.29666

McCulloch Oil Corporation .03626 .84996 .47881

MGM .01227 .34398 -.13214

Mohawk Data Sciences Corporation -.02518 -.33017 -l.32646

National Industries -.04093 -1.12411 1.06713

Pan Am -.03214 -.84904 .12702

Pioneer Texas Corporation .02082 .40278 .06062

Ramada Inns -.00873 -.27069 1.84038

Rapid American Corporation -.00624 -.15095 -.90913

Roblin Industries Inc. -.09641 -1.85723 -.l4201

Rusco Industries Inc. -.00406 -.06785 .93486

Sanders Assoc Inc. .01063 .18324 1.62329

Texstar Corporation -.03099 -.72096 -l.42742

UAL .00282 .17542 1.15664

United Brands Co. -.03914 -1.54079 -.15775

Western Union Co. .01794 .77978 -4.32693

white Motor Corporation .06447 1.70124 -1.25863

Wickes Corporation -.00289 -.12008 1.00575

Zapata Corporation -.00787 -.32005 1.70642

Mean -.00211 -.01425 -1.06354
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Table 88-22

Period 3 - Market Model

Day To

Firm Residuals

Allegheny Airlines Inc. .01178

Allegheny Ludlum Industries, Inc. .03128

American Medicorp. .04136

Athlone Industries, Inc. -.02410

Bay Colony Property .05317

Chase Manhattan Mortgage 6 Realty Co. -.00062

Chelsea Industries, Inc. .02157

Columbia Pictures Industries, Inc. -.02386

Condec Corporation .02134

Cooper Labs, Incorporated .00776

Dillingham Corporation -.08512

Fairchild Industries, Inc. .00021

Fedders Corporation .00477

Fibreboard Corporation -.06338

General Instruments .01376

Grumman Corporation -.03838

Gulf a Western Industries, Inc. -.01966

Insilco Corporation . .00089

Institutional Investors .07427

LTV Corporation -.00363

McCulloch Oil Corporation -.05992

MGM .08655

Mohawk Data Sciences Corporation -.00369

National Industries .03032

Pan Am .00768

Pioneer Texas Corporation -.04793

Ramada Inns .00147

Rapid American Corporation .00388

Roblin Industries Inc. .12139

Rusco Industries Inc. -.00142

Sanders Assoc Inc. -.01293

Texstar Corporation -.02093

UAL -.01334

United Brands Co. .00499

western Union Co. -.01982

White Motor Corporation -.00562

Wickes Corporation -.03899

Zapata Corporation .02821

Mann .00194

Standard

332m

.37014

1.8520

1.00831

-l.68499

1.02923

-.01474

.61241

-.40493

.85276

.23485

-2.75573

.00993

‘ -.03119

-2.83551

.42367

-1.2534

-1.l7557

.03879

1.23841

-.17826

-1.40665

2.44379

-.04856

.83386

.20279

-.92792

.04556

.09385

2.32426

-.02377

-.22299

-.48485

-.83130

.19812

-.86221

-.14902

-1.62201

1.14586

-.33186

Cumulative

Standard

Residual

.36126

-1.9229

-1.81203

.23740

-.34133

-1.03232

1.81228

-1.94238

-2.61119

-1.39980

-3.67201

1.66522

-.12886

.95829

4.22197

-1.24846

-.20924

.04207

.26875

-.34123

.12715

.47880

-1.33860

1.27560

.47229

-.l7135

1.84038

-.88567

.43905

.92892

1.56754

-1.54863

.94882

-.10802

-4.54248

-1.29588

.60024

1.99288

-1.14650



Firm

Allegheny Airlines Inc.

Allegheny Ludlum Industries, Inc.

American Medicorp.

Athlone Industries, Inc.

Bay Colony Property

Chase Manhattan Mortgage &

Chelsea Industries, Inc.

Columbia Pictures Industries, Inc.

Condec Corporation

Cooper Labs, Incorporated

Dillingham Corporation

Fairchild Industries, Inc.

Fedders Corporation

Fibreboard Corporation

General Instruments

Grumman Corporation

Gulf & Western Industries,

Insilco Corporation

Institutional Investors

LTV Corporation

McCulloch Oil Corporation

MGM

Mohawk Data Sciences Corporation

National Industries

Pan Am

Pioneer Texas Corporation

Ramada Inns

Rapid American Corporation

Roblin Industries Inc.

Rusco Industries Inc.

Sanders Assoc Inc.

Texstar Corporation

UAL

United Brands Co.

Western Union Co.

White Mbtor Corporation

Wickes Corporation

Zapata Corporation

Mean
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Table lB-23

Period 3 - Market Model

Day I + 1

Eli-$3.1.

.01286

.00207

.00644

.03059

.00063

.00351

.00507

.04646

.03281

.00584

.08817

.02213

" .04556

.00201

.00803

.00499

Realty Co.

-Inc. ' .01486'

.05389

.10194

n.00198

.06438

.02466

.00789

.07054

.04625

.02896

.06721

.00011

.06889

.06638

.00834

.09400

.00481

.00401

.05078

.06645

.01878

.00364

.00526

Residual

.40396

.12294

.15714

2.13882

.01227

-.08364

.14345

-.78850

-1.31302

-.17657

2.80311

-1.03972

-1.23249

.0905

.24730

.16195

.88904

2.32816

-1.68401

.09696

-1.49895

.69559

-.10327

-1.93805

1.21455

-.5604

2.08622

.00275

-l.32609

1.11055

.14399

2.20478

.29977

.15770

2.20576

1.74458

.78107

.14785

1.77831

Cumulative

Standard

Residual

.45923

-1.89308

-1.77392

.75614

-.33835

-l.05261

1.84707

-2.13362

-2.92964

-1.35698

-2.99215

1.41306

-.91111

.98024

4.28194

-1.20918

.00638

.60673

-.13968

-.31771

-.23640

.64751

-l.36365

.80555

.47743

-.30727

2.34636

-.88500

.11742

1.19827

1.60247

-1.01389

1.02152

-.06977

-4.00750

-.87276

.78968

2.02874

-.71520
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Graph #B-40
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TABLE B-26

Period 1

Spearman Rank Order Correlations

Market Model Residuals

 

After-tax Before-tax

Discount Rate Discount Rate

Spearman Probability Spearman Probability

 

 

100% Exchange
 

t - 1 .0820 .308 .3846 .008

t 0 -.2026 .105 -.0705 .333

t + 1 -.1462 .185 .0983 .274

Average -.2197 .087 .0398 .404

Actual Exchange
 

 

t — 1 .0274 .434 .4936 .001

t 0 -.2002 .108 -.O989 .272

Average -.2747 .073 .0336 .419

TABLE B-27

Period 2

Spearman Rank Order Correlations

Market Model Residuals

 

After—tax Before-tax

Discount Rate Discount Rate

Spearman Probability Spearman Probability

 
 

 

100% Exchange
 

t - 1 -.2777 .051 .0100 .477

t 0 .0806 .321 .1624 .172

t + 1 .0432 .402 .1320 .222

Average -.1104 .261 .1598 .176

Actual Exchange
 

t - 1 -.2582 .065 .0782 .326

t 0 .0342 .422 .1851 .140

t + 1 .0471 .393 .0636 .357

Average -.0865 .308 .1640 .170
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TABLE B-28

Period 3

Spearman Rank Order Correlations

Market Model Residuals

Actual Exchange

 

 

 

 

 

Spearman Probability

After-tax

Discount Rate

t - 1 -.1668 .159

t 0 -.l721 .151

t + 1 .1616 .167

Average -.1049 .266

Before-tax

Discount Rate

t - l -.l679 .157

t 0 .0758 .326

t + 1 .1036 .268

Average .0848 .307

TABLE B—29

Spearman Rank Order Correlations

Aggregated Correlations

Actual Exchange Results

Market Model Residuals

 

 

 

 

Spearman Probability

After-tax

Discount Rate

t - 1 -.3132 .034

t 0 -.2647 .063

t + 1 .0667 .352

Average -.2773 .054

Before-tax

Discount Rate

t - 1 .0751 .335

t 0 .1076 .270

t + 1 .1711 .163

Average .1280 .232
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TABLE B-30

Spearman Rank Order Correlations

Aggregated 16-Day CAR's

Actual Exchange Results

Market Model Residuals

 

After-tax Before-tax

Discount Rate Discount Rate

Spearman Probability Spearman Probability

  

 

 

Period 1 -.2867 .037 -.3523 .013

Period 2 .1014 .279 .0903 .301

Period 3 .1778 .143 .1505 .184

Average .0258 .442 -.1014 .282

TABLE B-3l

Period 1

Pearson Product Moment Correlations

Market Model Residuals

 

After-tax Before-tax

Discount Rate Discount Rate

Pearson's Probability Pearson's Probability

  

 

100% Exchange
 

t - 1 -.0295 .428 .1554 .169

t 0 -.0082 .480 .0416 .399

t + 1 -.3127 .022 -.1798 .133

Average -.1617 .159 -.0055

Actual Exchange
 

t - 1 -.0684 .337 .2847 .037

t 0 —.1233 .224 .0013 .497

t + 1 -.3491 .014 -.1336 .206
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TABLE B-32

Period 2

Pearson Product Moment Correlations

Market Model Residuals

 

After-tax Before-tax

Discount Rate Discount Rate

Pearson's Probability Pearson's Probability

  

 

100% Exchange
 

t - 1 -.0034 .492 .0232 .447

t 0 -.0621 .360 -.2087 .111

t + 1 .2906 .043 .2767 .051

Average .1638 .166 .3702 .012

Actual Exchange
 

 

t 0 .1780 .149 -.0808 .320

t + 1 .1951 .127 .2170 .102

Average .1758 .149 .5048 .001

TABLE B-33

Period 3

Pearson Product Moment Correlations

Actual Exchange Results

Market Model Residuals

 

 

 

 

Pearson's Probability

After-tax

Discount Rate

t + 1 .1016 .272

Average .3285 .021

Before-tax

Discount Rate

t - 1 —.1502 .184

t 0 .1225 .232

t + 1 -.0210 .450

Average .0594 .360
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TABLE B-34

Pearson Product Moment Correlations

Aggregated Correlations

Actual Exchange Results

Market Model Residuals

 

 

 

 

 

 

  

 

Pearson's Probability

After-tax

Discount Rate

t - 1 —.0529 .381

t + 1 -.0620 .362

Average -.0886 .306

Before-tax

Discount Rate

t - 1 .0534 .380

t 0 .1030 .278

t + 1 .0935 .297

Average .1229 .241

TABLE B-35

Pearson Product Moment Correlations

Aggregated 16 Day CARS

Market Model Residuals

After-tax Before-tax

Discount Rate Discount Rate

Pearson's Probability Pearson's Probability

Period 1 -.2122 .094 —.2671 .048

Period 2 .0590 .366 -.0551 .375

Period 3 -.0121 .471 .0232 .445

Average -.0758 .333 -.1010 .280
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GRAPH lC-l

Z-SCORE RVE RESDS.PERIOD 1.HKT A MERN MODELS

4am: ' 

3 0000"

1 0800"  
   

-600v

A A A A A A A A A A

‘Y I V v v Y v V v Y i T 1 f‘ v Vprv‘ V V7

-

  
    

 

 

 
 

  
 

    
 

 

-1 08000

Ufiflw

J, ‘i- ZERO

‘0' ZHRHKT

‘0'- ZRRHERN

-3.ooc e . 4 1:5 :

'15 -5 5 15



 

C
H
R
M
K
T

C
R
R
H
E
R
N

Z
E
R
O

CRRS.PERIOD 1.HKT A MERN MODELS

209

GRAPH lC-Z

 .OSOOO

.04ooo+

. 03000"

.OZOOOT

.010001'

 
 

 

  A A A AAA A A AA

-. v v v v Vva Viv v v v v v V‘VV v v VY‘V vvvvv

--01000-

-15

A

f  
lS

 

 

LEGEND

-*- ZERO

+ CRRHKT

+ CRRHERN  
 



 

Z
C
R
R
M
K
T

.
Z
C
R
M
E
R
N

Z
E
R
O

210

GRAPH lC-3

Z-SCORE CRRSJ’ERIOD 1.MKT A MERN MODELS

 

   
 

   
 

3.800

TD

3.000"

2 .200"

l MOOv

.6000

- .200'

LEE?

-‘- ZERO

+ ZCRRMKT

4‘ ZCRHERN

'1 -DOC 3 i r t r

-15 . -5 S g 15

 



Z
R
R
M
K
T

Z
R
R
M
E
R
N

Z
E
R
O

Z-SCORE RVE

211

GRAPHIC-4

RESDS.PERIOD 2.MKT A MERN MODELS

 2.200

1-4000

 
 

  

 

  

 
 

  
  

 

    
    
 

{b

-1.000v

{L

-10800'

new

-+-ZERO

-.'ZRRHKT

'0'ZRRHERN

-2-500 t t

- -15 -5 5 15



C
H
R
M
K
T

C
R
R
M
E
R
N

Z
E
R
O

212

GRAPH lC-S

CRRS.PERIOD 2.MKT A MERN MODELS

 

 
 

 

 
 

 

 

      
  

.00720

.00000 .¢¢¢A%Attfflcii4tftftt¢ff

l

~o00720“

--01440"

“a021600

‘002000"

LEQENU

-*— ZERO

+ CRRHKT

' “P CRRHERN

«03600 t ¢ of : t v.

-15 -S 5 15



Z
C
R
R
M
K
T

Z
C
R
M
E
R
N

Z
E
R
O

213

GRAPH I C-6

Z-SCORE CRRS.PERIOD 2.MKT A MERN MODELS

.470
 

as

U

 
.0300, A.
 

A

--410 ' "

  
-.8500 U

v-1-2904

 

v

“10730‘

  
 ‘2-170 : 4. : : t

-15 -S 5 15

 

 

nuns

-+— zrao

-- zcnanx’r

—-— zcanem
 



214

GRAPE IC-7

Z-SCORE RVE RESDS.PERIOD 3.MKT A MERN MODELS

 

Z
R
R
M
K
T

Z
R
R
M
E
R
N

Z
E
R
O

 

 

   

 

 
  

 

 
  

  

  
 

  

2.480

10640"

H

.80

~4MO'°

"107200

LEEM?

-°- ZERO

-e- ZRRMKT

'0'- ZRRHEQN

-2-580 f ..

-15 -5 15

 



C
R
R
M
K
T

C
R
R
M
E
H
N

Z
E
R
O

215

GRAPE lC-8

CRRS.F’ERIOD 3.MKT A MERN MODELS

 

.01500

 .00500’

~ODSOOr

.015000

.02500"

.03500“

 

  

 

 

 
 

  

LEM

.... 2580

+ CRRMKT

—-— cnanenu   
 

.04500

-15 Y-s 5 15



 

Z
C
R
R
M
K
T

Z
C
R
M
E
R
N

Z
E
R
O

216

GRAPH lC-9

Z-SCORE CRRSJ’ERIOD 3.MKT A MERN MODELS

 1.200

.660-

0120‘. A

- . 420..

- . 9604»

‘10500"

 

AA A_A AAAA A A AAA A A A AAA-

WTffW‘rvavvvvvvvva‘

7V

  -2-O4C :

-15 15

 

 

LEE!!!

-- ZERO

-— zcnanm

-— zcanenu
 

 



21§7

Table 'D-l

NPV/Mkt Actual Exchange

After-Tax Discount Rate

 

Period 1

After-tax Average

NPV Market Value

Firm (millions S) (millions 3) Ratio (51

Allegheny Airlines Inc. 3.5833 32.2284 11.1186

Allegheny Ludlum Industries Inc. -6.l608 216.5985 -3.l780

American Medicorp. .8737 42.0464 2.0779

Athlone Industries, Inc. -.OO47 47.8733 -.0099

Bay Colony Property -1.7762 6.8816 -25.8114

Chase Manhattan Mortgage 6 Realty Co. 6.5575 10.9935 59.649

Chelsea Industries, Inc. .4085 16.2506 2.5136

Columbia Pictures Industries, Inc. .9095 41.1628 2.21

Condec Corporation -1.3286 20.6042 -6.448

Cooper Labs, Incorporated .6947 62.9536 1.1

Dillingham Corporation 2.7429 90.3901 3.0346

Fairchild Industries, Inc. -3.1118 60.0232 . -S.1843

Fedders Corporation .4495 110.97 .405

Fibreboard Corporation 1.4404 50.0425 2.8784

General Boat Corporation 3.6054 14.0184 25.7189

General Instruments .4276 52.5862 ..8131

Grumman Corporation * 3.791 79.1268 4.791

Gulf 6 Western Industries, Inc. -16.0599 643.3942 -2.4961

Insilco Corporation 1.1707 76.6605 1.527

Institutional Investors -2.8443 16.0961 -17.67

LTV Corporation 1.4991 135.0457 1.11

McCulloch Oil Corporation 1.6997 79.2602 2.1444

MGM .3639 65.8377 .5527

Mohawk Data Sciences Corporation 1.8592 19.8355 9.3732

Rational Industries -3.3089 25.2835 -l3.0872

Pan Am 53.4283 291.8610 18.306

Pioneer Texas Corporation .01892 12.1836 .1553

Pittston Company 2.7179 685.7742 .396

Ramada Inns 1.9498 87.7485 2.222

Rapid American Corporation 8.9749 56.7451 15.816

Roblin Industries Inc. .8484 3.4468 24.613

Rusco Industries Inc. .3753 11.0617 3.393

Sanders Assoc Inc. 1.3496 12.9159 10.449

Texstar Corporation -.079 11.0635 -.714

UAL 5.8875 486.1462 1.211

United Brands Co. 6.4495 133.7683 4.821

Western Union Co. -2.6536 252.9024 -1.049

White Motor Corporation l.3479 47.7156 2.8249

Wickes Corporation 1.7348 149.7414 1.1585

Zapata Corporation -1.0897 77.877 -1.399
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Table ’Drz

MPV/Mkt 1002 Exchange

After-Tax Discount Rate

Period 1

After-tax Average

, NPV Market Value _

Firm smillions §2 Smilliona §2 Ratio 522

Allegheny Airlines Inc. 6.4004 32.2284 19.8596

Allegheny Ludlum Industries, Inc. —7.1619 216.5985 -3.6944

American Medicorp. 2.9 42.0464 6.897

Athlone Industries, Inc. -.0176 47.8733 -.0367

Bay Colony Property —2.5299 6.8816 ~36.7647

Chase Manhattan Mortgage & Realty Co. 18.3446 10.9935 166.868

Chelsea Industries, Inc. 1.2205 16.2506 7.51

Columbia Pictures Industries, Inc. 1.4882 41.1628 3.615

Condec Corporation -l.7653 20.6042 -8.568

Cooper Labs, Incorporated 1.2235 62.9536 1.9435

Dillingham Corporation 4.7727 90.3901 5.28

Fairchild Industries, Inc. -4.3499 60.0232 -7.2471

Fedders Corporation -' 2.6777 110.970 , 2.413

Fibreboard Corporation 1.8574 50.0425 3.7116

General Boat Corporation 4.9645 14.0184 35.4145

General Instruments .6722 52.5862 1.2782

Grin-an Corporation . _ 7.4748 79.1268 9.447

Gulf & Western Industries, Inc.. -27.6204 643.3942 -4.2929

Insilco Corporation 1.5609 76.6605 2.036

Institutional Investors -3.8963 16.0961 -24.407

LTV Corporation 4.2113 135.0457 3.118

McCulloch Oil Corporation 2.2571 79.2602 2.8478

MGM 1.0691 65.8377 1.6239

Mohawk Data Sciences Corporation 2.3935 19.8355 12.067

National Industries -4.4702 25.2835 -l7.6804

Pan Am 71.591 291.8610 24.529

Pioneer Texas Corporation .1294 12.1836 1.0625

Pittston Company 4.1761 685.7742 .609

Ramada Inns 2.3625 87.7485 2.6924

Rapid American Corporation 17.8743 56.7451 31.499

Roblin Industries Inc. .8543 3.4468 24.787

Rusco Industries Inc. .5736 11.0617 5.185

Sanders Assoc Inc. 2.4543 12.9159 19.002

Texstar Corporation -.5524 11.0635 -4.9927

UAL 6.9308 486.1462 1.4257

United Brands Co. 3.7426 133.7683 2.798

Western Union Co. -3.433 252.9024 -l.357

White Motor Corporation 1.3137 47.7156 2.3639

Wickes Corporation 2.45 149.7414 1.636

Zapata Corporation -1.7878 77.877 -2.296
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Table 90-3

NPV/Mkt Actual Exchange

Before-Tax Discount Rate

 

Period 1

Before-tax Average

NPV Market Value

Firm (millions S) imillions 5) Ratio (Z)

Allegheny Airlines Inc. 4.0192 32.2284 12.4710

Allegheny Ludlum Industries, Inc. 4.085 216.5985 1.8860

American Medicorp. .3725 42.0464 .8859

Athlone Industries, Inc. .8777 47.8733 1.8334

Bay Colony Property 1.524 6.8876 22.1460

Chase Manhattan Mortgage 6 Realty Co. 6.6059 10.9935 60.0891

Chelsea Industries, Inc. .0806 16.2506 4.9598

Columbia Pictures Industries, Inc. -1.5345 41.1628 -3.7279

Condec Corporation -1.0047 20.6042 -4.8762

Cooper Labs, Incorporated .0128 62.9536 .0203

Dillingham Corporation 1.08 90.3901 1.1948

Fairchild Industries, Inc. -1.7485 60.0232 -2.913

Fedders Corporation -.769 110.970 -.6930

Fibreboard Corporation 1.0085 50.0425 2.0153

General Host Corporation .9707 14.0184 6.9245

General Instruments -.6998 52.5862 -1.3308

Grumman Corporation 2.318 79.1268 2.9295

Gulf 6 Western Industries, Inc. —6.0369 643.3942 -.9333

Insilco Corporation .3218 76.6605 .4198

Institutional Investors -.1221 16.0961 -.7586

LTV Corporation 5.9964 135.0457 4.4403

McCulloch Oil Corporation .0941 79.2602 .1187

MGM -.l634 65.8377 -.2482

Mohawk Data Sciences Corporation -.8569 19.855 -4.3158

Rational Industries -.3862 25.2835 1.5275

Pan Am 40.115 291.861 13.7445

Pioneer Texas Corporation .0755 12.1836 .6197

Pittston Company 1.0157 685.7742 .1481

Ramada Inns -.585 87.7485 .6667

Rapid American Corporation 19.7714 56.7451 34.8425

Roblin Industries Inc. .3571 3.4468 10.3603

Rusco Industries, Inc. .1417 11.0617 1.2810

Sanders Assoc Inc. -1.2101 12.9159 -9.3691

Texstar Corporation -.O688 11.0635 -6.88

EAL -1.4585 486.1462 -.300

United Brands Co. o4.2367 133.7683 -3.l672

Eestern Union Co. -6.4378 252.9024 -2.5456

White Motor Corporation .9459 47.7156 1.9824

Kickes Corporation .6467 149.7414 .4319

Zapata Corporation 1.0420 77.877 1.338
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Table ID-4

NPV/Mkt 1002 Exchange

Before-Tax Discount Rate

 

 

Period 1

Before-tax Average

NPV Market Value

Firm (millions $1 {millions §z Ratio $21

Allegheny Airlines Inc. 7.8333 32.2284 24.3056

Allegheny Ludlum Industries, Inc. 4.7488 216.5985 2.1924

American Medicorp. .9865 42.0464 2.3462

Athlone Industries, Inc. 2.9789 47.8733 6.2224

Bay Colony Property 2.1707 6.8816 31.5435

Chase Manhattan Mortgage 6 Realty Co. 20.1987 10.9935 183.7331

Chelsea Industries, Inc. .2412 16.2506 1.4842

Columbia Pictures Industries, Inc. -2.3202 41.1628 -5.6366

Condec Corporation -1.2525 20.6042 -6.0788

Cooper Labs, Incorporated -.0348 62.9536 -.0553

Dillingham Corporation 7 1.8793 90.3901 2.0791

Fairchild Industries, Inc. -2.4442 60.0232 -4.0721

Fedders Corporation -1.1331 110.970 -1.0211

Pibreboard Corporation 1.3108 50.0425 2.6194

General Host Corporation 1.3323 14.0184 9.5039

General Instruments -.9039 52.5862 -1.7189

Grumman Corporation 4.5705 79.1268 5.7762

Gulf 6 western Industries, Inc. -10.0854 643.3942 -1.5675

Insilco Corporation .4291 76.6605 .5597

Institutional Investors -.1672 16.0961 -1.0388

LTV Corporation 16.7274 135.0457 12.3865

McCulloch Oil Corporation .1258 79.2602 .1587

MGM -.480 65.8377 -.7291

Mohawk Data Sciences Corporation -.8107 19.855 -4.0831

National Industries -2.4324 25.2835 9.6207

Pan Am 56.73 291.861 19.4373

Pioneer Texas Corporation 1.0354 12.1836 8.4983

Pittston Company 1.5451 685.7742 .2253

Ramada Inns .7085 87.7485 .8074

Rapid American Corporation 38.9147 56.7451 68.5781

Roblin Industries Inc. .3596 3.4468 10.4328

Rusco Industries Inc. .2164 11.0617 1.9563

Sanders Assoc Inc. -.3773 12.9159 -2.9212'

Texstar Corporation -.4805 11.0635 -4.3431

UAL -1.748 486.1462 -.3596

United Brands Co. -2.688 133.7683 -2.0094

western Union Co. -8.3322 252.9024 -3.2946

Hhite Motor Corporation 1.0549 47.7156 2.2109

Uickea Corporation .9134 149.7414 .6100

Zapata Corporation 1.7091 77.877 2.1946
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Table lD-S

MPV/Mkt Actual Exchange

After Tax Discount Rate

 

Period 2

After-tax Average

NPV Market Value

Firm finillions $1 Agnillions §l Ratio 522

Allegheny Airlines Inc. 3.5833 32.0778 11.1718

Allegheny Ludlum -6.1608 189.3105 -3.2543

American Medicorp .8737 47.9655 1.8215

Athlone Industries, Inc. -.0047 48.9204 -.0096

Bay Colony Property -1.7762 10.1728 -17.4607

Chase Manhattan Mortgage 6 Realty Co. 6.5575 10.8713 60.3194

Chelsea Industries. Inc. .4085 20.0625 2.036

Columbia Pictures Industries, Inc. .9095 56.3458 1.61

Condec Corporation -1.3286 27.0515 -4.9113

Continental Investment Trust -8.7826 88.1856 -9.959

Cooper Labs, Incorporated .6947 57.68 ' 1.204

Dillingham Corporation 2.7429 84.0246 3.264

Fairchild Industries, Inc. -3.1118 71.1472 -4.3737

Fedders Corporation .4495 137.0479 .3280

Fibreboard Corporation 1.4404 53.9784 2.6685

General Host Corporation .3.6054 10.1421 35.549

General Instruments .4276 69.9952 .6109

Gulf 6 Western Industries, Inc. -16.0599 663.7245 -2.4197

Insilco Corporation 1.1707 76.1634 1.5371

Institutional Investors -2.8443 9.5665 -29.732

LTV Corporation 1.4991 130.0564 1.1527

McCulloch Oil Corporation 1.6997 93.7843 1.8123

KM .3639 76.934 .473

Mohawk Data Sciences Corporation 1.8592 43.3865 4.285

National Industries -3.3089 26.4803 -12.4957

Pan Am 53.4283 247.0045 21.63

Pioneer Texas Corporation .0189 12.0692 .1568

Ramada Inns 1.9498 88.3753 2.2062

Roblin Industries Inc. .8484 2.5379 33.428

Rusco Industries Inc. .3753 8.1119 4.627

Sanders Assoc Inc. 1.3496 20.3454 6.634

Texstar Corporation -.079 9.7991 -.8062

UAL 5.8875 447.8138 1.3147

United Brands Co. 6.4495 109.4213 5.894

western Union Co. -2.6536 318.7575 -.8325.

Wickes Corporation 1.7348 118.4132 1.465

Zapata Corporation -l.0897 80.246 -1.358
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Table lD—6

MPV/Mkt 1002 Exchange

After Tax Discount Rate

Period 2

After-tax Average

NPV Market Value

Firm Smillions $2 smillions §2 Ratio 522

Allegheny Airlines Inc. 6.4004 32.0778 19.9529

Allegheny Ludlum -7.1619 189.3105 -3.7832

American Medicorp 2.9 47.9655 6.046

Athlone Industries, Inc. -.0176 48.9204 -.0360

Bay Colony Property -2.53 10.1728 -24.87

Chase Manhattan Mortgage 6 Realty Co. 18.3446 10.8713 168.743

Chelsea Industries, Inc. 1.2205 20.0625 6.0837

Columbia Pictures Industries, Inc. 1.4882 56.3458 2.63

Condec Corporation -1.7653 27.0515 -6.526

Continental Investment Trust -9.3 88.1856 -10.546

Cooper Labs, Incorporated 1.2235 57.68 2.121

Dillingham Corporation 4.7727 84.0246 ' 5.68

Fairchild Industries, Inc. '-4.3499 71.1472 -6.1140

Fedders Corporation 2.6777 137.0479 1.9539

Fibreboard Corporation 1.8574 53.9784 3.441

General Host Corporation 4.9645 10.1421 48.95

General Instruments .6722 69.9952 .9603

Gulf 6 western Industries, Inc. -27.6204 663.7245 -4.1614

Insilco Corporation 1.5609 76.1634 2.0494

Institutional Investors -3.8963 9.5665 -40.728

LTV Corporation 4.2113 130.0564 3.2381

McCulloch Oil Corporation 2.2571 93.7843 2.4067

MGM 1.0691 76.934 1.3897

Mohawk Data Sciences Corporation 2.3935 43.3865 5.5166

National Industries -4.4702 26.4803 -16.8814

Pan Am. 71.591 _247.0045 28.984

Pioneer Texas Corporation ‘ .1294 12.0692 1.0726

Ramada Inns 2.3625 88.3753 2.6733

Roblin Industries Inc. .8543 2.5379 33.664

Rusco Industries Inc. .5736 8.1119 7.071

Sanders Assoc Inc. 2.4543 20.3454 12.063

Texstar Corporation -.5524 9.7991 -5.6369

UAL 6.9308 447.8138 1.5477

United Brands Co. 3.7426 109.4213 3.42

western Union Co. -3.433 318.7575 -1.077

Uickes Corporation 2.45 118.4132 2.069

Zapata Corporation -1.7878 80.246 -2.228
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Table lD-7

NPV/Mkt - Actual Exchange

Before Tax Discount Rate

 

Period 2

Before-tax Average

NPV Market Value

Firm jgillions S) juillions §2 Ratio 522

Allegheny Airlines Inc. 4.0192 32.0778 12.5295

Allegheny Ludlum 4.085 189.3105 2.1578

American Medicorp .3725 47.9655 .7766

Athlone Industries, Inc. .8777 48.9204 1.7941

Bay Colony Property 1.524 10.1728 14.9811

Chase Manhattan Mortgage 6 Realty Co. 6.6059 10.8713 60.7646

Chelsea Industries, Inc. 0806 20.0625 .4017

Columbia Pictures Industries, Inc. -l.5345 56.3458 -2.7234

Condec Corporation -1.0047 27.0515 -3.714O

Continental Investment Trust -7.6252 88.1856 -8.6467

Cooper Labs, Incorporated .0128 57.68 .0222

Dillingham Corporation 1.08 84.0246 1.2853

Fairchild Industries, Inc. -l.7485 71.1472 ' -2.4576

Pedders Corporation .769 137.0479 .5611

Fibreboard Corporation 1.0085 53.9784 1.8683

General Host Corporation .9707 10.1421 -9.5710

General Instruments , -.6998 69.9952 -.9998

Gulf 6 western Industries, Inc. -6.0369 663.7245 ,,9095

Insilco Corporation .3218 76.1634 .4225

Institutional Investors -.1221 9.5665 1.2763

LTV Corporation 5.9964 130.0564 -.46106

McCulloch Oil Corporation .0941 93.7843 .1003

MGM -.1634 76.934 -.2124

Mohawk Data Sciences Corporation -.8569 43.3865 '1-9750

National Industries -.3862 26.4803 1.4584

Pan Am 40.115 247.0045 16.2406

Pioneer Texas Corporation .0755 12.0692 .6255

Ramada Inns -.585 88.3753 .6619

Roblin Industries Inc. .3571 2.5379 14.0707

Rusco Industries Inc. .1417 8.1119 1.7468

Sanders Assoc Inc. -1.2101 20.3454 -5.9478

Texstar Corporation -.0688 9.7991 -.7021

UAL -1.4585 447.8138 -.3257

United Brands Co. -4.2367 109.4213 -3.8719

western Union Co. -6.4378 318.7575 -2.0196

Uickes Corporation .6467 118.4132 .5461

Zapata Corporation 1.8420 80.246 1.2985



Firm

Allegheny Airlines Inc.

Allegheny Ludlum

American Medicorp

Athlone Industries, Inc.

Bay Colony Property

Chase Manhattan Mortgage 6 Realty Co.

Chelsea Industries , Inc.

Columbia Pictures Industries, Inc.

Condec Corporation

Continental Investment Trust

Cooper Labs, Incorporated

Dillingham Corporation

Fairchild Industries, Inc.

Pedders Corporation

Fibreboard Corporation

General Host Corporation

General Instruments

Gulf 6 Western Industries, Inc.'

Insilco Corporation

Institutional Investors

LTV Corporation

McCulloch Oil Corporation

MGM

Mohawk Data Sciences Corporation

National Industries

Pan Am

Pioneer Texas Corporation

Ramada Inns

Roblin Industries Inc.

Rusco Industries Inc.

Sanders Assoc Inc.

Texstar Corporation

UAL

United Brands Co.

western Union Co.

wickes Corporation

Zapata Corporation
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Table #D-8

NPV/Mkt - 1002 Exchange

Before Tax Discount Rate

Period 2

Before-tax

NPV

Smillions 22

7.3333

4.7488

.9365

2.9739

2.1707

20.1937

.2412

-2.3202

-1.2525

-8.0744

-.0343

1.3793

-2.4442

-1.1331

1.3103

1.3323

_ -.9039

-10.0354

.4291

-.1672

16.7274

.1253

-.480

-.3107

-2.4324

56.73

1.0354

.7035

.3596

.2164

-.3773

-.4305

-1.743

-2.633

-3.3322

.9134

1.7091

Average

Market Value

{millions $2

32.0778

189.3105

47.9655

48.9204

10.1728

10.8713

20.0625

56.3458

27.0515

88.1856

57.68

84.0246

71.1472

137.0479

53.9784

10.1421

69.9952

663.7245

76.1634

9.5665

130.0564

93.7843

76.934

43.3865

26.4803

247.0045

12.0692

88.3753

2.5379

8.1119

20.3454

9.7991

447.8138

109.4213

318.7575

118.4132

80.246

Ratio 512

24.4197

2.5085

2.0567

6.0893

21.3383

185.7984

1.2022

-6.1178

-4.6301

-9.1561

-.0603

2.2366

-3.4354

.8268

2.4286

13.1363

1.2914

91.5195

.5634

1.7478

12.8616

.1341

-.6239

'1.8685

-9.1857

22.9672

8.5789

.8017

16.1692

8.0717

'1.8545

-4.9035

-.3903

-2.4566

-2.6139

.7714

2.1298



Table

NPV/Mkt - Actual Exchange

After-tax Discount Rate

Period 3

After-tax

NPV

Firm smillions $2

Allegheny Airlines Inc. 3.5833

Allegheny Ludlum Industries, Inc. -6.1608

American Medicorp. .8737

Athlone Industries, Inc. -.0047

Bay Colony Property -1.7762

Chase Manhattan Mortgage 6 Realty Co. 6.5575

Chelsea Industries, Inc. .4085

Columbia Pictures Industries, Inc. .9095

Condec Corporation -l.3286

Cooper Labs, Incorporated .6947

Dillingham Corporation 2.7429

Fairchild Industries, Inc. -3.1118

Fedders Corporation " ‘ .4495

Fibreboard Corporation 1.4404

General Host, Inc. 3.6054

General Instruments .4276

Grumman Corporation - - 3.7910

Gulf 6 Western Industries, Inc.= -16.0599

Insilco Corporation 1.1707

Institutional Investors -2.8443

LTV Corporation 1.4991

McCulloch Oil Corporation 1.6997

MGM .3639

Mohawk Data Sciences Corporation 1.8592

Rational Industries -3.3089

Pan Am 53.4283

Pioneer Texas Corporation .0189

Ramada Inns 1.9498

Rapid American Corporation 8.9749

Roblin Industries Inc. .8484

Rusco Industries Inc. .3753

Sanders Assoc Inc. 1.3496

Texstar Corporation -.079

UAL 5.8875

United Brands Co. 6.4495

Western Union Co. -2.6536

White Motor Corporation 1.3479

Wickes Corporation 1.7348

Zapata Corporation -1.0897

225

lD-9

Average

Market Value

Smillions $2

29.8188

169.034

43.6738

50.1396

8.976

9.8941

20.7981

54.9962

22.8724

53.8896

72.5667

82.3871

91.2728 .

49.8818

10.3545

90.9938

70.4877

651.7655

72.1548

10.6295

131.3869

81.3351

75.3065

35.1224

27.1681

223.7819

13.5564

85.8682

44.7678

2.3522

8.2212

24.3459

8.1396

451.5097

97.1079

232.7272

76.0175

134.1854

84.6259

Ratio 52!

12.0170

-3.6447

2.0

-.0094

-19.7888

66.277

1.964

1.65

-5.8087

1.289

3.78

-3.777

.4924

2.8877

34.819

.4699

5.378

-2.4641

1.6225

-26.758

1.141

2.0897

.4832

5.2936

-12.1793

23.875

.1396

2.2707

20.048

36.067

4.565

5.544 -

-.9706

1.304

6.642

-1.14

1.7732

1.293

-1.288
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Table lD—lO

MPV/Mkt - Actual Exchange

Before-tax Discount Rate

 

 

Period 3

Before-tax Average

MPV Market Value

Firm gmillions S) 4_jmillions 8), Ratio (2)

Allegheny Airlines Inc. 4.0192 29.8188 13.4787

Allegheny Ludlum Industries, Inc. 4.085 169.034 2.4167

American Medicorp. .3725 43.6738 .8529

Athlone Industries, Inc. .8777 50.1396 1.7505

Bay Colony Property 1.524 8.976 1.6978

Chase Manhattan Mortgage 6 Realty Co. 6.6059 9.8941 66.76605

Chelsea Industries, Inc. .0806 20.7981 .3875

Columbia Pictures Industries, Inc. -1.5345 54.9962 -2.7902

Condec Corporation -1.0047 22.8724 -4.3926

CoOper Labs, Incorporated .0128 53.8896 .0237

Dillingham Corporation 1.08 72.5667 1.4883

Fairchild Industries, Inc. -1.7485 82.3871 -2.1223

Fedders Corporation -.769 91.2728 -.8425

Fibreboard Corporation 1.0085 49.8818 2.0218

General Most, Inc. .9707 10.3545 9.3746

General Instruments -.6998 90.9938 -.7691

Grumman Corporation 2.318 70.4877 3.2885

Gulf 6 Western Industries, Inc. -6.0369 651.7655 -.9262

Insilco Corporation .3218 72.1548 .4460

Institutional Investors -.1221 10.6295 -1.1487

LTV Corporation 5.9964 131.3869 4.5639

McCulloch Oil Corporation .0941 81.3351 .1157

MGM -.1634 75.3065 -.2170

Mohawk Data Sciences Corporation -.8569 35.1224 -2.4397

Rational Industries .3862 27.1681 1.4215

Pan Am 40.115 223.7819 17.9259

Pioneer Texas Corporation 9 .0755 13.5564 .5569

Ramada Inns -.585 85.8682 -.6813

Rapid American Corporation 19.7714 44.7678 44.1643

Roblin Industries Inc. .3571 2.3522 15.1815

Rusco Industries Inc. .1417 8.2212 1.7236

Sanders Assoc Inc. -1.2101 24.3459 -4.9704

Texstar Corporation -.0688 8.1396 -.8452

UAL -1.4585 451.5097 -.3230

United Brands Co. -4.2367 97.1079 -4.3629

Western Union Co. -6.4378 232.7272 -2.7662

White Motor Corporation .9459 76.0175 1.2443

Wickes Corporation .6467 134.1854 .4819

Zapata Corporation 1.0420 84.6259 1.2313
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