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ABSTRACT

The main objective of this study is to examine the stock market reaction to various
announcements by Rating Agency Malaysia (RAM) and the Malaystan Rating
Corporation (MARC). The investigation involves testing the presence of the wealth
effect following these announcements; examining whether the size of leverage matters
in determining the extent of the market reaction 10 downgrades; testing whether the
patterns of market reaction to each rating announcement have changed following the
South [ast Asian financial crisis of the 1997/98 and evaluating the impact of
corporate bond upgrades and downgrades on the yield premium. The study uses daily
data for the stock returns for the period spanning from 1993 to 2003. and monthly data
for the bond yields for the period that stretches from 1999 to 2003, Data were obtained
from Rating Agency Malaysia (RAM). the Malaysian Rating Corporation (MARC),
Bursa Malaysia (formerly, KLSE), New Straits Times (NST) database and Bank
Negara Malaysia (BNM). Abnormal returns are calculated using two statistical models
under the {ramework of event study methodology. Namely. the OLS market model
and the ARMA-GARCH lag specification of the market model. On the other hand. the
average differential yield premium is calculated using the methed of differential yield
premium (DYP). We find that, while corporate bond downgrades trigger a negative
market reaction. upgrades do not. Significant fall 1 the wealth of sharcholders is
identilied only with corporate bond downgrades. There are some signs of information
leakage in the market. We also find that for high leverage firms, a downgrade does not
matter. However. for low leverage firms. a downgrade causes significant decline in
returns. Downgrades post-crisis are less significant to the market as compared to
downgrades pre-crisis, perhaps. due to the tighter disclosure requirements imposed by
the Sccurities Commission following the crisis. The tests designed to uncover the
implications of corporate bond rating changes to the efficiency of Bursa Malaysia
implies that the market is efficient. Finally. we find that the yield premium increases
significantly following corporate bond downgrades. Ilowever, tollowing bond
upgrades. the yield premium falls.



Gl adls

e JS 3._1:....4'!3.] Q'IJ'!J.-.aY] oA & MJJ.!L.;.'I'I -.LiLa‘)_Hﬂ J.c,Lu &da JL‘ﬁ:'.'I _‘s_l'l 3...»').‘1.1'! PRTY l._ﬂ.l&i
el D ¥t i gae sl : de Al el s L LY anid Ay el gl y & ala ANS g
{.,&_._.h“ ‘_3_9.... J,cl.'l.l‘_g..l-a QM&JJJJ‘ \....nil‘;lw\ cj)“ J}.Lum JLS = 1.4_‘,"..1..1:.‘ Coslthal 33_;1 uJL
Al I b 350 i dilaie Sy peim N AleaiB) ALY o LA o YIS 5 2l s
Diardiud DAl dland &l @ eadt e St Aad £l 1 gl Jaeleadt ) ais o (98/1997
e "'-;l_)ﬁ-u QU—U 3 2003 (:LC- Pty 1993 ?LC- Y o_)li.“ N..u\”l lale L daa g x_xLi'L__u :\...u'l_).ﬂ'.
ARSI e JS e eZlel ULl e Jaeand 232003 e Oa 5 1999 ale e syl il Clale
el Ol i g B3 e SDlaglad) 58 pe Al il 5 agel) Aa s ¢ LAY il 4
\Q'i_‘n:'\l..ui_j eg_uDU -L}:_u.)ail ne Sl s ‘::i ..,S_):\-“-«l' ‘_;_)S_)a.ll ;ﬂ_u.'l'l I 51.:1_)_:1.\1.4:3 L;.n_g:i el éd'l
& i i) Dlale 3 G e gie Je Wb (il —Lof ALl 5 sl Al ol dulal Ady )
ad iy A il 8 A il Al o el hand) Slaile 8 5a0 A6k aladiuly ddlus
Fla YV Sl sl pe Jeldy Y Baed) ol g jlaal laid) ladl 8 ualasVE il plaeal Ll G g
Shandh clail 8 calasdift O oial e LL‘,P.Lo Laliil 3L b3 uabdil Ll b AR B
YT i SV Adand e Bl Ji Gl el s e Ju et e LB el
Wl al L il 3 S il ) e e By Y W) B sliasyt o) Lad Uas
oS Lalinl iy Ly Had 6 Jaliail o Lass G L ad ) 3 S Al sl
Al 38 SA 5l el b A laall il el dad mlaadt S Lo Aol sl el e
dgensial) o Adas 3 Ll e s Le s cAELl e Lo bl 25 5le 981997 alad Aystaidy)
o g Aygin w6 ey Adlall Lilly e PleadYl S Al Caa 8 s gl 5 Y A bl
ol A el L AN 981997 Al 8 Lt o wosia 3 Ausbaii¥l AiiLall Cigan
g Al Aaapl scliS Bl pedl el e lawdl lail dad b gl ¥y Galiasy
5 obanl LJLA:LI‘ 4.4.\9 Léﬁ L).cl'l_i;~._\\,;|'1 \.LJIJL‘....QY Ls_u n_).\.\s 5_)_5;.&.': .}IJ_)J ol cbaile L_Jil 'l_l..}::.’ ll_};;'l_’

claiadh e dad b e s V1 e Led Lud J8 5 gear il



APPROVAL PAGE

The thesis of Izzeldin Eldoma Abd alla has been examined and approved by the
following:

— X

e

“*tohammad Azmi Omar
Supervisor

()Bi}-’atl ah Ismath Bacha
Supervisor

L

Mansor Haj Ibrahim
Supervisor

ey v

Ahmed Kameel Mydin Mcera
Internal Examiner

Wan Mansor Wan Mahmod
External Examiner

Ll )

Ibrahim Mohammad Zein
Chairman

v



DECLARATION

] hereby declare that this dissertation is the result of my own investigations. except
where otherwise stated. I also declare that it has not been previously or concurrently

submitted as a whole for any other degrees at [IUM or other institutions.

Izzeldin Eldoma Abd alla

Datefé/f/l@é’ ...........




INTERNATIONAL ISLAMIC UNVERSITY MALAYSIA

DECLARATION OF COPYRIGHT AND AFFIRMATION

OF FAIR USE OF UNPUBLISHED RESEARCH

Copyright © 2005 by Izzeldin Eldoma Abdalla. All rights preserved

WEALTH, LEVERAGE, AND CRISIS EFFECTS OF THE MALAYSIAN CORPORATE
BOND RATING CHANGES: AN EMPIRICAL INVESTIGATION BASED ON AN
IMPROVED EVENT STUDY METHODOLOGY

No part of this unpublished research may be reproduced. slored m a retrieval system, or
transmitted, in any form or by any means. electronic, mechanical, photocopying, recording or
otherwise without prior written permission of the copvright holder except as provided below.

. Any material contained in or derived {rom this unpublished research may only
be used by others 1n their writing with due acknowledgement.

2. TTUM or its library will have the right to makeand transmit copies (print or
electronic) for institutional and academic purposes.
3. The [IUM library will have the right to make. store in a retrieval system and

supply copies of this unpublished research if requested by other universities and
research libraries.

Affirmed by lzzeldin Elfioma Abdalla

é«///labé

Date

vi



To my parents, to my wife and 10 my beioved Children,

Lemiya, Sami, & Yasmeen

vii



ACKNOWLEDGEMENTS

I am so grateful to Allah Almighty for giving me the strength and patience to
complete this work.

[ wish to express my deep sensc of gratitude and sincere appreciation to my
supervisors. Assoc. Prof. Dr. Mohd Azmi Omar: Prof. Dr. Obiyathullah Ismath Bacha;
and Prof. Dr. Mansor Hj. Ibrahim for their invaluable contribution and unlimited
support. { am also grateful to all faculty members of the Kulliyyah of Economics and
Management Sciences at the International Islamic University Malaysia

1 must acknowledge the staft of Rating Apgency Malaysia and the Malaysian Rating
Corporation as they were so helptul in providing me with the data used in this study.

This thesis was supported by the Research Centre at the International Islamic
University Malaysia through a short term research Grant.

I will be for ever grateful to my wife. Bidour. for her help and patient

understanding during the preparation of this thesis. May Allah Almighty bless us all.

Vil



TABLE OF CONTENTS

T o U PP i

Abstract I ATADIC. ..o e 1

Appr()\-'al 2L P v

D aralion PaZ . .ot e v

Copyrighi 5T vi

LD e LTt 4T oy ¢ M PP Vil

Acknowledgements. ... vill

Table Of COMEIIIS. . e e ix

List OF Tabes. o e X1V

List Of Flgures. XV

List 0f AbDreviatlons. . ... o Xvi

CHAPTER ©L: INTRODUCTION. ... 1

1.1 Anoverview of The ISSUES. ... ..o e |

1.2 Definition of terms. ... 2

1.3 Statement of the problem.. ... .3

1.4 Research objectivesS. ..o it e 5

1.5 Research qUeSTIONS. ... 6

1.6 Scope and IImitatilons. ... . 6

1.7 Outline of the paper ... ..o 7
CHAPTER 2: STRUCTUE AND DEVELOPMENT OF THE

MALAYSIAN CORPORATE BOND MARKET.................... 8

2 Itroduction. ..o 8

2.2 Structure of the Malaysian corporate bond market......................... ... 8

2.2.1 Private debt securities (PDS). ... 9

22010 Shortterm PDS oo 9

22 1.2 Medium term PDS. .o 10

2213 Longterm PDS. 10

2.2.2 Islamic private debt securittes (IPDS). ..o 10

2.3 Development ot the Malavsian corporate bond market................. ..., 13

2.4 Rating agencies in Malaysia............... 15

2.4.1 Rating Agency Malaysia {(RAM).........o o 15

2.4.1.1 Corporate history of RAM. ... 15

2.4. 1.2 The rating ProCess. ... ..o e 16

2403 Ratingscales. ..o 18

2414 Ratingoutlooks. . ... v 19

2.4.2 Malaysian rating corporation (MARC)...........o 19

2.4.2.1 Corporate history of MARC................. o 19

2.4.2.2 The rating ProCeSS. . oot e ean 20

CHAPTER 3: THEORETICAL FRAMEWORK................................ 21

3 It oAUt 0N . e 21

3.2 Basic Theory. ..o 21

3.3 FOrther @XtENSION. . .. ettt et e 24

3.3.1 New ratings and rating changes..................on 24



3.3.2 Watch-list placements. ... 24
3 3.3 Ratings within and across classes. ... 25
3.3.4 Ratings within the investment grade vs. ratings within the

Speculative Brade CRREINES s s s s s 26
3.3.5 Ratings from investment grade to speculative grade status........... 27
3.3:6 Leveragevs. performance downgrades. v mimmasminsvenomein o 27
3.3.7 Ratings pre-and-post the 1997/98 Asian financial crisis.............. 28
Tl T DO om0 A S O P RSSO 28
CHAPTER 4: LITERATURE REVIEW............... .30
T I 114 (oG [ Tod 410 ) T 30
4.2 The information value of bond ratings. ..., 30
4.3 Eipitical SVIdBee. v svmmm ovmismas sabai s syeiar s smans s lhms womenmmn e rmmmmemm, 31
4.3 The wealth et pumsunassmiasamssssas g R ek 31
4.3.1.1 New ratings and rating change studies......................... 32
4.3.1.2 Watch-list placement studies...............c.oooiiiiiiiaian. 45

4.3.1.3 Studies of ratings within the investment-
andispeculative grades e s g 51
4.3.1.:4 Rating refinement Studies. .. cxv s svsiivsmons s seavi 5o D0

4.3.1.5 Studies of downgrades within and across
3L T 2 L R 59
4.3.1.6 Rating studies of small vs. large corporations................. 60
4.3.2 The leverage effect..................ooi i 6]
4.3.3 The effect of the 1997/98 Asian financial crisis........................ 62
4.4 Empirical evidence for Malaysia.................. 63
4.5 The developments in Hterature.........coooovvi i 65
451 Stidies of the 19708808 19808 v anmsmsmnn mnssesrmsns 65
4.5.2 Studies of the 1990s.and 20008, coiovmvvisiammmsnaviness svseived 65
A6 ONCTUSIOME . oo mmm i s s r s SR T TS R S e e 66

CHAPTER 5: EMPIRICAL MODEL AND METHODS OF

ESTIMATION <o s s e s s 71

B U Foi5galatnioa1s) ; CANRESRRRCE ST 71
5.2 Impact of ratings on Stock returns..........oooviiiiiiiiiiii e 71
5.2.1 The standard event study methodology.............oooiiiiiiiiiinn. 74
5.2.1.1 Measurement of abnormal returns...................oooenn. 74

5.2.1.2 Tests of significance of abnormal returns..................... 75

5.2.1.3 Tests of the wealth effect. ..o, 75

5.2.2 The ARMA-GARCH specification of the market model............. 76
5.2.2.1 Measurement of abnormal returns........................oooe. 76

5.2.2.2 Tests of significance of abnormal returns..................... 78

2.3 Iinipact of tatings on bond vieldS..co.ovvmsnsnnrnninarmes s 78
5.3.1 The method of difterential yield premium (DYP)..................... 78
5.3.1.1 Determination of the yield premivm........................... 78

5.3.1.2 Measuring the impact of ratingannouncement................ 79

5.4 Hypotheses development (the stock market)....................l 81
5.4.1 Rating changes (upgrades and downgrades)............................ 81
5.4 2 NEW TAUNES. ..ottt ettt e eie e 81
5.4.3 Watch list placements...........cooiviiiiiiiiiii .82



5.4.4 Downgrades within the investment grade category................... 83

5.4.5 Downgrades within speculative grade calegory.................o.... 83
5.4.6 Downgrades within rating classes. ...l 84
3.4.7 Downgrades across rating classes........o.o 84
5.4.8 Performance vis-a-vis leverage downgrades ................. ... 84
5.4.9 Ratings pre and POSLCTISIS ..ot i 85
5.5 Hypotheses: impact of bond rating changes on bond yields .............._.. 86
551 Bond upgrades. ... 86
5.5.2 Bond downgrades. ... 86
5.6 Sample sglection.... ... 87
. DAtA. e 88
5.7.1 The stock market.. ... 88
5.7.2 The bond market.. ... 91
5.8 CONCIUSION . L 92
CHAPTER 6: EMPIRICAL RESULTS. ... 93
6.1 INErOdUCHION. . ..o e 93
6.2 OLS standard event study methodology (LSo1g)- v ovee oo 93
6.2.1 The wealtheffect......... ., 93
6.2.1.1 imitial ratings of corporate bonds...............oocll 04
6.2.1.2 Downgrades vs. upgrades. ... 99
6.2.1.3 Forensic analyses for downgrades and upgrades............ 104
6.2.1.4 Negative watch list placements vs. downgraded
Placements. ..o 107
6.2.1.5 Downgrades within the investment grade vs.
downgrades within the speculative grade .............. ... 111
6.2.1.6 Downgrades across classes vs. downgrades
Within classes. ... 116
6.2.2 The leverage effect. . 123
6.2.2.1 Forensic analyses of the leverage effect (LS <)o 124
6.2.2.2 Additional Forensic analyses of the leverage
CHECCt (1 Smng) oo 127
6.2.3 Theerisis effect. ..o 128
6.2.3.1 Inittal ratings: pre-and-post crisis. ... 128
6.2.3.2 Upgrades: pre-and-post erisis.............ooin 132
6.2.3.3 Downgrades: pre-and-post €risiS......ooooviii i 137
6.3 ARMA-GARCH specification of the market model (MLgarcu)-.......-. 141
6.3.1 The information contents of rating agency announcements. ........ 144
6.3.1.1 Imtial ratings of corporate bonds.................. 144
6.3.1.2 Downgrades vs. upgrades ... 146
6.3.1.3 Negative watch list placements vs. actual
downgrades. ... 149
6.3.1.4 Investment grade vs. speculative grade downgrades..... .. 150
6.3.1.5 Downgrades across classes vs. downgrades
WIthIn Classes. . oo 153
6.3.2 The leverage effect... ... 155
6.3.2.1 Forensic analyses of the leverage eftect (MLgarcu)----- .- 156
6.3.2.2 Additional forensic analyses (MLGARCH) «ovveeveerioniiiinnn 157
6.3.3 The crisis effect . oo 158

X1



6.3.3.1 Initial ratings: pre-and-post Crisis.......ooeevvieiiiieeaoinn o 158

6.3.3.2 Upgrades: pre-and-post CTISES..........ooooiiiiiiiiiin . 160

6.3.3.3 Downgrades: pre-and-post Crisis.....cooiiiie i 163

6.4 The impact of bond rating changes on bond vields. ... 165

6.4.1 Impact of upgrades on bond yields................. 165

6.4.2 Impact of downgradesonbond yields............... 167
CHAPTER 7: SUMMARY AND CONCLUSION ... 170
BIBLIOGRAPHY ... e 181
APPENDICE S . e 188
APPENDIX A: Tables.........ooo e 188
A (D Growth of P DS, e 188
A (II) Number of IPDS issues rated by RAM .. ... 189

A (11D OLS results of negative watch list placements (alternative presentation).....190
A (IV) OLS results of negative watch list: prior rating and investment grade.........191

A (V) OLS results of negative watch list; prior rating and speculative grade......... 192
APPENDIX B: Graphs........coooooii e, 193
B (1) Number of bond ratings issued by RAM. ... 193
B (II) RAM issued PDS (RM Millions). ... e, 193
B (I Growth of IPD S . 194
B (I1V) Market impact of negative watch list: prior rating. investment grade......... 194
B (V) Market impact of negative watch list: prior rating. speculative grade.......... 195
APPENDIX C: LiSts. ..o o e 196
C (D) List of RAM’s shareholders............ 196
CITY ROEIESSIONS .ottt et e ettt e r ettt ettt e s et e e e 197
C (111} RAM s definitions of rating symbols. ..o 202
APPENDIX D: Forensics (wealth effect). ... 205
D (I Listof small upgrades. ... ... 205
D (I1) List of big upgrades............oo 205
D (111 List of small downgrades... ... 206
D (IV) List of big downgrades. .. ..o e 206
D (V) Individual upgrades ranked by CARYb.....ccoooiiiiii 208
D (VD) Individual downgrades ranked by CARY% ... 209
I (VI Inter-quartile comparison of MCARs. ... 210
D (VIII) Leverage and board listing of upgrades and downgrades..................... 211
D (IX) Impact of small vs. big downgrades................ i 212
APPENDIX E: Forensics (the leverage effect). ... 213
E (I) Market impact of performance downgrades: a graphical representation........213
E (1) Market impact of leverage downgrades: a graphical representation............ 213

Xii



APPENDIX F: Additional forensics (the leverage effect)........................ .. 214

F (1) Impact of performance vs. leverage downgrades (LSo1e). ... 214
F (1)) Impact of downgrades due to higher debts for firms with different

1g\reragc ratios (Lb( )1_5) ................................................................. 215
F (111} Impact of performance vs. leverage downgrades (MEgaren) <o, 216
F (IV) Impact of downgrades due to higher debts for firms with dilferent

leverage ratios (MLGARCH) .« oo oo 217
F (V) Market response to performance vs. leverage downgrades (mean difference) 217
F (V1) Impact of upgrades and downgrades pre and post crisis...................o.e. 218

X1



LIST OF TABLES

Table No. Page No.
2.1 Number of RAM-rated private debt securities 12
2.2 Value of RAM-rated private debt securities 3
4.1 Swmmary of some findings from the literaturc 67
5.1 Percentage of firms who passed the selection criteria 91
6.1 OLS results of initial ratings (full sample) 96
6.2 The wealth effect of bond rating agency announcements 08
6.3 A. OLS results of corporate bond downgrades (full sample) 101

B. OLS results of corporate bond upgrades (full sample) 101

6.4 A.OLS results of negative watch list placements 109
B. OLS results of downgraded placements 109

6.5 A, OLS results of downgrades within the investment grade category 114
B. OLS results of downgrades to / and within the speculative grade 114
6.6 A. OLS results of downgrades across classes 119
B. OLS results of downgrades within rating classes 119

6.7 Impact of downgrades for firms with different leverage ratios 124
6.8 A. OLS resuits of initial ralings pre-crisis 130
B. OLS results of initial ratings post-crisis 130

6.9 A. OLS results of upgrades pre 1997 134
B. OLS results of upgrades post 1998 134
6.10 A. OLS results of upgrades pre 1998 135
B. OLS results of upgrades post 199§ 135

6.11 A, OLS results of downgrades pre-crisis 139
3. OLS results of downgrades post-crisis 139

6.12 Results of selected modet specitication tests 143
6.13 ML aren results of inittal ratings (full sample) 145
0.14 A. MLgaren results of corporate bond downgrades 148
B. ML aren results of corporate bond upgrades 148

6.15 A, MLgaren results of negative watch list placements 150
B. MLgagren results of downgraded placements 150
0.16 A. MLgarcy results of downgrades within the imvestment grade 152
B. ML ;aren results of downgrades within the speculative grade 152
6.17 A. MLgarcy results of downgrades across classes 154
B. ML aren results of downgrades within classes 154

6.18 Impact of downgrades for firms with di{ferent leverage ratios 156
6.18 A. MLgarcrn resulis of initial ratings pre-crisis 159
B. MLgarcn results of initial ratings post-crisis 159

6.20 A. MLgaren resulis of upgrades pre 1997 161
B. ML arcn results of upgrades post 1998 161

6.21 A. MLgarep results of upgrades pre 1998 162
B. MLgarcn results of upgrades post 1998 162

6.22 A. ML arcs results of downgrades pre-crisis 164
B. MLgarca results of downgrades post-crisis 164

6.23 Impact of upgrades on bond vields 166
6.24 Impact of downgrades on bond yields 168

X1V



LIST OF FIGURES

_Figure No. . ' Page No.
2.1 Rating process for Rating Agency Malaysia 17
3.1 Summary of agenda 29
5.1 Time linc of the event study methodology 72
5.2 Derivation of the sample of initial rating. negative watch-list

placements -and bond rating changes for the period 1993 — 2003 90
6.1 ITmpact of initial bond ratings on stock returns 97
6.2 Impact of bond downgrades (full sample) on stock returns 102
6.3 Impact of bond upgrades (full sample) on stock returns 104
6.4 market impact of negative watch list placements (full sample) 110
6.5 Impact of downgraded placements on stock returns 110
6.6 Impact of downgrades within the investment grade on stock returns 115
6.7 Stock market responsc to downgrades within the speculative grade 115
6.8 Effect of downgrades across rating classes on stock returns 120
6.9 Reaction of the stock market to downgrades within rating classes 120
6.10 Impact of pre-crisis initial bond ratings on stock returns 131
6.11 Impact ol post-crisis initial ratings on stock returns 131
6.12 Market response to bond upgrades pre-1997 136
6.13 Impact of bond upgrades post 1998 on stock returns 136
6.14 Impact of pre-crisis bond downgrades on stock retumns 140
6.15 The etfect of post-crisis bond downgrades on stock returns 140
6.16 Impact of downgrades on bond yields 169
6.17 Impact of upgrades on bond vields 169

Xy



LIST OF ABBREVIATIONS

ADYP Average Differential Yield Premium
ARMA Auto-Regressive Moving Average
ASLE American Stock Exchange

bg bank guarantee

BHAR Buy and Hold Abnormal Returns

BM Book-to-Market value

CAR Cumulative Abnormal Returns

cg corporale guarantee

CPE Cumulative Prediction Error

CRSP Center for Research in Security Prices

EPS EEarnings per Share

GARCH  Generalized auto-regressive conditional heteroscedasticity
GLS Generalized least squares

1D Islamic debt

KLSI: Kuala Lumpur stock exchange

MARC Malaysian Rating Corporation

MCAR Mean Cumulative Abnormal Returns
MDYP Mean Differential Yield Premium

ML Maximum likelihood

MSCPE  Mean standard cumulative prediction error
MVT: Market value of equity

NST New Straits Times

NYSE New York Stock [ixchange

OLS Ordinary least squares
PDS Private Debt Securities
PE prediction error

RAM Rating Agency Malaysia
S&P Standards and Poor’s
SIMM Single Index Market Model

SPE Standard prediction error

XVi



WSJl Wall Street Journal Index
YTM Yicld to Maturity

XVii



CHAPTER 1

INTRODUCTION

1.1 AN OVERVIEW OF THE ISSUES

Recently. bond rating agencies have been under increasing scrutiny due to their failure
to accurately predict and warn investors of imminent firm-related {inancial difticulties
such as the Enron Corporation bankruptcy'. This failure has revived interest among
academic circles. investors. and fnanctal analysts to investigate whether
announcements by rating agencies contain vajuable information. More specifically.
the interest has focused on whether rating changes signal the arnval of new
information to the capital markets.

Arguably. bond rating provides investors with a syvstem of relative
creditworthiness of bond i1ssue that incorporates all the major ingredients of default
risk into a single code.

These ratings arc widely acknowledged as the principal source of information to
investors about the default nisk of bonds. While the usefulness of credit ratings as
measures of prospective bond quality and ex-ante default of bond is generally
accepted. whether ratings provide new information that is not already reflected in the
security prices continue to be an issue ol debate. A number of studies have been
conducted 1o ascertain the independent impact of bond ratings on securily prices and
yields. The thrust of rescarch in this area has focused on the impact of raling changes

on stock or bond prices.

" Enron Corporation is one of the biggest US energy corporations. For more on this issue. please see:
Jennifer Morris. (2002. Investors furn cool on the rating game. Euromoney .. vol. (393). Pp.38.



Among these studies are Katz (1974): Pinches and Singleton (1978); Griffin and
Sanvicente (1982): Ingram. Brooks. and Copeland (1983); Holthausen and Leftwich
(1986): Hand. Holthausen, and Leftwich (1992): Goh and Ederington (1993); Kligar
and Sarig (2000): and Dichev and Piotroski (2001). These studies, however. produced
conflicting results. Accordingly, the issue of whether credit ratings have new
independent impact on stock prices and bond yields remains debatable.

To our knowledge, the impact of bond rating changes on stock returns and bond
vields has not been comprehensively tested using data for Malaysia. Since the
adoption of the mdustrialization policies in the mid-80s, Malaysia has witnessed
signiticant progress in the financial market. The progress of the stock and bond
markets 1s widened by Islamic bonds. With this setting. it provides us with the
motivation to test whether the resulls that have been recorded globally applies to
Malaysia. It is also important to note that Malaysia is the only country in the world in
which Islamic debt securities account for a large proportion of the private debt

securities.

1.2 DEFINITION OF TERMS

The term “wealth effect” refers to the ‘tendency for people 1o increase their
consumption spending when the value of their financial and real assets rises or to
decrease their consumption spending when the values of those assets fall” (McConnell
and Brue. 2002). Tor the purpose of this study. a significant drop in equity prices
following an increase in the default risk of a firm. would create a so-called “negative-

wealth effect™.



The term “leverage effect™ i1s used to define the situation in which, the bonds
issued by a certain firm are being downgraded because that firm increased its leverage
(size of outstanding bond issue 1o market capitalization). In other words, more debt is
introduced into the capital structure of the firm. It is argued that this increase in
leverage should be good news to shareholders and accordingly. it must not have a
negitlive impac.t on stock returns as previeusly claimed. But. certainly it will have a
negative ctfect on bonds.

The term “erisis effect” stands for the likely impact of the South East Asian
financial crisis of 1997/98 on the behavior of market agents. vis-a-vis various rating

announcements by Rating Agency Malaysia (RAM): and the Malaysian Rating

Corporation (MARC).

1.3 STATEMENT OF THE PROBLEM

Existing empinceal research about the impact of bond rating changes on stock returns
and bond vields provides contradictory results. This seems to be true despite the fact
that a relatively large number of research efforts have concentrated on the issue. For
instance. some rating revision studies indicate that stock and bond prices lead rating
change announcements (Pinches and Singleton. 1978). In other words. rating changes
provide no new information to the financial markets. On the contrary, a number of
studies on bond rating changes found that security prices do indeed lag the rating
change announcements. reinforcing the view that rating reclassifications convey new
information to the financial markets. This represents the finding of Ingram. Brooks
and Copeland (1983): Hand. Holthausen, and Leftwich (1992); and Dichev and
Piotroski (2001). These two opposing findings are partially the products of some pre-

determined theoretical formulations.
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However, the theoretical formulations about the informational contert of bond
ratings and ratings changes are vague because of their dependence on the nature of
information obtained by rating agencies. Whether or not rating agencies depend on
privale as well as public information is not yet so clear. This is because some
researchers believe that rating agencies base their judgments solely on publicly
available information, while others hav-e no doubt that these agencies get private
information provided by the managers of the firms concerned. Irrespective of which
aroup spotted the correct guess. countless unanswered questions remain. For instance.
what tvpe of private information managers are willing to release to the rating
agencies? When do rating agencies receive this information? How long does it take
the rating agencies to process this information and come out with the default risk
assessment in a timely manner?

[n an attempt to explain the causcs of this unresolved conflict of opinion on the
empirical side. one could highlight the fact that previous research on the impact of
corporate bond rating changes on stock and bond returns, failed to adopt correct
specifications. For instance. they used the Ordinary Least Squares (OLS) markel
model to predict the nomal performance of firms. This model assumes that the error
term 1s normally distributed with zero mean. and constant and symmetric variance. It
15 also implied that assets are traded with frequencies similar 1o those of the market
imdex (synchronous trading). However. recent rescarches supgest that a number of
violations to these assumptions could possibly occur, leading eventually to an
unwelcome 1nconsistency in the test statistics. Many of the earlier researchers also
employed data with monthly {requency and did not control for data contamination by
other concurrent announcements. This is in addition to their dependence on small

samples. But very recent studies have shown that the use of small samples and/ or



monthty data. together with the inability to control for contamination significantly

weakens the power of the test.

1.4 RESEARCH OBJECTIVES
The primary focus of this research is to answer the cmpirical question. ‘Do bond
rating changes affect stock returns and bond yields in Malaysia?” The answer to this
question depends on the nature of information possessed by the rating agency. If the
rating agency relies on public information to assign credit ratings. then ratings or
rating changes would have no significant impact on stock returns and bond yields. But
if the rating agency has access to privale information, then rating changes are expected
to aftect stock returns and bond yields. More speciticatly. this study aims to cstablish
evidence on:
1. The impact of corporate bond rating changes (upgrades and downgrades) on
stock returns and bond yields.

2. The impact of watch list placements of bonds on stock returns

(]

The sensitivity of stock returns to bond downgrades within the investment-
and-speculative grades.
4. The response of stock returns to downgrades within rating ¢lasses as compared

to downgrades across rating classes.

n

The impact of bond downgrades on the stock returns of high leverage firms as
compared to low leverage firms.
6. The impact of bond ratings changes on stock returns pre-and post-South East

Astan financial turmoil in 1997.

L]



1.5  RESEARCIH QUESTIONS
The research will focus on answering the following questions:
1. Does the market respond to the announcement ol corporate bond rating

changes? And is there any wealth effect associated with these announcements?

o

What is the impact of watch-list placements on stock returns?

(Y

II' rating changes do affect stock retwms and bond yields. is there any

differcnce between the investment grade and speculative grade with respect to

the magnitude of the effect?

4. What would be the likely market response if bonds are downgraded within or
across classes?

5. Does leverage matter? Size of outstanding bond issue 1o total cquity.

6. What 15 the tmpact of corporate bond raling changes on stock retumns in the

pre-and post-1997 Asian financial crisis?

1.6  SCOPE AND LIMITATIONS
This research focuses on the public limited companies listed 1in Bursa Malaysia
(formerly. KIL.SE) and rated either by Raling Agency Malaysia (RAM) or the
Malavsian Rating Corporation (MARC). The main criterion for sample selection 1s
that a company must have its bonds rated by a well-known credit rating agel1uy2.
There is at least one limitation to this study: Kliger and Sang (2000) claim that
rating changes are triggered by economic cvents. Nevertheless. it is not clear how
much of the price reaction to rating changes 15 duc to the raling announcement and
how much is due to the triggering cconomic event itself. To clear this ambiguity.

Hand. Ilolthausen, and Leftwich (1992) classified the observations as either

! Rating agency Malaysia (RAM) and the Malaysian rating corporation {MARC) are the only two rating
agencies in Malaysia. However, RAM is established at the early 1990s. therefore most of our data
regarding ratings and ratings changes are obtainable from RAM, especially for the pre-1997 period.



~contaminated™ or “non-contaminated ™ by other news. We lollow the same approach.
but this depends on how successtul we are in obtaining all the relevant news released
simultaneously with our desired rating announcements. Our success in this regard is

limited due to data constraints.

1.6 OUTLINE OF THE PAPER

The current study is divided into seven chapters. Chapter two provides a background
for the bond market and raling agencies in Malaysia: the rating methodology of these
agencies: and the rating process. Chapter three highlights the theoretical basis for
bond ratings and rating changes. Chapter four reviews, summarizes and concludes the
refevant literature that forms the basis of our empirical investigation. Chapter five
discusses the empirical model and methods of estimation. That is. the OLS market
model of the standard event study methodology; the ARMA-GARCH lag specification
of the market model: and the method of differential vield premium (DYP). The
chapter also develops a methodology. which is in line with the research hypotheses. It
covers the description of the testable hypotheses: data and sample selection: and the
methods of analysis. Chapter six discusses the results and presents the findings.

Finally. Chapter seven summarizes the findings and provides concluding remarks.





