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Tavoitteet

Tutkielman tärkeimpänä tavoitteena on luoda kokonaisvaltainen katsaus osakkeiden 
takaisinostoihin Suomessa, koska aikaisempaa tutkimustietoa aiheesta ei juurikaan 
ole. Pyrin ensin luomaan pohjan empiiriselle tutkimukselle tarkastelemalla teoreettista 
viitekehystä aikasemman kirjallisuuden perusteella. Tutkimuksen empiirisessä osassa 
tutkin markkinareaktiota ja sen syitä. Käsittelen myös ulkomaalaisomistuksen ja 
sisäpiiriin kuuluvien henkilöiden merkitystä takaisinostojen yhteydessä. Lopuksi tutkin 
tekijöitä, jotka vaikuttavat takaisinostovaltuutuksissa tehtäviin todellisiin takaisin
ostoihin.

Aineisto

Tutkimuksen aineisto koostuu 47:stä vuosien 1998 ja 1999 välillä takaisinosto- 
valtuutuksen saaneesta yrityksestä. Takaisinostoilmoitukset etsittiin Kauppalehti on
line -tietokannasta. Samasta lähteestä haettiin myös tiedot todellisista 
takaisinostoista.Yritysten kurssitiedot haettiin Datastream-tietokannasta ja tilinpäätös
tiedot Talouselämä 500-tietokannasta. Tiedot ulkomaalaisomistuksesta ja sisäpiiriin 
kuuluvien kaupoista haettiin Arvopaperikeskuksesta.

Tulokset

Takaisinostoilmoituksesta seuraava positiivinen markkinareaktio on samaa tasoa kuin 
aikaisemmissa ulkomaisissa tutkimuksissa. Kirjallisuudessa esitetyt hypoteesit 
markkinareaktion syistä eivät kuitenkaan selitä reaktiota kovin hyvin. Tulokset antavat 
vain heikkoa näyttöä signalointi- ja agenttiteorian tueksi. Ulkomaalaisomistus ei 
juurikaan näytä muuttuvan ilmoituskuukauden ympärillä. Myös sisäpiiriläisten 
kaupankäynti on hyvin vähäistä.

Aliarvostukseen liittyvät syyt eivät näytä kovin hyvin selittävän yritysten päätöstä 
käyttää takaisinostovaltuutusta hyväksi. Tulokset viittaavat kuitenkin siihen, että 
päätös on positiivisesti riipuvainen ulkomaalaisomistuksesta. Myös takaisinostojen 
määrä suhteessa yrityksen koko voitonjakoon on positiivisesti riippuvainen 
ulkomaalaisomistuksesta, mikä viittaa verosyiden tärkeyteen voitonjaon muodosta 
päätettäessä. Päivittäisellä tasolla takaisinostot näyttävät olevan negatiivisesti 
riippuvia edellisten kuukausien tuotoista, mutta ei edellisten päivien tuotosta. 
Takaisinostot näyttävät lisäksi tapahtuvan useita päiviä kestävinä ohjelmina.
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Objectives

The main objective of the thesis is to provide a comprehensive study of Finnish open 
market share repurchases. In order to achieve this objective, I first review relevant 
literature. Furthermore, I study the market reaction to repurchase announcements 
and its motives empirically. I also consider the foreign ownership and insider-trading 
issues related to share repurchases. Finally, I use detailed information about actual 
share repurchases to study the determinants of repurchase executions.

SUMMARY 
March 9, 2000

Data

The data in the empirical part of the thesis consists of 47 share repurchase 
authorizations, which were announced between January 1998 and October 1999. 
The announcements were identified using Kauppalehti On-Line, which was also the 
source for information on 710 actual share repurchase transactions. Data on insider
trading activity as well as foreign ownership was obtained from Finnish Central 
Securities Depository. Finally, share price data for the sample firms and HEX-portfolio 
index was obtained from the Datastream database and the relevant accounting 
information from the Talouselämä 500 database.

Results

The market reaction of about three percent seems to be fairly similar to previous 
international evidence. However, the hypotheses suggested in the literature do not 
explain much of the market reaction in Finland, although the signaling and free cash 
flow hypotheses get some support. The results also suggest that foreign investors do 
not increase their holdings and that insiders do not show any abnormal trading 
relative to the announcements.

The undervaluation story does not seem to affect the decision to use the repurchase 
authorization. However, foreign ownership seems to increase the likelihood of the 
repurchase program being used. Furthermore, there also seems to be a positive 
relation between foreign ownership and the extent that firm's use share repurchases 
relative to total cash distributions, which suggests that the tax reasons affect the 
extent of share repurchases. Finally, actual repurchase transactions seem to be 
negatively related to excess returns in previous months, but not to returns 
immediately prior to the current day. The repurchases also seem to be executed in 
spells, which last for several days.
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1 Introduction

The efficient use of business resources requires that capital, which is not used profitably by 

a particular company, should be returned to the company’s owners. The most obvious way 

to distribute the capital to shareholders is to pay a cash dividend on company’s shares. 

However, other methods are also available. One of these is share repurchase, whereby a 

company buys back a portion of its own shares. If the company buys a proportionally equal 

number of shares from each of its shareholders, the end-result is similar to an extraordinary 

dividend. In the absence of taxes and transaction costs, the two methods should make no 

difference to shareholders.

While the history of share repurchases is still short in Europe, U.S. companies have used 

them for decades. Stewart (1976) describes the share repurchase activity in the early stages. 

During the period between 1954 and 1963, share repurchases increased on the New York 

Stock Exchange by an average of nearly 20 percent a year. In aggregate terms, over half of 

all listed companies at some time repurchased their shares. Skog (1996) presents more 

recent numbers. During the period between 1984 and 1989, companies whose shares were 

listed on one of the major US stock exchanges announced nearly 1500 stock repurchases. 

The largest was by Exxon, which acquired over 500 million of its shares between 1983 and 

1988 at a total cost of nearly $15 billion. A more recent example of large-scale repurchase 

program is Coca-Cola’s. During the period between 1984 and 1992, the company acquired 

over 400 million of its own shares, representing 25 percent of the total shares of the 

company.

Finnish companies were long restricted to distributing cash to shareholders by using 

dividends. However, as Finland was harmonizing its legislation with the other EU 

countries, share repurchases were allowed in the amendments to the Companies Act in 

1997. Finnish companies have welcomed share repurchases with enthusiasm with nearly 

fifty share repurchase programs authorized by October 1999. These programs would have 

distributed €1.4 billion, if fully utilized. However, as share repurchase authorizations are 

not firm commitments to repurchase shares, only roughly €500 million were actually used 

in these programs. The increasing use of open-market share repurchases is also an
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international phenomenon. Jagannathan et al. (1999) report that between 1985 and 1996, 

the number of open-market share repurchase announcements in the U.S. increased from 115 

to 755, while the announced value increased from $15,4 billion to $113 billion. Ikenberry et 

al. (1995) frame it differently and find that the dollar value of announced share repurchases 

between 1985 and 1993 was nearly three times larger than the amount of capital raised 

through initial public offerings.

It is well documented that the stock market responds favorably to a company’s 

announcement to buy back stock (e.g. Comment and Jarrell (1991)). Academic finance 

literature also proposes a lengthy list of reasons to why a corporation might buy back its’ 

own shares, and consequently, enjoy abnormal returns around the share repurchase 

announcement. The list includes, for example, tax reasons, adjusting capital structure and 

expropriating wealth from bondholders (e.g. Vermaelen (1981)). Yet, the signaling and the 

free cash flow hypothesis have been the most popular (e.g. Nohel and Tarhan (1998)). The 

signaling hypothesis argues that managers know more than investors about a firm’s 

profitability, and that repurchases reveal new information about the company’s prospects to 

the less informed market. Alternatively, free cash flow hypothesis argues that firms with 

excess cash and poor portfolio of investment face agency costs if the excess cash is not 

distributed to shareholders. Share repurchases enable the firm to eliminate the agency costs 

and, hence, increase firm value. However, the different hypotheses are rarely mutually 

exclusive and the issue of relative importance is still unsettled.

Finnish companies have generally chosen to repurchase shares from the open market. One 

often-neglected feature of these repurchase authorizations is that they do not require any 

actual repurchases. Although there is extensive literature on the market reaction to share 

repurchase announcements and its motives, very little is known about the extent and 

determinants behind the actual share repurchases in repurchase authorizations. Stephens 

and Weisbach (1998) are the first to employ data on actual share repurchases. They address 

the signaling hypothesis from a new angle by studying the quarterly repurchase behavior of 

companies and find that firms increase actual repurchases following poor share price 

performance. Stephens and Weisbach (1998) also suggest that the lack of literature in this 

field is due to extensive difficulties in estimating actual repurchases with U.S. data.
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1.1 Objective and motivations of the study

The enthusiasm of Finnish firms to initiate share repurchase programs has created 

considerable interest in the popular press, and the publicity has generally been rather 

skeptical about share repurchases. For example, companies have been accused of 

manipulating their share prices. Companies themselves have often been less than clear 

about the motives of their repurchase programs. However, many of the articles in the 

popular press reveal misunderstandings about the purpose and effect of repurchases, which 

may be partly due to the lack of research in the field of share repurchases. While dividends 

have received extensive attention in the academic literature, the lack of a reasonable data 

set has limited the study of Finnish share repurchases. There is only one previous study on 

the Master’s thesis level1. Kivelä (1998) examines the market reaction to open-market share 

repurchase announcements and finds a small positive, but insignificant, reaction. He also 

describes some of the characteristics of repurchasing firms relative to their industry 

benchmark and finds very little differences.

Therefore, the main objective of this thesis is to provide a comprehensive study of the 

Finnish share repurchases, and I take several approaches in order to achieve this objective. 

First, the following two chapters aim at providing a theoretical foundation for the empirical 

study. This is done by first introducing the institutional framework of Finnish repurchases, 

which is needed in comparing the results of this study to the international evidence. 

Furthermore, I also review relevant literature on share repurchases in order to develop the 

empirical models. Second, the emphasis of this thesis is on an empirical analysis of the 

market reaction to share repurchase announcements, its motives and actual share 

repurchases. The analysis throughout the thesis uses a complete data set of 47 Finnish 

companies, which had the authorization to repurchase shares prior to October 5th, 1999.

The Finnish Companies Act requires companies to specify a reason for their repurchase 

programs. However, the announced reasons often seem like a collection of all possible
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reasons rather than the real company specific motives. Unlike in the U.S. (Wansley et al. 

(1989)), only few companies express concerns about undervaluation of their shares or 

excess cash. Nevertheless, the signaling and free cash flow hypotheses seem plausible also 

in Finland, because repurchases do not have a tax-advantage over dividends and their 

leverage-increasing impact is rather small. I examine the different hypotheses with the 

fresh Finnish data set by using the standard event study approach to regress the 

announcement period returns against different firm characteristics. I find that the common 

hypothesis explain very little of the cross-sectional variation in the announcement period 

returns as there is only some, statistically weak, evidence in support of the signaling and 

free cash flow hypotheses.

Additionally, I study the insider trading activity around the announcements of repurchase 

programs. Since managers often claim that their firms are repurchasing shares because they 

are undervalued, it would be fair to assume that their own trading reflects this view. Raad 

and Wu (1995) show that insiders increase their purchase transactions and decrease their 

sales transactions before the announcements of repurchase programs. I find that insiders in 

Finnish repurchasing companies show very little trading activity in the months before and 

after the repurchase announcement. Therefore, the results on increased selling or buying 

relative to announcements of share repurchase programs are inconclusive.

The main contribution to the existing literature comes in the second part of the empirical 

study. The extensive disclosure requirements in Finland obligate firms to announce their 

repurchase transactions on a daily basis, which enables building an accurate dataset of 

actual share repurchases. I take several approaches in utilizing the detailed data set. First, I 

study whether cross-sectional differences known already at the announcements of the 

repurchase program explain the companies’ decision to utilize the share repurchase 

programs. I find that variables related to the undervaluation hypothesis or the announced 

reasons have little impact on the decision to repurchase shares. However, the degree of 

foreign ownership is positively related to the decision, which suggests that tax reasons may 

be an important consideration for repurchasing companies. Second, I also study the effect 

of foreign ownership on the different payout methods. I find that foreign ownership

1 In the Helsinki School of Economics and Business Administration
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increases the use of share repurchases relative to dividends, which may reflect the 

differential tax treatment of the two methods in some countries.

Third, I study the relation of share price performance and repurchase activity on a daily 

level. Companies may obviously buy back shares for many reasons, which are not 

necessarily related to the undervaluation hypothesis. For example, companies may simply 

want to distribute excess cash or alter their capital structure. However, these reasons would 

not explain a relation between share price performance and the executions of share 

repurchase transactions. I find that the decision to repurchase shares on the current day is 

negatively related to excess returns on previous months, but not to the returns on days 

immediately before the repurchasing day. This finding may be due to the tendency of 

repurchasing companies to repurchase shares on consecutive days, which may bid up the 

price on days prior to current day repurchases. The results on the size of the daily 

repurchase transaction are less conclusive, which suggests that the size of the repurchase 

transaction may be determined by, for example, the constraining liquidity of the shares 

rather than prior returns.

1.2 Limitations of the study

Although the objective of this thesis is to provide a comprehensive study of Finnish share 

repurchases, some issues are left completely untouched. The short history of repurchases 

prevents studies, which would require information from years after the announcements. For 

example, studies on subsequent earnings development following Bartov (1991) are not yet 

feasible. Furthermore, Kivelä (1998) studied some cross sectional differences, which affect 

the decision to announce repurchase programs. Although the study has some 

methodological shortcomings, this thesis will not readdress the topic. Finally, studies 

employing qualitative methods to assess motives behind share repurchases, for example by 

interviewing managers following Wansley et al. (1989), are left out as well.

The study has also some limitations due to the constraints of the data. Although my data set 

has some clear advantages, even in international comparison, the sample of only 47 share
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repurchase programs limits some statistical aspects of the study. However, this presents a 

complete sample of all repurchase announcements at the moment and more will be 

available only by waiting. The study period also leaves some repurchase programs 

uncompleted, which is inconvenient for the study of actual share repurchases. However, the 

requirement of completed share repurchase programs would reduce the sample by an 

intolerable number of 25 share repurchase programs.

1.3 Structure of the study

The remaining of the thesis is organized as follows. The second chapter discusses the 

institutional framework for Finnish repurchases, as it is likely to affect empirical results 

compared to those acquired with U.S. data. The third chapter presents previous evidence on 

the market reaction to share repurchase announcements. The chapter also reviews the 

relevant finance literature, which tries to explain the market reaction. Methodological 

issues are described in the fourth chapter and the data of the study in the fifth chapter.

The empirical analysis in the thesis is presented in two separate chapters. The sixth chapter 

will study the announcement effect and potential reasons that could explain it. The 

emphasis is on comparing evidence on the Finnish share repurchases to the previous 

international evidence. The chapter also takes a look at foreign ownership and insider

trading issues related to the announcements of share repurchase programs. The seventh 

chapter deals with the actual share repurchases in open-market repurchase programs. The 

first two sections of the chapter study factors that may affect the utilization of a share 

repurchase program and time from the announcement of the program to the first actual 

share repurchases. The following section uses foreign ownership to explain the extent of 

actual share repurchases relative to total cash distribution. Finally, the chapter takes a look 

at the determinants affecting the daily variation in share repurchases.
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2 Institutional framework of Finnish share repurchases

Until September 1997, share repurchases in Finland were restricted to redeeming equity 

under some very tight limitations. The amendments to the Companies Act in 1997 brought 

along the possibility for a corporation to buy and sell its own stock. This chapter will first 

describe some interesting facts about the extent of share repurchases. I will then briefly 

describe the methods of share repurchases and take a look at some legal and tax 

considerations. The discussion about the institutional factors focuses on the features that 

might affect the empirical results relative to the previous results obtained with U.S. data. In 

addition, I introduce some international differences in share repurchase practices.

2.1 Methods of share repurchase

There are three principal methods of repurchase; a fixed-price tender offer, a Dutch-auction 

tender offer and open-market share repurchases. Other possible variations of the share 

repurchases include targeted share repurchases and transferable put rights, but they are less 

frequently used in practice.

In a fixed-price tender offer, the company makes a formal offer to shareholders to purchase 

a particular number of shares at a set price (typically above the market price). The tender 

offer period is typically between two to three weeks. Companies can reserve the right to 

extend the offer period and to repurchase all or part of the excess shares if shareholders 

tender more shares than were originally sought by the company. Dann (1981) suggests that 

the transaction costs in fixed price tender offers make them relatively expensive for the 

repurchasing company and, thus, they have become quite rare compared to dutch-auction 

tender offers.

Comment and Jarrel (1991) define dutch-auction share repurchases as a special case of a 

tender offer. In a dutch-auction tender offer, each shareholder is given the opportunity to 

submit to the company the number of shares he or she is willing to sell at a particular price. 

The company specifies the number of shares it wishes to repurchase at a given price range. 

After the company has received all the tenders, the company arrays them from low to high

и
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within the range. It then determines the lowest price that will result in the full repurchase of 

shares specified. This price is paid to all shareholders that tender shares at that price or 

below.

Open-market repurchases are in substance identical to the purchases of stock made through 

a broker by any private investor. Open-market repurchase programs are a gradual process 

and they usually seek a much smaller proportion of the company’s equity than tender 

offers. Ikenberry and Vermaelen (1996) point out that open-market programs give the 

company the right to acquire their own shares, but they are not firm commitments. 

Although firms may announce their intention to reacquire shares, these programs, by 

design, give managers the flexibility to forego actual repurchases. Open-market programs, 

thus, allow firms to time their share repurchases to take advantage of changes in stock 

price.

Open-market programs have become the most popular way of repurchase, also in Finland. 

Jagannathan et al. (1999) present recent U.S. statistics of the average value of different 

share repurchase methods in the period of 1985 through 1996. The results are summarized 

in Figure 1 and show that the value of open-market share repurchases is more than the 

combined value of other repurchase methods. Moreover, the relative importance of self- 

tender offers has decreased while the importance of open-market share repurchases has 

increased within the time frame. Dutch-auctions were popular in the late 1980’s as they 

were frequently used in takeover-defense. Fixed price tender offers were common in the 

leveraged recapitalizations during the same time.

Stephens and Weisbach (1998) report that in the 1990s open-market repurchases represent 

about 90 percent of the total dollar value of all announced programs in the United States. 

Stephens and Weisbach have also studied the extent of actual repurchases in open-market 

programs, and they estimate that firms repurchase between 74 and 82 percent of their 

announced target level.



9

Figure 1 Volume of different repurchase methods in the U.S.
The average dollar value (in millions) of different share repurchase methods in the period from 1985 through 
1996. The measure for open-market share repurchases is an estimate of actual share repurchases.

Open-market share Sef-tender offer Dutch auction Privately
repurchases repurchases repurchases negotiated

repurchases

Source: Jagannathan et al. (1999)

Figure 2 demonstrates the considerable growth of the dollar value of open-market share 

repurchases during the recent years in the United States. While share repurchases have been 

growing considerably, dividends still remain the primary payout method. However, 

Jagannathan et al. (1999) propose that the popularity of open-market share repurchases is 

largely due to the fact that companies preserve their financial flexibility with share 

repurchases, while dividends represent an ongoing commitment. This is also evident in 

Figure 2 where actual share reacquisitions are more volatile than dividends.

The Finnish Companies Act does not restrict the use of different share repurchase methods. 

However, the current taxation practices suggest the use of open-market share repurchases, 

because any premiums above the market prices could be interpreted as a hidden dividend. 

This has caused Finnish companies to choose the open market share repurchase method, 

although many repurchase authorizations specifically name tender-offers as one option to 

carry out the repurchases. Section 1.2.3 will take a closer look on the relevant tax issues.
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Figure 2 Volume of open-market repurchases and dividends in the U.S.
The dollar value of actual open market share repurchases and dividends in the U.S. in the period from 1985 
through 1996.

□ Open-market share repurchases □ Dividends

140 000 -
120 000

100 000 --
80 000
60 000 -
40 000 -
20 000

1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996
Year

Source: Jagannathan et al. (1999)

Targeted or private share repurchases are used when companies buy shares from a 

shareholder or a group of shareholders via direct negotiations. Targeted share repurchases 

are quite infrequently used in practice. However, Figure 1 demonstrates that dollar amounts 

involved are often considerable, which is due to their use in takeover defense. Finally, 

transferable put rights (TPRs) present least frequently used method of share repurchases. 

TPRs are in essence put options granted to shareholders in proportion of the number of 

shares owned. If the put price exceeds the prevailing market price, the option will have 

value and trading in them will take place. The main difference to fixed price tender offers is 

that all of the put shares are repurchased by the company while there is always possibility 

to proportion repurchases in fixed price tender offers.

2.2 Legal considerations

As mentioned earlier, the legislation on share repurchases is relatively new in Finland. 

Therefore, the relevant legal aspects may need some clarifying as the previous Companies 

Act specifically banned share repurchases. The ban on share repurchases was justified by 

the need to protect the company, its shareholders and creditors. Furthermore, this was 

linked to protection of the company’s restricted capital. The amendments to the Companies
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Act of 1997 aimed at making the distribution of profits more flexible and simplifying its 

regulation. The legislator’s also felt that Finnish companies should have similar rights to 

repurchase shares as their international counterparts2.

According to Chapter 7 in the Companies Act, a company may repurchase its shares by 

using distributable profits. Therefore, repurchases can only take place using the non- 

restricted equity of the company. Moreover, repurchases cannot be done by subscribing to 

them in an issue of new shares. The law also prevents companies from owning large blocks 

of their stock for a long time. A company may only hold five percent of the aggregate 

nominal value or the number of votes. This is considerably less than the ten percent 

allowed in the EU directives, but the legislators chose five percent to prevent the 

manipulation of the thinly traded Finnish stock market. The limit applies to all own shares, 

including those that have not been actively repurchased, but rather received through an 

acquisition of another company or by some other means. If a company exceeds the limit, it 

must take actions to reduce the amount by either passing the shares on to someone else or 

by canceling them. As long as the holdings of shares are less than 5 percent, a public 

company can hold them infinitely.

The decision to repurchase shares can be made by either the shareholders’ meeting or by 

the board, provided that it receives an authorization from the shareholders’ meeting. The 

board is required to present a proposal to the shareholders’ meeting, containing all the 

details about the program. The proposal as well as the ultimate decision of the 

shareholders’ meeting both require the firm to state a reason for the program, the minimum 

and maximum number of shares to be repurchased, the order of preference in which shares 

are to be repurchased and the repurchase price. Therefore, companies that repurchase shares 

from the open market must state that they will not buy back shares from all shareholders in 

equal proportions and that they will buy back shares at prevailing market prices.

Finnish companies are also required to disclose the board’s proposal, the decision of the 

shareholders’ meeting as well as an intention of the board to initiate the repurchase 

program. Furthermore, all of the actual repurchases have to be reported on a daily basis.

2 HE 89/1996 (the government bill on the new Companies Act)
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This increases the visibility of share repurchases to the investors, as well as presents a 

unique opportunity to study factors related to actual repurchases. Stephens and Weisbach 

(1998) suggest that the lack of literature studying actual repurchases is due to the 

difficulties in estimating actual repurchases with U.S. data.

Share repurchases must also comply with the Securities Market Act. Under the Act, 

companies are prohibited to undertaking internal trades, which have the sole purpose to 

manipulate the stock price. Moreover, the Securities Market Act prohibits the misuse of 

confidential, company specific information in trading. The company itself must apply this 

rule to trades. As the management of a company regularly deals with confidential 

information, this is a very important point.

2.3 Tax considerations

Share repurchases present various difficulties with respect to taxation, because there are no 

specific rules regarding repurchases. Instead, current tax laws are applied by interpreting 

their content to fit repurchases. Some of these interpretations regarding the tax treatment of 

the repurchasing corporations are yet to be settled and cannot be answered with certainty. 

Moreover, there are two peculiarities from the repurchasing firm’s perspective with respect 

to the taxation.

First, share repurchases could be regarded as hidden dividend, since share repurchases are 

equal to distributing capital to shareholders3. According to the legal doctrine and the 

current view of tax authorities, this would be the case if a premium were paid on the shares. 

Thus, tender offers that pay a premium may have punitive tax consequences. However, this 

does not apply to open-market repurchases, which by definition occur at market prices. 

Accordingly, all of the actual Finnish repurchase programs have been open-market 

programs.

3 See Information Bulletin of the Tax Authority 6/1997 for a detailed description of the relevant tax-issues
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Second, if the repurchased shares are later resold or used in an acquisition, these 
transactions are taxed according to the standard capital gains rules3. In other words, capital 

gains is the difference between the repurchase price and the price obtained when shares are 

resold on the open market. Possible capital losses, on the other hand, are deductible from 

taxed profits. However, there are no tax consequences for canceling the shares. The current 

view of tax authorities is rather strange, because selling of the repurchased shares is equal 

to the seasoned share issue, which is obviously tax-free. However, the final interpretation 

of tax rules may change, once the treatment is appealed after the taxation is finalized for the 

1998 tax year.

From the shareholder’s point of view, taxation is not as problematic. The proceeds to 

shareholders from open market share repurchases by Finnish companies are taxed as capital 

gains3. Taxation was one of the original driving forces contributing to the success of share 

repurchases in the U.S, where investors usually pay higher tax on dividends than on capital 

gains. This may still be the case for U.S. and other foreign investors who invest in Finnish 

shares. However, the effective tax rate on dividends for Finnish investors is lower than on 

capital gains because of the tax imputation system. However, as a means of distribution, 

repurchases give shareholders the option of not selling their shares and, hence, the 

possibility to defer the taxes on the capital gains.

2.4 Comparison of Finnish share repurchases to repurchases in other countries

Like most financial innovations, share repurchases first became popular in the Unites 

States. The U.S. regulation on share repurchases is fairly liberal. For example, the amount 

of repurchased shares is not limited like in Europe. There are also no disclosure 

requirements with respect to the repurchase programs in the open market. However, most 

companies opt to announce that they have initiated a repurchase program, because share 

price manipulation is illegal. As described in the previous section, the tax treatment has, at 

many times, favored capital gains over dividends.
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The legislation in the EU is much more restrictive. The most important aspects of the 

different national laws within the EU are summarized in table 1. Interestingly, Finland is 

the only country to restrict the maximum amount of repurchased shares to five percent, 

when most countries have opted for the 10 percent limit. The ten percent limit is also 

stipulated in the EU directives, but Finnish legislators were concerned about the 

consequences that this higher limit would have on a fairly infrequently traded Finnish stock 

market. Another interesting point is that companies are allowed to sell the once repurchased 

shares back to the market in all countries except for the UK.

Table 1 Summary of regulation on share repurchases in the EU

Germany Italy France Kbigcfom Denmark Finland

Repurchase permitted Yes Yes Yes, listed 
companies Yes Yes Yes

Specific reason 
required

Severe harm. 
Employees No

Share price 
support, 

Employees
No No Any valid 

reason

Who decides Management Authorized
board

Authorized
board

Stipulation in 
articles, and 

board

Authorized
board

Authorized
board

General meeting 
majority requirement 
for authorization

- >50% >50% >50% >50% >67%

Limitation on 
repurchase method

No No No No No No

Maximum holding 10% 10 % 10 % - 10% 5%

Resale permitted Yes Yes Yes No Yes Yes

Who decides on a 
resale

Management Authorized
board

Board of 
directors -

Authorized
board

Authorized
board

Source: Skog 1996

It is also noteworthy that share repurchases are still forbidden in Sweden. Skog (1996) 

suggests that the amendments to the Swedish Companies Act will enable repurchases in 

Sweden along the same lines as in the other EU countries. However, as major changes take 

forever to complete in Sweden, the new legislation was not finished in time for the new
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Companies Act of 1999 and a Government bill on repurchases has been given to the 

parliament during fall 1999.

3 Literature review

3.1 Empirical evidence on the market reaction to share repurchase announcements

The literature presents overwhelming evidence on a positive market reaction to 

announcements of share repurchase programs. Table 2 summarizes some earlier evidence 

on the market reaction for the three most important methods of share repurchases.

Earlier studies conducted with samples from the 1960’s and 1970’s document that the 

announcement period abnormal returns for fixed price tender offers are around 16%. 

Studies undertaken with samples from the 1980’s find slightly diminished, but still 

economically and statistically significant, announcement effects. Comment and Jarrell 

(1991) compare the announcement effects of the various repurchase methods, and find that 

the average abnormal returns are about 3% larger in fixed price tender offers compared to 

Dutch auction tender offers. They conclude that the difference is due to the fact that fixed 

price tender offers are a more effective signaling mechanism than the Dutch auction tender 

offers.

Table 2 Evidence on the market reaction
Method of repurchase Stock price 

reaction
Test

period
Sample

size
Source

Fixed-price tender offer 17.0% 1963-78 199 Masulis (1980)
15.4% 1962-76 122 Dann (1981)
12.5% 1962-86 221 Lakoishok and Vermaelen (1990)
7.9 % 1981-94 116 Lie and McConnell (1998)

Dutch-auction tender offer 8.0 % 1984-88 72 Comment and Jarrell (1991)
7.7 % 1981-94 91 Lie and McConnell (1998)

Open-market 3.7 % 1970-78 243 Vermaelen (1981)
3.5 % 1980-90 1239 Ikenberry et. al. (1995)
2.7 % 1981-90 994 Stephens and Weisbach (1998)
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Announcement period returns around open-market repurchases are notably smaller than 

with the other methods. Comment and Jarrell (1991), for example, propose that the smaller 

target fractions in open-market programs explain most of the difference. The average 

repurchase target in the U.S was 19% in fixed-price tender offers while it was only 5% in 

the open-market programs. Dutch-auction tender offers fall in between with an average of 

15%. The tender offers are frequently used in leveraged recapitalizations and takeover 

defense, which may account for most of the difference. Interestingly, the average 

repurchase target in the U.S. open market programs equals the maximum allowed target in 

Finland. Furthermore, Stephens and Weisbach (1998) point out that the modest market 

reaction to open market repurchases is due to the fact that they are not firm commitments to 

repurchase shares. Thus, they do not provide the market with a credible signal of 

undervaluation.

Cumulative abnormal returns around open-market share repurchases also demonstrate 

interesting patterns. Comment and Jarrell (1991) find that initiations of open-market share 

repurchases are usually preceded by poor performance, while Ikenberry et al. (1995) show 

that the positive abnormal returns last for up to three years after the announcement. These 

patterns are typically interpreted as evidence for the undervaluation story, which is 

described in the following section.

Finally, the market response to announcements of share repurchases may enable profitable 

trading strategies. Lakoni shok and Vermaelen (1990) study the possibility of earning 

abnormal returns by investing in portfolios of companies that announce tender offer share 

repurchases. They use simple trading strategies to show that it is possible to generate 

abnormal returns of 9% over a week. They suggest that the market acts inefficiently, 

because the strategies do not require any sophisticated analysis. Moreover, Ikenberry et al. 

(1995) find that the four year buy-and-hold strategy for companies announcing open- 

market share repurchases earns more than 12% abnormal returns on average, while high 

book-to-market companies earn 45,3% over the same period. The evidence of a slow 

correction in share prices suggests that even companies themselves are able to earn 

abnormal returns by repurchasing shares via the open market.
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3.2 Theories on share repurchases

The following sub-sections describe the various hypotheses that have been suggested to 

explain share repurchases in general and the associated positive value effect. The emphasis 

is on introducing the theories and some of the most important empirical results. The 

hypotheses and their empirical proxies of this thesis are further developed in the following 

chapters, which concentrate on the empirical problems.

3.2.1 Increasing reported earnings per share

Finnish companies are required to disclose a valid reason for their share repurchase 

programs when they are proposed to the meeting of shareholders. Companies seldom 

explicitly express their desire to increase the earnings per share, but many interviews in the 

financial press imply that companies consider buybacks because they raise the markets’ 

expectations of future earnings or dividends per share. Dann (1986) suggests that this is too 

simplistic way explain the market reaction.

The underlying assumption behind the EPS rationale is that the market responds 

mechanically to expected increases in EPS. There are two things fundamentally wrong with 

this rationale. First, expected EPS does not automatically increase with the stock 

repurchase, because, unless financed by new debt offering, repurchases mean a reduction in 

corporate assets. To the extent that the assets are efficiently employed, a reduction in assets 

will mean a reduction in earnings. Expected EPS will increase only if the reduction in 

shares outstanding is proportionally greater than the reduction in expected net income.

Second, Dann (1986) points out that even if the repurchase does cause an increase in EPS, 

this increase will be achieved only by increasing the financial leverage of the company and, 

consequently, the financial risk of the stockholders. Although repurchases may raise EPS, 

the effect will be offset by higher returns demanded by stockholders as compensation for
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bearing a greater risk. Dann (1986) concludes that if the EPS rationale is the only reason for 

share repurchases, the likelihood of a share price increase is small. Moreover, Asquith and 

Mullins (1986) suggest that the EPS rationale may be merely the product of 

recommendations by vested interest group - investment bankers.

3.2.2 Dividend substitution hypothesis

Much of the academic literature in the early 1980’s suggested that one of the most 

important reasons contributing to the increasing use of share repurchases was the favorable 

tax treatment of capital gains relative to dividends. Prior to the U.S. Tax Reform Act of 

1986, capital gains were taxed at substantially lower rate than cash dividends. The dividend 

substitution hypothesis, therefore, suggests that the positive market reaction is due to the 

shareholders receiving tax-benefits from the share repurchases instead of dividends.

The tax reasons do not directly apply in Finland since dividends are taxed more favorably 

than capital gains. The double taxation of dividends is removed by the tax imputation 

system, which means that investors are able to deduct the amount of taxes that the company 

has already paid for its profits resulting in a 0 % effective tax rate on dividends. However, 

share repurchases are more flexible from the taxation point of view. If a given amount is 

returned to the shareholders as a dividend, the entire amount is taxable as income. If the 

same amount is instead returned through a share repurchase, only the portion representing a 

capital gain is subject to immediate taxation, while the remainder is taxed if and when the 

remaining shares are sold in the future. Finally, foreign investors do not benefit from the 

tax imputation system, which could make the hypothesis valid for companies with large 

proportion of foreign ownership. Indeed, the financial press and some managers of 

repurchasing companies have suggested that foreign investors have pressured them to use 

share repurchases instead of dividends.

The empirical implication of the dividend substitution hypothesis4 is that the stock price of 

the repurchasing firm increases following the unanticipated announcement of a forthcoming

4 This hypothesis is also called the ”personal tax” hypothesis
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share repurchase. Dann (1981) and Vermaelen (1981) express doubts about the validity of 

this tax savings hypothesis in their independent studies. They conclude that even if tax 

savings have some economic impact, they are not sufficient to explain the substantial 10 to 

11% gains to share prices after the expiration date for a tender offer repurchase. More 

recently, Lie and Lie (1999) study the choice between from a different perspective. They 

find that small recent capital gains, low dividend yield and a payout preceding the Tax 

Reform Act of 1986 increases the likelihood of self-tender offers over special dividends. 

Moreover, they find that these relationships are stronger for firms with high institutional 

holdings, which they interpret as evidence of managers considering the tax effects of the 

cash disbursement method.

Bartov et al. (1998) also study the choice between dividends and share repurchases. They 

conclude that the likelihood of distributing cash through open-market share repurchases 

increases as a function of perceived equity undervaluation. They also find that the more 

stock options the managers own the more likely the companies are to repurchase shares 

rather than increase dividends. Finally, they find that institutional investors increase the 

likelihood of distributing cash as repurchases, which is also seen as evidence for the tax 

hypothesis. Fenn and Liang (1997) find similar evidence suggesting that the choice 

between dividends and share repurchases is largely determined by the existence of 

management stock options.

Finally, Jagannathan et al. (1999) find that share repurchases are very procyclical while 

dividends increase steadily over time. They suggest that dividends are paid by firms with 

higher permanent operating cash flows, while repurchases are used by firms with higher 

temporary, non-operating cash flows. Moreover, repurchasing firms have much more 

volatile cash flows and distribution. The authors interpret this as evidence for the view that 

the choice between dividends and repurchases is guided by the flexibility inherent in open- 

market repurchase programs.
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3.2.3 Leverage hypothesis

Another popular rationale for share repurchases is the leverage hypothesis. The leverage 

hypothesis suggests that the increase in firm value when share repurchases are announced is 

due to the tax deductibility of interest payments. If this tax saving is passed through to 

shareholders, the price of the stock increases. As share repurchases increase the debt/equity 

ratio and they also increase the tax shield of debt. However, the extent of the increase 

depends on the method used to finance the share repurchases. If share repurchases are 

financed from internally generated funds, the increase in leverage is quite modest. Issuing 

debt to finance the share repurchases will result in the greatest increase in leverage. 

Moreover, the Finnish law restricts the share repurchases to 5%, which leads to quite 

modest increases in leverage.

The question of optimal capital structure is as controversial as the discussion about the 

dividend substitution hypothesis. Modigliani and Miller (1963) developed a model in which 

there was a tax subsidy to debt. However, Miller (1977) later argues that debt is issued at 

the point where the corporate tax rate equals the personal income tax rate of the marginal 

bondholder. Under these conditions there exists no optimal debt/equity ratio for the 

individual firm. In the context of share repurchases, Dann (1986) points out that share 

repurchases may not be the most efficient way to approach an optimal capital structure, 

even if there was one. He suggests that direct debt-for-equity swaps would be a better way 

to increase leverage

Empirical studies of the leverage hypothesis have lead to mixed results. Masulis (1980) 

gives the greatest weight to the leverage hypothesis and finds that the announcement period 

returns are greater for companies with a lot of debt on the balance sheet. Vermaelen (1981) 

develops rigorous regression relationships and suggests that the difference in the wealth 

effect in Masulis (1980) was mostly due to the different premiums rather than the different 

leverage in the two sub-samples. Vermaelen (1981) concludes that while leverage may 

have some explanatory power over the announcement period returns, it is not the 

predominant explanation. He argues that the most plausible explanation is the signaling or 

information effect of share repurchase.
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3.2.4 Signaling hypothesis

By far the most popular explanation of share repurchases is the signaling hypothesis5, 

which argues that firms buy back their own equity when their managers have private 

information about the underpricing of the firm’s shares. Indeed, Wansley et al. (1989) find 

that managers themselves often claim that they are buying back shares because they present 

a good investment opportunity. However, on first analysis, the direction of the signal seems 

to be ambiguous. On the one hand it may be that the firm’s announcement to repurchase its 

own shares is an acknowledgement by the management that it has no profitable investments 

in which the funds can be employed. However, when firms announce that they will 

repurchase shares, sometimes at a premium to prevailing market prices, this can also be 

taken as a positive signal from the management, who believes that the company is 

undervalued by the market. This is also supported by the positive market reaction to 

announcements of share repurchases.

Why don’t mangers merely send a letter to their shareholders saying that the prospects of 

the company are good, and that the share price does not fully reflect the prospects? Asquith 

and Mullins (1986) suggest that actions speak louder than words. They formulate the 

informational effect of different company cash flows into Figure 3, which suggests that 

equity outflows present a positive signal, and equity outflows a bad signal to the market. As 

an empirical implication, Ikenberry et al. (1995) point out that the market reaction to 

repurchases is similar, although reverse, to seasoned equity offerings, which are in essence 

the mirror image of share repurchases.

5 This hypothesis is also called “the undervaluation” or the “asymmetric information” hypothesis.
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Figure 3 Capital market's reaction to equity cash flow decisions

Finn Capital Markets

Equity Cash Outflows------------------------------►

Increase in Dividends, Stock Repurchase

Equity Cash Inflows 
◄-------------------------------------

Decrease in Dividends, Equity Issu

Information
Imbalance
and

Management Equity Cash Flows as Signals
Possessing Which Communicate and Reveal
Superior Management’s Assessment of
Information the Firm’s Current Performance

Outside Investors 
With Inferior 
Information

Signalling:
and Future Prospects

Source: Asquith and Mullins (1986)

Ikenberry et al. (1995) also propose two ways how the signaling hypothesis holds. First, the 

management may be trying to convey private information to the market through the 

repurchase. Second, managers might not have any information to convey, but are simply 

responding to valuation errors made by the market. For example, managers might announce 

repurchases, when, for whatever reason, their stock becomes "out-of-favor" with the market 

and their shares seem to be trading below their true value. Managers’ ultimate goal in using 

share repurchases may be something else than merely signal beliefs about the 

undervaluation, but share repurchases are used because they are considered cheaper, than, 

for example, issuing new shares in ESOPs.

There is extensive evidence supporting the signaling story of share repurchases. Vermaelen 

(1981) shows that the abnormal returns are negatively related to firm size, which suggests 

that information asymmetries are bigger in small companies. Small companies are 

generally not very closely followed by analysts and small companies may find the
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announcement of share repurchase programs the only way to reduce the asymmetries. 

Comment and Jarrell (1991) explain the negative relation between announcement period 

returns and prior returns by the fact that negative returns are likely to increase any 

undervaluation prior to the announcement. Ikenberry et al. (1995) augment the prior 

evidence and show that low market-to-book companies enjoy larger abnormal 

announcement returns, which supports the signaling hypothesis, because low market-to- 

book firms are likely to buy back shares because of undervaluation.

There has to be a cost to false signaling, if the market is to treat these signals as credible. 

Comment and Jarrell (1991) suggest that the best way to convince the market would be that 

owner managers bear the cost of false signaling, which is achieved when owner managers 

do not tender to the repurchasing firm. For this reason owner managers usually pre-commit 

to refrain from tendering. There are no legal restrictions to insider participation, however, 

which may weaken the credibility of the signaling hypothesis. Moreover, there is also a 

cost to replacing the funds used in repurchases, which should make the management 

honest. Vermaelen (1981) interprets the abnormally high returns following repurchases as 

evidence for the fact that firms did not lie. Furthermore, he points out that firms reissue the 

shares to insiders via stock option plans, which increases insider holding and is usually a 

good signal to the market.

The problem of false signaling is especially persistent with open-market share repurchases 

since a firm can mimic the signal without ever actually buying back shares. Stephens and 

Weisbach (1998) find that the actual acquisitions in open-market programs are negatively 

related to a firm's prior quarter stock return, which they interpret as evidence for 

asymmetric information arguments. They also find that firms actively adjust their buyback 

behavior to their cash position, which supports the free cash flow hypothesis introduced in 

the following section. Stephens and Weisbach also find that investors are actually able to 

see through the authorizations, and that market has some ability to forecast actual 

repurchases. Thus, firms that mimic the signal without a real intention to repurchase are not 

rewarded with a positive reaction.
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There is considerable amount of literature that is interested in the type of signal conveyed 

in the share repurchase announcements. Bartov (1991) studies this with a sample of open- 

market repurchase announcements. Consistent with the predictions of the signaling 

hypothesis, he finds that repurchasing firms come up with positive earnings surprises for 

the repurchase announcement year. Moreover, he finds that the analysts’ forecasts are also 

revised upwards following the share repurchase announcement. Hertzel and Jain (1991) 

find similar evidence for tender offer repurchases. They also find that the equity betas 

decline after the share repurchases suggesting that the underlying riskiness of firm’s assets 

decreased. Dann et al. (1991) study the earnings information for a tender-offer sample and 

find that the earnings are persistently positive in the post-repurchase period and, on 

average, larger than prior to the repurchase announcements. Finally, Lie and McConnell 

(1998) compare the earnings improvements of fixed price and dutch-auction tender offers. 

They find that the earnings improvements don’t differ for the two groups, which leaves the 

different market response to the two announcements unexplained.

Choi and Chen (1997) study the differential information conveyed by share repurchase 

tender offers and dividend increases. Their results suggest that the share repurchase 

announcements are associated with larger share price response than dividend increases. 

Furthermore, they find that upward revision of analysts’ earnings forecasts is greater in 

share repurchases and the systematic risk of repurchasing companies reduces permanently 

while this is not the case for dividend increases.

3.2.5 Free Cash Flow hypothesis

The second most popular theory of share repurchases after the signaling hypothesis is the 

free cash flow hypothesis. The theory predicts that the positive market reaction associated 

with share repurchases is due to reduced agency costs. Jensen (1986) suggests that 

repurchases are a particularly effective way to eliminate excess cash that would otherwise 

be wasted by management in negative net present value projects. According to the agency 

theory, a firm faces agency costs as the owners and the managers have different incentives. 

In other words, managers’ individual interests conflict with maximization of shareholders
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wealth. When the firm runs out of profitable investment opportunities the management may 

find it appealing to invest in negative net present value projects or to personal luxury such 

as larger office space or expensive lunches. Investors would prefer that the excess cash 

flows were returned back to the shareholders.

A traditional way of distributing cash back to the owners is to pay dividends. However, 

raising the amount of dividend paid is often seen as a commitment to pay the same 

dividends in the future. Reductions in the future dividends would most probably cause a 

negative market reaction. Therefore, share repurchases can be considered a more flexible 

way to distribute cash. Stephens and Weisbach (1998) also argue that repurchases are a 

particularly good means of distributing free cash flow, because funds are distributed 

immediately rather than quarterly or yearly as is the case with cash dividends.

Howe et al. (1992) study the differential market reaction to announcements of share 

repurchases in different sub-samples ranked by the Tobin’s Q-ratio. They find no difference 

in the magnitude of market reaction and conclude that the free cash flow theory does not 

explain share repurchases as well as it does dividends. Nohel and Tarhan (1998) propose 

that firms’ operating performance increases only in low growth companies following share 

repurchases. They interpret this as evidence for the free cash flow hypothesis. They also 

find that the performance increases are due to the ability of low growth firms to improve 

their asset utilization. This suggests that the repurchase programs were not pure financial 

transactions, but part of a restructuring meant to shrink the assets of the firm.

3.2.6 Bondholder expropriation hypothesis

Dann (1981) was concerned about the bondholder rights in share repurchases. He 

hypothesized that unanticipated repurchase of shares presents a wealth transfer from the 

firm’s senior claimants to the shareholders. The empirical implication of the hypothesis is, 

that the share prices increase and the market value of senior securities decrease as a result 

of the share repurchase announcement. Dann (1981) studied the abnormal earnings for 

different classes of securities and found that the market reaction was positive or
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insignificantly zero for all classes of securities. He concluded that, although there is some 

evidence of bondholder expropriation, the wealth losses for holders of senior securities are 

not economically significant.

To the extent that this expropriation has not been anticipated in pricing the bond issues, 

wealth will be transferred to stockholders from bondholders. The plausibility of this 

hypothesis in Finland is weakened by the existence of regulations in Chapter 7 in the 

Companies’ Act, because repurchases are restricted to those made out of distributable 

profits. Moreover, most bond covenants set limits on repurchases in the same way as they 

set restrictions on dividend payments.

3.2.7 Takeover defense

Among the reasons often cited for repurchases in theory, is the company’s ability to fend 

off hostile take-over offers or other unwanted shifts in ownership. The most clear-cut 

example of buybacks for defensive purposes are so called targeted repurchases, where a 

company acquires all the shares of one or more shareholders who have built up sizeable 

holdings with intentions to take control of the company. This protective action is often 

called greenmail.

More general buybacks, where all shareholders are offered the opportunity to sell to the 

company, can also serve as defense against takeovers. The take-over target may simply try 

to become less attractive by reducing its cash reserves and increasing borrowings. The 

target can also try pushing up the price of the company’s shares, thereby making the cost of 

a potential take-over that much higher.

Bagwell (1992) suggests that dutch-auction repurchases are particularly useful in takeover 

defense. Dutch-auction tender offers, by design, remove all shareholders who offer to sell at 

or below the repurchase price. In the presence of a positive supply curve for the shares, this 

means that the shareholders with the lowest reservation values will be the first to sell to the 

company, which removes the easiest group of shareholders from the acquirer’s list.
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However, we are yet to see repurchases used as takeover defense in Finland, which is also 

due to the lack of general takeover activity. Moreover, the taxation favors open market 

repurchases, which also limits the use of share repurchases as takeover-defense.

3.2.8 Share repurchases as an option

Ikenberry and Vermaelen (1996) formulate the reason for the value effect in open market 

share repurchases from a totally different angle. They are concerned about the fact that the 

costs of false signaling are nonexistent in open-market share repurchases, which limits the 

credibility of the traditional signaling hypothesis. Therefore, Ikenberry and Vermaelen 

(1996) model the managers’ authorization to repurchase shares at a point in the program 

when they feel that the share price has deviated from its’ true value. This discretion creates 

a valuable option, which could also explain the initial market reaction. To the extent that 

market prices are always fair, such option would be worthless. However, if market prices 

deviate from their true value, the authorization to repurchase shares has option-like value.

Ikenberry and Vermalen (1996) study U.S. open-market repurchase announcements 

between 1980 and 1990, and find that the market reaction is consistent with the predictions 

of the exchange option model. Announcement returns are directly related to the volatility of 

the stock and the fraction of the shares purchased. The market reaction is negatively related 

with the correlation coefficient between stock returns and market returns, which is used as 

a proxy for deviations from the true value.

3.2.9 Other explanations of share repurchases

There are number of practical reasons for why companies would buy back shares. 

However, these reasons don’t have anything to do with the observed positive market 

reaction to share repurchases. For example, share repurchases are also a way for large 

companies to reduce the number of shareholders they have, and thereby lessen the cost of 

communicating with them. This argument is based on the fact that servicing costs, for
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example, in connection with a general meeting are related to the number of shareholders 

rather than the number of shares of the company, and that these costs can be cut by buying 

back smaller shareholdings. This argument is becoming less and less important all the time, 

as some companies have already opted to pass up regular investor communication in favor 

of providing the information on the Internet. However, Finnish companies have to pay 

considerable fees to the national securities depositary, which could be reduced by cutting 

the number of shareholders. However, these reasons do not explain much of the wealth 

effect related to share repurchase announcements. Share repurchases can also be used to 

eliminate odd-lot shares in mergers or to eliminate certain classes of shares. Furthermore, 

company can buy its own shares in order to transfer them to the employees or executives.



29

4 Methods and data

This thesis includes a wide variety of statistical and financial methods that may need some 

clarifying. Many studies in the field of share repurchases employ abnormal returns to study 

whether the announcements were good or bad news and the event study method is also 

introduced in this section. Furthermore, I employ some rather exotic regression models in 

addition to the common ordinary least squares. This thesis studies many phenomenon with 

discrete of censored dependent variables. These variables require the use of probit and tobit 

models in estimating regression relationships. Furthermore, I introduce sample selection 

and hazard models in order to model choices and time to failure. The analysis draws 

heavily on Maddala (1983) and Greene (2000), which are excellent references for a more 

extensive explanations as well as proofs for the estimation methods. The estimation work is 

generally done by using a statistical software package Limdep 7.0. The principals of the 

employed statistical models are presented in the following.

4.1 Event study methods

Fama, Fisher, Jensen and Roll (1969) first introduced the event study method in their 

seminal paper. Consequently, firms’ announcements to undertake some financial action has 

received a lot of coverage in the finance literature. Initially these studies were done to 

examine whether markets were efficient, and, in particular how fast the information was 

incorporated in share price. Many authors accept that information is rapidly incorporated in 

share prices and use event studies to determine what information is reflected in share price. 

The following will present a brief outline on conducting an event study. For further 

reference, Elton and Gruber (1995) provide a very readable presentation of various aspects 

of the event study method. Brown and Warner (1980, 1985) provide a more rigorous 

examination of various statistical problems with respect to the event studies.

In order to study abnormal returns around repurchase announcements it is necessary to 

define normal returns. Normal return is security’s expected return under normal conditions.
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I follow literature on share repurchases and estimate the normal return using the standard 

(single index) market model.

However, there may be a problem with infrequent trading and the market model estimates, 

because the sample includes many infrequently traded Finnish stocks. The easiest way to 

avoid downward biased /^-estimates is to extend the period over which the market model 

parameters are estimated and I deviate from the share repurchase literature by estimating 

the parameters from weekly instead of daily data. The basic version of the market model is 

then estimated using the ordinary least squares (OLS) method as follows:

(1.1)

where R¡w is the expected return for security i on week w. I use a maximum of 40 weeks 

prior to the event window to estimate the returns. If return data is not available for all 40 

weeks, the estimation period is extended to include missing number of weeks after the 

event window. The next step is to estimate abnormal returns (AR) on day t for a given 

security6. The residual term from the market model is used to measure risk-adjusted 

abnormal return:

(1.2)Щ, =£» =R¡, -(a, + /?,A,)>

where R¡, is the observed continuously compounded return for security i on day t. The 

average abnormal daily return on a portfolio of repurchasing stocks at any time t relative to 

event date equals:

(1.3)

6 The estimated á¡ from weekly return intervals presents a return for one week. This is converted to a daily 

interval,abusing âjd = (l + â,w)' 5 -1
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where n is the number of securities in the portfolio and e¡t is the excess daily return on 

security i on day /. The cumulative average abnormal return (therefore CAR) at time / 

relative to time to is computed as:

CAR? =YTAR,
'o Z—1(0 '

(1.4)

The reason for averaging across the sample firms is that individual stock returns may be 

noisy but averaging across a large number of firms tends to cancel out the noise. Thus, the 

more firms in the sample, the better the ability to distinguish the event from the return data.

In order to assess the statistical significance of abnormal returns, a /-test is required. 

Assuming that security daily abnormal returns are independently and identically distributed 

in the event time, portfolio daily abnormal returns approach normal distribution for large 

samples under Central Limit Theorem. The /-statistic is then calculated as:

t= AR' ~ t(N -1), (1.5)

<r(AR,)

where cr(/f/?,)is the sample standard deviation of the portfolio returns during a control 

period outside the announcement period:

a(AR,)=ùÆ(AR,-AR,)2 , (1.6)
V 250

where AR, is the average portfolio abnormal returns during the control period. In order to 

test whether the cumulative abnormal return from day t until t+n is significantly different 

from 0, a /-statistic is computed:

CAR';n
t =-------^------

V« * cr(AR, )
(1.7)



32

where <r(AR,) is the sample standard deviation of the portfolio abnormal returns as before.

4.2 Probit model

Models for explaining a binary (0/1) dependent variable typically arise in two contexts. 

With data on the variable of interest and a set of covariates, the analyst is interested in 

specifying a relationship between the former and the latter, more or less along the lines of 

traditional regression analysis. The example of voting behavior is typical. In other cases, 

the binary choice model arises in the context of a formal regression model in which the 

nature of the data observed dictate the special treatment of a binary choice model. For 

example, in a model of demand for tickets for a sporting event, in which the variable of 

interest is the number of tickets, it could also happen that the observation consists only 

whether (Y=l) or not (Y=0) the sports facility was filled to capacity. The models in this 

thesis are generally of the latter form, although the techniques used in both cases are the 

same.

In the probit model we assume that there is an underlying response variable y¡ , defined by 

the regression relationship

(1.8)

In practice, y* is unobservable. What we observe is a dummy variable y defined by

y = 1 if y¡ >0 

y = 0 otherwise (1.9)

From the relations (1.8) and (1.9) we get

Prob(y, = 1) = Prob (и, > - ß'xi )

= \-F(-ßbci) (1.10)
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where F is the cumulative distribution function for u. In this case the values for y are just 

realizations of a binomial process with probabilities given by (1.10) and varying from trial 

to trial depending on x¡. Hence, the likelihood function is

(1.11)

The parameters of (1.11) are usually solved by taking the logarithms of both sides of the 

equation and maximizing the function. The functional form of F in (1.11) will depend on 

the assumption made about и, in (1.8). If the cumulative distribution of w, is the logistic, we 

would have a logit model, which has a closed-end solution. However, in the probit model 

we assume that щ follow normal distribution. In this case

(1.12)

The cumulative normal distribution and the logistic distribution are very close to each 

other, except at the tails, which means that they are going to produce similar results. 

However, the estimates are not directly comparable. Whatever distribution is used, it is 

important to note that the parameters of the model are not necessarily the marginal effects 

we are accustomed to analyzing. The marginal effect for normal distribution is given by the 

partial derivative

¿-ф (*;/?)=í¿(*;m (1.13)

The derivative is needed for predicting the effects of changes in one of the independent 

variables on the probability of belonging to a group. The marginal effect is usually 

estimated at the means of other independent variables.
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4.3 Tobit and sample selection models

In the previous section the dependent variable assumed discrete values. However, some 

models in this thesis also include dependent variable, which is observed only for some of 

the ranges. Here the relevant distribution theory is that of a censored variable. The 

censoring point in this thesis is zero, although it could be some other as well.

In orders to analyze this distribution, a new random variable y, transformed from the 

original y * is defined by

y = 0 ify*< 0,

y = y* ify*>0 (1.14)

The distribution can also be truncated above as in some of the analysis in this thesis. The 

above cencored sample of y leads to a tobit1 model defined as follows

yt = P'x¡ +M, ifRHS>0

y¡ = 0 otherwise (1.15)

In the above situation one might be tempted to use ordinary least squares to estimate the 

relation only for values of y above zero. However, this can be shown to produce biased 

estimates. The likelihood function to be maximized in the tobit model is given as

(2
-(1/2,7 2)(>,-A)2

(1.16)

See Maddala (1983) for more detailed presentation of the estimation procedures also for the 

two-limit tobit model. The estimation of the tobit models used to be cumbersome, but can 

nowadays be run on most canned statistical software packages on the level of ordinary 

linear regression.
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Alternatively to the tobit model, the observed zero values could be due to decisions of 

individuals rather than censoring. We can then formulate the model from two separate 

processes as

/,* = ß'x, + M,

y,=rbt\
(1.17)

Here the first process, which serves as the indicator process, determines whether the 

observation belongs to the group receiving positive values for y¡. The second process 

determines the level of the dependent variable provided that the indicator gives a positive 

result. In the context of this thesis, the first process determines whether repurchases occur 

on day /, and the second process the size of the repurchases. There are several methods to 

estimate (1.17). However, Greene (1991, p. 645) provides a likelihood function, which 

allows the simultaneous estimation of the parameters of the two equations.

4.4 Survival analysis using Cox’s partial likelihood method

This thesis also employs data to analyze the duration between the share repurchase 

announcement and subsequent initiation of the actual repurchase program. The analysis of 

duration data in econometrics is a fairly recent phenomenon, but is growing rapidly. 

However, engineers have long been interested in the length of time until failure for various 

electronic components. This section gives a brief introduction to the econometric analysis 

of duration data. For further reference, the reader should look at Greene (2000) or Kiefer 

(1988).

The variable of interest in the analysis of duration is the length of time that elapses from the 

beginning of some event, either until its end or until the measurement is taken, which may 

precede termination. I will use the term spell as the time for the different duration variables

7 This type model was first studied by James Tobin and the model was nicknamed tobit, because of its close 
connection to the probit analysis.
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that could be measured. Spell length is represented by the random variable T. Generally, 

we are interested in knowing whether likelihood of failure at t is more or less likely to end 

at t, conditional upon the fact that already t has passed. Suppose that the random variable T 

has a continuous probability distribution f(t), where tis a realization for T. The cumulative 

probability is

F{f) = jo'/(s)ifc = Prob(7 <t) (1.18)

This is usually more interesting to express as a probability that the spell is of length at least 

t, which is given by the survival function,

S(t) = 1 - F(t) = РгоЬ(Г > i) (1.19)

Given that the spell has lasted until time t, it is useful to consider the probability that it will 

end in the next short interval of time At

l(t, A) = Prob(i <T <t + А Г > t) (1.20)

Another useful function for characterizing this aspect of the distribution is the hazard rate

Å(t) = lim

= lim
Д->0

Prob(i <T<t + A\T>t) 
А

Fjt + А) - Fjt)
AS{t)

m
Sit)

(1.21)

The hazard rate is roughly the rate at which the spells are completed after duration t, given 

that they last at least until t. As such, the hazard function gives an answer to the original 

question of the spell length. The hazard function and the according survival function may 

take many forms based on the assumptions about the distribution and the models may be
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estimated without independent covariates. However, for the purpose of this thesis, 

including covariates is a more useful approach.

One of the most popular methods in analyzing the effect of covariates on the hazard rate is 

the proportional hazard model introduced by Cox (1972). The model specifies that

жо=^Ч«/) (1.22)

The function A0 is the “baseline” hazard. Cox’s partial likelihood estimator provides a 

method of estimating ß without requiring estimation of Aø. Suppose that the sample 

contains К distinct exit times, 7/....,7*. For any time T¡, the risk set denoted R¡, is all 

individuals whose exit time is at lest T¡. The risk set is defined with respect to any moment 

in time T, as the set of individuals who have not yet exited just prior to that time. For every 

individual j in risk set Ri,tj>T¡, the probability that an individual exits at time 7} given that 

exactly one individual exits at this time is

(1.23)Prob[(/= T, I risk setj] = —

jeR,

Thus, the conditioning sweeps out the baseline hazard functions. For the simplest case in 

which exactly one individual exits at each distinct exit time and there are no cencored 

observations, the partial log-likelihood is

к
(1.24)

If iw, individuals exit at time t¡, then the contribution to the log-likelihood is the sum of the 

term for each of these individuals. Once again, the actual estimation work is easily done on 

any modem statistical package. As the final point, it is worth mentioning that a positive
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estimate on a covariate implies a shorter duration between the starting time and the failure 

time.

4.5 Data

The study is based on all available listed Finnish firms that announced open-market share 

repurchase programs during the period from November 1997 through October 1999. I 

examine all authorized open-market share repurchase programs without regard to whether 

any shares were actually purchased. However, repurchase programs that were announced, 

but not approved by the shareholders meeting by October 1999, are not included in the 

sample.

The announcements were primarily identified using Kauppalehti on-line5 database of 

corporate press releases. Alternatively, the press releases were confirmed using the 

database of Helsinki Exchanges (HEX)9. I was able to find a total of 50 announcements of 

repurchase programs. However, three authorizations were excluded from the final sample. 

One (Ingman) was excluded because its repurchase program was part of a company’s going 

private plan. One (Sampo) was excluded following common practice to exclude firms, 

which operate in the financial sector. Finally, one (Tampereen Puhelin) was excluded 

because lack of return data within the event window. Thus, the final sample consists of 47 

authorizations. The results are also confirmed against the list from Kivelä (1998) for the 

part that covers year 1998 and the lists are consistent. Complete list of the sample firms is 

presented in Appendix 1.

The announcements of a repurchase program come usually in the form of board’s proposal 

to the shareholders’ meeting as described in chapter 2. In many cases, there is also other 

news in these announcements, such as announcements of proxy statements and dividends. 

However, I choose not to exclude announcements with coincident confounding news, 

because this would result in a considerable loss of data. This is also consistent with 

Comment and Jarrell (1991) whose results are similar for the total sample and for the 8

8 See www.kauppalehti.fi
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"cleaned" sub sample. Moreover, I use control dummies for the confounding news releases 

in the regression analysis.

The identified companies are listed in the main list or the investors’ list (I-list) at the 

Helsinki Stock Exchange (HEX). The daily returns were obtained from the Datastream 

database for all the sample firms and for the HEX-portfolio index. The portfolio index was 

chosen, because it limits the weight of one security to 10%. This seems reasonable 

considering that Nokia presents roughly 60% of the total value in the HEX. The returns are 

based on closing prices with the usual adjustments for splits, stock dividends and cash 

dividends. The Talouselämä 500‘° database is used to access relevant accounting 

information. Missing information is gathered from the financial statements.

Information on foreign ownership was obtained from Finnish Central Securities Depository 

(APK), which carries monthly statistics on foreign ownership of Finnish listed firms. The 

information is available on monthly basis. The data on insider trading was also obtained 

from APK. The database has information dating back only one calendar year from the 

current month. Thus, I was only able to retrieve information on announcements occurring 

in 1999, totaling 27 companies. Insiders are defined as the managing director, his deputy 

and all board members and the sample is based on the titles available on the APK insider 

files. The search resulted in 252 insiders in the 27 companies.

Finding related data on actual share repurchase transactions is rather easy in Finland due to 

the comprehensive disclosure requirements. Finnish firms are required to publish almost all 

information related to their share repurchases and this information is available on-line. The 

announcements usually specify the quantity of shares purchased during the day, the average 

price of acquired shares and the amount of shares held by the company. There were 

repurchases on 710 days for the 47 companies in the sample. Including the trading days 

with no repurchases for these companies resulted in 8942 observations for the study of 

daily repurchase behavior.

9 See www.hex.fi
10 The database used to be called the ”ETLA" database. It consists of the financial statement information for 
the 500 largest Finnish companies.
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6 Empirical results on the information content of share repurchase

ANNOUNCEMENTS

This chapter first introduces the hypotheses and their empirical proxies. I then present 

results on the market reaction to share repurchase announcements and the motives related 

to it. Finally, I also present evidence on the foreign ownership and insider-trading 

developments around the announcements of repurchase programs.

6.1 Hypotheses development

Previous evidence on open-market share repurchases suggests that there is a positive 

market reaction to announcements of open-market share repurchases. However, the typical 

abnormal returns are about 3%, which is quite modest compared to the permanent price 

increases of over 10% in fixed price tender offers. However, managers seem to have some 

market timing ability when they announce their share repurchase programs. Repurchase 

announcements are usually preceded by bad share price performance (Comment and Jarrell 

(1991)), treated by the market positively (Vermalen (1981), Comment and Jarrell (1991) 

and Stephens and Weisbach (1998)) and followed by good share price performance 

(Ikenberry et al. (1995)).

Following the previous evidence from the literature, I study the abnormal returns around 

the share repurchase announcements. Finnish share repurchase announcements have 

mostly been included in the invitations to annual shareholder’s meetings, which occur 

regularly in the springtime. Therefore, the timing of Finnish repurchase announcements 

may not be as an important factor as in the previous studies. Nevertheless, it is interesting 

to study whether Finnish repurchase announcements show any similar patterns of 

cumulative abnormal returns as in the literature. Moreover, the market reaction may have 

changed over time. Share repurchases received a lot of negative press when they were first 

initiated in 1998, but the criticism has come down considerably as repurchases have 

become more common.
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The core body of research in share repurchases has concentrated on explaining the capital 

markets reaction to share repurchase announcements. Various hypotheses have been 

proposed to explain the reaction, but only few of them have had support in empirical 

studies. Unlike in the U.S., Finnish firms are required to disclose a reason for their 

repurchase programs. However, the announcements usually seem like a list of all possible 

reasons applicable under any circumstances. For example, the announcement of Martela 

declares several reasons:

“The shares may be acquired as required: to be part of the Company’s pay or 
incentive system, to be used in connection with corporate acquisitions or 
restructuring if in the light of the Company ’s share specific indexes, it is in the 
interest of share-holders or, if the Board of Directors finds it a feasible way of 
using liquid funds, or for some other similar purpose.”

Since many of the announcements are similar, it may not be very useful to draw 

conclusions about the announcement period returns relative to the announced reasons. The 

list of hypotheses in the literature includes signaling undervaluation, distributing excess 

cash, improving capital structure and tax considerations. I present all of these hypothesis as 

well as their empirical proxies in the following.

The signaling hypothesis predicts that the positive market reaction is negatively related to 

the performance that precedes the announcement. Comment and Jarrell (1991) show a 

strong negative correlation between the two variables. The reasoning behind the relation 

assumes that the positive returns are likely to bring an undervalued security closer to its 

fundamental value, while negative returns are likely to increase any undervaluation. Firm 

size may also be related to the signaling hypothesis. Vermaelen (1981) finds a strong 

negative relation between the announcement period return and firm size and suggests that 

this is strong evidence for the signaling hypothesis. In short, the coefficient is expected to 

be negative because small firms are typically associated with greater information 

asymmetries than large firms. The announcement of a repurchase program reveals valuable 

information to the market and the share price increases. Finally, Ikenberry et al. (1995) use 

market-to-book ratio (MTB) to distinguish between “value” and “glamour” stocks. They
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argue that undervaluation is more likely to drive repurchases by low MTB companies, 

while other reasons may motivate repurchases announced by companies with high MTBs.

The free cash flow hypothesis implies that firms with financial slack suffer from agency 

costs. Bagwell and Shoven (1989) propose that firms with low MTB-ratios have poor 

investment opportunities, and consequently should have more financial slack. When this 

financial slack is removed the market reacts positively. The MTB ratio, thus, is a proxy for 

both undervaluation and investment opportunities. There is not necessarily a contradiction, 

because the two hypotheses are not mutually exclusive. Firms that want to disgorge free 

cash flow will make a decision to use repurchases instead of dividends if they feel that their 

shares are undervalued. The purpose of this study is not to distinguish between the two 

hypotheses. In addition, I use the most obvious choice, free cash flow scaled by total assets, 

to assess the degree of financial slack in a firm. There are also other frequently used proxies 

for agency problems. For example, Nohel and Tarhan (1998) use the Tobin’s Q ratio. 

However, the ratio is omitted in this study, because it is very difficult to calculate in 

practice.

Tax savings were originally an important reason contributing to the success of share 

repurchases, because dividends have often been more heavily taxed than capital gains in the 

United States. Although Finnish investors do not receive any tax benefits from capital gains 

relative to dividends, the increased foreign ownership in the Finnish publicly listed firms 

may in fact make the hypothesis valid also in Finland". Assuming that the foreign investors 

are from countries, such as the United States, where repurchases have a tax-advantage, the 

tax hypothesis predicts that there is a positive relation between foreign ownership and 

abnormal returns. In addition to employing foreign ownership in the regression analysis, I 

take an event study approach to measuring average foreign ownership in repurchasing 

companies in months relative to the announcement month.

Finally, the leverage hypothesis is studied, because many of the announced reasons for 

share repurchases name “improving capital structure” as their objective in the repurchase

11 An U.S. investment fund, Tiger, may have contributed to the extensive use of share repurchases in UPM- 
Kymmene. See Talouselämä 19/99.
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program. Masulis (1980) and Vermaelen (1981) suggest that firms can use repurchases to 

move towards an optimal capital structure, and consequently, increase firm value. The ratio 

of debt to total assets is expected to have a negative relation with the announcement effect, 

because the potential benefits are derived from increasing leverage of the firm.

Table 3 summarizes the developed hypothesis. It is also worth noticing, that the different 

hypothesis are generally not mutually exclusive. Thus, evidence supporting one hypothesis 

does not exclude the other hypotheses.

Table 3 Hypothesized relations between the market reaction and selected variables

Hypothesis Variable Proxy for Predicted Sign
The Signaling Hypothesis Prior Abnormal Return Misvaluation -

Size Information Asymmetry -
Market-to-Book Undervaluation -

The Free Cash Flow Hypothesis Free Cash Flow Free Cash Flow +

Market-to-Book Investment Opportunities -
The Tax Hypothesis Foreign ownership Tax Reasons +
The Leverage Hypothesis Debt / Total Assets Suboptimal Capital Structure -

In addition, I include three dummy variables in the regressions to control for confounding 

news. Dummy variable Equity Offer receives the value one if the company seeks an 

authorization for equity offer simultaneously with the repurchase announcement, and zero 

otherwise. Dummy variable Option Program receives the value one if the company 

proposes a stock option program for its managers, and zero otherwise. Finally, dummy 

variable Dividend receives the value one if the company announces an increase in 

dividends, and zero otherwise. Significantly positive coefficients would indicate that the 

source of positive news was due to other information than the share repurchase 

announcement.

I also study insider-trading activities around the share repurchase announcements. Insiders, 

executives and directors are believed to have superior information concerning their 

companies’ prospects. Therefore, they can obtain information and forecast company's share 

price more accurately than outsiders can. Insiders who possess information about potential
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corporate announcement may have incentive to trade shares on this information. Raad and 

Wu (1995) find that insiders increase their buying prior to the announcement of share 

repurchases. Furthermore, they find that firms with insider net buying earn more positive 

returns than firms with net insider selling. The law does not restrict insider trading around 

the announcements of Finnish share repurchases, and insiders in repurchasing companies 

have not adopted the practice to refrain from selling their shares in the repurchase 

programs. Consequently, it is interesting to study if repurchases have an effect on Finnish 

insider trading.

6.2 Abnormal returns around the announcements of share repurchase programs

Using the event study approach described in the previous chapter, the abnormal returns 

around repurchase announcements are calculated for the period of 50 days before and 50 

days after the announcement date (day 0). Table 4 describes the abnormal (AR) and 

cumulative abnormal returns for this sample (CAR). The Cumulative abnormal return from 

day -2 to day +2 is +2.70%, which is statistically significant (/=3.61) at the 1% level. The 

magnitude of the reaction is similar to the previous evidence in literature (e.g. Comment 

and Jarrell (1991)). Interestingly, there is also a significantly positive return on day -2, 

which seems to indicate that some information might have been available prior to the 

announcement day.
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Table 4 Abnormal returns around repurchase announcement
Average (AR) and cumulative average (CAR) abnormal return 50 days before the announcement for 47 
Finnish open-market repurchase authorizations. Daily abnormal returns are calculated as standard market 
model residuals. Daily average abnormal returns are cumulated over a period from 50 days before 
announcement to 50 days after. Both, abnormal returns and cumulative abnormal returns, are calculated for 
each day in the event window. The parameters of the market model are estimated from 40 weeks of weekly 
data outside the event window. Returns on the HEX-portfolio index are used as a proxy for the market 
returns.

Day AR (-statistic CAR Day AR (-statistic CAR

-50 -0.0007 -0.22 -0.0007
-40 -0.0009 -0.27 -0.0134 1 0.0021 0.64 -0.0024
-30 0.0002 0.05 -0.0223 2 0.0080 2.40 0.0057
-20 -0.0091 -2.71 -0.0214 3 -0.0038 -1.13 0.0019
-10 -0.0060 -1.79 -0.0171 4 0.0046 1.37 0.0065
-9 0.0004 0.11 -0.0167 5 0.0013 0.39 0.0078
-8 0.0010 0.29 -0.0158 6 0.0062 1.84 0.0139
-7 -0.0015 -0.45 -0.0173 7 0.0053 1.59 0.0192
-6 0.0018 0.55 -0.0154 8 -0.0049 -1.46 0.0144
-5 -0.0025 -0.73 -0.0179 9 0.0001 0.03 0.0144
-4 -0.0009 -0.26 -0.0187 10 0.0066 1.97 0.0211
-3 -0.0022 -0.67 -0.0210 20 0.0078 2.33 0.0192
-2 0.0071 2.14 -0.0138 30 0.0036 1.09 -0.0030
-1 0.0045 1.35 -0.0093 40 0.0066 1.96 0.0105
0 0.0048 1.43 -0.0045 50 0.0079 2.37 0.0121

Figure 4 simply plots CAR for the whole sample and for year 1998 and 1999 sub-samples. 

The traditional signaling explanation of repurchases predicts that announcements of share 

repurchase programs are preceded by poor performance, greeted by the market positively 

and followed by good share price performance. For the whole sample, the pre

announcement share price performance is indeed slightly negative, although the decline is 

statistically insignificant. The positive reaction starts already on day -2 and the share prices 

adjust relatively slowly to the new information as the positive upswing lasts until day +11. 

The CAR for this period is 4.35% (/=3.47), which is statistically significant at 1% level. 

The CAR then declines but remains above the pre-announcement levels at all times.
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Figure 4 Abnormal returns around the announcement
Daily abnormal returns are calculated as standard market model residuals. Daily average abnormal returns are 
cumulated over a period from 50 days before announcement to 50 days after. Both, abnormal returns and 
cumulative abnormal returns, are calculated for each day in the event window. The parameters of the market 
model are estimated from 40 weeks of weekly data before the event window. Returns on the HEX-portfolio 
index are used as a proxy for the market returns.

Announcements
1999 Л. •6% -

У
4% -

2%

Total
Sample-2 % -

-4 % -
Announcements
1998-6 %

Days relative to the announcement

The abnormal return patterns are different for the 1998 and 1999 announcements. The pre

announcements returns are slightly worse for announcements in 1998 than in 1999. The 

initial reaction is fairly similar, but the positive reaction is more permanent in 1999. The 

cumulative abnormal returns for 1998 show a declining drift towards the end of the event 

window, while the opposite is true for 1999 announcements. The difference in the reactions 

may be due to the fact that the popular press and investors were rather skeptical of share 

repurchases when they first started out in 1998. Capital market’s interpretation of share 

repurchases may have changed as they have become more common since then.
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6.3 Results on the common hypotheses

Finnish companies must provide a reason to their repurchase programs and this reason must 

be made public when the company proposes a repurchase program. Figure 5 presents the 

disclosed reasons for all of the sample firms. Firms may actually state several reasons and 

they are all accounted for in the below figure.

Figure 5 Announced reasons for repurchase programs
The figure presents a breakdown of announced reasons in Finnish share repurchase programs. In case a 
company discloses several reasons, they are all accounted for.

Acquisitions or other Improve capital Incentive programs Excess cash Undervaluation Other
investments structure

The most common reason that Finnish companies provide is “acquisitions and other capital 

investments". This reason can be found in over 35% of all stated reasons. Companies 

generally consider using repurchased shares as collateral a convenient way of payment, 
because they don’t require an additional approval from the shareholders’ meeting1". 

However, this is not always a very good reason, because if the repurchased shares are later 

resold or used in an acquisition, these transactions are taxed according to the standard 

capital gains rules. In other words, capital gain is the difference between the repurchase 

price and the price obtained when shares are resold on the open market. Moreover, the 

reason doesn’t have any value-increasing implications.

12 Finnish companies frequently obtain an authorization to sell shares back to the market at the same time they 
obtain the authorization to repurchase shares. The authorization is granted by the shareholders’ meeting.
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The second most common reason in Figure 5 is “improving capital structure”, which is a 

relatively valid reason to repurchase shares. However, the first two reasons are often stated 

together, which does not make a lot of sense. When companies sell the once reacquired 

shares back to the market, or alternatively to some other company in an acquisition, this has 

an opposite effect on the capital structure compared to the original repurchase. The 

undervaluation and free cash flow motives are less frequently mentioned in the proposals, 

although managers of repurchasing companies often mention these motives informally in 
the financial press, when asked about the motives for their repurchase programs13 14.

Research on share repurchases has concentrated on understanding the capital market's 

reaction. I take a similar approach in Table 5 and study the relationship between 

announcement period returns and different firm characteristics. The table presents three 

different OLS regressions with different sets of explanatory variables. The first regression, 

labeled Regression (i) in table 5, includes all variables. Surprisingly, the prior return 

variable has a positive sign, although the coefficient is statistically insignificant. The result 

indicates that while the repurchase announcements, on average, are preceded by slightly 

negative share price performance and greeted by the market positively, the relation between 

the two is not negative. As described earlier, the signaling hypothesis predicts a negative 

relation between returns preceding the announcements and the announcement period 

returns.

The second variable in regression (i), size, has the expected sign on the coefficient, but the 

variable is again statistically insignificant. Previous evidence (e.g. Vermaelen (1981)) finds 

a negative relationship between firm size and the announcement period returns. The weak 

relationship in Finland may be due to the fact that firms that use repurchases are generally 

rather large in size. Furthermore, the announcements of small firms may lack the credibility 

with respect to whether they will actually repurchase or obtain the authorization “just in

13 For example, CEO of Jaakko Pöyry, Mr. Niilo Pellonmaa in Helsingin Sanomat July 18th, 1988: “We are 
buying back shares, because the share price is too low in our view. This is the motive for most.”
14 Halme et al. (1999) suggest that credibility of the repurchase announcement is the most important factor to 
the magnitude of the market reaction.
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Market-to-book (MTB) ratio seems to have a negative relation with the abnormal returns. 

The sign is in accordance with the prior hypotheses, stating that low MTB may be proxy for 

undervaluation or for lack of investment opportunities and the resulting financial slack. 

However, the relation is again statistically weak with the ¿»-value of 0.17. I also use free 

cash flow scaled by total assets to study the free cash flow hypothesis. The relationship 

between the variable and the announcement period returns is positive, as expected, and the 

coefficient is even statistically significant at the 10% level. It seems to indicate that the 

initial reaction is sensitive to the levels of free cash flow, which is consistent with previous 

evidence supporting the free cash flow hypothesis (e.g. Li and McNally (1998)). The 

degree of financial slack may also be interpreted as a factor contributing to the credibility 

of the signal conveyed in the repurchase announcement, as the high degree of disposable 

cash flow increases the likelihood of actual reacquisitions in open-market repurchase 

programs14.

I use debt-to-equity ratio to study the leverage hypothesis, which expects a negative 

relation between the announcement period returns and the variable. The coefficient has the 

expected sign, but is once again statistically insignificant. Finally, foreign ownership is 

used to assess the effect of tax reasons in Finnish share repurchases. Presumably, foreign 

investors may benefit if a company uses repurchases instead of dividends. The regression 

does not find any significant relationship between foreign ownership and announcement 

period returns, however, which suggests that the tax reasons are not driving the market’s 

response to the share repurchase announcements The question of foreign ownership is 

studied more closely in following subsection. Finally, the confounding news dummies in 

regression (i) are insignificant, which indicates that the announcement period returns are 

not related to the other news in the announcements.
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Table 5 Results on regressions explaining the market reaction
This table presents the results on three separate OLS regressions. The dependent variable is the cumulative 
abnormal return from day -2 to day +2, which was found to be significant in previous analysis. Prior return is 
the CAR from day -50 through -3. Size is the market capitalization of the firms prior to the event window. 
Market-to-book ratio is the ratio between market and book value of equity from the most recent fiscal year- 
end. Free cash flow is the cash flow from operations less cash investments scaled by total assets from the 
most recent fiscal year-end. Debt to equity is short- and long-term debt over equity in the balance sheet 
preceding the announcement. Foreign ownership is the proportion of shares owned by foreigners at the end of 
the month when firm announces repurchases. Dummy variables Equity Offer, Option Program and Dividends 
receive value one if the company announces simultaneously news about equity offer, an option program or 
increased dividends respectively, or zero otherwise.

Regression (i) Regression (ii) Regression (iii)
Expected sign_________________ Coefficient p-value Coefficient p-value Coefficient p-value

Intercept ? 0.049 0.27 0.178 0.25 0.042 0.04

Prior return - 0.017 0.88 0.007 0.95 - -

Size - -0.020 0.39 -0.028 0.72 - -

Market-to-book - -0.016 0.17 -0.012 0.08 -0.014 0.07

Free Cash Flow / Assets + 0.368 0.07 0.379 0.04 0.386 0.04

Debt / Equity - -0.007 0.89 - - - -

Foreign ownership + 0.000 0.57 - - - -

Confounding News Dummies

Equity Offer 0.003 0.92 - - - -

Option Program 0.013 0.70 - - - -

Dividends 0.001 0.98 - - - -

N 47 47 47

Adjusted R2 -0.05 0.06 0.08

F 0.74 0.65 1.79 0.15 3.09 0.05

Regressions (ii) and (iii) move on to test the relationships for the two most likely 

explanations of share repurchases, the signaling and the free cash flow hypothesis. 

Regression (ii) reports the relationships only for the first four variables and the results are 

qualitatively the same as with regression (i). Only the MTB ratio and the free cash flow 

coefficients have any statistical significance. Finally, regression (iii) reports the coefficients 

using only the previous two variables with same results as in the previous regressions.
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In conclusion, the regressions do not explain the cross-sectional variation in announcement 

period returns very well. This can also be seen from the adjusted R-squares, which are less 

than 0.1 in all regressions. The announcement period returns show only weak statistical 

relation to most firm characteristics, although the MTB-ratio and free cash flow may have 

some power in explaining the returns. The poor explanatory power may partly be due to the 

fact the share repurchases are new in Finland and the capital market has not yet formed a 

consistent interpretation for repurchases. In addition, the poor reasoning from repurchasing 

companies may have added to the confusion.

In order to assess the possibility that the market behaves differently in different times, I 

once again divide the sample in to two sub-samples for years 1998 and 1999 in Table 6. 

Three interesting observations emerge. First, the free cash flow variable and the market-to- 

book variable remain significant and have the same signs in both sub-samples. Second, 

prior return and size variables are significant in the 1998 sub-sample and foreign ownership 

is significant in the 1999 sub-sample. Third, prior return, size and foreign ownership 

variables have changed their signs from 1998 to 1999.

The small sample size in both of Table 6 models leaves a lot to be desired when it comes to 

statistical significance. However, the changing sign in the regressions is still an interesting 

phenomenon. Although the sign changes may be a result of the small sample sizes, I think 

that this can be partly due to the fact that the capital market interprets share repurchases 

differently at different times. For example, foreign ownership seems to have a positive 

relation with abnormal returns in the 1999 sub-sample. Thus, there is at least some, albeit 

weak, evidence supporting the view that foreign investors perceive share repurchases 

favorably. The following sub-section addresses the issue of foreign ownership in more 

detail.
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Table 6 Regressions on the market reaction for year-by-year sub-samples
The table presents the results of OLS regressions on two yearly sub-samples. Year 1998 sub-sample includes 
20 announcements and year 1999 sub-sample 27 announcements. Prior return is the CAR from day -50 
through -3. Size is the market capitalization of the firms prior to the event window. Market-to-book ratio is 
the ratio between market and book value of equity from the most recent fiscal year-end. Free cash flow is the 
cash flow from operations less cash investments scaled by total assets from the most recent fiscal year-end. 
Foreign ownership is the proportion of shares owned by foreigners at the end of the month when firm 
announces repurchases.

Year 1998 Year 1999
Expected sign Coefficient p-value Coefficient p-value

Intercept ? -0.325 0.27 0.327 0.25

Prior return - 0.565 0.03 -0.117 0.95

Size - 0.054 0.13 -0.037 0.72

Market-to-book - -0.038 0.13 -0.011 0.08

Free Cash Flow + 0.522 0.03 0.075 0.04

Foreign ownership + -0.001 0.44 0.002 0.07

N 20 27

Adjusted R2 0.32 0.10

F 2.94 0.05 1.49 0.24

6.4 Foreign ownership and share repurchases

Foreign ownership is an interesting question with respect to share repurchases. As 

mentioned above, Finnish investors don't gain any tax-advantage from share repurchases 

relative to dividends. However, some articles in the popular press1"' have argued that 

foreign investors, mainly U.S. investment funds, have pressured Finnish firms to distribute 

cash using share repurchases rather than dividends.

Figure 6 presents the development of foreign ownership relative to the announcement of an 

repurchase program. The bars in Figure 6 present the average foreign ownership in 

repurchasing firms labeled as "un-adjusted" in the figure. To control for an increasing

15 For example, Talouselämä 19/1999 claims that UPM-Kymmene bought back five percent of its shares and 
redeemed them after Tiger Fund had expressed a wish that this should be done.
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foreign ownership trend in the stock market, I also study the "adjusted" foreign ownership. 

Adjusted foreign ownership is derived by deducting the average foreign ownership in all 

listed firms in a given month from the foreign ownership for a repurchasing company 

during the same month. The adjusted foreign ownership is then averaged across all sample 

firms, which is presented by the solid line through the bars in Figure 6.

Figure 6 Foreign ownership around the announcement
The bars present the average foreign ownership in firms that are authorized for repurchases. Foreign 
ownership is measured at the end of each month. Month 0 is the month when the repurchase announcement 
occurs. The solid line through the bars presents the average foreign ownership after adjusting for the average 
foreign ownership in all listed firms in Helsinki Stock Exchange. Adjusted foreign ownership = Foreign 
ownership in company i - the average foreign ownership in all listed firms.
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The average foreign ownership in repurchasing firms, as presented by the bars, shows a 

declining trend before the announcement month, although the decreases are quite small in 

absolute terms. The average foreign ownership at the end of the announcement month 

(month 0) is 25.8%. After the announcement, foreign ownership then increases again 

reaching the peak of 26.7% at end of month 2. Thus, foreign investors seem to have 

responded favorably to share repurchase announcements by increasing their ownership.
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This may indicate that tax-reasons are indeed valid also in Finland. However, f-tests for 

differences in monthly mean yield statistically insignificant results.

The solid line in figure 6 presents the "adjusted" foreign ownership. The solid line declines 

steadily suggesting that the average foreign ownership in all listed firms has increased more 

in the months following the announcement than in the repurchasing firms. This may be due 

to the fact that foreign ownership in the repurchasing sample is generally not very high, 

which is evident in the negative “adjusted” foreign ownership. Moreover, the sample does 

not have any “growth” companies from the technology sector, where foreign ownership has 

increased the most.

6.5 Insider activity around the share repurchase announcements

Insider holdings are another interesting issue with respect to share repurchases. Vermalen 

(1981) is the first to consider the importance of insider holdings to market’s response of 

share repurchases. He proposed that, if companies’ insiders risk their holding by refraining 

from tendering in the repurchases, the credibility of the signal is enhanced. He finds that 

there is a positive relation between insider ownership and the initial reaction to the share 

repurchase announcement. More recently, Raad and Wu (1995) explore the issue further 

and find evidence of increased insider buying before the announcements of open-market 

repurchase offers.

I study insider-trading activity relative to Finnish repurchase announcements. Finnish law 

does not impose any restrictions on insider trading relative to repurchase announcements 

and the managers seldom pre-commit not to sell their holdings during the life of the 

program. Table 7 presents some descriptive statistics on managerial trading in Finland. 

Panel A in Table 7 presents the minimum, maximum and average insider holding on 

monthly basis relative to the announcements (month 0). The average percentage of shares 

held by insiders increases only marginally prior to the announcement month with most of 

the increase coming on month (-2). There is only a very small increase during the months 

following the announcement.
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Table 7 Descriptive statistics on insider activity
The table reports descriptive statistics on insider trading activity around repurchase announcements. Insiders 
are defined as the managing director, his deputy, and all members of the board. Insider holdings in each 
company are netted before the calculations. The data is available only for 252 insiders in 27 companies, which 
announced their repurchase programs in 1999. Month (0) is the month when a company announces its' 
repurchase program.

Panel A: Insider holdings as percentage of outstanding shares

Month(-3) Month(-2) Month(-l) Month(O) Month(l) Month(2) Month(3)
Minimum 0.00 % 0.00 % 0.00 % 0.00 % 0.00 % 0.00 % 0.00 %
Maximum 22.75 % 23.94 % 24.28 % 24.28 % 24.28 % 24.28 % 24.45 %
Average 2.75 % 2.81 % 2.83 % 2.83 % 2.84 % 2.84 % 2.85 %

Panel B: Number of net transactions
Number of netbuyers 12 3 9 2 2 6
Number of netsellers 6 0 0 0 0 2
Unchanged 234 249 243 250 250 244

Panel В demonstrates that there are very few transactions with most of the holdings 

remaining the same for the total of 252 insiders in the repurchasing companies. The trading 

activity is very low suggesting that the managerial trading does not reflect any views about 

the undervaluation of the company's shares. Alternatively, insiders may be reluctant to 

trade during the time of the year when companies make a lot of announcements, including 

the announcement to repurchase shares. Some companies also impose internal restriction 

on the trades of insiders before earnings information is released.

The evidence is different from Raad and Wu (1995), who show that insiders increase their 

buying considerably one month prior to the announcements. Furthermore, they find that 

companies with increased net buying have bigger announcement period returns than 

companies with no buying. Finally, they find that the degree of insider ownership explains 

some of the cross-sectional variation in the announcement period returns. The analysis 

along the lines of Raad and Wu (1995) is not yet feasible in Finland, because lack of insider 

transactions prevents any meaningful study on the effect of insider trading. Furthermore,
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relationship between insider holdings and the announcement period returns is measurable 

only for a sub-sample of 27 announcements in 199916.

16 Including insider holdings in the regression (i) in Table 5 yields a coefficient of-0.452 with a /-value of 
1.15. This is inconsistent with the notion that announcement period returns are positively related to the insider 
holdings.
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7 Empirical results on actual share repurchases

This chapter presents empirical results related to the actual repurchases in repurchase 

authorizations. The hypotheses are not introduced again, since they are essentially the same 

as in the previous chapter. However, they are applied to several issues related to actual 

repurchases. First, I present some descriptive statistics about the extent of actual 

repurchases. Second, I study the factors that affect the decision to use the repurchase 

authorization and the time from the announcement to the first repurchase executions. Third, 

I study how foreign ownership affects the proportion of share repurchases from the total 

cash distribution of a company. Finally, I study the determinants of daily repurchase 

transactions.

7.1 Descriptive statistics on actual share repurchases

As described earlier, the Finnish law requires companies to report their repurchase 

transactions on timely basis. Table 8 summarizes information about the extent of actual 

share repurchases in years 1998 and 1999 in Finland. Panel A reports the number of 

repurchase authorizations and their sizes in terms of millions of Euros. The number of 

authorizations and the announced value of repurchase targets has increased slightly from 

1998 to 1999 and there seems to be a growing trend even after the study period. The 

authorizations have ended only for repurchase programs, which started in 1998. The 

completion rates for those authorizations were roughly 30% with only 10 out of the 21 

authorized companies acquiring shares. In comparison, Stephens and Weisbach (1998) 

report that one-year completion rates were between 46 and 75 percent for their sample of 

U.S. programs announced between 1981 and 1995.

Panel В presents the repurchase activity at various points during the program. Much of the 

trading activity concentrated in the first half of the program in the year 1998 authorizations. 

The total amount of share repurchases was only 78 million Euros in the last six months of 

the program compared to the 312 million in the first six months. This could indicate that 

companies bought back all of the authorized shares early on in the program or simply that 

they got bored after the initial stages. However, the uncompleted 1999 programs may
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change this finding. At the end of the study period, companies had used a total of €710 

million in share actual repurchases.

The number of acquired shares from the shares outstanding was relatively large in the 

beginning of the 1998 programs, but the proportion has become more stable at around the 

average of 0.04% in 1999. This may indicate that companies have become more careful in 

using share repurchases. Panel C describes the frequency distribution of the different 

acquisition sizes. Most of the daily share repurchase transactions are less than 0.04% of the 

shares outstanding, which is reasonable considering the daily turnover of most shares.
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Table 8 Descriptive statistics on the extent actual share repurchases
The table reports descriptive statistics for the sample. Panel A presents the breakdown of sample firms by 
year, the value of announced repurchase programs (millions of Euros) by year, and the completion rates as the 
number of shares repurchased, divided by the announced target. Panel В describes the monthly differences in 
repurchase activity measured by the value (millions of Euros) and the average size of the daily repurchased 
amount. The size is defined as the number of repurchased shares, divided by the number of shares 
outstanding. Panel C describes the frequency distribution of daily repurchased amounts as percentage of 
shares outstanding.

Panel A: Auhtorizations by year

n
Total amount 
(millions of Euros) Completion rates

Year 1998 20 535 30%
Year 1999 27 803 12 %*
All Firms 47 1 338 21% *

Panel B: Actual trading activity in repurchase programs_________________
Total repurchased amount Average size

(million of Euros) (% shares outstanding)
Year 1998 Year 1999 Year 1998 Year 1999

Month 1 57 5 0.09 % 0.04 %
Month 2 14 12 0.43 % 0.06 %
Month 3 48 6 0.17% 0.05 %
Month 4 96 6 0.22 % 0.04 %
Month 5 33 5 0.06 % 0.05 %
Month 6 63 37 0.06 % 0.03 %
Month 7 48 74 0.05 % 0.04 %
Month 8 9 - 0.05 % -
Month 9 9 - 0.05 % -
Month 10 8 - 0.07 % -
Month 11 1 - 0.08 % -
Month 12 3 - 0.03 % -

Total 390 146 0.11 % 0.04 %
All firms 710 0.07 %

Panel C: Size of daily repurchases
Size Frequency
0.00%-0.02% 283
0.02%-0.04% 170
0.04%-0.06% 83
0.06%-0.08% 48
0.08%-0.010% 32
0.10%-0.12% 14
0.12%-0.14% 14
0.14%-0.16% 10
0.16%-0.18% 10
0.18%-0.20% 7
>0.20% 39
All purchases 710
*The authorizations started in 1999 have not ended
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Table 9 presents descriptive statistics on the excess returns prior to actual share repurchase 

transactions. The asymmetric information arguments of share repurchases suggest that 

repurchase transactions are preceded by bad share price performance. Panel A in Table 9 

presents excess returns for 11 time intervals prior to the trading day when a repurchase 

occurs. The mean net of market return is generally negative in all periods. However, this 

seems to be the case also for days without repurchases in Panel B. The means are generally 

smaller in Panel A, which is in accordance with the undervaluation story. However, the t- 

tests for difference in means yield insignificant results.

Table 9 Descriptive statistics on excess returns relative to actual repurchases
The table present descriptive statistics on excess returns prior to actual share repurchases. Panel A reports the 
minimum, the maximum and the mean excess returns for days with actual repurchases. Panel В reports the 
same for days without repurchases. Panel В also presents a t-test statistic for difference in means of the two 
samples. Excess return is the actual return less the portfolio return. The sample of days with actual 
repurchases consists of 710 observations and the sample without actual repurchases consists of 8289 
observations.

Panel A: Previous excess returns for days with repurchases
Minimum IMaximum Mean Std.Deviation

Excess return on day 0 -0.10 0.15 -0.0015 0.0243
Excess return on day -1 -0.07 0.15 -0.0004 0.0225
Excess return on day -2 -0.09 0.15 -0.0003 0.0232
Excess return on day -3 -0.08 0.15 -0.0011 0.0242
Excess return on day -4 -0.12 0.15 -0.0007 0.0251
Excess return on days [-19,-5] -0.18 0.32 -0.0047 0.0703
Excess return on days [-39,-20] -0.30 0.22 -0.0267 0.0750
Excess return on days [-59,-40] -0.33 0.19 -0.0225 0.0824
Excess return on days [-119,-60] -0.46 0.46 -0.0385 0.1199
Excess return on days [-179,-120] -0.48 0.68 -0.0481 0.1784
Excess return on days [-239,-180] -0.46 0.44 -0.0405 0.1473

Panel B: Previous excess returns for days without repurchases
Minimum IMaximum Mean :Std. Deviation f-test

Excess return on day 0 -0.22 0.71 -0.0007 0.0306 -0.12
Excess return on day -1 -0.22 0.71 -0.0006 0.0308 0.03
Excess return on day -2 -0.22 0.71 -0.0005 0.0307 0.04
Excess return on day -3 -0.22 0.71 -0.0007 0.0306 -0.07
Excess return on day -4 -0.22 0.71 -0.0007 0.0305 -0.01
Excess return on days [-19,-5] -0.46 0.84 -0.0094 0.0988 0.43
Excess return on days [-39,-20] -0.45 0.86 -0.0110 0.1086 -1.39
Excess return on days [-59,-40] -0.45 0.86 -0.0123 0.1083 -0.86
Excess return on days [-119,-60] -0.52 0.80 -0.0381 0.1782 -0.03
Excess return on days [-179,-120] -0.53 0.80 -0.0363 0.1735 -0.69
Excess return on days [-239,-180] -0.52 0.72 -0.0329 0.1574 -0.49
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7.2 Factors affecting the decision to use the repurchase program

This subsection uses the detailed information about actual share repurchases in Finnish 

repurchase programs to study the relation between variables known already at the 

announcement of a share repurchase programs and subsequent utilization of the program. 

Table 9 begins to study factors that affect a company’s decision to utilize the repurchase 

authorization.

The dependent variable in the regressions receives value one if shares are bought back 

during the authorization and zero otherwise. There may obviously be many reasons for why 

companies buy back shares. However, if undervaluation were an important reason, one 

would expect share price performance to affect the decision to utilize the repurchase 

authorization. Therefore, the independent variables include three sets of cumulative excess 

returns relative to the announcements of the repurchase program. The time intervals include 

returns prior to the announcement as well as the announcement period returns to study 

whether companies react to bad share price performance by announcing repurchase 

programs and, consequently, buy back some shares. Furthermore, good share price 

performance after the announcement is likely to decrease the probability of any actual share 

repurchases and bad share price performance provides an incentive to start buying back 

shares. The excess returns are limited to only 30 days after the announcement, although the 

excess returns during the whole life of the program would be relevant. However, extending 

the period further would require excluding companies from the already small sample. 

Excess return is defined as the return on a company’s share less the return on HEX 

portfolio index.

I also include two company specific variables that may be related to the decision to use 

share repurchases. First, I include market-to-book ratio following many authors (e.g. 

Ikenberry et al. (1995)), who use the ratio as a proxy for undervaluation. Low market-to- 

book firms, often called “value” firms, are more likely to suffer from low valuations of 

their shares. Therefore, the signaling story predicts that these firms buy back shares, 

because they are undervalued, while the motives for growth companies are more 

complicated. Second, foreign investors may prefer share repurchases over dividends,
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because capital gains may be taxed more favorably than dividends in some countries. The 

financial press has claimed that Finnish companies may have acted under pressure from 

large U.S. investment funds when buying back shares. Thus, I include the percentage of 

foreign owners to assess the relevance of the tax hypothesis in Finland.

Finally, I also include three of the most popular reasons Finnish companies provide for 

their repurchase programs. The most popular reason is preparing for acquisitions and 

capital investments. The reasoning behind this is that repurchased shares are convenient 

way to finance an acquisition, since they don’t require any additional approval from the 

shareholder’s meeting17. The second most popular reason is improving capital structure and 

the third is repurchasing shares to be used in company’s stock option plans for the 

manager’s. The announced motives rarely mention undervaluation or excess cash reasons, 

which is different from Wansley et al. (1989), who find that U.S. managers often view their 

shares as a good investment opportunity when they announce their repurchase programs. 

However, it is interesting to see if some of the announced reasons in Finland increase the 

likelihood of actual share repurchases, which would imply that these reasons might be more 

credible than others.

17 Finnish companies, almost as a rule, get an authorization to resell their once repurchased shares at the same 
time they receive the authorization to repurchase the shares.
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Table 10 The decision to use the repurchase authorization
The table reports the estimates for the probit regressions. The dependent variable receives the value one if the 
company having an authorization actually repurchases any shares, and zero otherwise. The independent 
variables include excess returns for three intervals. The excess return is the actual return less the return on the 
HEX portfolio index. The market-to-book ratio is the ratio of company’s market value and book value 
measured from the most recent balance sheet. Announced reasons are dummies for motives indicated in the 
share repurchase announcements. Pseudo R2 is calculated as 1-lnL(Q)/lnL(co), where lnL(Q) is the value of 
the likelihood function evaluated at the maximum likelihood estimates and lnL(co) is the maximum value of 
the likelihood function under the hypothesis that the independent variable is equal to zero. Probability values 
are in parentheses.

Independent variables Model 1 Model 2 Model 3

Constant -0.898 -0.248 -0.48

Excess returns
Days (-30 to -5) -2.812 -1.947 -1.666

(0.089) (0.245) (0.362)
Days (-4 to +4) -0.329 0.915 -0.708

(0.896) (0.997) (0.792)
Days (-5 to -30) 1.05 0.443 0,305

(0.586) (0.985) (0.890)

Market-to-Book - -0.172
(0.173)

-0.18
(0.196)

Foreign ownership 0.191
(0.046)

0.196
(0,049)

Announced reasons

Acquisitions and capital investments - - 0.451
(0,393)

Capital structure -0.381
(0,928)

Incentive systems -0.283
(0.587)

Pseudo R2 0.05 0.12 0.14
Observations 47 47 47

The evidence in Table 10 suggests that share price performance is not a very important 

factor contributing to the decision to utilize the authorization. Model 1, which uses only the 

excess returns for three time intervals, indicates that only the excess return prior to the 

announcement (days -30 to -5) may have some relevance to the decision. The coefficient is
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significant at the 10% level. The negative sign suggests that the worse the preceding excess 

returns are, the more likely the company is to use the authorization. This result is consistent 

with the undervaluation! hypothesis. However, the announcement period returns (days -4 to 

+4) or the following returns (days +5 to +30), don’t seem to have any explanatory power 

over the decision.

Including the market-to-book ratio and foreign ownership variables reduces the importance 

of excess returns. The sign on market-to-book ratio suggests that lower ratio increases the 

probability of the authorization being used, which is also consistent with the undervaluation 

hypothesis. Nevertheless, the statistical significance of the coefficient is still weak 

(p=0.173). The degree of foreign ownership seems to increase the likelihood of actual share 

reacquisitions. Thus, there may be some truth to the fact that foreign investors prefer share 

repurchases to dividends and also actively persuade companies to repurchase shares.

Finally, Model 3 in Table 10 includes the announced reasons for the share repurchase 

program as dummy explanatory variables. None of the reasons seem to be statistically 

significantly related to the decision to utilize the program. Therefore, it is difficult to 

conclude whether any of the announced reasons are more credible than others. Further 

evidence is required with a larger data set to settle the issue. The overall lack of statistical 

significance in all models may result from the small sample size of only 47 observations.

7.3 Time between the program announcement and execution

This subsection examines the time between the announcements of a share repurchase 

programs and first repurchase transactions. Modeling the time has a similar interpretation 

as the approach in the previous section, because the firms that utilize their share repurchase 

programs are also the ones with shorter time from the announcement to the first repurchase 

transactions. I use the partial likelihood method suggested by Cox (1972) to assess the 

relation between the time and different covariates. The dependent variable obtains the value 

of calendar days between the announcement of a repurchase program and the subsequent 

first repurchase transaction. For observations with no reissue, the dependent variable 

obtains the number of days in the authorization. Independent variables (covariates) are the
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same as in the previous section, with the exception that announced reasons are omitted 

from the analysis.

The results in Table 11 are qualitatively similar to those in the previous section. A positive 

coefficient in this partial likelihood model analysis implies a shorter duration between the 

repurchase announcement and the initiation of actual share repurchases. The excess return 

variables don’t seem to have a lot to do with the time to the execution. As in the previous 

section, the excess return prior to the announcement has the strongest coefficient suggesting 

that bad share price performance prior to the announcement reduces the time from the 

announcement to the actual trades. Once again, this is consistent with the signaling 

hypothesis, although one would have expected that the poor returns following the 

announcement reduced the time to first repurchase executions as well.

Table 11 Time from the announcement to actual repurchases
The table provides estimates of the relation between time to first actual repurchases and variables likely to 
affect the repurchase decision. The dependent variable is the number of calendar days between the 
announcement of the program and the date of first repurchase transactions or if no repurchases occur, the last 
day of the authorization. The parameter estimates are obtained using the Cox (1972) partial likelihood model. 
The independent variables are the same as in table 10. Probability values are in parentheses.

Independent variables Model 1 Model 2

Cumulative Excess return 

Days (-30 to -5)

Days (-4 to -4)

Days (+5 to -30)

Market-to-Book 

Foreign ownership

Chi-Squared

Observations

-2.83 -1,9093
(0.106) (0,265)

-1.07 -0,5347
(0.728) (0,871)

0.80 -0,4737
(0.707) (0,852)

- -0.2709
(0,167)

- 0.0197
(0,047)

2,754 7.408
(0,431) (0.192)

47 47



66

Including the market-to-book and foreign ownership variables into model 2 again reduces 

the significance of the excess return variables. The sign on the market-to-book variable is 

consistent with the undervaluation hypothesis suggesting that lower ratio implies shorter 

period of time between the announcement and the actual executions. However, foreign 

ownership is the only statistically significant variable at the 5% level, suggesting that 

companies with large foreign ownership tend to execute their share repurchases relatively 

quickly. Overall, the results are similar to the ones in the previous section.

7.4 Extent of actual share repurchases and foreign ownership

The previous sections suggested that foreign ownership may be an important factor to the 

decision to use the repurchase program. Therefore, I also study the effect of foreign 

ownership on companies’ decision to utilize the share repurchase program relative to the 

distributed dividends. If companies with large proportion of foreign owners prefer share 

repurchases to dividends, one would expect the proportion of share repurchases from the 

total cash distribution be larger than in companies with few foreign investors. I assess the 

importance of foreign ownership for the actual share repurchases by estimating the 

following:

Repurchase ratio, = a, + ß, Foreign ownership, + £/ (3.1)

where

Repurchase ratio j
# of shares bought * Share price at announcement 

#of shares bought * Share price at announcement + Gross Dividends
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In other words, the repurchase ratio for company i presents the proportion of cash 
distributed as share repurchases from the total cash distributions18. Figure 7 illustrates the 

relationship between the repurchase ratio and foreign ownership.

Figure 7 Foreign ownership and the repurchase ratio
The figure illustrates the relation between the foreign ownership and the repurchase ratio defined as the 
proportion of cash distributed by both dividends and share repurchases. Foreign ownership is defined as the 
proportion of foreign owners at the end of the announcement month. Share repurchases are calculated as the 
number of repurchased shares multiplied by the share price on the announcement day.

60 %

- 50 % -

m 40 %

30 % -

К 20 % -

10 %

100 %40 % 60 %
Foreign ownership (%)

To further study the relation between the repurchase ratio and foreign ownership I estimate 

equation (3.1) using Tobit-regression19. The Tobit model is used, because it accounts for 

the fact that I don’t observe negative share repurchases, which leads to a censored sample. 

Negative share repurchases could occur, for example, if companies issued new equity or 

sold the once repurchased shares back to the market. Furthermore, I use an upper limit at 

one, because the ratio can’t exceed 100%. The results are presented in Table 12.

18 The repurchase ratio for authorizations initiated in 1999 is estimated as of February 24й1, 2000. There were 
an average of 38 calendar days left on these authorizations. This does not impose a large error considering the 
lack of trading on the last month of the programs as described in Table 8.
19 The OLS regression yields similar results. The coefficient for Foreign ownership is 0.376 (p=0,008)
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Table 12 Foreign ownership and actual share repurchases
The table presents the relation between the foreign ownership and the repurchase ration defined as the 
proportion of cash distributed by both dividends and share repurchases. Foreign ownership is defined as the 
proportion of foreign owners at the end of the announcement month. Share repurchases are calculated as the 
number of repurchased shares multiplied by the share price on the announcement day. The model is estimated 
using tobit regression. Pseudo R2 is calculated as l-lnL(Q)/lnL(m), where lnL(Q) is the value of the likelihood 
function evaluated at the maximum likelihood estimates and lnL(co) is the maximum value of the likelihood 
function under the hypothesis that the independent variable is equal to zero.

Repurcase ratio = à + ß Foreign ownership
Coefficient -0.158 0.783

p-value (0.147) (0.004)

Pseudo R2 0.14
Observations 47

The coefficient for foreign ownership is positive as expected and statistically significant at 

the 1% level. The result suggests that, besides increasing the probability of a repurchase 

program being used, foreign ownership is also positively related to the proportion of share 

repurchases from the total cash distribution. Therefore, the result indicates that foreign 

ownership is an important factor in determining the extent of actual share acquisitions 

relative to the dividends. The evidence is also consistent with the argument that Finnish 

companies may have used share repurchases to please foreign investors.

7.5 Determinants of the daily decision to repurchase shares

Previous sections examined the utilization of share repurchase programs on an aggregate 

level, but this section moves on to study share repurchase transaction on a daily basis. As 

described earlier, very little is known about the actual repurchase transactions and factors 

affecting the decision. Stephens and Weisbach (1998) study these factors and show that 

repurchases in the current quarter are negatively related to prior returns and positively 

related to prior repurchases and the levels of free cash flow. However, their data is limited 

to quarterly estimates from the disclosed financial statements. I extend their analysis further 

and study the repurchase behavior of companies on a daily level. The emphasis is on
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studying the executions of repurchase transactions from the signaling point of view, as data 

on excess cash on daily level is obviously not available.

The analysis of daily repurchase transactions takes two forms. First, this section studies the 

determinants affecting the decision to repurchase shares on the current day. Second, the 

following section studies the factors affecting the size of the repurchase on the current day. 

The two empirical problems are separated as the processes explaining the phenomenon may 

differ. For example, the poor prior returns may induce a company to repurchase shares on 

the current day. Flowever, the overall liquidity may impose constraints on the size of the 

repurchase, although one would expect the size of the repurchase transaction be larger the 

worse the prior returns are.

In the analysis determining factors that affect the decision to buy back shares on the current 

day, the dependent variable receives the value one if a company buys back shares on day t, 

and zero otherwise. The choice of independent variables is guided by the previous literature 

on the signaling hypothesis. Comment and Jarrell (1991) suggest that the negative excess 

returns prior to the announcements of share repurchase programs are associated with 

positive announcement period returns. The signaling hypothesis reasons that positive 

returns are likely to bring an undervalued security closer to its fundamental value while 

negative returns are likely to increase any undervaluation.

Following the analysis of Stephens and Weisbach (1998) on a quarterly level, I take the 

study to a daily level and study whether managers adjust their day-to-day repurchase 

behavior based on the prior returns. Although Finnish firm’s rarely declare undervaluation 

as a reason for their repurchase programs, a negative relation between the decision to 

repurchase and prior returns would suggest that managers execute their repurchase 

transactions strategically in response to market movements. Thus, even if there are other 

motives to repurchase shares, this type of trading behavior would imply that perceived 

undervaluation is at least one consideration. Consequently, I include returns excess of HEX 

portfolio index for 11 non-overlapping time intervals: the current day (day 0), the 4 days 

prior (days -1 through -4) and a series of multi-day returns extending back approximately a 

year from the current day. All days are trading days.
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Moreover, I include previous repurchases in the independent variables, because many 

repurchase programs in Finland seem to be executed in spells lasting for several days. 

Figure 8 illustrates the repurchase transactions for three Finnish companies; Asko, Tieto 

and UPM-Kymmene. The figure demonstrates that there are long periods without share 

repurchases and then periods with repurchases on consecutive days. Although there are no 

legal limits to how many shares may be purchased in one day, Finnish companies seem to 
have been relatively prudent in restricting large repurchases for a single trading day20. This 

may have necessitated trading over a number of days21. I use dummies for repurchases in 8 

previous trading days, which receive value one if repurchases occur and zero otherwise. 

Finally, I include a dummy for the less traded share class.

The use of dummies for the repurchasing companies is not feasible in this context. The 

dummy variables for companies, which don’t repurchase any shares although they are 

authorized to do so, receive the value one only when the dummy dependent variable 

receives the value zero. This will lead to a failure of the maximum likelihood estimator as 

described by Greene (1998, p.444-445).

20 The Helsinki Stock Exchange proposed on October 1st, 2000 that companies order to buy at most 50 percent 
of the average daily turnover. This suggestion is not legally binding.
21 Companies may inform their brokers about the total amount of shares that they are interested to repurchase. 
The brokers then execute the transactions, avoiding bidding up the price too much. This may necessitate 
repurchase on several days.
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Figure 8 Repurchase executions in example firms
The figures illustrate repurchases executions for three companies. The horizontal presents the time in days 
and the vertical presents the size of the repurchase transactions. Size is the proportion of shares repurchased 
from the share outstanding.
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The relation between the dummy dependent variable to repurchase shares and the set of 

independent variables is estimated using a Probit model, which takes into account the 

dichotomous nature of the dependent variable. The results are presented in Table 13. The 

coefficient on the current day variable is positive, although statistically insignificant. This 

relation would suggest that companies buy more shares the better the current day return. 

However, the causality is likely to work the other way around, suggesting that the increased 

buying pressure may drive the price up on the day of repurchases.

The current day share repurchases don’t seem to be related to the prior excess returns 

immediately before the current day. The result suggests that companies are not actively 

increasing their day-to-day share repurchases in response to bad returns during the 

preceding week (days -1 to -4). Grinblatt and Kelohaiju (1999) find contrary evidence on 

trading behavior of Finnish investors in general, suggesting that trading is sensitive to 

short-term changes in share prices. However, the motives for large share repurchase 

programs may obviously be very different.

The coefficients are consistently negative for longer excess return intervals dating back 

from day -5 to day -60, which indicates that prior returns in these intervals are negatively 

related to the current day share repurchases. The coefficients are statistically significant 

roughly at the 10% confidence level for all the intervals: days -5 to -19 and days -20 to -39. 

However, the following period from day -40 to -59 is statistically strongest at the 1% level. 

Therefore, managers seem to respond to share price movements, but observe them over a 

longer period rather than acting on the immediate returns. The negative relation between 

current share repurchases and prior stock returns is generally consistent with the signaling 

hypothesis, because undervaluation is likely to be greater following poor performance.
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Table 13 Probit estimates predicting the decision to repurchase shares
The table presents estimates of the relation between the decision to repurchase shares on the current day and 
variables that affect the decision. The dependent variable in the Probit model receives value one if a company 
makes repurchases during the current day, and zero otherwise. Excess returns are calculated as the difference 
between the observed return and the return on the HEX-portfolio index. Dummy variables for previous 
repurchases receive value one if company has repurchased on days f-1 to Z-8, and zero otherwise. Dummy 
variable for less traded share class receives value one if the share is the less traded share class of two classes. 
Both regressions include dummies for all companies except for one. The estimates for company dummies are 
omitted from the table. The marginal effect is the partial derivative computed at the means of the independent 
variables. Pseudo R2 is calculated as l-lnL(Q)/lnL((o), where lnL(Q) is the value of the likelihood function 
evaluated at the maximum likelihood estimates and InL(co) is the maximum value of the likelihood function 
under the hypothesis that the independent variable is equal to zero.

Probit-model

Variable Coefficient f-ratio p-value
Marginal

Effect
Constant -2.26 -51.53 0.00 -0.13
Excess return on day 0 1.37 1.40 0.16 0.08
Excess return on day -1 -1.26 -1.14 0.26 -0.07
Excess return on day -2 -0.72 -0.65 0.52 0.04
Excess return on day -3 1.56 1.66 0.10 0.09
Excess return on day -4 0.16 0.16 0.88 0.01
Excess return on days [-19,-5] -0.59 -1.58 0.11 -0.03
Excess return on days [-39,-20] -0.58 -1.68 0.09 -0.03
Excess return on days [-59,-40] -0.97 -2.85 0.00 -0.05
Excess return on days [-119,-60] -0.86 -0.42 0.68 0.00
Excess return on days [-179,-120] -0.22 -1.22 0.22 -0.01
Excess return on days [-239,-180] 0.53 0.27 0.79 0.00
Dummy Previous repurchases (t-1) 1.42 17.36 0.00 0.08
Dummy Previous repurchases (t-2) 0.96 10.59 0.00 0.05
Dummy Previous repurchases (t-3) 0.33 3.35 0.00 0.02
Dummy Previous repurchases (t-4) 0.24 2.35 0.02 0.01
Dummy Previous repurchases (t-5) 0.16 1.55 0.12 0.01
Dummy Previous repurchases (t-6) 0.22 2.07 0.04 0.01
Dummy Previous repurchases (t-7) 0.17 1.69 0.09 0.01
Dummy Previous repurchases (t-8) 0.19 1.94 0.05 0.01
Dummy Less traded share class -0.22 -1.56 0.12 -0.01

x2 2592 0.00
Pseudo R2 0.55

Companies also seem to buy back shares in spells. The dummy variable for share 

repurchases in the previous day is statistically highly significant (/=17.36), which suggests 

that repurchases in one day are likely to be followed by more repurchases. The marginal 

effect of the variable suggests that having repurchases on the previous day increases the



74

probability of repurchases on the current day by 8%, holding all other variables at their 

sample means22. The coefficients and f-values in the days prior to day -1 show a declining 

trend, but they remain statistically significant. As described earlier, this phenomenon is 

probably due to the fact that companies with demand for large amounts of their share will 

execute their share repurchases over several days rather that buying the shares at once. 

Moreover, this result suggests that repurchasing companies have been concerned about 

affecting their share prices too heavily, which has lead to the tendency to buy back shares 

in spells.

The propensity for companies to execute share repurchases over several days, is also likely 

to affect the relation between the share repurchases and returns immediately prior to the 

current day. Share repurchases in the previous days increase the demand for company’s 

shares and may drive the share price up, which causes a positive relation to the current day 

share repurchases and previous day returns. This could partly explain why the returns in 

previous days do not get significant negative coefficients or they are even positive.

7.6 Determinants of the size of daily repurchases

To further study the nature of repurchasing behavior, I study the size of the repurchase 

transactions on a daily level. The dependent variable is defined as the proportion of shares 

repurchased from the shares outstanding (SIZE). The variable is constrained to having non

negative values as negative share repurchases cannot be observed. This could occur in the 

case of equity offerings or if companies sold their once repurchased shares back to the 

market. Therefore, the distribution of the dependent variable calls for a tobit model, which 

explicitly accounts for the censorship in the repurchases. This is also consistent with the 

specification of Stephens and Weisbach (1998). The independent variables are the same as 

in the previous probit analysis. Under this specification the relation between the dependent 

variable and independent variables for company i on a day t is defined as

22 The partial derivative is strictly speaking only an estimate for the marginal effect when the independent 
variable is dischomotous. However, it provides a reasonably close approximation of the actual marginal effect
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SIZE, =ß'xu 
SIZE,, = О

if RHS >0 
otherwise (3.1)

However, there is an alternative to the tobit specification, if the zero values for the 

dependent variable are due to choices of the companies rather than censoring. Maddala 

(1991) suggests that the choices should be modeled in this case. The resulting sample 

selection model defines two processes that determine the size of the repurchase on the 

current day as

REPURCHASE (0/1)* = ß'xtl + uit
SIZE = y'zu + v„ I un > -ßxu

(3.2)

The first process serves as an indicator process and determines whether company i 

repurchases on the current day. The first process is in fact the same as studied in the 

previous probit analysis. The second process determines the size of the repurchase. The two 

processes are interrelated because the second process includes a self-selection constraint; 

the size of the repurchase is only observed if the company has decided on a repurchase. The 

equation (3.2) can be estimated in two stages or simultaneously by using maximum 

likelihood methods. I use the latter, more efficient, approach.

Table 14 presents the results for the tobit and sample selection models. The results on the 

tobit model indicate that the size of the repurchase transaction is determined in the same 

way as the repurchase decision in the previous probit analysis. This suggests that the size of 

the repurchase transaction is not related to returns immediately prior to the current day. 

However, the returns for the longer intervals from day -5 backwards are negatively related 

to the size of the repurchase transaction. The coefficients are also consistently statistically 

significant. The dummies for previous repurchases are also significant similarly to the 

probit model. However, the estimates for the probit and tobit regressions are suspiciously 

close to each other. This may suggest that the estimates of tobit regression are strongly 

affected by the same underlying factors that drive the estimates in the probit regression. In

according to Greene (2000, p.816-818).
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other words, the tobit model parameters are affected by the binary decision to buy shares on 

the current day rather than the different size of share repurchase.

The results in Table 14 under the sample selection specification are different from the tobit 

specification. The coefficients on the previous returns are generally also negative, although 

their significance is limited to the intervals for days -60 to -119 and days -180 to -239. The 

negative coefficients on dummies for previous repurchases are not significant. The 

estimated correlation between the two processes (3.2) is close to zero, which suggests that 

the process determining the size of the repurchase is not related to the process determining 

to repurchase or not. This implies that the size could be estimated using OLS.

Table 14 also includes OLS estimates on the relation between the size of repurchase 

transaction and a set of independent variables. The first OLS model excludes observations 

with zero value for the dependent variable and the second model includes all observations. 

Both approaches are theoretically incorrect. However, they are included to assess the 

relative strength of the tobit and sample selection models. The sample with only positive 

values for the dependent variable is extremely close to maximum likelihood estimates of 

the sample selection model. This is expected as the two processes in equation (3.2) were 

estimated to have close to zero correlation. The sample using all observations moves closer 

to the tobit estimates.
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Although OLS with only positive observations gives biased estimates, the results could 

imply that sample selection model grasps the nature of repurchase behavior more 

accurately. For example, one would not expect a positive relation between the dummy for 

previous day repurchases and the size of the current day repurchase transaction as strongly 

suggested by the tobit estimates. The tobit estimates would imply that companies 

repurchase more shares on the latter day, if they buy back shares on two consecutive days. 

However, one would expect that the relation worked the other way around if companies 

restrict the repurchases based on the liquidity. In this case, the amount of shares 

repurchased may be constrained on the first day and the residual amount is bought on the 

latter day. This observation is also confirmed by the fact that the mean size of all daily 

share repurchases is 0.07% of the shares outstanding while it is only 0.05% provided that 

there has been a repurchase transaction on the previous day. However, this simplistically 

assumes that repurchasing companies don’t observe the liquidity when they make the 

decision to repurchase shares. It is more likely that the size of the repurchase transaction is 

a function of liquidity.

8 Conclusions

Share repurchases have only recently become available for Finnish companies. Before 

1998, the distribution of excess cash from the company to its shareholders was limited to 

using dividends. However, Finnish companies have been relatively active in adopting share 

repurchases, since there have already been 50 authorizations by 36 companies to repurchase 

shares from the open market. Yet, comments from the popular press and from repurchasing 

companies reflect the fact that relatively little is known about the reasons and the effect of 

share repurchases. I study a sample of 47 open-market share repurchase programs in 

Finland, which were announced between November 1997 and October 1999.
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The market reaction to announcements of Finnish share repurchases supports prior 

international evidence that the repurchase announcement serves as a positive signal to the 

market. The cumulative abnormal return from day -2 to +2 is +2.76%, which is statistically 

significant. However, the reaction is relatively slow with a positive drift lasting from day -2 

until day +11. The +4.35% cumulative abnormal return for this period is also statistically 

significant. The announcement effect seems to be stronger for year 1999 announcements 

than 1998 announcements.

The literature proposes a lengthy list of motivations for a company to repurchase its own 

shares. The most popular reasons in the literature, the signaling and the free cash flow 

hypothesis, seem also plausible in Finland. Moreover, foreign investors may prefer share 

repurchases to dividends, although Finnish investors don't gain any tax advantage from 

share repurchases. Overall, the results from regression analysis suggest that the commonly 

used variables to test the various hypotheses don't explain much of the cross-sectional 

variation in the announcement period returns. However, the market-to-book and the free 

cash flow variables seem to have some statistical significance, which yields some support 

for the free cash flow and the signaling hypothesis. The weak results in explaining the 

market reaction may be due to the small sample size, novelty of share repurchases or the 

fact that companies themselves often announce confusing reasons for their repurchase 

programs.

The average foreign ownership in repurchasing companies seems to increase in the two 

months following the announcements, which may indicate that foreign investors prefer 

share repurchases to dividends. However, controlling for the average foreign ownership in 

all listed firms suggests that foreign ownership actually increases more in the market as a 

whole than in the repurchasing firms.

Insiders in Finnish repurchasing companies don't show any increased buying or selling 

activities before or after the announcements. Furthermore, the trading activity overall is 

very low suggesting that the managerial trading does not reflect any views about the 

undervaluation of the company's shares. Alternatively, insiders may be reluctant to trade



80

during the time of the year when companies make a lot of announcements, including the 

announcement to repurchase shares.

Similarly to the U.S., the bulk of Finnish share repurchases have been done using the open- 

market method. One often-neglected feature of open-market share repurchases is that they 

allow managers flexibility to time the share repurchase executions within the authorization 

period. Moreover, companies may forego any actual share repurchases even if they have an 

authorization to do so. The question of actual share repurchases can easily be studied in 

Finland, where companies are required to disclose their share repurchases on a daily basis. I 

find that Finnish companies do not utilize their repurchase programs very extensively. In 

the completed programs, companies acquired only 30 percent of the repurchase targets. The 

lackluster repurchasing activity may partly reflect the novelty of share repurchases. For 

example, many companies may have been following the crowd when acquiring repurchase 

authorizations from the shareholders meetings.

Using exact information about the share repurchase executions, I examine factors affecting 

the decision to utilize the repurchase program and the time between the announcement and 

the first share repurchase transactions. I find that the excess returns and the market-to-book 

ratio around the announcement have little importance in the companies’ decision to execute 

share repurchases. However, foreign ownership seems to be an important factor in 

determining the utilizations of share repurchase authorizations. The result is also confirmed 

by studying the relation between the proportion of share repurchases from the total cash 

distribution and foreign ownership. The positive relation suggests that the tax treatment 

favoring share repurchases over dividends in some countries may provoke Finnish 

companies to repurchase shares in order to keep foreign investors happy.

I also study share repurchase behavior of companies on a daily level. Companies seem 

more likely to make a decision to buy back shares following poor market-adjusted returns 

in the previous months, but not following poor returns on the days immediately prior to the 

current day. This may be due to the fact that companies buy back shares on consecutive 

days, which may drive the price up on days just prior to the day of repurchases. The 

tendency for companies to buy back shares on consecutive days may reflect the fact that
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companies have had to split their buying to several days. However, the result of negative 

dependence between prior months returns and current share repurchases is consistent with 

the predictions of signaling hypothesis. The results also suggest that prior returns or prior 

repurchases may not be very important in determining the size of the repurchase 

transactions, although different results were obtained from the tobit and sample selection 

specification. The size of the repurchase transactions is more likely to be determined by the 

constraining liquidity.

The history of share repurchases in Finland is still very short. Therefore, interesting 

opportunities for further research will come up as the data set grows over time. The market 

reaction may change through time, because the capital market’s interpretation of share 

repurchases changes. Accordingly, the regression analysis on the reasons for the market 

reaction may yield different results than with the small data set of this study. Companies 

have also proposed a number of confusing motives for the repurchase programs and it 

might be interesting to study the reasoning of repurchasing companies in more detail along 

the lines of Wansley et al. (1989). Finally, the detailed information about actual share 

repurchases provides a unique database for in-depth analysis of repurchase authorizations.
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Appendix 1 List of Finnish repurchase authorizations *

Company List at HEX Announcement Authorization Authorization 
date start end

Asko Main list 18.2.1998 18.3.1998 18.3.1999

Cultor Main list 1.10.1998 17.11.1998 17.11.1999

Efore A l-list 26.2.1998 11.3.1998 11.3.1999

Finvest Main list 17.3.1998 7.4.1998 7.4.1999

Fiskars Main list 12.10.1998 23.11.1998 23.11.1999

Jaakko Pöyry Main list 26.2.1998 31.3.1998 31.3.1999

KCI Konecranes Inter. Main list 17.2.1998 4.3.1998 4.3.1999

Kyrö Main list 11.3.1998 3.4.1998 3.4.1999

Leo Longlife Main list 14.4.1998 30.4.1998 30.4.1999

LännenTehtaat Main list 3.3.1998 2.4.1998 2.4.1999

Länsivoima Main list 2.3.1998 23.3.1998 23.3.1999

Markkinointi Viherjuuri l-list 11.3.1998 26.3.1998 26.3.1999

Martela l-list 10.3.1998 24.6.1998 24.6.1999

Novo Group Main list 23.3.1998 7.4.1998 7.4.1999

Olvi l-list 20.4.1998 7.5.1998 7.5.1999

Roela Main list 16.3.1998 1.4.1998 1.4.1999

Saunatec l-list 17.3.1998 31.3.1998 31.3.1999

Tamro Main list 22.5.1998 17.6.1998 17.6.1999

Tieto Corporation Main list 26.2.1998 13.3.1998 13.3.1999

UPM-Kymmene Main list 19.12.1997 25.3.1998 25.3.1999

Yleiselektroniikka l-list 15.5.1998 18.6.1998 18.6.1999

Amer-yhtymä Main list 11.2.1999 11.3.1999 11.3.2000

A-Rakennusmies Main list 24.3.1999 16.4.1999 16.4.2000

Asko Main list 16.2.1999 17.3.1999 17.3.2000

Espoon Sähkö Main list 4.3.1999 9.4.1999 9.4.2000

Fiskars Main list 1.2.1999 19.3.1999 19.3.2000

Interavanti Main list 24.3.1999 9.4.1999 9.4.2000

Jaakko Pöyry Main list 18.2.1999 19.3.1999 19.3.2000

J Tallberg-Kiinteistöt Main list 24.2.1999 9.3.1999 9.3.2000

KCI Konecranes Inter. Main list 11.2.1999 11.3.1999 11.3.2000

Kemira Main list 19.2.1999 7.4.1999 7.4.2000

Kyrö Main list 11.3.1999 15.4.1999 15.4.2000

LännenTehtaat Main list 2.3.1999 15.4.1999 15.4.2000

Länsivoima Main list 12.3.1999 29.3.1999 29.3.2000

Martela l-list 2.3.1999 18.3.1999 18.3.2000

Metso Main list 1.7.1999 18.8.1999 18.8.2000

Novo Group Main list 23.3.1999 9.4.1999 9.4.2000

Partek Main list 18.3.1999 8.4.1999 8.4.2000

Roela Main list 8.3.1999 26.3.1999 26.3.2000

Sampo Main list 4.3.1999 28.4.1999 28.4.2000

Sponda Main list 17.2.1999 10.3.1999 10.3.2000

Talentum Main list 5.3.1999 29.3.1999 29.3.2000

Tamro Main list 25.3.1999 28.4.1999 28.4.2000

Tieto Corporation Main list 11.2.1999 11.3.1999 11.3.2000

UPM-Kymmene Main list 12.2.1999 24.3.1999 24.3.2000

YIT-Yhtymä Main list 17.2.1999 9.3.1999 9.3.2000

Yleiselektroniikka E l-list 1.3.1999 19.3.1999 19.3.2000

*Between November 1997 and October 1999
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