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Introduction 
The aim of this article was to use the international capital market (i.e. ADRs) to examine signaling based versus liquidity-based explanations of stock splits. Stock splits are an increase in the number of shares, but not the value held by shareholder. For example, a 3-for-1 split would result in stockholders owning 3 shares for every 1 share owned before the split.

The authors examine the stock price reaction to an announcement of a stock split. For example, assessing whether there is positive reaction in price around the split announcement and on the execution day.  If there is a positive stock market reaction to a split announcement could this be a response to a signaling or liquidity effect. The article finds support for the liquidity explanations for a stock split.
Key Hypothesis and Definitions

Signaling Hypothesis - stock splits are used by managers to convey favorable information to the market. This argument requires some cost to false signaling. 

Liquidity Hypothesis - stock splits enhance liquidity by returning the stock to a more favorable trading range and thus results is a greater volume of trades.

American Depository Receipts (ADRs) are certificates issued by an U.S. Depositary Bank that give US investors’ ownership rights in a foreign company.  There are two types of ADRs, sponsored and unsponsored. 

When an asset trades in two or more markets simultaneously, the price of the claim on the underlying asset must reflect changes in ownership rights that are attributable to equity distributions, such as stock splits. There are a number ways to achieve this, for example simultaneous stock split, home-stock split with an ADR ratio change, and ADR solo-split.
Sample Selection and Data Problems

In order to isolate material events or public announcements other than a split, M&V included only splits with at least a 5-for-4 split factor and stock dividends of at least 25%. The initial sample of 191 was from 1962 to 1993, however, the final sample included only 143 splits because of data inconsistencies and unavailability, as well as five reverse stock splits.

The data showed that firms elected simultaneous splits or ADR solo-splits when the ADR price rose above its optimal trading range.

A key problem in relation to the articles findings is the small data sample. Whilst the sample included 143 splits, only 34 of them were ADR solo-splits. This sample continues to decrease when the authors analyze the market price reaction to solo and simultaneous splits. For example, a sample of 8 was use for ADR solo-splits.

Why Solo-Splits Occur?

M&V outlines three explanations or conditions to explain why ADR solo-splits occur:

1. A stronger foreign currency relative to the USD that makes the ADR expensive relative to home stock.

2. ADR prices increase at a greater rate than comparable US prices.

3. ADR solo-split can reflect wider trading ranges abroad than in the US.

In section five of the article, M&V examine these three conditions. The authors conclude that currency fluctuations are not primarily responsible for observed ADR split behavior. Therefore point 1 is not an explanation for a solo-split. 

Alternatively, M&V believe there is evidence to suggest that ADR solo-splits occur because the ADR price has risen above typical US price levels. In addition, tabulated evidence supports point 3.

Stock Market Reaction to Split Announcement

The article examines the market reaction to simultaneous splits, ADR solo-splits, and reverse ADR solo-splits. In relation to simultaneous splits the results are weak, however they are consistent with earlier studies which found positive stock price reaction to split announcements.

The stock price reaction to announcements of ADR solo-splits is significantly positive. The price reaction to reverse ADR solo-splits announcements is also positive, and therefore inconsistent with signaling explanations. As previously noted the data sample examined in this section was extremely small, therefore the results could be questioned.

Evidence on Signaling 

M&V examine whether ADR solo-splits serve as an explicit or implicit signaling function. The authors suggest that due to institutional constraints a company may be prevented from signaling in the domestic market, thus ADR solo-splits could be an alternative way to signal. There is no clear evidence that this is the case, particularly in relation to unsponsored ADR solo-splits. In these cases, the depositary bank makes the decision to split the ADR. 

In relation to implicit evidence, the authors suggest that if signaling theory applies to ADRs, then stock price increases observed around sponsored ADR solo-splits should be correlated with earnings improvements. M&V’s results show no correlation. Therefore it is unlikely that ADR solo splits convey favorable earnings information (signaling) to investors.
Evidence of Liquidity

According to M&V, if there are benefits to returning a stock to a lower trading range, we should also observe evidence of liquidity improvements following ADR solo-splits. Splits can effect liquidity in three ways. First, splits can lower transaction costs by facilitating trading in round lots thus improving the marketability and liquidity in the stock. Second, splits can increase brokerage fees if brokerage commissions depend on the number of shares traded. Third, splits can affect liquidity by increasing the relative minimum price variation.

The results outlined by M&V suggest that ADR solo-splits appear to increase the frequency and volume of small trades. Therefore, for small trades, liquidity measures improve after the split.

Conclusion and Extensions

M&V results show positive returns in association with split announcements. The following supports the view that ADR solo-splits are motivated by liquidity.

· ADR achieve a target US price level

· US stock price have remained constant but Japanese and UK prices have increased

· ADR prices before solo-splits are further outside median of US stock prices than simultaneous and home-only splits.

· After the split, total volume and the number of trades increase, but more so in the smallest trade sizes.

· Upon announcement of an ADR solo-split, both the ADR and home price increase.
Whilst the article has provided a new and innovative method to examine stock splits in relation to signaling and liquidity theories, M&Vs analysis leave a number of unresolved issues. While outlining the participation of Depositary Banks in ADR splits the authors do not critic the reason why Depository Banks are involved.

As mentioned previously the sample data is small. A possible solution could be to include or compare solo-splits from Great Britain, Australia, Japan, and Global Depositary Receipts (GDR). Another improvement would be the incorporation of exchange rate changes into the data (table 3).

A possible extension to the article includes the use of the volume of shares traded as a measure of liquidity rather than the dollar value. Another extension could be a comparison between home and ADR reactions in trading volume. Finally, a comparison between large institutional investors and small investors of ADRs could provide additional information on liquidity effects.
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