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Abstract

In this paper we study the market reaction to capital expenditure announcements in the backdrop of Jensen's [1986] free cash flow hypothesis.  Our initial results confirm McConnell and Muscarella’s [1985] original findings suggesting that announcement-period returns follow in sign announced changes in capital spending.  Moreover, estimating regressions similar to Lang Stulz and Walkling [1991] we find evidence that is somewhat weak, supportive of the free cash flow hypothesis in explaining announcement-period returns.  Finally, an alternative information-signalling explanation for the market reaction cannot be ruled out entirely.
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1. Introduction
In this paper we study the market reaction to capital expenditure announcements, positing Jensen's [1986] free cash flow hypothesis as an explanation for the announcement-period returns.  The free cash flow hypothesis is an extension of traditional valuation theory and separates firms into value-maximizers, the subset of firms only investing in positive NPV projects, and overinvestors, the subset of firms that invest beyond an optimal level, where the marginal rate of return is less than the cost of capital. Jensen [1986] argues that the managerial tendency to overinvest is a direct result of human capital and compensation considerations since larger firms offer more power and prestige, more perquisites, and higher compensation to their executives. The free cash flow hypothesis makes testable predictions about the wealth effects of most changes in financing and investment policies and has received considerable attention in the literature (e.g., Lang, Stulz, and Walkling [1991], Vafeas and Joy [1995], and Fuller and Thakor [2002]). 
	Previous evidence suggests wide cross-sectional variation in the market assessment of capital expenditure announcements. For example, McConnell and Muscarella [1985] find 38% of the industrial firms and 59% of the public utility firms in their sample experience negative returns at the announcement of a capital expenditure increase. Taken together, their evidence implies that capital expenditure increases are not necessarily good, and capital expenditure decreases are not necessarily bad.  An unresolved question is whether the free cash flow hypothesis explains why the shareholder wealth effect to capital expenditure announcements is positive in some cases and negative in others.
	According to the free cash flow hypothesis, the market response to an investment increase will depend on a firm's marginal investment opportunities and the level of its free cash flow.  Thus, conditioned on a firm’s marginal investment opportunities (i.e., its characterization as an overinvestor), an unexpected capital spending increase is more detrimental for a high free cash flow firm than for a low free cash flow firm since cash flow considerations are more likely to influence management's decision to increase capital expenditures when the firm controls excessive  free cash flow (Lang, Stulz, and Walkling [1991]). An analogous argument can be made for capital expenditure decreases. That is, among firms cutting spending, those overinvesting will benefit more from the reduction in free cash flows.  Moreover, that benefit is expected to increase as the firm's level of free cash flow increases.  Therefore,
H1: For capital expenditure increases, the relationship between announcement-period returns and free cash flow is expected to be more negative for overinvestors compared to value-maximizers.
H2: For capital expenditure decreases, the relationship between announcement-period returns and free cash flow is expected to be more positive for overinvestors compared to value-maximizers.
2. Sample Description and Methodology
In order to be included in our sample, collected from the Wall Street Journal, capital expenditure announcements had to meet the following criteria: 1) announcing firms are listed on the CRSP and COMPUSTAT databases, 2) the capital expenditure announcement included no coincident confounding news, 3) the announcement was not project-specific but concerned spending at the firm level, and 4) only US firms are considered.  The final sample comprises 351 firm-announcements (255 announcements of capital expenditures increases, and 96 announcements of capital expenditure decreases).
	The estimation of the unexpected component of the capital expenditure change requires data on expected capital spending. To this end, we use a naive model of expectations where an announced change above (below) the previous year's spending is considered a spending increase (decrease).  Following previous work, we use Tobin's q to measure a firm's marginal investment opportunities. q ratios were constructed following Perfect and Wiles [1993].  Each firm's q ratio is calculated at the end of the fiscal year prior to the capital expenditure announcement. The announcement-induced abnormal returns are computed following standard event-study methodology as described by James [1987]. For each firm-announcement, a one-factor market model is estimated from t=-240 to t=-121 where t is the date of the capital expenditure announcement. Market returns are estimated using the equally-weighted index. The wealth effect of the announcement is assessed over a two-day event-window from t=-1 to t=0. 
3. Empirical results
The average capital expenditure increase is 41.5% (median = 28%) and the average capital expenditure decrease is 24.4% (median = 25%). Table 1 presents event study results for the subsamples of capital expenditure increases (panel A) and capital expenditure decreases (panel B), as well as univariate and bivariate comparisons based on Tobin's q and free cash flow. Focusing first on the full sample of capital expenditure increases, the market reaction for the full sample of firms is positive and marginally significant (Z=1.67).  This result is in line with prior empirical evidence on the market assessment of investment increase announcements (e.g. McConnell and Muscarella [1985]). A univariate partition of firms according to q shows that low-q firms elicit a positive stock market reaction at the announcement (Z=1.93) while high-q firms elicit a positive but insignificant market response. This result is not consistent with the free cash flow hypothesis which would predict that overinvestors (low-q firms) would experience lower returns. 
	Next, firms are partitioned into low and high cash flow categories. High cash flow firms experience a positive and significant stock market reaction (Z=2.02) and low cash flow firms experience a positive and insignificant market reaction. A four-way partition of firms based on cash flow and q suggests that the group of low-q/high cash flow firms has the highest stock market reaction with a two-day cumulative abnormal return of 0.56% and a Z-statistic of 3.93. Overall, the results in panel A are weakly consistent with value-maximization and information signaling explanations, and are inconsistent with the free cash flow hypothesis.
	In panel B, the full sample of capital expenditure decreases experienced a significantly negative stock market response (CAR[-1,0] of -0.79 percent and a Z-statistic of -2.85). This result is in line with evidence on capital expenditure decreases reported by McConnell and Muscarella [1985].  Univariate and bivariate partitions based on q and cash flow variables do not reveal significant return differences across the various subsamples, with one notable exception: Among low q firms, those with high cash flow levels marginally outperform those with low cash flow levels. The low-q/high cash flow subsample of firms is the only one showing a positive and statistically significant announcement return (Z=1.80). This result signifies the beneficial role of investment cuts among firms fitting the free cash flow profile described by Jensen. All other subsamples exhibit negative returns which, with one exception, are significant at the 0.01 level. Overall, the results in panel B for announced capital decreases provide weak support for the free cash flow hypothesis.
	Given the potentially confounding role of various firm attributes on the bivariate results in Table 1, we also examine the free cash flow hypothesis in cross-sectional ordinary least squares regressions where the dependent variable is the two-day (-1,0) abnormal return associated with the investment announcement. Regression results are presented in Table 2 for capital expenditure increases and in Table 3 for capital expenditure decreases. 
	In Table 2, focusing on capital expenditures increases, we estimate the cross-sectional model three times varying the number of control variables each time. First, the q variable is negative and statistically significant at the 0.05 level. This result is consistent with firms having undervalued growth opportunities signaling higher value of growth prospects through announced increases in capital spending. The significance of the q variable is robust to the inclusion of several control variables in the model.
	The key variable for the free cash flow hypothesis is the q/cash flow interactive term which should be negatively related to returns, signifying the increasing costs of wasteful spending for overinvestors. Indeed, the coefficient for this variable is negative and significant at the 0.10 level in models 2 and 3. This result supports weakly the importance of the free cash flow hypothesis in explaining abnormal returns around capital spending increases.
	Two more interesting observations can be made on the Table 2 results: First, firm size as proxied by the natural log of assets is negatively related to returns (t=-3.11). While firm size can proxy for many effects, one possibility is that size proxies for the information asymmetry existing between management and investors. Larger firms are better known, and the possibility they are misvalued is lower. In this vein, the positive signal sent by an investment increase is more useful in valuing a smaller firm compared to a larger one. Therefore, the observed higher returns of smaller firms are also consistent with an information-signaling explanation. Second, the pre-announcement level of capital expenditures is also inversely related to the announcement-induced returns (t=-2.29). This suggests the market is more sensitive to changes in investment policy for firms that generally spend less on capital investment. This may be due to investors partly anticipating, or being used to, changes in investment policy for certain, capital-intensive firms. Capital expenditure announcements appear more meaningful where capital spending is a relatively smaller part of operations. A related explanation is that the capital expenditures level is an alternative proxy for firm growth. The fact firms with lower spending levels (lower growth) react more favorably to an investment increase is also consistent with a signaling explanation. Together, the results in Table 2 are somewhat weak, supportive of the free cash flow hypothesis.
	Table 3 presents results on OLS regressions explaining the returns induced by capital spending cuts. In general, these results are strikingly different than those in Table 2. First, the historical growth (q) variable is not important in any of the three models. Moreover, the coefficient for firm size is positive, analogous to the evidence in Table 4, but is also not statistically significant.  Support for the free cash flow hypothesis is weak. The q/cash flow interactive term is positive in the three models, consistent with the following: among low-growth firms, the benefits of investment cuts increase with the level of free cash flow. However, this variable is significant at the 0.10 level in models 1 and 2, but becomes statistically insignificant when several control variables are added (model 3).
	The two significant explanatory variables for returns surrounding investment cuts are dividend yield (t=-2.81) and leverage (t=2.52). In the case of dividend yield, the observed negative relationship is consistent with a dividend clientele hypothesis. According to this, investors view investment cuts as a negative signal about the firm's ability to pay dividends in the future. This is likely given the poor cash position of firms cutting investment. The adverse dividend news contained in an investment cut is relatively worse in firms having marginal investors who prefer higher dividends; therefore, the higher investor preference for dividends, the higher the cost of the adverse investment news. Alternatively, dividend payments are a mechanism that controls overinvestment. Investment cuts will be less beneficial in reducing agency costs where, other things constant, managers are committed to paying more dividends. This argument is consistent with a broad version of the free cash flow hypothesis. By contrast, the positive relationship between announcement-period returns and leverage appears inconsistent with the disciplining role of leverage as a substitute to investment reductions. In all, the results for capital spending decreases are consistent with the free cash flow hypothesis as well as a dividend-clientele-effect.
4. Conclusions
We study the market response to capital expenditure announcements.  Our results for announced expenditure increases are in line with prior evidence and suggest positive, albeit small, abnormal returns to shareholders. The results for investment decreases reinforce the McConnell and Muscarella [1985] results and suggest that announcements on the general level of firm spending, such as those studied in this paper, convey information about the prospects of a firm as a whole and, as such, are valued negatively by investors.  Cross-sectional empirical analysis revealed weak support with respect to the free cash flow consequences of capital investments to overinvestors and strong support for a value-maximization explanation for both investment increases and decreases.  Notwithstanding imperfect empirical constructs for growth and free cash flow, and potentially confounding signaling effects, our results suggest that Jensen's theory has some merit in explaining the market's response to capital spending announcements.
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Table 1
 Market performance of firms announcing capital spending plans

Market performance for the sample of firms announcing capital expenditure increases (panel A), and capital expenditure decreases (panel B). q ratios are computed following Perfect and Wiles [1994]. Free cash flow (FCF) is defined as operating income minus dividends, interest, and taxes. Firms are characterized as high and low FCF based on their sample median. In each cell we present the average CPE and its corresponding Z value in parentheses. t-statistics for differences in means assume unequal variances.

Panel A: Capital expenditure increases
	
	All increases
	Low q
	High q
	Low q - High q

	All increases
	0.21%
	0.28
		0.14%
		0.14%

	
	(1.67)*
	(1.93)*
		(0.96)
		(0.22)

	Low FCF firms
	0.15%
	0.15
		0.15%
		1.21%

	
	(1.03)
	(0.68)
		(0.67)
		(0.19)

	High FCF firms
	0.29%
	0.56
		0.10%
		0.46%

	
	(2.02)**
	(3.93)***
		(0.67)
		(0.80)

	Low FCF – High FCF
	-0.14%
	-0.46%
		0.18%
		

	
	(-0.32)
	(0.76)
		(0.13)
		



Panel B. Capital expenditure decreases
	
	All decreases
	Low q
	High q
	Low q - High q

	All decreases
	-0.79%
		-1.02%
		-0.55%
		-0.47%

	
	(-2.85)***
		(-2.46)***
		(-2.89)***
		(-5.49)***

	Low FCF firms
	-1.01%
		-1.33%
		-0.45%
		-0.66%

	
	(-4.06)***
		(-3.48)***
		(2.56)***
		(-1.03)

	High FCF firms
	-0.27%
		1.20%
		-0.67%
		1.87%

	
	(-0.88)
		(1.80)*
		(-1.50)*
		(1.28)

	Low FCF – High FCF
	-0.73%
		-2.53%
		0.23%
		

	
	(-0.88)
		(-1.80)
		(0.24)
		



Table 2
Cross-sectional OLS regressions for firm-announcements of capital expenditure increases
 
Cash flow is defined as operating income minus dividends, interest, and taxes, and is deflated by the book value of assets. q ratios are computed following Perfect and Wiles [1994]. Prior performance is equal to the market model cumulative prediction errors from t=-83 to t=-4. Size is defined as the natural logarithm of total assets. The dependent variable in all regressions is the two-day cumulative prediction error from t=-1 to t=0. t statistics are in parentheses. 

	Capital expenditure increases

	
	 (1)
	 (2)
	 (3)

	Intercept
		0.004
		0.006
		0.040

	
		 (0.71)
		(0.73)
		(2.69)***

	q
		 -0.011
		 -0.012
		-0.010

	
		 (-2.08)**
		 (-2.17)**
		(-1.94)*

	Cash flow/assets
		 0.146
		 0.149
		 0.131

	
		(2.16)**
		(2.12)**
		(1.88)*

	Cash flow if q<1,
		 -0.096
		 -0.109
		-0.104

	0 otherwise
		(-1.52)
		(-1.72)*
		(-1.68)*

	Dividend yield
		
		 -0.001
		 0.001

	
		
		(-0.26)
		(0.71)

	Prior performance
		
		 0.022
		 0.020

	
		
		(1.89)*
		(1.77)*

	Ln(assets)
		
		
		-0.004

	
		
		
		(-3.11)***

	Debt/Equity 
		
		
		 0.006

	
		
		
		(0.29)

	Capital expen./assets
		
		
		-0.015

	
		
		
		(-2.29)**

	Liquid assets/assets
		
		
		-0.026

	
		
		
		 (-1.31)

	Sample size
		255 
		255
		255

	R-squared
		0.02
		0.04
		0.12

	p-value
		0.04
		0.09
		0.00



Table 3 
Cross-sectional OLS regressions for firm-announcements of capital expenditure decreases
 
Cash flow is defined as operating income minus dividends, interest, and taxes, and is deflated by the book value of assets. q ratios are computed following Perfect and Wiles [1994]. Prior performance is equal to the market model cumulative prediction errors from t=-83 to t=-4. Size is defined as the natural logarithm of total assets. The dependent variable in all regressions is the two-day cumulative prediction error from t=-1 to t=0. t statistics are in parentheses.
 
	Capital expenditure decreases

	
	 (1)
	 (2)
	 (3)

	Intercept
		 -0.019
		 0.004
		-0.049

	
		(-1.73)*
		(0.28)
		(-1.84)*

	q
		 -0.015
		 0.001
		 0.002

	
		(-0.75)
		(0.42)
		(0.09)

	Cash flow/assets
		 -0.350
		 -0.375
		-0.180

	
		(-1.30)
		(-1.41)
		(-0.67)

	Cash flow if q<1, 
		 0.452
		 0.419
		 0.317

	0 otherwise
		(1.88)*
		(1.78)*
		(1.34)

	Dividend yield
		
		 -0.003
		-0.004

	
		
		(-2.46)**
		(-2.81)***

	Prior performance
		
		 -0.011
		-0.006

	
		
		(-0.39)
		(-0.23)

	Ln(assets)
		
		
		 0.004

	
		
		
		(1.55)

	Debt/Equity 
		
		
		 0.086

	
		
		
		(2.52)**

	Capital expen./assets
		
		
		-0.005

	
		
		
		(-0.47)

	
		
		
		0.058

	Liquid assets/assets
		
		
		 (1.34)

	Sample size
		96
		96
		96

	R-squared
		0.06
		0.12
		0.21

	p-value
		0.15
		0.04
		0.00
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