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Introduction 

Under current accounting standards, the liabilities for operating leases are off balance 
sheet items and appear only in footnotes of the financial statements of public firms. However, 
to be meaningful, these lease items should be added to companies' balance sheets. Gullapalli 
(2005) reports that under current accounting rules trillions of dollars of financial obligations 
of public companies are legally kept off the balance sheet. The report says that the Securities 
and Exchange Commission (SEC) staffers analyzed 200 companies and found that 77 percent 
had off-balance sheet-operating leases totaling about 1.25 trillion dollars. The SEC has 
expressed concern about these off balance sheet items. 

On February 7, 2005, the SEC issued a letter indicating that more than 50 firms, primarily 
in the retail and restaurant industries, had failed to adhere to lease accounting standards. As a 
result, most ofthese firms had to restate their earnings. Some of these firms could be affected 
by the February 7, 2005, SEC Letter. For instance, McDonald's took a charge of $139 
million, about eight cents a share. 

Kueppers (2005), the chairman of Center for Public Company Audit Firms, American 
Institute of Certified Public Accountants, explains accounting issues and specific concerns of 
the SEC regarding the accounting for leases: (1) The amortization of leasehold improvement 
by a lessee in an operating lease with lease renewals, (2) The pattern of recognition of rent, 
(3) leasehold improvement incentives provided by lessor to a lessee in an operating lease. 

Purpose 

The purpose is to investigate the stock price performance of those firms believed to be 
affected by the February 7, 2005, SEC letter. We use the event study methodology to study 
the impact of this announcement on the firm's daily abnormal rate of return. 

Literature Review 

Palmrose and Scholz (2002) studied the relationship between accounting causes and 
litigation consequences of restatements. They analyzed a sample of 492 companies that 
announced restatements from 1995 to 1999. They found that at the time of the announcement 
of restatement the mean and median rate of return were -11 percent and -6 percent 
respectively. 
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Moriarty and Livingston (2001) investigated the quality of financial reporting and the 
impact of restatements on the market capitalization of the firms. They found that over a 3 day 
window, restatements caused reduction in market capitalization by $17.7 billion, $24.2 
billion and $31.2 billion over the years 1998, 1999, and 2000 respectively. 

Turner, et al. (2001) studied the impact of restatements on returns for 173 firms from 
1997 to 1999 over an eight day window beginning two days before the announcement of the 
intention to restate. They found an average abnormal rate of return of -12.3 percent for 
restatement of revenue and -5.0 percent for restatement of restructuring and impairment 
charges and other issues. The market capitalization declined about $27.3 billion. 

Kinney and McDaniel (1989) investigated the characteristics of firms correcting 
previously reported quarterly earnings. They studied a sample of 73 firms that disclosed 
quarterly restatements in footnotes to their 1976 to 1978 annual reports and found that 
restating companies were less profitable, had lower growth rates, were smaller, had high debt 
ratios and were riskier than other firms in their industries. They also studied the relationship 
between stocks returns and restatement of earnings of firms correcting previously reported 
quarterly statements and the announcement of filing of corrections. They concluded that the 
negative returns were primarily associated with errors that overstated income and with the 
magnitude of the overstatement. However, the reaction in a six day window beginning the 
day before the announcement of filing of the correction was not significantly negative. 

Feroze and Pastena (1991) studied the financial and market effects of the SEC's 
accounting and auditing enforcement releases and found significantly negative reactions to 
announcements of SEC accounting and auditing enforcements. Similarly Dechow et al 
(1996) analyzed the causes and consequences of earnings manipUlation in a sample firms 
subject to enforcement actions by the SEC and found negative reaction to the 
announcements. 

DeFond and Jiambalvo(199l) analyzed a sample of 41 prior period adjustments of annual 
overstatement errors for the 12 years from 1997 to 1988 to compare the characteristics of 
firms with overstatement errors to non-restating firms and concluded that, among other 
things, restating firms tended to have low growth rate of earnings, more diffuse ownership, 
and overstatements were negatively correlated with the growth in earnings. 

As this brief review of the literature indicates most earning restatements have negative 
impact on stocks returns. Therefore the purpose of our study is to investigate the impact of 
the SEC announcement of earning restatement to adhere to the lease accounting standards on 
stock prices and also the impact of the restatement of earnings on the stock prices of those 
firms. 

Methodology and Data 

Event study methodology is used. Two market model techniques are used to estimate the 
expected daily rate of return. They are the Ordinary Least Square (OLS) Market Model 
method suggested by Fama, Fisher, Jensen and Roll (1969), and the Scholes and Williams 
method (1977). 

Jack Ciesielski (2005) has provided a set of 77 firms that he believes could be affected by 
the SEC February 7, 2005, lease accounting statement. This set of firms is the initial sample 
used. Only 66 firms that had the necessary data and did not have any confounding events are 
studied. The daily rates of return for the common stocks of the sample firms are obtained 
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from the web site yahoo finance. Additionally, the daily rate of return on the S&P 500 Index, 
which is also obtained from yahoo finance, is the market proxy. 

For each firm the daily abnormal rates of return are the measure of stock market impact. 
The daily abnonnal rate of return is the actual daily rate of return minus the expected daily 
rate of return. The market model is used to estimate the expected rate of return. 

The test period is from 25 trading days before the event to 100 trading days after. This 
126 trading day test period should capture any impact that the SEC statement should have. 
The market model estimation period is 75 trading days, from 100 days before the event to 26 
days before the event. 

The null hypotheses tested is that the mean daily and cumulative mean daily abnonnal 
rates of return are zero. The test statistic used is adjusted for possible cross sectional 
correlation. 

Abnormal Rates of Return 

The daily abnormal rate of return is the daily actual rate of return minus the daily 
expected rate of return. The single factor market model is used to estimate the daily expected 
rate of return. The parameters of the model are estimated using both ordinary least squares 
and the Scholes and Williams method. 

Any model used to estimate daily expected rates of return requires two time series of 
daily rate of return data for each security-event: an estimation period time series for 
estimating the model parameters, and an event period for estimating abnormal rates of return. 
To avoid biasing the parameter estimation the estimation period and event period should not 
overlap. 

The single factor market model is used to estimate the daily expected rate of return. The 
alphas and betas for each stock in the market model are estimated by ordinary least squares 
and the method of Scholes and Williams. 

The mathematical fonnulation: The abnonnal daily rate of return ARj,I for the common 
stock of the /h firm on day t is 

(1) AR,=R,-EIRtl j, j, \' j,!j 

where Rj,t is the actual or observed daily rate of return for stockj on day t, and E(Rj),} is the 
expected daily rate of return. This expected daily rate of return is 

(2) 

where the coefficients aj and bj are ordinary least squares estimates (estimated using daily 
data from the estimation period), and Rm,t is the daily observed rate of return for market m on 
day t. 

The Scholes and Williams method is also used to estimate those coefficients. The beta 
estimator is 

(3) 

3 



Journal of the Academy of Finance: Summer 2006 

where bj _ is the ordinary least squares slope estimate form the regression of Rj,t on Rm,t-l, bj is 
the ordinary least squares slope estimate from the regression of RJ,t on Rm,(, and bj + is the 
ordinary least squares slope estimate from the regression of Rj,t on Rm,t+l, and Pm is the 
estimated first order correlation of the daily rates of return on the market, Rm. The intercept 
estimator aj' is 

where Rj is the mean return for stock j during the estimation period and Rm is the mean 

market return during the estimation period. 

The average abnormal daily rate of return, AARt on date t is 

(5) 

N 

" AR.( ~ J, 

AAR = -,,-J=_I __ 
( N 

where t is defined in trading days relative to the announcement date (for instance t = -10 
means 10 trading days before the event and N is the number of common stocks in the sample. 

The cumulative average daily abnormal rate of return, CARRTl ,T2 beginning with trading 
day Tl and ending with trading day T2 is 

1 N T2 
(6) CAARTI,T2 =- IIARj,l 

N )=11=11 

where all of the terms are as defined above. 

Since the SEC announcement date is the same for all firms cross sectional correlation is 
possible. The t statistic that accounts for this correlation is: 

(7) 

where T is the number of trading days during the estimation period. This t statistic has T-1 
degrees of freedom. Since many of the firm restatement dates are close to each other this 
same test statistic is used for the event study when each firm announces a restatement. 

Results 

The tables and figure with the results are at the end of the paper. Table I has the list of the 
66 sample firms used for the event study of the February 7, 2005, SEC announcement date. A 
benchmark list of firms was selected from the firms in the Standard and Poor's 500 index. 
These benchmark firms were not in the same four digit SIC code as the sample firms. The 
daily abnormal rates of return for the two groups are compared. 
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Figure 1 contains the plot of the cumulative daily abnormal rates of return for the 66 
sample firms and the 66 benchmark firms. These cumulative daily abnormal rates of return 
are calculated using the daily average abnormal rates of return (A vgARR) in Table 2 (for the 
66 sample firms) and Table 3 (for the 66 benchmark firms) Both cumulative daily abnormal 
rates of return drift downward during the 126 trading day test period. The cumulative daily 
abnormal rates of return for the 66 benchmark firms have a continuous downward drift. 
Specifically, the 66 sample firms have a cumulative daily abnormal rate of return of -3.729% 
on the last day of the test period, which covers 126 trading days beginning 25 trading days 
before the February 7, 2005, SEC announcement date. For the 66 benchmark firms the 
cumulative daily abnormal rate of return is -5.511 %. 

Table 2 contains the average daily abnormal rates of return for the 66 sample firms. The 
average daily abnormal rates of return for the five trading days day from two days before the 
announcement to two days after are 0.275%, -0.421%, 0.006%, -0.218%, and -0.879% 
respectively. None of these values are statistically significant at the five percent level (all of 
the two tail p values are greater than 5 percent). About one half, or 63, of the test period days 
have daily abnormal rates of return that are greater than or equal to zero. Six of the Table 2 
daily average abnormal rates of return have p-values less than 5 percent. This is 
approximately what would be expected if the null hypothesis of mean daily abnormal rate of 
return of zero is true. 

Table 3 contains the average daily abnormal rates of return for the 66 benchmark firms. 
The average daily abnormal rates of return for the five trading days day from two days before 
the announcement to two days after are -0.214%, -0.l03%, -0.204%, -0.051%, and -0.321% 
respectively. None of these five negative values are statistically significant at the five percent 
level (all of the two tail p values are greater than 5 percent). Fifty of the test period days have 
daily abnormal rates of return that are greater than or equal to zero. Eight of the Table 3 daily 
average abnormal rates of return have p-values less than 5 percent. This also is 
approximately what would be expected if the null hypothesis of mean daily abnormal rate of 
return of zero is true. 

The daily abnormal rates of return for the 66 sample firms and 66 benchmarks firms were 
also calculated using the Scholes and Williams method to estimate the parameters of the 
market model. These results, which are not reported here, were similar to the ordinary least 
squares method. Additionally, the calculations were done using a 101 trading day test period 
that goes from 50 trading days before the SEC announcement date to 50 days after. This also 
did not change the results presented here. 

Conclusion 

This event study for the February 7, 2005, SEC announcement does not indicate any 
significant daily abnormal rates of return. These results contrast with most other event studies 
of earnings related restatements. One possible explanation for these results could be that the 
market did not think the subsequent earnings restatements would not be significant. 
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