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Signaling Hypothesis
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Abstract

Not until August of year 2000, Taiwanese firms had not been allowed to buy
their shares back in the open market. The literature regarding the motives of share re-
purchase has been well documented, such as the signaling hypothesis, free cash flow
hypothesis, etc. The purpose of this study is to investigate the information content of
share repurchase in Taiwan. Specifically, we intend to empirically test whether the
motive of share repurchase supports the signaling hypothesis where a firm purchases
its shares in the open market to signal its current market undervaluation and a better
prospect due to asymmetric information in the market .

Using the announced open market share repurchases data from the Market Ob-
servation Post System and the financial data from the Taiwan Economic Journal Data
Bank, we estimate the parameters of production functions for both the electronic
components and computers, electronic products manufacturing industries respectively,
and then use those estimates to calculate the firm’s unobserved productivity. Next, we
define the value that taking the productivity divided by the price-to-book ratio to
measure the magnitude of the firm’s undervaluation, and further investigate its rela-
tionship with the behavior of the firm’s share repurchase using Probit model. The em-
pirical results show that there exists a significant and positive relationship between
firm’s undervaluation and the announcement of open market share repurchase.
Namely, when a company’s share price is underestimated, it is more likely to imple-

ment the stock repurchase, which is consistent with the signaling hypothesis.

Keywords: Stock repurchase, productivity, signaling hypothesis
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453 079 %R AULE Y SRk

2002 # 2003 % 2004 &  20054& 2006 & 2007 & B3t

B 145 134 92 129 132 126 758
(84.3)  (77.91)  (53.49) (75)  (76.74)  (73.26)  (73.45)

1 E% 27 38 80 43 40 46 274
(15.7)  (22.09)  (46.51) (25)  (23.26)  (26.74)  (26.55)

ARELN 5 4 BRI A o

# 54 % B ROLE Y =

¥ E = - = - = =% 7 = 7 =% = %
2002 145 18 7 2 0 0 0
(843)  (10.47) (4.07) (1.16) 0) 0) 0)

2003 134 26 5 4 0 3 0
(77.91) (15.12) (2.91) (2.33) 0) (1.74) (0)]

2004 92 55 12 6 4 2 1

(53.49) - (31.98) (6.98) (3.49) (2.33) (1.16) (0.58)

2005 129 27 10 5 1 0 0
(75) (15.7) (5.81) (2.91) (0.58) (0) (0)

2006 132 25 9 3 2 0 1
(76.74)  (14.53) (5.23) (1.74) (1.16) (0) (0.58)

2007 126 38 5 2 1 0 0
(73.26)  (22.09) (2.91) (1.16) (0.58) (0) (0)

E 758 189 48 22 8 5 2

(73.45)  (18.31) (4.65) (2.13) (0.78) (0.48) (0.19)
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# 55 Rt ¥ ST HrPitMB &

E ®pdic Lo Bt g Bo| B4 i

2002 172 45.2659 35.2078 9.2429 266.9315
2003 172 41.9401 48.404 7.6639 528.145
2004 172 60.5739 94.4544 9.2872 1143.026
2005 172 49.3851 42.2331 5.1922 272.7387
2006 172 44.6457 41.2596 7.3864 297.1825
2007 172 51.554 55.052 7.7332 439.4434

% 5-6 Probit % Al 3t

£ 33 B e A P
rPitMB 0.0006 0.0003 2.02 0.044
Dyr02 -0.9106 0.0381 -23.9 0
Dyr03 -0.6710 0.1454 -4.62 0
Dyr05 -0.5804 0.0943 -6.15 0
Dyr06 -0.6337 0.1805 -3.51 0

Dyr07 -0.5281 0.1890 -2.79 0.005
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