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ABSTRACT 

This study examined share returns following unexpected corporate announcements that are 

described as profit warnings. The study tested whether there are abnormal returns on share 

prices after the announcement of profit warnings. The report is based on the 56 companies 

quoted on the Nairobi Securities Exchange (NSE) and samples drawn from companies that 

have issued profit warnings. The research design used was the event study which assessed 

the impact of an event on the value of a firm. In the event study, the calendar date of the 

profit warning announcement became time zero in the event time and all remaining periods 

were presented in the event time in relation to the event date. This research used the one 

hundred and fifty days event window where twenty days are prior and twenty days are after 

the profit warning announcement. The sampling method used was the census survey on the 

companies that are listed in the NSE and made profit warning announcements. The study 

relied entirely on secondary data available at NSE database. Event study methodology, 

student T-test before event date and Average Abnormal Return (AAR) significance from zero 

are used to analyze data collected on daily stock prices. The method used for calculating the 

expected returns is the Capital Asset Pricing Model (CAPM). The result of this research 

indicates that profit warning has impact on the stock return in the NSE and the impact is 

negative and significant for the period of pre-warning and post-warning and on the day of 

actual announcement. There are also indications of information leakages where there were 

negative abnormal returns days before the profit warning announcements. The study 

therefore concludes that profit warning impacted significantly on the share return in the NSE 

by creating negative abnormal return during the announcement period. Based on this 

research, the recommendation to the investors or practitioners in the NSE is that profit 

warning announcements are information events that influence the investment decision and 

should thus expect negative abnormal responses of share prices following such 

announcements. 
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CHAPTER ONE 

INTRODUCTION 

1.1 Background of the study 

The profit warning is considered as bad news by the market because it reveals the company’s 

adverse future profitability and competitiveness. Therefore, it results insignificant negative 

returns in the stock markets. The profit warning disclosure reduces the impact of surprise at 

the time of the real earnings announcement, because the profit warning prepares the market 

for the bad news (Bodie, et.al, 2009). 

 

Investors who participate in the capital markets expect that their investment will bring a high 

return in the future which will compensate for the related risks and expenses. Thus, they 

evaluate the investment; they calculate the benefits and the costs at the same time, which is 

the net present value calculation. However, firms that sell their shares to investors will 

receive more funds if stock prices are high, so that these firms can grow and produce values 

or assets in the economy (Penman, 2009) .The stock prices play a signaling role in the 

distribution of the economic resources from investors to firms. 

 

The company’s earnings are a main determinant of the stock price, because the earnings 

indicate the operational result of the firm and its future success. Therefore, companies are 

required to inform the investors about its performance. If earnings reported are above or 

below the analysts’ earnings estimates, it will be a surprise to the market. Consequently, if 
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this earnings surprise is positive the share price will usually increase, or if it is negative the 

share price will decrease (Penman, 2009). 

 

 In order to avoid such drastic changes in the stock prices and to reduce the magnitude of the 

market reaction companies warn the public regarding the unexpected level of earnings. The 

content of the warning is that the company earnings will not meet the market expectations.  

The capital markets authority listing and issuing rules obliges firms to immediately disclose 

price sensitive information regarding any facts or events which are expected to have a 

significant effect on the stock price. An example of a price sensitive event is a profit warning 

announcement. 

 A profit warning is a public announcement saying that earnings for a reported period will not 

meet expectations. Firm managers tend to issue a profit warning when previous forecasts are 

believed to be too optimistic or unforeseen changes in economic or operational conditions 

have occurred. Such a statement is an extremely visible signal to investors declaring a 

significant negative change in the performance of a firm. One of the most robust findings is 

the evidence of post-earnings-announcement drift (Bernard & Thomas 1990). This is the 

phenomenon that stock returns continue to drift downward for several months after a 

negative earnings surprise reported at the scheduled earnings announcement date.  

The general explanation for this phenomenon is market under reaction. Since profit warnings 

are similar earnings surprises except for the fact they are unexpected it is interesting to see 

whether there is a similar drift. Profit warnings are related to earning announcements 

containing surprises. The only difference is that earnings announcements have a 

predetermined date and profit warnings are unexpected (Bhana, 2005). According to the 
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semi-strong efficient market hypothesis (Fama, 1970) stock prices react quickly in an 

unbiased manner to new public information. Over the years many researchers studied the 

market reaction in response to earnings information. This led to the discovery of one of the 

most robust anomaly in finance and accounting literature: post-earnings-announcement drift 

(hereafter PEAD). PEAD is the phenomenon that stock returns continue to drift downward 

following a negative earnings signal reported at the scheduled earnings announcement date 

(Laidroo 2008). 

The adjustment of stock prices to earnings announcement has been studied extensively with 

focus being on how fast the announcement is absorbed in the stock price. Further, studies 

have been extended to the assessment of expected or anticipated and unanticipated earnings 

where anticipated earnings arise in the event period before the earnings announcement date 

are not regarded as new information that requires adjustment of the stock price (Ndegwa, 

2013). 

 

Unanticipated earnings or earnings surprises on the other hand are regarded as new 

information arising after the earnings announcement date that requires the adjustment of the 

stock price (Ndegwa, 2013). Studies have shown that there is a slow or lagged response to 

earnings announcements by the market as evidenced by a sustained period of positive excess 

or abnormal returns when unexpected earnings increase a phenomenon known as positive 

earnings surprise or when there is a sustained period of negative excess or abnormal returns 

as a result of unexpected earnings decline also known as negative earnings surprise (Bodie 

et.al 2010). 
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 The sustained period of either positive or negative abnormal returns is referred to as the 

momentum and it can be exploited by investors who may choose to invest in stocks that 

display positive earnings surprise in order to enjoy the momentum after the announcement is 

made or avoid stocks that have a negative earnings surprise due to the momentum that is 

expected which is a behavior that is consistent with the dividend signaling hypothesis 

(Ndegwa, 2013). 

1.2 Statement of the problem 

An efficient market should incorporate all information (factual or predicted) into prices in a 

quick and unbiased way. Post Earnings Announcement Drift in this study is the continuous 

downward drift in prices due to a profit warning announcement and hence that future returns 

are somewhat predictable. If the market is weak form efficient, then stock prices should 

incorporate relevant information instantaneously but if occurrence of profit warnings causes 

abnormal returns due to under reaction to information by investors hence the downward drift 

or return continuation behavior, a price drift then indicates that the market fails to translate 

the information into prices. If profit warnings lead to negative abnormal returns, this will 

contradict the randomness of stock prices expected in efficient markets and hence the need 

for this research as past researches have not addressed the phenomenon. 

1.3 Purpose of the Study 

To investigate whether profit warnings announcement have a significant effect on the 

performance of stocks in the Nairobi securities exchange 
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1.4 Specific Objectives of the Study 

This study is undertaken to achieve the following specific objectives: 

(1) To investigate whether profit warnings generate negative abnormal returns in the 

Nairobi Securities Exchange 

(2) Establish the existence of anticipated returns attributed to profit warnings 

announcement 

(3) Identify the existence of earnings surprises due to profit warnings announcement 

1.5 Hypothesis formulation 

(1) (Ho):Abnormal Return (AR) relating to profit warnings announcement are not 

significantly different from zero 

(2) (Ho): Abnormal Return relating to profit warnings announcement do not significantly 

display anticipated returns behavior 

(3)  (Ho): Abnormal Return relating to profit warning announcement do not significantly 

display earnings surprises. 

1.6 Significance of the Study 

The findings of this research are important to investors, portfolio managers, decision makers 

and other stock market players who use earnings announcements to measure their trading 

expectations. Particularly, it is vital to note that investor expectations of company earnings 

are reflected in stock price. The benefit of knowledge of the behavior of profit warning 

announcements on security prices is that stock market investors can avoid capital losses 

arising from profit warnings announcement by divesting from such stocks 

Evidence from analyzing stock price reaction to profit warning announcements in an 

emerging market casts more light on whether the theory of efficient markets is supported, or 
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contradicted by the various empirical findings. This is mostly of significant interest to 

researchers and hence this study can be used as a basis for continuous research by students of 

finance on this area to reach an ultimate conclusion about the level of efficiency of stock 

markets. 

1.7 Delimitation of the Study 

This study will focus on the event of profit warning announcement. In practice, there are a 

few events that can trigger the movement of stock prices. Kasznik& Lev (1995) and Jackson 

& Madura (2003) believe the announcements of corporate control changes will affect the 

stock prices and the profit warning is not the only information that results in the market 

reaction. These corporate control announcements include mergers, acquisitions, dividend 

changes and stock repurchase.  

 

If a company issues both a profit warning and corporation control change information during 

the same time, it is hard to distinguish which information has caused the impact on stock 

price. The effect on stock returns may be more complicated. Therefore, this study tried to 

avoid other corporate control issues and pay attention solely to the event of profit warning 

announcement. 

1.8 Limitations of the study 

 The study acknowledges the following limitations, which open the way for further research 

in this area 
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(1) All mediums of disclosure other than public announcements were excluded, and only 

those announcements recorded on Nairobi Securities Exchange were considered for the 

study. 

(2)  The study did not deal with quarterly and/or half-yearly earnings announcements, and 

the information content of those earnings was therefore not captured in this study. 

1.9 Assumptions of the study 

The following were the assumptions of the study 

(i) Investors form biases which might influence their judgment of information. As these 

biases affect individual investors, it may have influenced the market reaction to new 

information and explain certain price patterns 

(ii) The Nairobi Securities Exchange is efficient in the weak form 

(iii) There was profit maximizing investors who recognized the potential for excess return 

1.10  Operational Definition of Terms 

Investor: Someone who allocates capital with the expectation of a financial return 

Stock market: Is a public entity for the trading of company shares at an agreed price 

Insider Trading: Trading of a company’s stock or securities such as bonds by individuals 

with access to non-public information about the company 

Market Anomaly/Market Inefficiency: Is a price and/or return distortion on a financial 

market that seems to contradict the efficient market hypothesis, it relates to structural factors, 

such as unfair competition, lack of market transparency and regulatory actions 
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Efficient Market Hypothesis (EMH): An investment theory that states that in any given 

time, the prices on the market already reflect all known information and also change fast to 

reflect new information 

Post earnings announcement drift: Is the tendency for a stock’s cumulative abnormal 

returns to drift in the direction of an earnings surprise for several weeks (even several 

months) following an earnings announcement. 

1.11 Chapter Summary 

This chapter offered the introductory part of the study, provided the back ground of the 

study, outlined the problem statement of the study, laid out the objectives of the study and 

finally set out the outline of the study. This introductory chapter provides the framework and 

sets out the organization of how the rest of the chapters in the study are discussed and 

analyzed; overview of the stock markets, literature review, methodology and lastly 

discussion and conclusions of the results. 

 

 

 

 

 

 

http://en.wikipedia.org/wiki/Abnormal_return
http://en.wikipedia.org/wiki/Abnormal_return
http://en.wikipedia.org/w/index.php?title=Earnings_surprise&action=edit&redlink=1
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CHAPTER TWO 

LITERATURE REVIEW 

2.1 Introduction 

This chapter presents an overview of the theory of market efficiency commonly referred to as 

the Efficient Market Hypothesis and its implications on the stock market. Theoretical 

explanations and the various researches that have been done are also presented, especially the 

research on market efficiency and earnings management.  

2.2 An overview of the Nairobi Securities Exchange (NSE) 

The Nairobi Securities Exchange is the only stock exchange operating in Kenya. It was 

established in the 1920’s by the British as an informal market for dealing in shares and 

stocks, with no rules and regulations to oversee stock broking activities. The Kenyan stock 

market, then named the Nairobi Stock Exchange, was founded in 1954 as a voluntary 

association of brokers registered under the Societies Act. It was through the NSE that saw the 

first ever privatization in the country of a 20% government stake in the Kenya Commercial 

Bank (KCB). Since 1994, there have been significant changes to the NSE in terms of 

structure, trading premises and its operations (NSE, 2012). 

 

Trading is carried out via the Automated Trading System (ATS) which was commissioned in 

2006 and it marked the significant step in the efforts to ease the speed of the execution of 

orders on a first come first serve basis thus enhancing market liquidity. The ATS system is 

linked to the Central Bank of Kenya (CBK) and the electronic Central Depository System 

(CDS) allowing trading of government bonds. The daily price movement for any security in a 
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single trading session is not allowed to be more than 10% except during major corporate 

announcements (kestrelcapital.com).  

 

The ATS is customized in order to uphold the spirit of the Open Outcry Trading rules in an 

automated trading environment (NSE, 2012). The NSE All Share Index (NASI) was 

introduced in 2008, as an alternative index, which is an overall indicator of market 

performance. The index incorporates all the traded shares of the day; therefore it provides the 

overall overview of the market value rather than the price movements of select stocks. The 

Nairobi Securities Exchange is licensed and regulated by the Capital Markets Authority of 

Kenya (CMA-K). It has the mandate of providing a trading platform for listed securities and 

overseeing its member firms. It also approves public offers and listings of securities traded at 

the exchange (NSE, 2012). 

 

 The Nairobi Stock Exchange changed its name to the Nairobi Securities Exchange in July 

2011 as a reflection of its strategic plan to evolve into a full service securities exchange 

which supports trading, clearing and settlement of equities, debt, derivatives and other 

associated instruments. It is also part of the East African Securities Exchanges Association 

comprising of the Dar-salaam Stock Exchange and the Uganda Securities Exchange 

including the various cross-listing of various equities (NSE, 2012). 

 

The exchange comprises of approximately 63 active listed companies with a daily trading 

volume of over US $5 million and a total market capitalization of approximately US 

$15billion. Apart from equities, government and corporate bonds are also traded on the 
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exchange with an average of daily bond trading of US $60 million. Automated bond trading 

commenced in late 2009. Short selling and same day turn-around transactions are not 

permitted on the NSE. Almost all NSE listed companies are open to additional foreign 

investment, including multinational subsidiaries.                        

 

                                           Table 2.2: Basic Data - Nairobi Securities Exchange 

YEAR LISTED  MARKET  TOTAL VOLUME  EQUITY  

  COMPANIES 

CAPITALIZATION (Ksh 

000) 

OF SHARES 

TRADED 

TURN OVER 

(Kshs) 

2011 58 952,150,059.00 5,722,036,800.00 77,796,279,185.00 

2010 55 1,194,917,184.00 5,918,921,900.00 89,713,453,278.00 

2009 55 761,983,851.00 3,159,558,527.00 38,152,734,018.00 

2008 55 931,885,741.00 5,835,858,270.00 97,601,977,685.00 

2007 53 802,039,996.00 1,924,262,247.00 88,650,556,648.00 

2006 49 778,442,065.00 1,463,481,161.00 95,386,387,106.00 

2005 46 782,494,844.00 776,971,725.00 36,562,616,982.00 

    6,203,913,740.00 24,801,090,630.00 523,864,004,902.00 

Source: NSE Handbook (2006, 2012) 

2.3 Efficient market hypothesis 

The research on how the market reacts to new information releases subsumes the elements of 

market efficiency or inefficiency. Market efficiency as defined by Fama (1970), states that a 

market is efficient if asset prices fully reflect the information available. “Fully reflecting” 
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means that knowledge of the information does not allow anyone to profit from it, because 

prices already incorporate the information. Further, the information is impounded in the 

prices correctly and instantaneously as it becomes known (White, Sondhi, & Fried, 2012). 

Eugene Fama (1970) defined market efficiency in terms of how fast the stock market reacts 

to information. He suggested three kinds of market efficiency: weak form, semi-strong form, 

and strong form efficiency. The first kind of market efficiency is weak form. In weak form 

efficiency, (Fama, Fisher, Jensen, and Roll, 1969) states that the historical price information 

cannot be used to achieve excess returns. If the market is weak form efficient, then stock 

price reacts so fast to all past information that no investor can earn an above normal return 

(higher than the market) by acting on this type of information. For example, if an investor 

receives the report and buys the firm’s stock after discovering the firm had high earnings for 

the period and then stock price does not rise, the market is said to be efficient with respect to 

past information and is weak form efficient. 

 

A second kind of market efficiency is semi-strong form. Semi-strong form efficiency states 

that no investor can earn excess returns from trading rules based on publicly available 

information. If the market is semi-strong form efficient, then stock price reacts so fast to all 

public information that no investor can earn an above normal return (higher than the market) 

by acting on this type of information. Tests of semi-strong form efficiency (Patell and 

Wolfson 1979) have shown that no investor can earn an above normal return on publicly 

available information such as annual accounting reports, block trades (Fama, Fisher, Jensen, 

and Roll, 1969), earning announcements, stock split announcements, dividend 

announcements, and repurchase of stock announcements. Examples of public information 
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include stock splits, dividend increases, and repurchases. For example, if an individual buys 

the stock on the announcement date and still does not make an above normal return, the 

market is semi-strong form efficient.  

 

The last kind of market efficiency is strong form. Fama, Fisher, Jensen, and Roll (1969) 

claim that strong form efficiency rules out excess returns based on any information, whether 

private or public. If the market is strong form efficient, then stock price reacts so fast to all 

information (public or private) that no investor can earn an above normal return (higher than 

the market) by acting on this type of information. In this case, the market reacts to an event 

within the confines of the firm (or secret information) when it occurs even before it is 

publically announced. For this to occur, investors must act on inside information, which is 

illegal. For example, if an individual buys the stock on the event and still does not make an 

above normal return, the market is said to be strong form efficient.  Weak form efficiency 

states that the historical price information cannot be used to achieve excess returns, while 

strong form efficiency states that the price is a reflection of all information, public or private.  

2.4 Implications of market efficiency 

There are several implications associated with market efficiency. The efficient market 

hypothesis theory states that the market is efficient with respect to certain particular 

information if the information is not useful in earning a positive excess return. Firstly, even if 

all markets are efficient, then asset allocation remains a key element as it strongly influences 

an investor’s overall risk return (Jordan et al., 2012). 
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Secondly, if markets are efficient, then security selection becomes less important as to 

whether overvalued or undervalued. In fact, if markets are efficient it would be a good idea to 

buy a large number of stocks with reduced costs whilst maintaining a passive diversified 

investment portfolio. Thirdly, if markets are efficient then little role exists for professional 

money managers, full service brokers and purchasing mutual funds, shares would be cost less 

that is no load fees (Jordan et al, 2012). 

 

The EMH also had implications for the setting of accounting standards; no longer did such 

standards have to specifically protect the naïve investors. Sophisticated analysts and 

investors, who ensure that prices correctly and instantaneously reflect available information, 

protect the naïve investors. Any trading by such investors is made at fair prices (White et 

al.2012). 

 

Another implication is that if markets are efficient, then there is no need to time the market. 

Market timing involves moving money in and out of the market based on your expectations 

of future market trend. By trying to time the market on average may lead to underperforming 

the market. Lastly, historically most of the gains earned in the stock market have tended to 

occur over relatively short periods of time (Jordan et al, 2012). One implication of an 

efficient market is that no abnormal returns can be made from this information because 

current prices already reflect the information (Adelegan, 2009). 

 

A study by Jegadeesh & Titman (2012) found that a similar pattern of returns is exhibited 

around the earnings announcements of past winners and losers. Significant positive returns 
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over a 3 to 12 month holding period are generated by buying stocks that are doing well and 

sell the ones performing poorly. Using the event study methodology, Sponholtz (2005) 

examined the kind of information contained in annual earnings announcements in the Danish 

stock market. Sponholtz found out that there were significant abnormal price reactions 

surrounding the announcements period. Contrary to the EMH, the abnormal price reactions 

persist several days after the announcement commonly known as post-earnings 

announcement drift (PEAD).  

2.5 Post earnings announcements drift 

The post earnings announcement drift (PEAD) was first documented by Ball and Brown 

(1968) and defined it as the tendency for stock prices to continue to move in the direction of 

the earnings surprise up to a year even after the earnings announcement. That is, if a firm’s 

announced earnings exceed (or fall below) the market expectation, the subsequent abnormal 

returns to its stocks are usually above (below) normal returns for months. The EMH holds 

that stock prices adjust instantaneously to new information. Empirical evidence, however, 

suggests that price changes persist for some time after the initial announcement (White et al., 

2012). 

 

This predictability of stock returns after earnings announcements has attracted extensive 

researches from Bernard and Thomas (1989), Livnat and Mendenhall (2006); and Ball, Sadka 

and Sadka (2009). They also conclude that the drift is significantly larger when using the 

analysts’ forecasts, and that those investors who view the drift as a violation of market 

efficiency and hope to exploit it should also use the earnings surprise signal, or combination 

of signals that maximize the drift. Cready and Gurun (2010) found that the market returns 
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continue to persist for some time beyond the announcement period leaving room for 

profitable trading activities. This finding is consistent with the post earnings announcement 

drift (PEAD) phenomenon, which relates to the tendency for stock prices to continually drift 

after the earnings announcements. 

 

Another study by Lew, Skerratt, Strong & Walker (1996) examined whether there is presence 

of PEAD on the London stock exchange. Overall, they found evidence of significant drift for 

the earnings announcement for small firms but not for the announcement of large firms. 

2.6 Abnormal Returns Following Earnings Announcement 

Srinivasan (2002) documents the existence of extremely large positive abnormal returns on 

ex-bonus and ex-rights dates for equity in Indian capital market. He argues that tax regime 

can motivate trading strategies around the ex-dates. He concludes that the tax regime can 

lead to significant positive abnormal performance if long-term investors are the equilibrium 

price determining investors. 

Uddin (2003) conducted a study to establish the effect of divided announcements on 

shareholders’ value using Dhaka stock exchange (DSE) as a case study. This empirical study 

was based on 137 samples of dividend paying companies listed on the DSE. These are 

companies that announced dividends between October 2002 and September 2002. He chose 

this period following immediately after the change of political power in Bangladesh to avoid 

high market volatility. The choice of companies that were included in the sample depended 

on the sector to which they belonged and the overall included stocks from all sectors. From 

each sector, Uddin selected 10 to 20 stocks except in Paper, Jute and the services sectors. 
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 The event study methodology was used to calculate the security return, expected return, 

market adjusted abnormal return and the daily cumulative abnormal return. The research also 

used the DSE all-share price index as the proxy for average market price. The event window 

was identified as -30 through day + 30. 

 To study the impact of dividend announcement on firm value, Uddin (2003) used two 

measures 

                       1) Daily market adjusted abnormal return (MAAR) and 

                       2) Daily cumulative abnormal return (CAR) 

The MAAR shows the change in the individual stocks value due to the dividend 

announcement. As the percentage change in market index (average market price) is deducted 

the remainder gives the unsystematic portion of the value change, which is specific to that 

particular stock resulting from its dividend announcement. 

 

Uddin (2003) used a 61 day window period, starting from -30 day to + 30 day relative to the 

dividend announcement day (0-day). He also used a parametric test to determine the 

statistical significance of market adjusted average abnormal return of dividend paying stocks 

over the event window. The t statistics were calculated cross sectionals by using the standard 

deviation of abnormal returns of the portfolio of 137 dividend paying stocks. The t- statistic 

suggested in Brown and Warner (1980) was applied to test the significance of the cumulative 

abnormal returns. 

 

Based on the 137 (DSE) listed companies declaring dividends during October 2001 and 

September 2002, Uddin found that investors do not benefit from a dividend announcement. 
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Over the period starting from 30 days prior to the dividend announcement, investors lost up 

to 19.52 percent of their stock value. The CAR curve had a humps hope indicating the 

persistence of abnormal returns even though they were insignificant. The results therefore 

supported the Miller and Modigliani (1961) hypothesis of dividend announcement 

irrelevancy in determining stock value. 

 

Chan et.al 2003 applied cumulative average residual error (CARE) methodology to examine 

the New York Stock Exchange’s reaction to stock splits and found evidence in support of the 

proposition that the New York Stock Exchange was semi-strong efficient. Ikenberry et.al, 

2002  repeated this study with United Kingdom data on scrip issues and arrived at a similar 

conclusion. Using the methodology of Fame et al (1969), Loughran, et.al, 2000, developed 

an abnormal performance index (API) methodology and examined the market reaction to 

earnings announcements. They divided their sample into those firms which announced 

earnings above expectations and those which announced earnings below expectations. Their 

conclusions supported semi-strong form of efficiency of the market.  

 

In the Indian environment Chaturvedi (2000) studied the behavior of stock prices around half 

yearly financial announcements. His study documented that the abnormal returns were not 

only statistically but also economically significant. The findings suggest that the earnings 

information is not assimilated rapidly. In his further study, Chaturvedi (2001) found in an 

examination of the stock price reaction in relation to the earnings that abnormal returns occur 

both in the pre and post announcement periods. Thus both his studies document that Indian 

markets are far from being efficient. 
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2.7 Evidence of overreaction and under reaction to earnings announcement in stock 

markets 

Baker & Wurgler, 2002, found a tendency for price to show positive autocorrelation over 

short time periods and negative autocorrelation over longer time periods. Fama and French 

(1988) regressed the returns for shares over a set length period against the returns over a prior 

period of equal length, using monthly nominal return data. They studied both equal-weighted 

and value-weighted indexes and also compared portfolios based on size of the firms. They 

generally found negative serial correlation. This implies that share prices are made up of both 

transitory and permanent components. 

 

Sadique and Silvapulle (2001) first presented evidence of a negative relationship between the 

P/E ratios of US  shares and their subsequent investment performance over the period 1990 

to 2005, even when adjustments were made for risk (proxies by the firms’ betas). Alagidede 

& Panagiotidis, (2009) used cumulative relative returns over a five year period to rank shares 

and then used these rankings to compose portfolios of ‘winners’ and ‘losers’. They presented 

evidence of long run mean reversion of returns for these portfolios in US data for the period 

1980 – 1992 and linked it to biases in investors’ decision making behavior. A number of 

explanations have been offered for the loser firm phenomena. Losers tend to be smaller than 

average and small firms earn abnormally high returns. 

 

Cheung, (2001) reviews US shares and finds that all of the relative over/under performance 

can be explained by the firms’ relative size (but not their risk as measured by their betas). He 

interprets this to be evidence of the small firm effect, not the overreaction hypothesis. The 
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pattern of serial correlation was examined for abnormal risk-adjusted returns as opposed to 

total returns on stock market indices. They argued that unless a firm dynamically adjusts its 

debt/equity ratio, consistently negative share price returns will both raise the equity cost of 

capital and increase its leverage. As risk is a linear function of leverage, the higher returns 

observed are normal. 

 

 Chopra, et.al (1992) controlled for risk by grouping companies listed on the Australian 

securities exchange into similar risk classes and then estimated the betas. Large differences 

between portfolio formation and test beta’s were found, confirming the results of the Ball and 

Kothari (1989) study. La Porta, et.al  (1997) find evidence that the superior returns of New 

York stock exchange value shares are due to earnings surprises (investor overreaction to 

previous earning trends) which are significantly more positive for value shares – even when 

controlling for firm size. 

 

 Daniel and Titman (1999) did a related study examining the book-to-market values of 

companies listed on the Shanghai stock exchange and the relationship to mean reversion. 

They found that high book-to-market portfolio’s outperformed the low book-to-market 

portfolios. Whilst book-to-market values and P/E ratios are linked to a certain extent, 

evidence of mean reversion on the one will not necessary implies mean reversion on the 

other as the portfolios will not be exactly matched. 

 

Gropp (2004) examines the existence of mean reversion by using a panel data, industry 

specific approach for multiple US stock exchanges and finds that there is evidence that it 
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does exist, even on a risk adjusted basis. The bulk of the studies reviewed above are based on 

the US experience, but the results found are supported for other markets. Chan, Hamao and 

Lakonishok (1991), using data from 1971-1988 on the Japanese stock market, find evidence 

of mean reversion. Power and Lonie (1993) repeated the study on the London Stock 

Exchange and found similar results. Bauman, et.al (1999) find evidence of overreaction in 20 

established stock markets using data for the period 1986 to 1996. 

 

Otchere and Chan (2003) show that the Hong Kong stock market does overreact and that the 

overreaction is more pronounced for winners than losers. Chiao and Hueng (2005) consider 

the application of the Fama and French (1992) three factor model to the Japanese and New 

York stock exchanges and find that overreaction effects still exist even when the book to 

market and size are controlled for. Plaistowe and Knight (1986) compare the average 

cumulative weekly returns to winner and loser Portfolios over a period of a year after the 

portfolio formation date. These returns are drawn from sample of 35 shares for the period 

1973 to 1980. They ranked their shares on their relative market to book ratios and all shares 

trading at a premium/discount were placed into winner/loser portfolios. They find that while 

the loser portfolios did not exhibit abnormal returns relative to the returns of the RDM 100 

Index of industrial shares, the winner portfolios did exhibit significant abnormal losses. 

 

Page and Way (1992) examine the returns for 204 shares traded for the period 1974 to 1989 

using monthly returns. They follow the approach of De Bond and Thaler (1985) more closely 

and used cumulative historical returns to rank shares at the portfolio formation period. Two 

separate sets of portfolios were constructed. The first was comprised of non overlapping 
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portfolios of two years duration each; and the second of overlapping portfolios of three year 

duration. Two start dates per year were used (1st of July and 1st of January) for each 

approach to account for timing issues. They concluded that there is clear evidence of investor 

over-reaction on the Johannesburg Stock Exchange’ (Page & Way, 1992) for the 36-month 

portfolios the loser portfolios on average outperform the winner portfolios on a relative basis 

by almost 15%. A similar result is achieved for the two year non-overlapping portfolios 

(Page & Way, 1992) 

2.8 Existence of anticipated returns attributed to earnings announcement 

A study done by Mishra (2005) on 46 bonus issues (made between June 1988 and August 

2004) on companies listed on the Nairobi Securities Exchange, found that in line with the 

developed markets, Indian capital market exhibited significant abnormal returns for a five 

day period prior to bonus announcement. The behavior of the Average Abnormal Returns 

(AAR) and Cumulative Average Abnormal Returns (CAAR) is found to be in accordance 

with the expectations, thereby lending support to the hypothesis that Indian stock market is 

semi-strong efficient. 

Drew, et.al 2005 examined the behavior of stock price around bonus announcement date and 

ex-bonus date of 115 bonus issues made between January 1995 and March 1999 on the 

Shanghai stock exchange. The study establishes that stock prices rise before the 

announcement and fall after the announcement. The author is of the opinion that a profitable 

strategy could be evolved by buying shares cum-bonus and selling them ex-bonus.  

Mecagni, & Sourial, (1999) used the dividend expectation model and the market model to 

determine the effect of dividend announcements on stock price on securities listed on the 
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Egyptian stock market. To empirically examine the adjustment of common stock prices to 

quarterly dividend announcements, a measure of unexpected change in dividends was first 

derived. Justification for the naïve expectation model was derived from the reluctance change 

dividend assertion, which states that managers do not change dividends payments unless they 

have reasons to expect a significant change in the future prospects of the firm. In order to 

isolate possible dividends effects from those of earnings, the study examined only those 

quarterly dividend and earnings announcements conveyed to the public on different dates 

within any quarter.  

 

The measurement of the abnormal performance was done by use of the market model. This 

study attempted to resolve the empirical issue as to whether or not, quarterly dividend 

announcements convey useful information beyond that provided by quarterly earnings 

numbers. Cumulative abnormal returns were found to be significant and the CAR was found 

to be spike shaped meaning that CARs rose sharply and then fell sharply in the event period. 

This implies non-persistence of CAR (Mecagni, & Sourial, 1999) 

 

Findings about the capital market reaction to dividend announcements studies therefore 

strongly supported the hypothesis that changes in quarterly cash dividends provide useful 

information beyond that provided by corresponding quarterly earnings numbers. In addition 

the results also supported the semi-strong efficient capital market hypothesis, that on average, 

the stock prices adjust in an efficient manner to new quarterly dividend information. 
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2.9 Existence of earnings surprises due to earnings announcement  

Barkoulas, et.al (2000) examined the existence of different price reactions to the 

implementation of stock dividends and rights offerings in the Greek stock market. Since 

individual investors, who are attracted by lower relative prices are not expected to be prompt 

in timing, excess returns persists over longer event windows and are accompanied by 

increasing trading volumes 

Palmrose, et.al (2004) investigated the relevance of signaling hypothesis by examining 

market reaction and operating performance around bonus issues for a large sample of 464 

companies listed on the Istanbul Stock Exchange. Their study documents a cumulative 

abnormal return of 12.73% for an 11 day period surrounding bonus announcements. They 

also found that the abnormal returns are positively related to bonus ratio and negatively 

related to the size of the firm, which is consistent with the signaling hypothesis 

 

Previous research on financial markets has found evidences for both overreaction and under 

reaction. One of the earliest evidences on overreaction is De Bondt and Thaler (1985), who 

attribute the reversal patterns found in long-term equity returns to investors’ overreaction to 

unexpected and dramatic news events. More direct evidence for investors’ overreaction is 

provided in Brooks et al. (2003), who study stock market reactions to 21 “fully unanticipated 

events,” firm-specific events such as the sudden death of CEOs on firms listed on the Hong 

Kong stock exchange. By looking at minute-by minute equity price data, Brooks et al. (2003) 

found that the initial price reaction to an unanticipated event tends to be (at least partially) 

reversed in 90 minutes after the event, suggesting that investors initially overreact to the 

event.  
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Crato, (1994), analyzes initial stock market response to 60 “shock” firm-specific corporate 

events, which include fatal industrial disasters and sudden CEO deaths. He finds that the 

price of the affected firms fall by an average of 3% within two or three trading hours, but that 

half of the price impact is reversed by the market close on the day of the event. Crato, (1994), 

interprets this observation as market overreaction, as risk-averse investors overreact to the 

uncertainty created by the shock. Another separate stream of literature has found the exact 

opposite phenomenon: that investors under react to various new events, for example, share 

repurchase at the Dhaka stock exchange (Ikenberry et al. 1995), dividend initiation and 

omissions at the Johannesburg Stock Exchange (Bhana, 2007), stock splits at the Dhaka 

stock exchange (Ikenberry et al. 1996).  

 

 Chan (2003) collects a comprehensive database of firm-specific headlines to examine how 

the London stock exchange reacts to public news. By comparing two sets of stocks with or 

without headlines over a certain period, Chan (2003) finds price “drift” patterns only in the 

set of stocks which appears on the headline, which is consistent with the hypothesis that 

investors in general under react to news. He also finds that under reaction to news seems 

stronger in lower priced, more illiquid stocks. 

 

Given the ample evidences on both under reaction and overreaction in the previous literature, 

some recent papers have attempted to reconcile the seemingly “contradictory” observations 

through models of investors’ behavior that incorporate various behavioral biases. For 

instance, Daniel et al. (1998) model the behavior of market participants using overconfidence 

and biased self-attribution, resulting in overreaction to private signals and under reaction to 
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public signals. Hong and Stein (1999) assume the existence of two classes of traders with 

different kinds of trading behavior to explain under reaction to news and overreaction to pure 

price movements.  

 

Barberis et al. (1998) model investor behavior using two heuristics: “conservatism”  which 

states that investors do not put enough “weight on new information in general and thus 

results in under reaction, and “representativeness” (Griffin & Tversky 1992) which results in 

overreaction to a series of good or bad news. None of the above studies, however, has fully 

specified the type of events that are likely to cause investors to overreact, and other types of 

events that will likely lead to under reaction. 

 

 As stated by Fame (1998), behavioral models face the “daunting task of specifying biases in 

information processing that cause the same investors to under-react to some types of events 

and over-react to others.” This criticism points to an important research gap that the 

researcher hopes to fill with the current study. 

 

 Building upon the behavioral argument in Barberis et al. (1998) and the psychological 

literature on the role of “surprise” on judgment and decision making, the researcher 

hypothesize that investors in general under react to new events due to conservatism, while 

under reaction is reduced by “surprise.” Thus, while events that are somewhat expected or 

not very surprising lead to under reaction, events that are very surprising are likely to result 

in overreaction instead. 
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2.10 Theoretical literature review 

2.10.1 Cash flow signaling hypothesis (CFSH) 

The pioneer of this theory was Kalay (1980), who developed a model on what signals, is sent 

to market when there is an unexpected dividend announcement that leads to a cut in actual 

dividend. He argued that, managers are reluctant to cut dividends as a necessary condition for 

dividends to convey information.  

 

This hypothesis contends that unexpected dividend announcement that suggest increases in 

dividends signals the fact that the firm’s financial position is favorable and that it has good 

investment projects in its portfolio, and therefore is able to generate positive cash flows in the 

long term. This would lead to an increase in the stock prices of the firm. Similarly, investors 

view an unexpected announcement that leads to a cut in dividends relative to the previous 

period level as an indictment of the firm as having bleak future.  

 

According to Kalay (1980) this negative signal would lead to a fall of the firm’s stock price. 

Consistent with Kalay (1980) hypothesis, Aharony & Swary (1980) found that announcing 

firms experience substantial abnormal returns at the time of their dividend announcement. 

According to them the abnormal returns are larger in absolute value for dividend decreases, 

and this would lead to a market fall of the firm’s stock 

2.10.2 The coarse dividend signaling Theory (CDST) 

This theory was developed by Warther (1994) who was interested in establishing the impact 

of a dividend announcement resulting from a cut in the dividend level. In his analysis, he 

predicted that dividends are more likely to have information when they are decreased than 
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when they are increased. According to him, if a company has been making losses in the past 

an announcement resulting from a cut in dividend turns market sentiments against the 

holding of shares of such a firm leading to a fall in the stock price of that firm. 

2.11 Literature Critique 

The primary intention to issue profit warning from the firms is they try to reduce the impact 

of the coming surprise earnings announcement by informing and preparing the investors 

community. Thus they attempt to lower the market reaction in the stock price and avoid large 

stock price fluctuation. Profit warning gives information that firms expected cash flow may 

change, thus investors revise their expectation of cash flow and consider the decision of buy 

or not the stock. 

 

Changes in cash flow and earnings lead to changes in market valuation- stock price of firm. 

Moreover, it confirms indirect adverse signals in the market about the firm as there was other 

performance related information or tendency noted by market. Furthermore, it can indicate 

the general economic condition signaling the unpleasant atmosphere in the economy. It can 

be great surprise if there were no such signals in the market. As it corrects the market 

expectation it gives accurate information about earnings, as well as giving brief information 

about the reason for depressed earning. 

 

In an efficient market all published and broad available information will be reflected in 

current prices completely without any bias. That means the previous available information 

will not affect the current return because that information has already reflected in previous 

prices. In an efficient market, no one can earn a return above the equilibrium risk adjusted 
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return continually according to public available information. Investors barely can receive any 

clue about probably change tomorrow according to today’s price change. The prices of the 

stock cannot be predicted and it is impossible for investors’ to earn excess profit for a long 

period. 

 

If the market is efficient, the stock prices involve all relevant information completely and 

therefore the stock returns are characterized by a random walk behavior or unpredictable. 

Hence, it is impossible for any trading rule strategy depended on the past series of returns to 

win a simple buy and hold strategy. There are significant implications between the validity of 

the random walk hypothesis and financial theories and investment strategies. When investors 

design their trading strategies, they need to consider the stock prices followed a random walk 

or persistence in the short term and mean reversion in the long term. If the regulatory 

authorities find it is no useful for pricing mechanism to allocate the capital efficiently in the 

overall economy and the market is not efficient, they will change it. 

 

If the market is semi-strong efficient, it should not take a few months for share prices to react 

to information about a forthcoming informational event; “If the authors could detect 

abnormal residuals, why couldn’t investors have made the same discovery after only the first 

month or two and reaped profits in the remainder? Apparently when the evidence is 

favorable, market efficiency is supported, but when the evidence is unfavorable, market 

efficiency is treated as part of the maintained hypothesis, insulated from falsification. It is 

possible that, psychology can be applied into the financial market because one of their main 

domains of the study is a judgmental process which is same process as financial market 
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participants make every day. From this point of view, the risk taking is not just the character. 

Previous learning experience of the similar risk taking is more important in risk taking 

decisions than the personality of investor 

 

Therefore, no stocks will be mispriced and no companies will be overvalued or undervalued 

in this market. If a company is undervalued, all investors want to buy the company’s stock at 

low prices and sell it at high prices. Then the stock price of the company will increase 

because many investors flood to buy it till the price equals the real value of the company. 

Consequently, the information always is reflected in the stock price and no one can always 

earn abnormal returns. Based on the Random Walk, the stock prices are not predictable. 

However, this hypothesis is not tenable in practice since there are assumptions regarding this 

hypothesis. For example, in the reality, it is impossible every investor knows all available 

information and the transaction costs in trading securities. 

2.12 Development of alternate hypothesis 

(1) (H1):  Abnormal Return relating to profit warnings are significantly different from 

zero 

(2) (H1): Abnormal Returns relating to profit warnings significantly display anticipated 

returns behavior 

(3) (H1): Abnormal Returns relating to profit warnings significantly display earnings 

surprises 



DEDAN KIMATHI UNIVERSITY OF 

TECHNOLOGY

31 
 

2.13 Research Gap.  

Previous researches by Chambers and Penman (1984); Penman (1987); Chai and Tung 

(2002) and Anilowski, Feng and Skinner (2007) demonstrate that investors accrue positive 

returns during positive earnings announcement. Other research, Aga and Kocaman (2008) 

shows that the market reacts positively to good earnings announcements. Past studies on 

event studies have failed to account for negative abnormal returns in the stock markets which 

is what this study seeks to fulfill. 

 

Past studies on events such as bonus issues, stock splits, mergers and acquisitions and 

management share dealings have been extensively researched on to investigate how the 

Nairobi Securities Exchange reacts to such events. The problem is that there is no research 

that studies market reaction to profit warning announcement on the NSE which creates a gap 

that is the motivation behind the research. 

2.14 Chapter Summary 

This chapter dealt with the literature review part of the study with discussions of how the 

market reacts to various corporate announcements under the subsections; existence of 

negative abnormal returns due to earnings announcement, existence of anticipated returns 

due to earnings announcement, existence of earnings surprises due to earnings announcement 

and lastly the post earnings announcement drift. The market reaction to earnings 

announcement forms the basis of the main objective of the research and sets out the tone for 

the rest of the chapters of the study; methodology, presentation of the data and descriptive 

and the conclusions and recommendations of the study. 
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CHAPTER THREE 

RESEARCH METHODOLOGY 

3.1 Research design 

The standard event-study methodology is employed in this study to determine how the NSE 

reacts to firms’ profit warnings announcement. Event study methodology is viewed as a 

powerful tool in efficient market hypothesis research and many researchers (Aga and 

Kocaman (2008); Lonie, et.al (1996); Gajewski and Quéré (2001); Cox and Weirich (2002); 

Lyroudi, et.al (2006); Laidroo (2008); and Dey and Radhakrishna (2008) have successfully 

utilized the event study methodology to determine how share prices react to new information 

releases in the market.  

 

Mushidzi and Ward (2004) emphasizes that event methodology is often used to determine 

whether there is a statistical difference between actual stock returns and expected returns 

surrounding an event. The research design adopted in this study was a census survey which 

entailed a complete enumeration of all the items under study. 

3.2 Instruments and procedures 

This study was undertaken to achieve the following specific objectives: 

3.2.1 To investigate whether profit warnings generate negative abnormal returns in the 

Nairobi Securities Exchange 

The event study methodology is employed to test for abnormal performance. The event of 

interest is the public announcement of earnings, and the event date is the first day on which 

such an announcement is made. This day is denoted ‘Day0’, herein referred to as t0. The 
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impact on the security’s daily closing price is measured over a period of twenty trading days 

prior to the announcement day, and twenty trading days after the announcement day (referred 

to as t-20 … t+20, the event window). 

This study applied the event study methodology that was adopted by Darrell (2010) which 

included the following procedures: 

The holding period arithmetic returns of the profit warning issuing companies and the 

corresponding NSE 20 share index for each day in this study period was computed as follows 

(Reilly and Brown, 2009):  

Arithmetic returns (Ri) = (P1 – P0) / P0        

 Where: P1 = today’s closing stock price and P0 = yesterday’s closing stock price 

A regression analysis is carried out using the actual daily return of each company as the 

dependent variable and the corresponding NSE 20 share index  daily return as the 

independent variable over the event period of 40 days: prior to the event period of 20 days 

before and 20 days after the profit warning announcements. This is done with the objective of 

obtaining the intercept alpha and the standardized coefficient beta.  

In order to obtain the predicted or estimated returns for each day of the event period from day 

-20 today + 20, the risk-adjusted market model was employed:     

Estimated Return = alpha + Beta (Rm)        

Where: Rm is the return on the market given by NSE 20 share index and E(R) is the 

estimated return. 

The Abnormal return (AR) or Excess Return was computed: 
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Abnormal Return = the Actual Return (R) – Estimated Return E(R)    

Average Abnormal Returns (AAR) was calculated for each day from -20 to +20 by averaging 

the excess returns as follows: 

Average Abnormal Return (AAR) = Total Abnormal Return / n    

Where n = number of firms in sample 

Cumulative Average Abnormal Return (CAAR) for the event period (Day -20 to Day +20) 

was computed as the sum of the AAR. 

Cumulative Average Abnormal Return (CAAR) = ∑ AAR 

Student T-test before event date and Average Abnormal Return (AAR) significance from 

zero will be used to analyze data collected on daily stock prices. The method used for 

calculating the expected returns is the Capital Asset Pricing Model (CAPM). 

3.2.2 Capital asset pricing model 

In this study, the method of calculating the required returns using the CAPM, with its 

emphasis on the single-factor beta model, will be applied. Despite arguments against the 

model, many researchers still find it practical and reliable. Drew et al. (2005) argue that 

CAPM does not fully explain the cross-section of return, but up to 61% of the securities’ 

return can be explained by their beta. 

 

Ingram and Margetis (2010) provide empirical evidence showing that CAPM delivers an 

acceptable method of estimating the market, namely priced risk of firms. It is therefore 
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believed that enough evidence has been provided to support the use of CAPM. The most 

widely accepted form of CAPM is based on the following: 

E(R) jt= Rft+βj (Rmt− Rft)    (Brown and Warner, 1985). 

Where: 

β  

In this formulation: 

E(R)jt= the required return for security j on day t 

Rmt= the market return, on day t 

Rft= risk-free rate in period t.  

Cov (Rj,Rmt) = is the covariance or correlation coefficient between the returns of an 

individual stock and the returns on the market 

Var (Rmt) = is the variance of returns on the market (Brown and Warner, 1985). 

βj= is the relative risk of a specific security in relation to the risk of the market. Hitchner 

(2006) reports that beta measures the volatility of the excess return on individual securities 

relative to the market as a whole. 

3.2.3 Establish the existence of anticipated returns attributed to profit warning 

announcement 

To test the efficiency of the market in reacting to the announcement of an anticipated event 

the key in the analysis is to establish whether there is a noticeable decline in return evidenced 

by decline in AAR curve (Average Abnormal Return curve) and CAAR curve (Cumulative 

Average Abnormal Return curve) days prior or before the event announcement date. The 

decline in return prior to the announcement will signify presence of anticipated return 
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T-test significance of average abnormal return (AAR) before the event day will be performed 

to test whether AAR is significantly different (-ve) from zero. If significantly different, then 

the profit warning announcement event can be deemed to have been anticipated. 

3.2.4 Identify the existence of earnings surprises due to profit warning announcement 

The researcher primarily attempts to measure the surprise in the announced earnings number. 

This surprise is the difference between the realized earnings and an estimate of the investors’ 

expectation of earnings, either from a time series model of earnings or from analyst forecasts. 

After standardizing this surprise by a measure of earnings uncertainty, this measure is 

typically referred to as Standardized Unexpected Earnings (SUE) (Bernard and Thomas 

1990) 

The Standardized Unexpected Earnings (SUE) for a firm will be constructed by dividing the 

earnings surprise by the standard deviation of earnings surprises 

SUE=Xiq-E (Xiq) 

          Ωiq 

Where Xiq- is the average of the actual earnings number for firm i 

E (Xiq) -    Actual earnings number 

Ωiq     -    Standard deviation of earnings surprises 

 

SUE analysis for both AAR and CAAR will be performed to reveal statistical significance 

To test the efficiency of the market in reacting to the announcement of a negative earnings 

surprise the key in the analysis is to establish the existence of a price drift in both AAR curve 

(Average Abnormal Return curve) and CAAR curve (Cumulative Average Abnormal Return 

curve)  
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If there is a visible drift in prices on the day of announcement or slightly after the day of 

announcement this will signify earnings surprises which implies that the information is not 

being incorporated instantaneously into prices but does so in a lagged manner 

T-test will be conducted on the particular day of the price drift to determine whether the 

returns are statistically significant. If statistically significant then the event can be deemed to 

have appeared as a shock to the market. 

3.3 Outline of the Event Study 

There have been many advances in event study methodology over the years, but the core 

elements of a typical event study are usually the same. As Campbell, Lo and MacKinlay 

(1997) have presented, the event study analysis can be viewed as having seven steps. 

The first step is to define the event of interest and identify the period over which the security 

prices of the firms involved in this event will be examined. That period is called the event 

window or event period.  

 

The second step is to determine the selection criteria for the inclusion of a given firm in the 

study. At this stage it is useful to summarize some characteristics of the data sample and note 

potential biases which may have been introduced through the sample selection. 

To appraise the event’s impact a measure of the abnormal return (AR) is required. 

The third step in the event study analysis is to define the normal returns and the ARs. The 

AR is the actual ex post return of the security over the event window minus the normal or 

expected return of the firm over the event window. The normal return is defined as the return 

that would be expected if the event did not take place. 
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 Once a normal performance model has been selected, the parameters of the model must be 

estimated using a subset of the data known as the estimation window or estimation period. 

Usually the estimation window is the period prior to the event window and usually the event 

window itself is not included in the estimation window to prevent the event from influencing 

the normal performance model parameter estimates. This step is the fourth step. The fifth 

step is the defining of the testing framework for the ARs. Important considerations are 

defining the null hypothesis and determining the techniques for aggregating the ARs of 

individual firms.  The sixth step is the presentation of the empirical results. 

 

In addition to presenting the basic empirical results, the presentation of diagnostics can be 

fruitful. The last step is interpretation and conclusions. As Campbell, Lo and MacKinlay 

(1997) conclude, the empirical results will ideally lead to insights about the mechanism by 

which the event affects security prices 

3.4 Definition of the event window 

The “event window” indicates the number of days before and after the announcement date 

over which the abnormal returns is accumulated. An event window is typically denoted [−x, 

+y], where x is the number of days before the announcement day and y is the number of days 

after the announcement day, and where the announcement day is typically denoted as “ day 

0”.(Bowman 1983)  Including days before the announcement captures information leaks, 

whether from the press or internal users. Including days after the announcement captures the 

notion that it can take time for the information from the announcement to be received, 

understood, and acted on (Bowman 1983) 
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3.5 Population and sample 

The population of interest comprises listed companies that issued profit warnings 

announcement for the period January 2000 to August 2013.  There are currently 56 listed 

companies in the NSE and categorized into eleven sectors of the economy including: 

agricultural, automobile and accessories, banking, commercial and services, construction and 

allied, energy and petroleum, insurance, investment, manufacturing and allied, 

telecommunication and technology sectors and most recently growth and enterprise market 

segment (GEMS).  

 

During the study period of year 2000 to 2013 there were 56 listed companies the very 

actively traded being listed under the main investment market (MIM) while those affected by 

the problem of thin trading being listed under the alternative investment market (AIM). Only 

a sample of 20 that had issued profit warning during the study period from year 2000 to 2013 

was studied as listed in appendix II. 

3.6 Sampling method 

A purposeful and judgmental sampling method was employed for the study. In order to be 

included in the target sample, the extracted sample of earnings announcements has to adhere 

to all the following criteria: 

(1) The shares of the announcing firm should have been listed on the Nairobi securities 

exchange and actively traded. 

(2) There should have been a public earnings announcement in the Nairobi Securities 

Exchange News Services. 
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(3) Daily share data must be available to meet the requirements of the empirical testing, 

which is twenty trading days prior to and twenty trading days after the official 

announcement date. 

(4) Companies with missing data are excluded from the sample. 

(5) No confounding events should have occurred in the 20-day event window. Firms that 

made multiple announcements during the 40-day event period are excluded from the 

sample. Other confounding announcements included the following: dividends; capital 

expenditure projects; litigations; share splits; management change (including dismissal 

or hiring of key members of the executive management team such as the CEO and CFO); 

restructuring (whether financial, operational or otherwise); directors’ share dealings; 

mergers and acquisitions; and any information or events released in the event window 

that could potentially affect the share price of a target security. 

3.7 Data and data sources 

The data used in this research is mainly share price data and market indexes. For the NSE the 

data is sourced from their database and their official handbooks. The earnings announcement 

dates for the NSE firms were obtained from their data base and a total of 16 earnings 

announcements collected. Firms with insufficient data were deleted from analysis. Where 

necessary, some data is also obtained from companies’ annual reports, company websites and 

official business press releases. The sample period for this research is 1 January, 2000 to 31 

August, 2013 and includes daily stock price data relating to 61 shares listed on the NSE and 

the corresponding market indexes. This sample period is considered sufficient for any profit 

warnings announcement effects to be detected and analyzed.  

 The data required included: 
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(1) The daily closing prices for all shares listed on the Nairobi Securities Exchange that 

announced earnings 

(2) The closing price data for at least 150 trading days before the earnings announcement 

of interest in order to compute the companies’ beta. 

(3) Earning announcements, which were extracted from the Nairobi Securities Exchange 

News Services. The day on which companies published their earnings on NSE News 

Services constituted Do. 

(4) Nairobi Securities Exchange announcements, which were reviewed to ascertain any 

confounding events, which could have occurred within the event window, to ensure 

that the share price movement was due solely to the earnings announcement. 

3.8 Ethical considerations 

An event study tests market efficiency. The researcher investigates whether the occurrence of 

a certain event in this case a profit warning announcement creates an opportunity for 

economic profit. This study adds to the empirical evidence supporting a significant 

connection between ethics and profitability 

 

This paper will not examine possible explanations for winner-loser reversals in the national 

stock market indices. There is evidence that loser portfolios are riskier than winner portfolios 

either in terms of standard deviations, covariance or other risk factors or performance in 

adverse economic states. The researcher will therefore not classify the target companies as 

either loser portfolios or winner portfolios as this will create investor apathy when making 

decisions on which stocks to invest in and which not to invest in. 
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3.9 Chapter Summary 

This chapter dealt with the methodology parts of the study with discussions of the 

subsections under it; Introduction, data and its sources, research design, construction of the 

returns accompanied with the empirical approach. The next chapter presents the results. 
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CHAPTER FOUR 

FINDINGS, DATA ANALYSIS, PRESENTATION AND INTERPRETATION 

4.1 Introduction 

This chapter presents data analysis, findings and discussions for all the three objectives in 

this study.  

4.2 Statistical Measures 

Ndegwa (2013) argues that stock returns are not normally distributed but follow Paretian or 

student t- distributions occasionally. This was the reason why some tests of normality were 

done for the abnormal returns and they revealed the results as per table 4.1 of skewness test 

result of -0.23524, and kurtosis test result of -0.39828. It can further be observed that over 

the entire 40-day event window, the mean return was -2.84% and the median return was -

2.77%. It can also be observed that the average returns were negatively skewed and the 

distribution of the AAR was platykurtic. Most of the returns in the event window were in the 

range of -2.9829504% and -2.0857985, which is also where the median lies. These results are 

shown in table 4.1 
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Table 4.1: Statistical Measure of AAR 

 

Statistical measure Value 

Skewness -0.23524 

Mean -2.84% 

Median -2.77% 

Kurtosis -0.39828 

Mode   -2.9829504 to-2.0857985 

Observations  40 

 

4.3 Hypothesis Testing 

Appendix 1 presents the results of the stock price response to profit warning announcement 

in NSE for the event window (a 40-day event window). As can be seen, average abnormal 

returns for each of the 40 event days were negative. All the results were statistically 

significant at the 5% level of significance; 

 Appendix 1 also presents the cumulative average abnormal return results for the entire 40-

day event window. Interestingly, the results of only days t-20 (-0.70887) and t-19 (-1.30372) 

were not statistically significant. Day t-18 was statistically significant at 10% while days t-17 

were statistically significant at 5% confidence interval, t-16up to t+20 were statistically 

significant at 1% confidence interval. It can also be noted that the sample showed an average 

cumulative loss of 113.1089% during the entire event period. 
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4.3.1 To investigate whether profit warnings generate negative abnormal returns in the 

Nairobi Securities Exchange 

Appendix 1 indicates that under Market adjusted model Average abnormal returns (AARs) 

are statistically significant at 5% level. 

The average abnormal returns were plotted on figure 4.1 based on the average abnormal 

returns expressed in percentage against the event period days. From a general point of view, 

the results indicate that the abnormal returns were fluctuating mainly away from zero. During 

the event announcement date, the returns deviate furthest away from zero. All the rest of the 

days during the event period exhibited negative average abnormal returns away from zero.  

The AAR curve generally appears to be lowest just after the profit warning announcement 

date than during the event period perhaps an indicator that  the warning announcement was 

negative news hence the low negative abnormal returns. However, when the announcement 

was made public, there was encouragement as the majority of the firms announced that they 

were still in a position to pay dividends an indication that led to the rise in abnormal returns 

and adjustment after day zero and rise of abnormal return rates with its peak at days 3, 4 and 

5 as displayed in figure 4.1. 

More over one of the reasons for negative abnormal returns incidence in the period just prior 

to the announcement day can be that firms have to inform the stock exchanges in advance 

about the agenda of the board meeting before the formal announcement of events such as 

profit warnings, dividend declaration, bonus issue, stock splits. Therefore, information about 

profit warning announcement is officially disclosed only after the formal board meeting, 

while information, about the agenda of profit warning announcement comes to the market 
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prior to the meeting itself. This also triggers some speculative activity in the market during 

the period of board communicating its agenda to the stock exchanges and the time when they 

make formal communication about the profit warning announcement after the board meeting 

is over. 

This confirms to the fact that investors initially under react due to information leakage. This 

tendency subsides around the announcement time and rebounds in the post announcement 

period in form of over expectation regarding corporate performance. 

The analysis shows that there are negative abnormal returns. This implies that stock prices 

tend to perform negatively before the profit warning announcements. 

The null hypothesis H01“the Average Abnormal Return (AAR) relating to profit warnings 

announcement are not significantly different from zero” is thus rejected 

Figure 4.1: Stock performance reaction to Profit warning announcement in NSE (AAR) 

curve 
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The Figure 4.1 shows negative abnormal returns are generated prior to profit warning 

announcement day as well as after the profit warning announcements. Following the results 

of Market adjusted model it can be concluded that profit warning announcements do cause 

negative abnormal returns in the Nairobi Securities Exchange. The findings can be validated 

on account of statistical significance of AARs. Markets deemed to be efficient would be one 

where all information contained in a shock is incorporated immediately in equity prices and 

no return reversal is observed on the day following the particular event 

 

4.3.2 Establish the existence of anticipated returns attributed to profit warning 

announcement 

Graphically the results of cumulative average abnormal returns as shown in figure 4.2 

revealed that there was decreased market activity in the form of decreasing CAAR 

significantly from day -20 before the warning announcement date which decreased 

throughout the entire event period. 

The decline in return prior to the announcement signifies presence of anticipated return. T-

test significance of AAR before the event day as presented in Table 4.3 reveals that AAR is 

significantly different (negative) from zero. This implies that the profit warning event 

deemed to have been anticipated. 

Table 4.2: Statistical significance of anticipated returns 

Event 

days 

                                  

AAR 

AAR   t-statistics  

(2 tailed) 

DAY -5 -2.9325043 -0.59813** 
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DAY -4 -2.9829504 -0.62224** 

DAY -3 -3.0657311 -0.61674** 

DAY -2 -2.2154287 -0.49123** 

DAY -1 -3.7663197 -0.89929** 

DAY 0 -4.0285854 -0.83449** 

DAY 1 -4.9194786 -0.59354** 

DAY 2 -3.1153328 -0.58611** 

DAY 3 -1.3688275 -0.33725** 

DAY 4 -1.2665185 -0.36404** 

DAY 5 -1.5293477 -0.30355** 

Key: **, denote statistical significance at the 5% levels (two-tailed test) 

Figure 4.2: Stock performance reaction to Profit warning announcement in NSE 

(CAAR) curve 

 

Figure 4.2 The decline in return prior to the announcement signifies presence of anticipated 

return. Graphically the results of cumulative average abnormal returns as shown in figure 4.2 
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revealed that there was decreased market activity in the form of decreasing CAAR 

significantly from day -20 before the warning announcement date which decreased 

throughout the entire event period. 

Consequently, the null hypothesis H02 “Average Abnormal Return relating to profit 

warnings announcement do not significantly display anticipated returns behavior” is rejected 

4.3.3 Identify the existence of earnings surprises due to profit warning announcement 

The researcher primarily attempts to measure the surprise in the announced earnings number. 

This surprise is the difference between the realized earnings and an estimate of the investors’ 

expectation of earnings, either from a time series model of earnings or from analyst forecasts. 

After standardizing this surprise by a measure of earnings uncertainty, this measure is 

typically referred to as Standardized Unexpected Earnings (SUE) (Bernard and Thomas 

1990) 

The Standardized Unexpected Earnings (SUE) for a firm in a given quarter is constructed by 

dividing the earnings surprise by the standard deviation of earnings surprises 

 

SUE=Xiq-E (Xiq) 

          Ωiq 

Where Xiq- is the average of the actual earnings number for firm i 

E (Xiq) -Actual earnings number 

Ωiq     -Standard deviation of earnings surprises 
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Table 4.3: SUE data T-test statistics    

  AAR SUE   CAAR SUE T-test statistics 2 tailed 

DAY 1 -4.91948 1.757051036 DAY 1 -64.59 -1.663480445 1*** 

DAY 2 -3.11533 0.478617027 DAY 2 -67.7053 -0.407483043 0.259470354730477** 

DAY 3 -1.36883 -0.758972347 DAY 3 -69.0742 0.144382185 0.0393915042208142*** 

DAY 4 -1.26652 -0.831469435 DAY 4 -70.3407 0.65499986 0.0800744860476023** 

DAY 5 -1.52935 -0.645226281 DAY 5 -71.87 1.271581436 0.5** 

              

  AVERAGE -2.439901023   AVERAGE -68.71603448   

  Std. Dev. 1.411215437   Std. Dev. 2.480365608   

       Key: *, **, and *** denote statistical significance at the 10%, 5% and 1% levels (two-

tailed test) respectively for the 5-day event period 

Table 4.3 presents the post announcement average abnormal stock returns and the cumulative 

average abnormal returns data over five days sorted for SUE. SUE is the earnings surprise 

measure computed as the seasonally average of the actual earnings scaled by the standard 

deviation of the Actual earnings 

 

SUE analysis reveals statistical significance at the 5% and 1% levels. The price drift on the 

2nd day of profit warning announcement as presented in figure 3 signifies existence of 
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ONE-SAMPLE T-TEST :Average Abnormal Returns 

 Test Value= 0 
 

 
 

t 

 

 
 

df 

 

 
 

Sig.(2-tailed) 

 

 
 
Mean Difference 

95%ConfidenceIntervalofthe 

Difference 
Lower Upper 

AAR 8.501 40 .000 .29353 .1903 .4.008 
CAAR 12.119 40 .000

0 

.632 .611 .689 

 

earnings surprises. This drift constitutes a violation of Efficient Market Hypothesis, whereby 

if the market is deemed efficient all information contained in a shock should be incorporated 

in equity prices in a quick and unbiased manner. 

T-test results presented in table 4.3 on the 2nd day of profit warning announcement in 

particular revealed that CAAR t-test results were significant at the 1% level of significance 

 This leads to the rejection of the null hypothesis H03 “Average Abnormal Return relating to 

profit warning announcement do not significantly display earnings surprises”. 

Results of t-

test 

The results of t-test of average abnormal returns (AAR) and cumulative average abnormal 

returns (CAAR) revealed a p-value of 0.000 at 95% confidence interval. This is displayed 

in table 4.4. Since the p-value dictates statistical significance, it follows that null hypothesis 

of the average abnormal returns being statistically equal to zero should be rejected, as 

argued earlier in the section. 

Table 4.4: One Sample Student T-Test Results for AAR & CAAR 
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4.5 Chapter Summary 

This chapter dealt with the presentation of data and descriptive statistics with discussions of 

the subsections under it; data and descriptive statistics, performance of NSE firms issuing 

profit warning announcements subsequent to earnings announcement day and the firms’ 

performance after the earnings announcement day. The next chapter presents discussion of 

the results, concludes and provides recommendations of the study. 
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CHAPTER FIVE 

DISCUSSION, CONCLUSIONS AND RECOMMENDATIONS 

5.1 Introduction 

This chapter discusses the results and provides conclusion and recommendations of the 

study. 

Section 5.2 presents and discusses the results of the study in accordance with the objectives 

of the study. Section 5.3 provides the conclusions of the study in accordance with objectives 

of the study and the implications and recommendations are contained in Section 5.4. Section 

5.5 provides suggestions for further research. 

5.2 Discussion 

Normality test results as per table 4.3 revealed skewness test result of -0.23524, and kurtosis 

test result of -0.39828. It can further be observed that over the entire 40-day event window, 

the mean return was -2.84% and the median return was -2.77%. It can also be observed that 

the average returns were negatively skewed and the distribution of the AAR was platykurtic. 

Most of the returns in the event window were in the range of -2.9829504% and  -

2.0857985%, which is also where the median lies, which all indicated that the abnormal 

returns data is fairly normally distributed and subsequently the t-test, parametric test is 

relevant to the research. According to Mugenda and Mugenda (2003), normality of 

distribution also suggests that sample test results can be inferred to the population. 

This study was undertaken to achieve the following specific objectives: 
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(1) To investigate whether profit warnings generate negative abnormal returns in the Nairobi 

Securities Exchange 

(2) Establish the existence of anticipated returns attributed to profit warning announcement 

(3) Identify the existence of earnings surprises due to profit warning announcement 

5.2.1 To investigate whether profit warnings generate negative abnormal returns in the 

Nairobi Securities Exchange 

To achieve the above mentioned it was assumed that the cumulative abnormal returns arising 

from profit warning announcement are significantly different from zero. This is because new 

information contained in profit warning announcements is quickly reflected in the share price 

thus allowing for statistically significant abnormal returns to be generated on the basis of 

trading on the month of announcement only.  

 

The study finds evidence of inefficient adjustment of stock prices to information contained in 

profit warning announcement for the sample of firms in the study as prices continued to drift 

days after the announcement date.  The study also intended to contribute to the vast literature 

on market reaction to earnings announcements by the Nairobi Securities Exchange. This was 

to test on the market efficiency of the securities exchanges with results showing that NSE is 

inefficient in terms of new information releases to the market.  It is evident from the 

graphical representation NSE under reacted after the profit warning announcements. There 

was post earnings announcement drift observed after the announcement. This suggests that 

the stock market did not respond adequately to information inflow. 
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Overall, the results from the study suggests that stock prices changes in the NSE securities 

exchange with respect to profit warning announcements, are not random but follow a pattern 

which makes it possible for negative abnormal returns to be gained by trading only on the 

month of profit warning announcement for NSE as it observed significant and negative 

abnormal returns. This is in line with the cash flow signaling hypothesis that investors view 

an unexpected announcement that leads to a cut in dividends relative to the previous period 

level as an indictment of the firm as having bleak future.  

 

According to Kalay (1980) this negative signal would lead to a fall of the firm’s stock price. 

Consistent with Kalay (1980) hypothesis, Aharony & Swary (1980) found that announcing 

firms experience substantial abnormal returns at the time of their dividend announcement. 

According to them the abnormal returns are larger in absolute value for dividend decreases, 

and this would lead to a market fall of the firm’s stock 

 

5.2.2 Establish the existence of anticipated returns attributed to profit warning 

announcement 

The researcher studied profit warning announcements, conditioning on whether the timing of 

the announcement is anticipated. By anticipated, means that the timing of the profit warning 

announcement is predictable in advance 

The researcher found out that liquidity deteriorates before and after anticipated 

announcements. The study identifies both timing and content effects, and the results 

generally imply that news announcements reduce information asymmetry. An implication of 
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the analysis is that market reactions around profit warning announcements events differ 

depending on whether a profit warning announcement timing is known in advance.  

The decline in return as evidenced by the fall of the CAAR curve from date – 20 up to day 

zero in figure 4.2, implied that the period before the profit warning announcement date was 

an indicator of anticipated profit warning announcement news by investors. Past studies draw 

a direct relationship between positive and negative news events and the sign of the abnormal 

returns whether positive or negative (Ndegwa 2013). 

Before the anticipated event, there is evidence consistent with the existence of informed 

trading that is recognized and addressed by the market maker. A result worth highlighting is 

the finding that information processing in financial markets is affected by whether the timing 

of a news release is known in advance. 

After the anticipated announcement, there is a significant decrease in the number of trades, 

an indicator that the investors appeared to receive the profit warning announcement 

information as an eye opener to minimize investing in the companies for fear of future loss 

from their investment which is consistent with the signaling hypothesis (Copeland, 2005). 

Even though the total spread does not change, the adverse selection component decreases in 

anticipation of upcoming earnings announcements, and decreases even further after the 

announcement 

This is in line with the coarse dividend signaling theory which proposes that dividends are 

more likely to have information when they are decreased than when they are increased. 

According to the coarse dividend signaling theory, if a company has been making losses in 
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the past an announcement resulting from a cut in dividend turns market sentiments against 

the holding of shares of such a firm leading to a fall in the stock price of that firm 

 The mean event reaction to anticipated profit warning announcement is statistically 

significantly different from zero. This reaction is consistent with this event being anticipated 

by the market.  

5.2.3 Identify the existence of earnings surprises due to profit warning announcement 

The Figure 4.2 shows that the Cumulative abnormal returns show declining trend during the 

entire event period. This shows that profit warning announcements do contain signaling 

effects. The price drift on day two of announcement (Day 2) signifies earnings surprises 

which indicate that new information is not instantaneously incorporated into stock prices, but 

prices incorporate that information in a lagged manner. This drift constitutes a violation of 

stock market efficiency. 

Post-announcement drift is broadly consistent with investor under reaction, and in particular, 

behavioral models in which investors react slowly to public announcements. Investors ignore 

this autocorrelation pattern and are therefore surprised by predictable changes in earnings.  

Bernard and Thomas (1990) argue that post-announcement drift is tied to the autocorrelation 

of earnings. Thus, differences in the time-series properties of firm and aggregate earnings 

could lead to differences in price behavior. If investors underweight earnings persistence, as 

suggested by behavioral theories, then the greater persistence of aggregate earnings should 

lead to greater under reaction. Alternatively, the evidence suggests that firm-level earnings 

contain a transitory component which gets diversified away at the market level. If investors 
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believe that aggregate earnings are a more reliable signal of value, this could lead to less 

under reaction. 

 

The earnings anomaly is stronger for small firms, which tend to have higher trading costs. 

Thus, one explanation for post-announcement drift is that some investors are rational but 

arbitrage is limited due to trading costs. This suggests that any difference between arbitrage 

costs for firms versus the aggregate market might lead to differences in price behavior. Under 

reaction to aggregate earnings would be risky to exploit. Levered or short positions in the 

market necessitate holding systematic risk, while trading strategies based on firm-level 

earnings generally do not ( Chan, et.al (1996). This difference would tend to accentuate post-

announcement drift in aggregate returns. 

 

Shortly after the profit warning announcement day 3 up to day 5, the AAR curve in figure 4.1 

increased which indicated the earnings surprise phenomenon when the announcement was 

made public, however there was encouragement as the majority of the firms announced that 

they were still in a position to pay dividends an indication that led to the rise in abnormal 

returns and adjustment after day zero and rise of abnormal return rates with its peak at days 

3, 4 and 5 as displayed in figure 4.1 hence the minimal market correction. 
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5.3 Conclusion  

5.3.1 To investigate whether profit warnings generate negative abnormal returns in the   

Nairobi Securities Exchange 

It has been proved in this study that the null hypothesis is invalid. Therefore, in line with the 

findings, the null hypothesis is rejected in favor of the alternate hypothesis. Empirical 

evidence demonstrates that there is substantial negative share price reaction to profit warning 

announcement on the Nairobi Securities Exchange. It was also observed that 40-day event 

period led to significant cumulative loss of 113.1089% 

 

As defined by Fama (1970), a market is said to be efficient if the share prices fully and 

instantaneously reflects all the available information. One implication of an efficient market 

is that no abnormal returns can be gained by trading on this information because current 

prices already reflect the information (Adelegan, 2009). 

 

The results show that the average abnormal returns and cumulative average abnormal returns 

for Nairobi Securities Exchange are negative and significant. The significant CAARs suggest 

that earnings announcement provide valuable information which the market uses to adjust 

share prices.  

 

The findings of inefficiency of the NSE from observing the significant and negative returns 

on the period prior and after announcement and thereafter post earnings announcement drift 

may be attributed to lack of massive capital investments, and lack of an attempt to bring this 

market to being internationally competitive and create modern electronic infrastructures for 
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trading.  The results are in line also with the study by Sponholtz (2005) of the Danish stock 

market, with evidence suggesting that there are significant abnormal price reactions 

surrounding the announcement date. 

 

 The results suggest that the share price reactions to profit warning announcements are 

systematic and are inconsistent with the efficient market hypothesis (EMH), as there are 

continual observations of significant abnormal returns thereafter.  Negative abnormal returns 

are generated prior to profit warning announcement day as well as after the profit warning 

announcements. 

 

 Following the results of Market adjusted model it can be concluded that profit warning 

announcements do cause negative abnormal returns in the Nairobi Securities Exchange. The 

findings can be validated on account of statistical significance of AARs. The study concludes 

that, it was proved that profit warning announcement result in negative share price reaction, 

and subsequently, share market erosion. 
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5.3.2 Establish the existence of anticipated returns attributed to profit warning 

announcement 

One thing that influence stock returns is the leakages of information, which occurs when 

information regarding profit warning announcements is known to a small group of investors 

before the same is officially announced. In such a case, the stock price might start to decrease 

in case of a “bad news” announcement days before the official announcement date implying 

that the upcoming event of a profit warning announcement is anticipated by the market. Any 

abnormal return on the announcement date is then a poor indicator of the total impact of the 

information release.  

 

The cumulative abnormal returns thus capture the firm specific stock movement for an entire 

period when the market might be responding to new information. A higher negative 

incidence of cumulative abnormal returns in post event period reflects over expectation and 

irrational reaction to the new information disclosure concerning profit warning 

announcement 

 

Graphically the results of cumulative average abnormal returns as shown in figure 2 revealed 

that there was decreased market activity in the form of decreasing CAAR significantly from 

day -20 before the warning announcement date which decreased throughout the entire event 

period. 

The continued decrease in CAAR after the profit warning announcement date in figure 4.2 

indicated that the investors appeared to receive the profit warning announcement information 
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as an eye opener to minimize investing in the companies for fear of future loss from their 

investment which is consistent with the signaling hypothesis (Copeland, 2005). 

In this study, the researcher investigates the effects on information processing when news is 

publicly released. The theoretical predictions regarding information processing are 

conditioned on whether the timing of the news release is known ex ante 

 

Liquidity and volume decreases before the event and price volatility decline after the 

announcement. This reaction is consistent with a transition period during which information 

is impounded into prices and portfolios are rebalanced. After the transition period, market 

conditions return to normal, which is generally consistent with the traditional asymmetric 

information models 

The study has indicated that the information content of profit warning announcements is 

quite anticipated. No price recovery was observed in this study. It can therefore be argued 

that market efficiency, at least in its strong form, is not observed in the Nairobi Securities 

Exchange. The Nairobi Securities Exchange thus shows the weak form of market efficiency 

and stock prices tend to drift down ward after the negative earnings announcement 

 

5.3.3 Identify the existence of earnings surprises due to profit warning announcement 

The results show that an earnings surprise is significantly correlated with a decrease in 

volatility in the trading period immediately following the earnings announcement, and there 

is bias indicating which directions prices will go. With “surprise”, the announcement tends to 

be followed by this decrease in volatility. The findings suggest the importance of earnings on 

equity price valuation. 
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SUE analysis reveals statistical significance at the 5% and 1% levels. The price drift on the 

2ndday of profit warning announcement as presented in figure 4.2 signifies existence of 

earnings surprises. This is an indication of investors’ apparent inability to fully process the 

time-series properties of earnings which is a plausible explanation for the drift. That is, 

investors fail to fully recognize the serial correlation in quarterly earnings shocks, and, as 

such, systematically misestimate future expected earnings.  

 

Consequently, when subsequent quarterly earnings are announced, stock prices respond to a 

component of the earnings that is a surprise even though it should have been predictable 

based on the past time series of earnings. This drift constitutes a violation of Efficient Market 

Hypothesis, whereby if the market is deemed efficient all information contained in a shock 

should be incorporated in equity prices in a quick and unbiased manner. 

 

T-test results presented in table 4.2 on the 2nd day of profit warning announcement in 

particular revealed that CAAR t-test results were significant at the 1% level of significance. 

The results also show there was post earnings announcement drift observed in NSE, therefore 

the market was not able to adjust instantaneously without bias to earnings announcements by 

sample firms in the study. There by implying that profitable trading opportunities created by 

post earnings announcement drift can be exploited which contradicts with EMH.  

There is also an anomaly regarding the semi strong form efficiency status of the Nairobi 

Securities Exchange and it is possible for investors to exploit this anomaly by avoiding 

stocks that have a negative earnings surprise due to the momentum that is expected. These 

study findings coincide with those of Lonie et al. (1996), Louhichi (2008), Lakhal (2008) and 
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Gajewski and Quéré (2001), in that earnings announcement of bad news gave rise to negative 

share price reaction. 

5.4 Implications and recommendations 

There are several recommendations that can be drawn from this study. The main aim of the 

EMH concerns with whether stock prices fully reflect all available information in the market. 

This research examined the behavior of stock prices on the NSE so as to determine the nature 

of stock market reaction to firms’ profit warning announcements. The conventional t-statistic 

test was applied to the closing daily price series of selected stocks for the NSE securities 

exchange over the period January 2000 to August 2013 for the purpose of determining how 

the stock markets react. 

(i)     This study suggests that there is a weak form of capital market efficiency, as 

supported by the significant negative abnormal returns after the announcements. 

The findings are useful to researchers, practitioners and investors with an interest 

in the strategic decision-making of firms listed on the NSE. It is observed that 

once returns are on a down-slide, they do not seem to recover quickly, and 

invested capital can be eroded. It is recommended that the study be conducted 

again with an extended event period and that other asset pricing models also be 

applied. 

(ii)      The researcher recommends that firms that operating or considering operating in 

the Nairobi securities exchange, to be aware that a profit warning has a significant 

impact on the stock returns in this capital market, especially during the period 

prior to and after the actual announcement. The study finds evidence of inefficient 

adjustment of stock prices to information contained in profit warning 
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announcement for the sample of firms in the study as prices continued to drift 

days after the announcement date. 

(iii)   The researcher recommends that the regulatory authorities should intensify efforts 

to ensure compliance to insider trading laws by market participants. The 

authorities need to strengthen their capacity to effectively monitor activities in the 

market, and to effectively deal with offenders. The researcher found out that 

liquidity deteriorates before and after anticipated announcements. The study 

identifies both timing and content effects, and the results generally imply that 

news announcements reduce information asymmetry. Before the anticipated 

event, there is evidence consistent with the existence of informed trading that is 

recognized and addressed by the market maker. A result worth highlighting is the 

finding that information processing in financial markets is affected by whether the 

timing of a news release is known in advance. 

(iv)      Large institutional and foreign investors should be attracted and encouraged to 

participate on the Nairobi securities exchange which has a small number of listed 

companies. This will improve the overall liquidity position of this market under 

study. This is in comparison with other emerging stock markets in Africa such as 

the Johannesburg securities exchange      
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5.5 Suggestion for further Research 

There is also need for a thorough research on the effect of profit warning announcement on 

firm value to be conducted on a sector by sector basis. The firms need to be drawn from the 

five sectors (agriculture, commercial & services, finance & investment and industrial & 

allied sectors from the main investment market segment and alternative sector from the 

alternative investment market segment). This sample from a population of all the listed 

companies on the exchange will provide not only a well representative sample, a stable 

period of analysis but also a clear picture on the relationship between profit warning 

announcements on firm value on a sector by sector basis, looking at the various market 

phases. The firms selected one from each sector, will be based on the availability of the 

information on the variables to be examined, which is profit warning announcements and 

stock price. This will help uncover the effect of profit warning announcement on firm value 

on a sector by sector basis and what this implies on the efficiency of the NSE. 
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Appendix 1: Stock performance reaction to Profit warning announcement in NSE 

EVENT DAY AAR 

AAR t statistics (2 

tailed) CAAR 

CAAR t statistics 

(2 tailed) S.D 

DAY -20 -3.2134582 -0.8278 -3.2134582% -0.70887 3.98751 

DAY -19 -2.7699394 -0.61695** -5.9833976% -1.30372 4.48975 

DAY -18 -2.7537682 -0.67229** -8.7371658% -1.8951* 4.0961 

DAY -17 -2.6902147 -0.55866** -11.427381% -2.47284** 4.81551 

DAY -16 -3.3906625 -0.67579** -14.818043% -3.20099*** 5.01736 

DAY -15 -4.0694676 -0.75331** -18.887511% -4.07492*** 5.40211 

DAY -14 -1.6960245 -0.44812*** -20.583535% -4.43915*** 3.78478 

DAY -13 -2.6443197 -0.65058** -23.227855% -5.00703*** 4.06457 

DAY -12 -2.0857985 -0.45621*** -25.313653% -5.45496*** 4.57197 

DAY -11 -1.7792532 -0.3788** -27.092907% -5.83706*** 4.69713 

DAY -10 -2.5008683 -0.55374** -29.593775% -6.37413*** 4.5163 

DAY -9 -2.3171745 -0.62983** -31.910949% -6.87175*** 3.67903 

DAY -8 -2.4388784 -0.54534** -34.349828% -7.39551*** 4.47226 

DAY -7 -3.5359716 -0.66297** -37.885799% -8.15487*** 5.33351 

DAY -6 -2.7931973 -0.66335** -40.678997% -8.75471*** 4.21073 

DAY -5 -2.9325043 -0.59813** -43.611501% -9.38448*** 4.9028 

DAY -4 -2.9829504 -0.62224** -46.594451% -10.0251*** 4.79389 

DAY -3 -3.0657311 -0.61674** -49.660182% -10.6835*** 4.97085 

DAY -2 -2.2154287 -0.49123** -51.875611% -11.1592*** 4.51 

DAY -1 -3.7663197 -0.89929** -55.641931% -11.9681*** 4.18809 

DAY 0 -4.0285854 -0.83449** -59.670516% -12.8332*** 4.82759 

DAY 1 -4.9194786 -0.59354** -64.589995% -13.8897*** 8.28833 

DAY 2 -3.1153328 -0.58611** -67.705328% -14.5587*** 5.31529 

DAY 3 -1.3688275 -0.33725** -69.074155% -14.8527*** 4.0588 
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DAY 4 -1.2665185 -0.36404** -70.340674% -15.1247*** 3.47904 

DAY 5 -1.5293477 -0.30355** -71.870021% -15.4531*** 5.03818 

DAY 6 -3.0435272 -0.65274** -74.913549% -16.1067*** 4.6627 

DAY 7 -3.1713455 -0.77278** -78.084894% -16.7878*** 4.1038 

DAY 8 -2.3168718 -0.65049** -80.401766% -17.2853*** 3.56172 

DAY 9 -2.8084275 -0.6871** -83.210193% -17.8884*** 4.08738 

DAY 10 -3.239574 -0.57444** -86.449767% -18.5841*** 5.63952 

DAY 11 -1.7385571 -0.49433** -88.188325% -18.9575*** 3.517 

DAY 12 -2.957714 -0.67472** -91.146039% -19.5927*** 4.38363 

DAY 13 -2.9432024 -0.76186** -94.089241% -20.2247*** 3.86318 

DAY 14 -2.551796 -0.51641** -96.641037% -20.7727*** 4.9414 

DAY 15 -3.193062 -0.69446** -99.834099% -21.4585*** 4.59789 

DAY 16 -2.0859382 -0.42659** -101.92004% -21.9064*** 4.88978 

DAY 17 -2.4484307 -0.55527** -104.36847% -22.4322*** 4.40944 

DAY 18 -2.7378718 -0.67007** -107.10634% -23.0202*** 4.08596 

DAY 19 -3.3172699 -0.55419** -110.42361% -23.7326*** 5.98581 

DAY 20 -2.6852926 -0.45242** -113.1089% -24.3093*** 5.93538 

 

Key: *, **, and *** denote statistical significance at the 10%, 5% and 1% levels (two-

tailed test) respectively for the 40-day event period 
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APPENDIX II: Sample population of NSE listed Companies 

AGRICULTURAL SECTOR MANUFACTURING & ALLIED TELECOMMUNICATION AND TECHNOLOGY

Eaagads B.O.C Kenya Safaricom Ltd

Kakuzi British American Tobacco Kenya

Kapchorua Tea Carbacid Investments GROWTH & ENTERPRISE MARKET SEGMENT

The Limuru Tea East African Breweries Ltd Home Afrika Ltd

Rea vipingo plantations Eveready East Africa Ltd

Sasini Ltd Mumias sugar

Williamson tea Kenya Unga Group

AUTOMOBILES & ACCESSORIES CONSTRUCTION AND ALLIED

Car &General ARM Cement

CMC Holdings Bamburi cement

Marshals(E.A) Crown paints Kenya

Sameer Africa E.A Cables

E.A Portland cement

BANKING

Barclays bank ENERGY AND PETROLEUM

CFC Stanbic of Kenya Holdings KenGen

Diamond Trust bank KenolKobil

Equity bank KPLC

Housing finance Total Kenya

I&M holdings

Kenya commercial bank INSURANCE

National bank kenya British American Investments

NIC bank CIC Insurance group

Standard chartered bank Jubilee Holdings

Cooperative bank Kenya Re Corporation

Liberty Kenya Holdings

COMMERCIAL AND SERVICES Pan Africa insurance

Express

Hutchings Biemer INVESTMENT

Kenya Airways Centum Investment

Longhorn Kenya Olympia capital Holdings

Nation media group Transcentury Ltd

Scan group

Standard group

TPS E.A (Serena)

Uchumi supermarket  
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APPENDIX III: Listed companies historical profit warning announcements 

 

PROFIT WARNING ANNOUNCEMENTS2000 - to 
AUGUST 2013   

COMPANY 
DATE DECLARED PROFIT 
WARNING 

C.F.C STANBIC HOLDINGS APRIL 13 2010 

CMC HOLDINGS LTD OCTOBER 7 2011 

BOC SEPTEMBER 12 2009 

CARBACID INVESTMENTS APRIL 2 2009 

UNGA GROUP LTD FEBRUARY 15 2009 

EVEREADY EAST AFRICA NOVEMBER 29 2010 

KENOL KOBIL JUNE 19 2012 

KENYA AIRWAYS JANUARY 26 2012 

TOTAL KENYA OCTOBER 1 2011 

KAKUZI LTD NOVEMBER 29 2012 

LONGHORN LTD SEPTEMBER 12 2012 

SASINI LTD AUGUST 3 2012 

MUMIAS SUGAR FEBRUARY 27 2013 

EXPRESS KENYA JULY 12 2012 

SAMEER AFRICA MAY 2008 

TPS SERENA JUNE 30 2012 

 

 


