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Abstract

One major issue in studying payout policy concerns the information implicit in payout
announcements. It is becoming increasingly difficult to ignore why the firms make
substantial cash distributions by dividends or share repurchases under the scenario of
information asymmetry. Of particular interest, this thesis aims to clarify 1) whether
the wealth effect of dividend announcements exists while earnings and dividends are
announced simultaneously, 2) whether current or future earnings are the information
conveyed by dividend announcements, and 3) whether share repurchase
announcements signal, and if they do, whether they signal the same information as

dividend announcements.

The evidence of this thesis suggests that dividend effect exists even when dividend
and earnings are announced simultaneously. Dividend changes appear to play a
confirmative role for the earnings increase announcements which alone are not
reliable enough to earn investors’ trust. By comparison, earnings decline
announcements per se are informative for investors and possess prominent effect on
the market reactions. Moreover, the evidence, after controlling mean reversion and
autocorrelation in earnings process, shows that current but not future earnings changes
are the information which dividend changes convey. When making dividend decisions,
managers are also found to take account of current rather than future earnings
performance. With respect to share repurchase announcements, the evidence indicates
that share repurchase announcements signal good news to the market and are likely
made after a long-term drop in share prices. More specifically, comparing the
managerial motives for different payout decisions reveals that share repurchase
announcements mainly signal for the undervaluation of the firm value while dividends

are announced to signal for the firms’ superior operating performance.
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Chapter 1 Introduction

Chapter 1
Introduction

1.1. First view of payout policy

Payout policy, one of the most controversial issues in corporate finance, is becoming
increasingly crucial in that the policy per se is involved with substantial cash
distribution and, furthermore, the policy closely pertains to firms’ financing and
investment decisions. To date a variety of options, including regular dividends,
extraordinary dividends, special dividends, and shére repurchases, have been available
for managers’ preference on payout methods'. However, the issue as to why firms pay
out is as yet an enigma. This thesis, specifically, focuses on 1) regular dividends
(hereafter, dividends or cash dividends) which are traditionally a primary payout
mechanism, and 2) share repurchases which surge as a popular payout device in
recent years. Recently, a great amount of researchers have provided insights,
theoretically as well as empirically, into the payout policy puzzle. With regard to
dividends and share repurchases, in general, agency problem?, clientele effect’ and
information signalling® have been most frequently mentioned by previous studies as
the three major managerial motivations. For share repurchases alone, some other

studies additionally suggest that share repurchases are utilised with a view to

' Managers may account stock dividends as another payout option, but stock dividends do not directly
affect:the-firms’ cash  flow. Instéad;*firms distribute new"shares to their shareholders.Siich distributions
were popularly imposed by British companies during the eighteenth and nineteenth centuries but are
not prevalent recently (Lakonishok and Lev, 1987).

? See Easterbrook (1984) and Jensen (1986).

? See Elton and Gruber (1970) and Pettit (1977).

* See Bhattacharya (1979) and Miller and Rock (1985).
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substituting dividends (Bagwell and Shoven, 1989; Grullon and Michaely, 2002),
signalling undervaluation (Ikenberry, Lakonishok, and Vermaelen, 2000; Oswald and
Young, 2004), or preventing dilution of earnings (Bens, Nagar, Skinner, and Wong,

2003).

Among the various predictions regarding the managerial motivations, the signalling
theory can be accounted one of the most prominent theories in that its prediction
directly links dividends and share repurchases with the important source of funds in
payout policies, that is, firms’ earnings. In light of the signalling theory, a number of
empirical evidence to emerge from previous studies shows that shareholders
experience increases in profits around the announcements of dividend increases and
share repurchases, but suffer losses or earnings declines around dividend cuts (see
Aharony and Swary, 1980; Asquith and Mullins, 1983; Comment and Jarrell, 1991
etc). Moreover, a number of literature about the evidence on signalling of dividends or
share repurchases for firms’ current or future earnings performance has been

documented (Benartzi, Michaely, and Thaler, 1997; Nissim and Ziv, 2001; Lie, 2005).

In addition to the signalling theory, the undervaluation hypothesis of share
repurchases has also drawn increasing attention in that not only signalling for firms’
performance but also signalling for firms’ undervaluation may be the motivation for
announcing share repurchases. The underlying reason for this speculation is that share
repurchases are implemented by share transactions (while dividends are not) and
repurchasing firms very likely take advantage of their private information to buy back
own shares with bargain prices. The existing studies have reported that share
repufchasé annvouncer4n%er:1tsn signal f;)r the ﬁrrn’s ;inciewaluatioﬁ (éée (AIkenbe’rry,

Lakonishok, and Vermaelen, 1995; Oswald and Young, 2004).
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Theories and prior evidence discussed above demonstrate different explanations for
the determinants of firms’ payout policy. The aim of this thesis, of particular interest,
is exploring the following questions: 1) whether dividends possess signalling power
when they are simultaneously announced with earnings, 2) whether current or future
earnings changes are the information signalled by dividend changes, and 3) whether
share repurchases signal, and if they do, whether share repurchases announcements
signal identical information with dividends. This thesis, on one hand, aims to helps
managers make use of signalling devices more efficiently. On the other hand,
investors could better understand the information implicit in dividend announcements

and share repurchase announcements.

1.2. Market reactions to simultaneous dividend

and earnings announcements

The signalling model of Miller and Rock (1985) suggests that dividends convey the
missing piece of information about current earnings to investors who then accordingly
update their expectations of future earnings. As a result, the shareholders’ wealth
effect should be induced by the information about firms’ earnings performance
implicit in dividend announcements rather than the announcements per se. Among the
enormous previous studies focusing on the market reactions to dividend
announcements, the evidence that markets react positively to dividend increases and
negatively to dividend cuts’ has been well documented. Nonetheless, far too little
attention has been paid to control the earnings information which has been held by

investors on the time of dividend announcements. Lack of considering the earnings

’ See the empirical evidence provided by Aharony and Swary (1980), Asquith and Mullins (1983) and
many others or the discussion in Allen and Michaely (2003).
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information already held by investors may result in spurious findings of dividend
effect. This underlying reason motivates this thesis to jointly examine the market

reactions to the information of dividend and earnings announcements.

According to the suggestion of the dividend signalling model, dividend effect should
diminish or disappear after the earnings information is adequately controlled.
Relatively, once the earnings effect has been controlled, any shareholders’ wealth
effect detected around dividend announcements can be attributed to “real” dividend
effect. Conroy, Eades, and Harris (2000) suggest that simultaneous dividend and
earnings announcements provide a good opportunity for empirical studies to test the
relative effects of dividends and earnings on share prices based on the same
information set. In the UK, dividends and earnings are announced simultaneously, of
which can be taken advantage by this thesis to adequately control for earnings effect

and detect “real” dividend effect (if any).

Moreover, the information about large firms is more focused by analysts who in turn
bring more information about the large firms to the market. Previous studies indicates
that the level of information asymmetry between managers and investors is greater in
small firms than that in large firms, leading to the bigger market reactions to the
announcements made by small firms than by large firms. Freeman (1987) and Ball
and Kothari (1991) provide the evidence for the association between the market
reactions and the differential information for earnings announcements while Bajaj and
Vijh (1990; 1995) and Bali (2003) find the similar evidence for dividend
announcements. However, the tests on the differential information to date have not
been carried out for simultaneous dividend- ar'lc{ 'eartvn'ings announcements whose

dividends and earnings are released on the same information set. As a consequence,
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another motivation of this thesis is to understand whether the market reactions to the

simultaneous announcements are dependent on the level of information asymmetry.

The market reactions to the simultaneous announcements are firstly examined to
understand whether the market reactions are dependent on the information in dividend
announcements or earnings announcements. More explicitly, the market reactions are
further tested by the regression analysis for the purpose of finding out whether it is the
dividend, earnings, or interaction effect the main factor affecting shareholders’ wealth.
The signalling theory of dividends predicts that, if dividend effect exists, the market
reaction around the announcement day should be dependent on the news signalled by
dividend announcements. If earnings announcements have captured most information
about earnings performance, the market is expected to depend on the information in
earnings announcements and no dividend effect is expected. In addition, if the market
jointly evaluates the information implicit in the simultaneous announcements, the

positive relation between the market reaction and the interaction effect is expected.

On the other hand, to examine whether the market reactions are dependent on the
level of information asymmetry, firm size is used as the proxy for the level of
information asymmetry between managers and investors. The market reactions to the
simultaneous announcements are tested by the differential information hypothesis
stating that the information released by small firms elicits greater market reactions

than that by large firms.

The evidence of comparing the market reactions to the simultaneous announcements

of dividends and earnings confirms the existence of both dividend effect and earnings

effect. Nevertheless, dividend effect seems to be more prominent than earnings effect.
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When dividend and earnings signal for contradictory information, the market
reactions are found to be more dependent on the information in dividend

announcements.

More explicit implication to emerge from the evidence shows that, dividends play a
confirmative role for earnings increases, but not for earnings declines. This, however,
may stem from that managers are reluctant to cut dividends when the firms’ earnings
are in depression (Lintner, 1956), making the information signalled by dividends
become unreliable and that by the earnings declines relatively creditable. Furthermore,
the market reactions are likewise detected to pertain to the subsequent earnings
changes, indicating that the market may correctly anticipate the future earnings based

on the information content of the simultaneous announcements.

Moreover, the simultaneous announcements made by small firms are found to elicit
greater market reactions than those made by large firms. This phenomenon is found to
be particularly prominent for the firms which announce simultaneous increases in
dividends and earnings. Consistent with the differential information hypothesis, the
level of information asymmetry are greater in small firms than that in large firms,
leading to the findings that the simultaneous announcements made by small firms are

more informative to investors.

1.3. Dividend signalling and earnings information

Based on the 31gnallmg model of Miller and Rock (1985) beyond the information of
current earnings, dividends may indirectly convey the 1nformat10n about future

earnings. Debates have been raised about whether dividends only represent current
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earnings or further signal for future earnings. The findings, combined with the
evidence on the significant relation between dividends and current earnings, indicate
that dividend changes are associated with current rather than future earnings changes
(e.g. Benartzi, Michaely, and Thaler, 1997; Grullon, Michaely, Benartzi, and Thaler,
2005). However, Nissim and Ziv (2001), by contrast, report that dividends are capable
of signalling for future earnings for up to two subsequent years. Interestingly, Healy
and Palepu (1988) and some others demonstrate that the eamnings changes reverse in
the subsequent years of dividend changes. This, however, is contradictory to the
notion that dividends signal for future earnings. Taken together, the findings on the
relations between dividend signalling and earnings performance are still controversial,
motivating this thesis to find out the real information signalled by dividends and
provide incremental evidence on this issue. Given the miscellany of prior evidence,
understanding the potential reasons leading to these results is important before

carrying out examinations.

Among the previous studies, a major controversy among the previous studies is
whether the methods applied are appropriate for controlling the mean reversion and
(or) autocorrelation in earnings process as the results obtained could possibly differ in
light of various methods. To this end, this thesis engages in various models and
methods to control the nonlinear patterns in earnings process and meanwhile critically
examine the association of dividend changes with current and future earnings changes.
The first method, the categorical analysis, compares the current and future earnings
performance of the firms with different dividend decisions. Considering the dividend
signalling hypothesis, it is predicted that the firms with dividend increases (cuts)
shoﬁld have Better (wérse) current and future eamirngsrperfor;nance than the firms

with dividend continuations. Further taking account of the mean reversion and
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autocorrelation in earnings process, the second method, the multivariate regression
models, critically examines the relation between dividend changes and the changes in
current or future earnings. Since large earnings changes are indicated to reverse faster
than small earnings changes (Fama and French, 2000), taking the mean reversion and
the autocorrelation in earnings process into consideration is of vital importance when
forecasting earnings changes. Based on the signalling theory of dividends, this thesis
hypothesises that the relations between dividend changes and current earnings
changes and between dividend changes and future earnings changes should be
positive. The third method applies the logit model in an attempt to investigate the
influence of current and future earnings changes on managers’ propensity for dividend
increases and cuts. If the dividend signalling hypothesis is supported, current and (or)
future earnings increases (declines) should raise the likeliness of dividend increases

(cuts).

In this thesis, directly testing the relation between dividend and earnings changes
proposes that dividend changes mainly represent current earnings performance. While
the signalling models predict that dividend changes also signal for the information
about firms’ future performance, this thesis does not find explicit evidence supporting
this notion. Furthermore, managers’ decisions on dividends are found to be influenced
by current earnings changes but not future earnings changes. The findings on the
information of dividend signalling in this thesis are consistent with the findings of
Benartzi, Michaely, and Thaler (1997) and Grullon, Michaely, Benartzi, and Thaler

(2005) but inconsistent with the findings of Nissim and Ziv (2001).
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1.4. Managerial motives and shareholders’ wealth

effect of share repurchase announcements

Considering that share repurchases appear to be an alternative method of cash
distribution emerging last decade, researchers have shown an increasing interest in
understanding whether share repurchase announcements signal for new information
and whether the announcements signal for the same information as dividend
announcements do. To date, previous studies extensively focus on the US share
repurchases while the UK share repurchases have drawn little attention. Due to the
potential effect of different regulations and taxation®, the share repurchases in the UK

merits more comprehensive investigations.

Recently, the studies of Rau and Vermaelen (2002), and Oswald and Young (2004) are
the two recent studies which focus on investigating the UK share repurchases.
Nonetheless, the database (SDC) used by Rau and Vermaelen (2002) has been
criticised for exclusing comprehensive observations of the UK share repurchases.
Moreover, the main focus of Rau and Vermaelen (2002) is on the effect of the changes
in tax regimes on shareholders’ wealth around share repurchase announcements.
Oswald and Young (2004), on the other hand, only concentrate on testing open market
share repurchases. With an increasing attention paid on this alternative payout
mechanism, relative insufficiency in prior evidence for the UK share repurchases

inspires this thesis to test and to understand the information implicit in the UK share

§ Prior to 7" October 1996 in the UK, off-market repurchases (tender offer and privately-negotiated
share repurchases) are likely the favourite payout method of taxpayers while dividends should be the
favourite method of tax-exempt investors. From 8™ October 1996, a tax reform no longer allows
tax-exempt investors “réclaiming “the “taX" credits  for* off-market “répurchases:” This”réform" makes
tax-exempt investors become indifferent between off-market repurchases and open market repurchases.
The tax credit for dividends is further eliminated for tax-exempt institutional investors on 2™ July 1997
and for all other tax-exempt investors on 1% April 1999, making dividends less attractive to tax-exempt
investors. More details about the tax reforms in the UK can be found in Section 5.2.1. of this thesis,
Rau and Vermaelen (2002) and Renneboog and Trojanowski (2005).
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repurchase announcements. Furthermore, neither of Rau and Vermaelen (2002) nor
Oswald and Young (2004) examine the shareholders’ wealth effect of the UK tender
offer repurchases. Since the US findings suggest that share repurchases with different
methods’ are different in their shareholders’ wealth effect, this thesis is prompted to

investigate whether the similar phenomenon exists in the UK share repurchases.

On the other hand, due to the nature of share repurchasesg, managers may announce
share repurchases for not only signalling firms’ performance but also signalling the
undervaluation of firm value. Ikenberry, Lakonishok, and Vermaelen (1995; 2000)
respectively suggest that the US and Canadian share repurchases are made for
signalling undervaluation while Oswald and Young (2004) confirms that the
undervaluation is also the determinant for firm to buy back own shares in the UK.
Nonetheless, most of prior studies focus on only one of the potential motivations for
announcing share repurchases, which neglects a possibility that managers may, by
utilising share repurchase announcements, communicate two or more sorts of
information to markets simultaneously. With taking this possibility into account, this
thesis jointly examines whether share repurchases are announced for signalling

undervaluation, signalling firms’ performance and substituting dividends.

Another reason makes this chapter important is that this study compares the
" managerial motivations for announcing share repurchases with those for announcing

dividends. For the UK market, this comparison has not been carried out in prior

7" The evidence from the US repurchase shows that market ré4cts moré positively o the announcements
of tender offer repurchase than the announcements of open market repurchase (Comment and Jarrell,
1991). In addition, prior evidence shows that the market responds positively to the privately negotiated
repurchases announcements with repurchase premiums but negatively to those for greenmail (Peyer
and Vermaelen, 2005; Bradley and Wakeman, 1983).

® Share repurchases are implemented by share transactions but dividends are not.
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studies’. Nonetheless, the comparison of the managerial motivations is crucial in that
the evidence could help to figure out the role share repurchases play in payout policy
and the reasons why managers choose between dividends or share repurchases as the

payout mechanism.

This thesis, therefore, examines the shareholders’ wealth effect in term of various
repurchasing methods as well as compares the managerial motives for different
payout decisions. The examinations on the UK share repurchases are mainly threefold.
First and foremost, in order to figure out whether share repurchases with different
buyback methods are indifferent to the market, the short-term abnormal returns are
tested for the period around the announcements. This thesis hypothesises that 1) the
market reactions to share repurchases announcements should be positive and 2) the
market reactions to tender offer repurchase announcements should be greater due to
the repurchase premiums offered by tender offer repurchases. Secondly, to test the
undervaluation hypothesis, the long-term abnormal returns are examined for a
four-year period centred on the announcements. If the undervaluation of the share
prices is a reason for announcing share repurchases, the announcements are
hypothesised to follow a downtrend of long-term return performance and precede an
upward return performance. The third examination applies the multinomial logit
model to compare the managerial motives for different payout decisions on share
repurchases and dividends. The comparison of the managerial motives helps to
understand whether dividend and share repurchase announcements signal for the same
information and whether share repurchases can be used as a means of distributing

cash to substitute for cash dividends.

? See Rees (1996), Lasfer (2002), Rau and Vermaelen (2002) and Oswald and Young (2004).
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The evidence to emerge from the short-term shareholders’ wealth effect corroborates
that the announcements of share repurchases are generally good news for the
shareholders. Particularly, consistent with the US findings of Comment and Jarrell
(1991), the tender offer repurchase announcements induce larger positive market
reactions than the open market repurchase and the privately-negotiated repurchase
announcements. On the other hand, the evidence on the long-term return performance
is in favour of the undervaluation hypothesis by showing that the firms announcing
share repurchases have experienced a long-term drop in share prices before the
announcements. Furthermore, the shareholders seem to have received the information
about the undervaluation and the share price reverses around the month of the
announcements. Taken together, the evidence on the long-term returns performance is
consistent with the findings of Oswald and Young (2004) and Ikenberry, Lakonishok,
and Vermaelen (1995; 2000). Finally, comparing the managerial motives for share
repurchases and for dividends generates the evidence suggesting that dividends and
share repurchases are announced with different motivations. In this respect, it is
indicated that the primary motive for announcing share repurchases should be
signalling for the undervaluation while signalling for firms’ operating performance is
the main motive for announcing dividends. Furthermore, since these two payout
mechanisms are used for different purposes, they are unlikely the substitute for each

other.

1.5. Plan of the study

The remainder thesis is organised as follows. Chapter 2 reviews extensive literature

on dividends and share repurchases. Both theoretical and empirical studies are

thoroughly discussed in this chapter. Furthermore, it identifies the gaps of prior
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literature and provides insightful understanding on the main issues about payout

policy.

When dividends are believed to signal for the information about earnings, markets
should have positive reaction to good news and negative reaction to bad news. The
UK firms which announce dividends and earnings simultaneously provide an ideal
circumstance for testing “real” dividend effect by controlling earnings effect. The tests

are presented in Chapter 3.

Directly examining the association of dividend changes with current and future
earnings changes, this thesis is particularly interested in finding out whether dividends
signal reliable information for future earnings beyond the information about current

earnings. The empirical examinations are presented in Chapter 4.

With the emergence of share repurchases in recent years, this thesis examines the
wealth effect of share repurchase announcements. Moreover, the potential factors
(motivations) which induce managers to make different payout decisions are

examined by the multinomial logit model. The examinations are carried out in

Chapter 5.

Finally, Chapter 6 concludes and summarises the findings of this thesis. This chapter

also discusses the implications of this thesis for managers and investors.
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Chapter 2

Research Issues in Dividends and Share

Repurchases

2.1. Introduction

Regular cash dividends, among numerous strategies of cash distribution, have long
been a major form of payout for managerial decisions. The dividends are paid
quarterly in the US and semi-annually in the UK. Relative to the regular cash
dividends, firms may distribute special dividends (or specially designated dividends)
to indicate these dividends are not recurrent. Normally, firms, possessing temporary
excess funds, distribute special dividends instead of committing to pay them regularly.
Alternatively, share repurchases may be used by firms for the purpose of distributing
cash and buying back their own shares. Similar to special dividends, share
repurchases are not a recurrent policy. However, comparing to dividends, it is
suggested that different characteristics are inherent in share repurchases. For example,
managers are allowed to receive dividends whereas they are not allowed to participate
in share repurchases. Previous study into share repurchases shows that the strict
regulations have been set on in many countries to prevent managers’ deliberate
manipulation on share prices (Sabri, 2003). Another type of dividends which does not
directly affect the firms’ cash flow is stock dividends. Instead of distributing cash,
stock dividends distribute a proportionate of new shares to shareholders in the light of
their share holdings. It is.analogous to that shareholders. first receiving cash dividends
from firms reinvest in ‘Fhe firms’ stocks afterwards. Normally, the growth firms with

more investment opportunities and eagerness for more cash flow tend to distribute
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stock dividends.

It is important to note that dividend irrelevance proposition, introduced by Miller and
Modigliani (1961), has provided a revolutionary influence on the traditional view
about dividend policy to date. Before the proposition is presented, the corporate
officials and investors broadly believe that higher dividend leads to higher firm value.
For example, given a constant on investors’ required rate of return, the dividend
discount model indicates that the present firm value is determined by current and
future dividends. By contrast, the dividend irrelevance proposition proposes that the
real increase in firm value should result from increase in firm’s investments rather

than sole increase in dividends.

The proposition starts from presuming that the sources and the uses of firm’s funds
have to be balanced over any given period. Suppose that a firm has two sources of
funds which are retained earnings and the funds financed externally. During the same
period, the firm expends its funds on either investments or dividends. The balance can

be expressed as Eq. (2.1):

EM)+AS@) = D)+ 1(1), 2.1)
where E(t) denotes retained earnings at the start of period ¢, 4S(t) denotes external
funds financed during period ¢ with ex-dividend price'®, D) and I(t) respectively

denote dividend and investments during time ¢.

On the other hand, given the rate of return on each share of the firm equals r(t), the

' Note that negative 45(1) indicates share repurchases.
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share price of the period 7 (denoted as p(?)) in perfect capital markets can be expressed

as Eq. (2.2):
p) = —— (@) + pt +1) 2.2)
1+ r(1) ’ '

where d(t) denotes dividend per share during time ¢ and p(t+1) denotes the
ex-dividend share price. If the firm does not raise external funds during the period ¢,
the total value of the firm at the start of period t (denoted as V(%)) can be expressed as

Eq. (2.3):

1
V()= e (D) +V(t+1)). (2.3)

Nevertheless, if the firms raise external funds (4S(?)), Eq. (2.3) has to be amended as

Eq. (2.4):

1
V() = v (D@)+V(t +1) = AS()). (2.4)

Recalling Eq. (2.1), the divergence between total dividends and the raised funds
equals the residuals of retained earnings after investments. The equilibrium can be

express as Eq. (2.5):
E()y—1(t)=D(t)-AS@). (2.5)

Thus, Eq. (2.4) can be rearranged as Eq. (2.6):
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V()= (E@)+V(e+1)-1()). (2.6)

1+7(t)

Eqg. (2.6) clearly indicates that, given the firm’s retained earnings, the decision of
investments is the only element which determines the firm value of the period ¢. Since
the firm value of the period ¢+ is also predicted by the subsequent retained earnings
and investments, it becomes that the firm value is determined by the sequential
investment policy. With respect to the dividend decision during each period, after the
decision of investments is made, the divergence between total dividends and the
externally raised funds should be equal to the residual of retained earnings.
Consequently, for each level of dividend decided, the firm could correspondingly
finance externally to make balance between the uses and the sources of the funds. It
follows that dividend policy does not possess any influence on firm value in perfect

capital markets.

In the real world, however, it is hard to find perfect capital markets. The major
imperfect elements discussed in previous studies are 1) information asymmetry, 2)
agency problems and 3) the tax differentials between dividend and capital gains.
While information asymmetry exists between insiders (managers) and outsiders
(investors), the information about stocks is no longer freely available for all traders.
The underlying idea is that insiders know the real value of their firms in that they
possess more information about investments and expected profits (Jaffe, 1974). By
contrast, outsiders can only get information from financial reports or speculate about
real firm value via firm’s announcement, such as dividend or repurchases
announcements. This, thus, leads to the possibility that these announcements may be
imposed by managers in order to change the outsiders’ evaiuation on their firms.

According to the signalling theory of payout policies, managers use dividend or
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repurchases to signal for their expected earnings and profits. Relatively, investors
respond positively to dividend increases or share repurchases and negatively to

dividend cuts.

The second imperfect element is the agency problem exiting between managers and
shareholders. Without complete contracts, managers may operate the firms in the light
of their own interests. An implication of this is the possibility that expenses are
lavished on unproductive projects or are consumed as perquisites by managers.
However, dividend or share repurchases could serve as a tool to reduce free cash flow
available for managers and therefore abbreviate the agency problem. Moreover, it
follows that increases in payouts may likewise force the firms to enter the capital

markets more frequently and thus get monitored.

The tax differentials are the third imperfection which makes the investors no longer
neutral between dividends and capital gains. A dollar of dividend becomes less
valuable than a dollar of capital gains when the tax on dividend is higher, and vice
versa. Similarly, with the same value of cash payout, the investors may also prefer
share repurchases to dividend when capital gains are taxed on a lower rate. It follows
that investors may bias evaluate the firm value due to their discrimination between
dividend and capital gains. The dividend clientele hypothesis predicts that investors
would invest in the stocks whose payout policy is consistent with their best interests.
Relatively, managers would make the payout policy accordingly in an attempt to

reduce the potential transaction costs for their clienteles.

The remainder of this chapter is structured as follows: Section 2.2 discusses the

theoretical and empirical studies with respect to dividend and asymmetric information,
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followed by Section 2.3 which reviews the studies on the agency theory and the
clientele hypothesis of dividends. Section 2.4 reviews the studies on share repurchases

and the conclusion is presented in Section 2.5.



20
Chapter 2 Research issues in dividends and share repurchases

2.2, Dividends and asymmetric information

2.2.1. Signalling models

What is proposed by Miller and Modigliani (1961) on dividend irrelevant theory is
founded on the assumption of perfect capital markets. An underlying implication of
the theory is that dividend policy may affect firm value if this assumption is not held.
Asymmetric information between investors and managers is a kind of market
imperfection. Managers possess more insiders’ information about firms’ policies
whereas investors can only revise the expected firm performance by evaluating the
firms’ signals. Given firms’ investment policy set, dividend policy is a residual of the
investment policy, and dividend changes should be driven by the changes in earnings.
Consequently, dividend is thought to convey information about earnings even if

managers have no intention to signal.

Although dividend effect has been detected earlier in the 1970s", it is until 1979 that
the first signalling model is originated. One very initiative paper in this topic is that by
Bhattacharya (1979) who develops the signalling model in which consists of two
periods. In the first period, managers decide the investment policy which they are
going to carry out and thereby make a commitment of dividends to their shareholders.
In the second period, managers distribute dividends which they committed in the

previous period by using the proceeds of the investment projects.

A crucial assumption implicit in Bhattacharya’s (1979) model is that access to capital
markets for external financing is costly. In light of this assumption, it is supposed that

if firms are incapable of meeting the dividend commitments, the firms will be forced

" See Pettit (1972) and Brown, Finn, and Hancock (1977).
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to finance externally and therefore incur transaction costs. The increasing frequencies
of external financing are likewise considered to raise the transaction costs, and in turn
increase the costs of signalling. As a consequence, if the committed dividend is high
enough, a firm with inferior investment projects is unable to mimic the dividend
decisions of a firm investing in productive projects. Otherwise, the transaction costs
incurred by the inferior firms may exceed the signalling benefits generated by

mimicking the better firms’ dividend decisions.

Nevertheless, Bhattacharya’s (1979) model fails to shed light on why dividend are
made to signal when they are costly (Allen and Michaely, 2003). Since the real value
of the firms will be disclosed when the firms realise the proceeds of the previous
period’s investment projects in the second period, it is questionable whether it is
worth to pay a lot of cash merely to signal for the next period. Furthermore,
Bhattacharya (1979) assumes that the incentive of signalling dividend is the rise in
liquidation value. But then a question mentioned by Allen and Michaely (2003) is that
why the rise in liquidation value becomes the main concerns of managers in the first

period and prompts them to distribute cash.

Unlike Bhattacharya’s (1979) model, Miller and Rock (1985) develop a signalling
model from the aspect of dividend, investment and financing policies. They assume
that there are two groups of shareholders who behave differently after dividends are
announced. A group of shareholders sell their shares after dividend announcements
but before dividend realisations while the other hold the shares. The objective of the
firms is to make a Compatlble d1v1dend pollcy and maximum their wealth for these

two groups. Add1t10nally, as 1ndlcated by Mlller and Rock (1985) the earnings are
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only used for investments and dividends'?. Based on these two assumptions, they

derive the optimal dividend given a specific level of earnings.

Nonetheless, with the information asymmetry between managers and investors,
managers pay higher than the optimal dividend to eliminate the information
asymmetry and the signalling costs are the foregone use of the funds in productive
investments. Bearing the signalling costs may be worth for good-news firms since
they could “avoid giving the market the false impression that earnings were not good
enough to justify a dividend” (Miller and Rock, 1985; p. 1045). Yet, the signalling
costs may lower the future earnings at the same time since the firms give up a part of

productive investment.

The model, developed by Miller and Rock (1985), clearly explains that dividend is
made to signal for earnings and to eliminate the information asymmetry. Unlike the
signalling costs in Bhattacharya’s (1979) model (i.e. the transaction costs of external
financing), the signalling costs in Miller and Rock’s (1985) model are the cuts in
funds for productive investment. The model could also be applied to share
repurchases in that the “dividend” discussed in Miller and Rock (1985) is net dividend.
However, the assumption that earnings are only used for investment and dividend are
rarely the case in reality. When the retained earnings are allowed in the model, the
managers would have more flexible financial policies and signalling by dividend may

not necessarily force managers to give up investment opportunities.

In their model, John and Williams (1985) shed light on dividend signalling from the

aspect of taxes and liquidity needs. With liquidity needs, both shareholders and firms

"2 The “dividend” here indicates net dividend which is dividend less any additional funds raised.



23
Chapter 2 Research issues in dividends and share repurchases

have to sell a partial of owning shares in order to meet their needs. It is assumed in the
model that managers will act in the best interest of firms and current shareholders. For
an undervalued firm, when the cash demanded by current shareholders and firms
exceeds the overall internal cash which firms are able to éupply, managers who know
the true firm value then announce dividend to signal for the value. As a result,
dividend announcements will raise share price, following that the shares could be sold
at the true value. At the same time, the shareholders will be levied taxes on dividend
but they can get compensation form the rise of share price. As for an overvalued firm,
their managers may mimic the dividend policy of the undervalued firm, but their
shareholders will be levied more taxes on the higher dividends. Since the shares held
by these shareholders are not worthy enough, higher tax costs will offset their benefits

from the rise of share price.

What is different from that in Bhattacharya (1979) is the role of tax costs in John and
Williams (1985). While Bhattacharya's (1979) model suggests tax costs make the
liquidation value respond higher to dividend, tax costs in John and Williams' (1985)
model is the signalling costs which distinguish firms’ true value. Nonetheless, Allen
and Michaely (2003) criticise that the model based on the assumption that liquidity
needs could only be achieved by selling shares is questionable. There are still a
number of methods which could meet shareholders’ liquidity needs, such as
borrowing from banks or using credit cards, and the interest costs might be lower than

tax costs on dividends.

In contrast to the aforementioned models developed on the basis of dividend’s
signalling for the proceeds of investments, Ambarish, John, and Williams (1987)

develop a model in which both dividend and investment are employed to signal for
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firm’s value. Their model proposes that a valuable firm may signal solely by dividend,
but signalling by both investment and dividend are more efficient and are capable of
maximising shareholders’ wealth. In their model, managers are assumed to maximise
their shareholders’ wealth and avoid their rivals’ mimicry on signalling. Under these
assumptions, Ambarish, John, and Williams (1987) compare less valuable firms with
more valuable firms. For less valuable firms, their managers do not worry about
mimicry and the firms do not entail signalling costs as under systematic information.
The optimal decision to maximise their shareholders’ wealth is to pay no dividend and
to invest in non-negative NPV projects. By contrast, managers in more valuable firms
need to signal for their value, preclude rivals’ mimicry and maximise shareholders’
wealth. Their dividend policy relies on the information which is mainly asymmetric

between the firms and the investors.

With asymmetric information, the present value of investment, including assets in
place and investment opportunities, is only known by insiders (directors and
managers), but is unobserved by outsiders (investors). In this scenario, more value
firms could decide to signal for their true value either solely by dividend or by both
dividend and investment. When signalling solely by dividend, the dividend has to be
high enough to preclude mimicry given an optimal investment level. However, such
signalling is feasible but inefficient. When the asymmetric information between firms
and investors is mainly on assets in place, the model suggests that the more valuable
firms reduce their investment level and pay fewer dividends, which is also capable of
precluding mimicry and maximising shareholders’ wealth. Alternatively, when the
asymmetric information is mainly on investment opportunities, the firms could make
the signalling efficient by increasing investment level and paying fewer dividends. In

each of the two above scenarios, the higher marginal costs of adjusting investments
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for less valuable firms prevent the firms from mimicking dividend policy and help

more valuable firms to minimise signalling costs.

It is really an innovation of signalling model when Ambarish, John, and Williams
(1987) propose that signalling costs could be minimised by signalling with both
investment and dividend. However, in this model, the assumption that more valuable
firms have to forego positive NPV investment projects or adopt negative NPV
projects just for minimising signalling costs and precluding mimicry is not reasonable
enough. It seems possible that the agency problem would arise while adopting

negative NPV projects to minimise the signalling costs.

Extending the model of Ambarish, John, and Williams (1987), Williams (1988)
presents a multi-period signalling model with the same elements. In his model, firms
observe their cash and possess private information about the returns on investment
projects. Some feasible value of the returns, not necessarily the true value, is then
reported to outsiders by the firms who possess private information. In order to make
the report creditable, managers further signal by means of announcing dividends,
investments and fractional new shares. If the signals are believed by investors,
investors would buy the firm’s stock accordingly and managers must optimise the
policies on the three signals to meet the returns on investments they reported. In light
of this model, it is assumed that the optimal investment is firstly financed by internal
funds and secondly by issuing new shares. In equilibrium, firms exhaust all cash and
sell sufficient shares to finance for their investment projects which maximise the firm
value. Dividends are thereby distributed to signal for the firm value and to support the

stock sale which in turn increases the external funds for investments.
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The earlier models presented by Bhattacharya (1979), Miller and Rock (1985) and
John and Williams (1985) emphasize more on signalling costs for precluding mimicry.
By contrast, the later models developed by Ambarish, John, and Williams (1987) and
Williams (1988) additionally consider the interaction between investment and
dividend policies for the purpose of making signalling efficient and maximising firm
value. Another observable difference among these models is the signalling costs, such
as transaction costs in Bhattacharya (1979), forgone funds for investment in Miller
and Rock (1985) and taxes in John and Williams (1985). Despite the variety of the
signalling costs, they are all dissipated for precluding mimicry, which helps to
distinguish a “good” firm from a “bad” firm. Moreover, the information signalled by
dividends is a little different if comparing these models. Bhattacharya’s (1979) model
explicitly indicates that managers use dividends to signal for future earnings.
Relatively, Miller and Rock’s (1985) model likely indicates that dividend signals for
current earnings while John and Williams (1985) suggests that dividends signal for the

undervaluation of the current firm value.

Despite the existence of some divergences among these models, there are common
implications. Firstly, under information asymmetry, dividends are used as a
communication mechanism between managers and shareholders. The signals from
dividends are thought to be more creditable than press releases in that dividends are
costly. Secondly, only valuable firms have a demand for signalling their true value.
The underlying reason is that private information is only known by insiders but not
observed by outsiders, signalling would make their shares valued correctly. By
contrast, less valuable firms would prefer to disguise their true value and, if feasibly,
| thesl Would try >to mimic the payout policy of more vafuabie firms. This leads to the

third implication that the cash payout for dividends has to be high enough to eliminate
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information asymmetry and to preclude mimicry. Otherwise, signalling would fail and

dividend is only waste of cash for both firms and their shareholders.

2.2.2. Prior evidence on dividend signalling

Wealth effect of dividend announcements

One of the implications from the dividend signalling theory predicts that markets
respond positively to the good news conveyed by dividend increase and negatively to
the bad news conveyed by dividend cuts. The market reactions to dividend
announcements are usually measured by the abnormal returns around the
announcements. The underlying hypothesis is that if positive (negative) abnormal
returns are found around dividend increases (cuts), the theory is therefore confirmed.
Another prediction to emerge from the signalling theory is that dividend signals the
information about expected earnings or profits. In what follows is that a part of
studies, focusing on testing the association of dividend changes with current and

future earnings changes, expect to detect positive correlations between them.

Pettit (1972) tests the abnormal returns around the dividend announcements for 14
dividends and earnings intersectional portfolios sorted by dividend changes and
earnings changes. As expected, market has the largest positive reaction to both
dividend initiations and dividend increases that are larger than 25 percent. The
evidence demonstrates that the largest negative market reaction is found for dividend

cuts and dividend omissions.

Aharony and Swary (1980) estimates the market reaction to dividend announcements

by distinguishing the observations whose earnings are released preceding dividends
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from those whose earnings are released following dividends. They report that market
reacts positively to dividend increases and negatively to dividend cuts regardless of
dividend announced preceding or following earnings. Additionally, their findings also
demonstrate that market reacts severer to dividend cuts than to dividend increases.

Confirming the findings of Aharony and Swary (1980), a test on dividend initiation is
undertaken by Asquith and Mullins (1983). Their result shows that, with earnings
announcements made within ten days from dividend announcements, the market
reaction to dividend initiation becomes substantially smaller. An implication of this
finding is that the information provided by dividend and earnings announcements are

partially substituted.

In 1984, Kane, Lee, and Marcus (1984) further study the market reaction to dividends
and earnings announcements whose announced period is within ten days between
each other. As the announcement days of dividends and earnings are close, Kane, Lee,
and Marcus (1984) additionally investigate the interaction effect in an attempt to
understand how the market reacts to the close announcements. Their evidence shows
that, without considering the interaction effect, both dividends and earnings appear to
positively pertain to cumulative abnormal returns. While the interaction effect is
added to the regression model, the coefficients on dividends and earnings variables
become insignificant. On the contrary, four out of five coefficients on the interaction
variables appear to be significant. This finding implies that the market jointly
evaluates dividends and earnings announcements. Easton (1991) studies Australian
market in which dividend and earnings are announced simultaneously. His findings,
similar to the findings of Kane, Lee, and Marcus (1984), confirm the existence of
inferacﬁoﬁ effect between dividends and earnings anndﬁncements and also show that

abnormal returns are positively related to dividend changes.
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Another similar study is implemented by Lonie, Abeyratna, Power, and Sinclair (1996)
for the UK market. It is found that the earnings effect remains significant despite the
model’s inclusion of or exclusion from the interaction effect variables. This implies
that, for the UK market, when earnings are announced simultaneously, dividend does
not carry information about current earnings. Nonetheless, the interaction effect still

appears to be significant, indicating that market evaluates the announcements jointly.

Consistent with the UK findings of Lonie, Abeyratna, Power, and Sinclair (1996),
Conroy, Eades, and Harris (2000) point out that, in Japan, earnings effect also
dominates dividend effect on explaining market response. Recalling the study of
Dewenter and Warther (1998), Japanese firms, particularly keiretsu-member firms,
revise their dividend policy immediately in order to reflect their current earnings.
When 1) dividends are mostly made to reflect earnings and 2) dividend
announcements are announced with earnings announcements, as Conroy, Eades, and
Harris (2000) conclude, earnings announcements are capable of providing sufficient

information, and dividends are likely redundant for signalling in Japan.

In China, firms announce earnings, cash dividends and stock dividends
simultaneously. Chen, Firth, and Gao (2002) suggest that, consistent with the
aforementioned UK and Japanese findings, investors mainly react to unexpected
earnings. The market reaction to cash dividends is unobvious and only two out of

twelve coefficients on cash dividends are significant.

In German, earmngs are usually announced precedlng dividend announcements.
Am1hud and Murgla (1997) employ regression ana1y51s to test whether the price

movements are induced by unexpected dividends and earnings. Their evidence shows
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that both unexpected dividends and earnings are positively related to two-day
cumulative abnormal returns. However, as earnings are announced before dividends,
dividends are expected to contain no information. The findings of abnormal returns
associated with dividend announcements implicitly indicate that dividends may

contain other information additional to concurrent earnings.

Dividend signalling and earnings performance

Another approach widely employed to test dividend signalling is estimating the
associations of dividends with current and future earnings. In a classic study, Lintner
(1956) selects 28 out from 600 listed firms. From an interview with their top
managements, it is found that, on one hand, the current dividend rate is viewed as an
important benchmark for making dividend policy. On the other hand, through the
consistency of the dividend policy, the firms believe that outsiders would perceive
what the firms expect them to understand. That is, the information about current

earnings.

Based on the results of the interviews, Lintner (1956) establishes a model as Eq. (2.7)

explaining dividend policy:

D,=a,+bP, + dDi(l—l) + My 2.7)

where D;, denotes dividend payment of firm i at time ¢, and P denotes earnings. What
is observed from this model is that current dividend decision is based on the previous
dividend and the concurrent earnings. Lintner’s (1956) assertion that this model could
explain 85 percent of dividend decisions over the post-war period is later confirmed

by Fama and Babiak (1968) who examine a larger sample (392 firms) for a 19-year
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period. A further suggestion by Fama and Babiak (1968) is that additionally including

the lagged profits variables could possibly improve the predictive power of the model.

Examinations on the earnings changes, based on both the year and the subsequent
year respectively of paying special dividends and increasing regular dividends, is
undertaken by Brickley (1983). The result shows that earnings increases are detected
in both the year of special dividend paid and the year of regular dividend increases.
What is more, the earnings increases in the subsequent year are also found for regular
dividend increases. Consistent with the signalling theory, Brickley's (1983) finding

suggests that regular dividend increases signal for current and future earnings.

A further study with investigating the dividend policy of the firms which experience
at least one annual earnings loss or declines during 1980 to 1985 is implemented by
DeAngelo, DeAngelo, and Skinner (1992). By employing binary logit model, they
specifically report that dividend cuts are influenced by the earnings of the previous
year, the current year and the subsequent year. The higher level of earnings the firms
possess, the lower propensity they would cut dividends. Another important finding is
that firms, with suffering initial loss but not cutting dividends, perform Better in
subsequent earnings than those cutting dividends and with initial earnings loss. Taken
together, the result to emerge from their evidence on firms suffering initial earnings

declines and loss supports the prediction of the dividend signalling theory.

The framework in Aharony and Dotan (1994) examines the changes in earnings yield
of the subsequent quarters following dividend changes. As indicated by their results
from the regression, it is suggested that both dividend increases and dividend cuts

have positive and significant relations with the changes in earnings yield for the
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subsequent two quarters. Specifically, the coefficient for dividend cuts variables are
more significant, signifying that dividend cuts are more creditable on explaining the
changes in earnings. Additionally, as further demonstrated by Aharony and Dotan
(1994), the earnings changes for the quarter of dividend payment are larger positive
(negative) for dividend initiations (omissions) than for dividend increases (cuts).

Overall, these findings support the dividend signalling theory.

In contrast to earlier findings, however, Benartzi, Michaely, and Thaler (1997),
suggest that dividend does not signal for future earnings. As demonstrated by their test
on the signalling power of dividend increases and dividend cuts for unexpected
earnings of the years surrounding dividend changes, their evidence, by using both
categorical analysis and regression analysis, indicates that the information signalled
by dividends tends to be current earnings changes. Remarkably, the relations between
dividend cuts and future changes in earnings appear to be negative. This, however, is

contradictory to the expectation of the dividend signalling theory.

The models, developed by Nissim and Ziv (2001), investigate the US firms for the
period of 1963 to 1998 with further consideration to the mean reversion of earnings
process. Moreover, in the context of testing whether dividend signals for future
earnings, an innovative model is formed with controlling the information about future
profits available for investors prior to dividend announcements. It is important to note
that the control over the available information helps to detect the signals that are
really conveyed by dividend. In this view, the evidence generated from this
examination supports the dividend signalling theory, implying that dividend increases
signal for the futuré earnings up to two subsequent years and dividenci cuts up to one

year.
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In 1988, the study of Healy and Palepu (1988) examines the earnings performance
around dividend initiations and omissions. Consistent with the prediction of signalling
theory, their finding suggests that positive earnings changes follow dividend
initiations for two subsequent years. By contrast, contradictory to the signalling theory,
that earnings improvement following dividend omissions is detected. A possible
explanation for this unexpected finding, according to Healy and Palepu (1988), might

be that the potential survival bias of the dividend-omission sample.

A similar study, implemented by Ho and Wu (2001), additionally takes the survival
bias of the sample into account. That future earnings reversal following both dividend
initiations and omissions is observéd from their evidence with an indication that the
post-announcement earnings performance of the dividend-initiation firms is inferior to
the control group. Relatively, the omission firms outperform the control group in
post-announcement earnings changes. By studying the UK sample, Balachandran,
Cadle, and Theobald (1996) detect negative relations between future earnings changes
and dividend cuts. Likewise, Benartzi, Michaely, and Thaler (1997) and Grullon,
Michaely, and Swaminathan (2002) provide the similar findings about the U-shape
earnings process surrounding dividend changes. Healy and Palepu (1988) name this
U-shape earnings process a “dividend puzzle” whereas Balachandran, Cadle, and
Theobald (1996) suggest that this phenomenon may stem from earnings’ mean

reversion.

The potential effect of the mean reversion on testing dividend signalling has been well
controlled in Grullon, Michaely, Benartzi, and Thaler (2005). Thanks to the
partial-adjustment model for profitability develdped by Fama 7and Ffén(;h A‘(200;O),

Grullon, Michaely, Benartzi, and Thaler (2005), applying the model on testing the
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relations between dividend changes and the changes in future profitability, find that
the relations between dividend changes and future profitability changes only appear in
the linear model but not in non-linear models. The contribution of their finding
implies that 1) the dividend puzzle is very likely induced by mean reversion and
autocorrelation factors and 2) dividend changes do not signal for the changes in future

profitability.

An examination on Germany sample is carried out by Georgen, Renneboog, and Da
Silva (2005). Their evidence suggests that Germany firms, except widely held firms,
reduce dividend in order to reflect the concurrent earnings. In particular, Germany
firms revise their dividend policy as soon as they experience earnings improvement.
These findings are consistent with the Japanese findings of Dewenter and Warther
(1998) for “keiretsu“ firms. Nonetheless, different findings are provided by DeAngelo,
DeAngelo, and Skinner (1996), who examine the US firms experiencing initial
earnings declines after a long-term earnings growth. Their evidence shows that,
among the 145 firms, only two of them cut dividends with their initial earnings
declines while 44 of the firms do not change the dividends. Obviously, a majority of
these firms are unwilling to cut dividends. As indicated by DeAngelo, DeAngelo, and
Skinner ’(1996), it is suggested that managers’ reluctance to cut dividend erodes the

authenticity of signals conveyed by dividend increases.

Examining firms’ propensity for paying dividends during the period of 1978 to 2000,
DeAngelo, DeAngelo, and Skinner (2004) find that the increases in real earnings'® of

a small number of large firms explain most of the aggregate dividend increases during

1 Since the examination of DeAngelo, DeAngelo, and Skinner (2004) is carried out for a long-term
period, for comparison purpose, the nominal earnings are converted to 1978 dollars based on the
consumer price index.
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the period of 1978 to 2000. The reduction in the number of dividend payers,
mentioned in Fama and French (2001), can be mainly attributed to the firms which
paid very small dividends and were subsequently delisted. This evidence indirectly
supports the prediction of dividend signalling theory, indicating that earnings

performance is an important factor influencing firms’ dividend policy.

Overall, two methods for examining the dividend signalling theory are used in
previous studies. The first is to examine the market reactions to dividend
announcements to understand whether the signalled information is perceived by the
market. Normally, these studies expect to detect positive market reactions to dividend
increases and negative reactions to dividend cuts to support the signalling theory.
Alternatively, previous studies directly examine the correlations between dividends
and earnings process. The findings of these examinations help to distinguish whether
dividend changes reflect current of signal for future earnings performance. Generally,
the studies which support the signalling theory find that dividends are positively
associated with current or future earnings. Recently, a main problem raised by
employing the first method is that little attention has been paid to finding an adequate
method to control the existing earnings information held by analysts and investors
while dividends are announced. Chapter 3 attempts to fill this gap by thoroughly
examining the simultaneous dividend and earnings announcements in the UK.
Another debate which is raised by employing the second method is placed on whether
dividend changes represent current earnings changes or signal for future earnings
changes. Chapter 4 will further discuss this debate and try to provide incremental

evidence on this issue.
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2.3. Dividends and other related models

2.3.1. Dividends and agency models

The aforementioned signalling models are developed based on the assumption that
managers act to maximise shareholders’ value. Differently, there are some other
studies which suggest that dividends play a role as agency costs to ensure managers’
interests are aligning with those of shareholders. Basically following Jensen and
Meckling (1976), these studies assume that managers of a widely-held firm will lavish
expenses and consume perquisites in their interests. The existence of agency problems
rules out the assumption of perfect capital markets imposed in Miller and Modigliani
(1961). It can therefore be suggested that dividend policy may be no longer irrelevant

and may affect current firm value.

By observing that firms often pay dividends and raise new capital simultaneously,
Easterbrook (1984) explains dividend policy by agency costs. In the light of
Easterbrook (1984) theory, it is suggested that, under the scenario of imperfect
contracts (i.e. agency problem), shareholders have to bear the costs of monitoring
managers. This, in turn, shows that dividends could be made to mitigate the agency
problem. There are several possible explanations for this result. Firstly, dividends may
force firms to finance externally. As entering capital markets, the firm’s financial
condition will be reviewed by investment banks, lawyers or accountants. While the
firm with worse financial condition will incur higher cost of capital, managers in need
of frequently raising money will more likely act in shareholders’ interests. Secondly,
dividends, if made by internal cash, may reduce free cash flow available to managers

(agents), leading to mitigation of the agency problem. Despite the scenario that
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shareholders are incapable of directly monitoring the behaviour of managers, lower
free cash flow would reduce the possibility that managers lavish money beyond
optimal investments. Thirdly, dividends, to some extent, could prevent shareholders’
wealth from being taken advantage of by bondholders. Suppose a rate of interest has
been set before a firm prospers and raises earnings, the interests become relatively
high, given the lower risk the bondholders bear after the firm’s prospersity.
Consequently, by paying dividends and issuing new debts, managers restore the initial

debt-to-equity ratio.

Based on the agency theory, Easterbrook (1984) provides a number of implications for
empirical studies. Firstly, dividends per se are worthless for a firm with little agency
problem. As a result, if firms externally finance for other purposes (rather than finance
for dividends), it is expected that these firms pay lower dividends. This example can
be found from “growth” firms in more demand for external funds than others.
Secondly, the agency theory predicts that dividend policy has to be stable so as to
keep firms in the capital markets. Hence, dividends are not expected to have a strong
relation to short-term profits. Thirdly, contrary to the prediction of signalling theories,
the agency theory assumes that dividends are related to past earnings and unrelated to
future earnings. This is due that the interest conflicts between shareholders and
bondholders would compel managers to pay out the unexpected earnings for the

purpose of avoiding windfalls taken advantage of by the bondholders.

Shortly after Easterbrook (1984) develops an agency theory to explain dividends,
Jensen (1986) advocates explaining dividends from the aspect of agency costs'®. His

theory suggests that dividends (or repurchases) are paid by managers with possessing

" However, Jensen (1986) focuses more on the relation between takeover and free cash flow.
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substantial free cash flaw. Without paying out cash by dividends, managers may
lavish the cash on perquisites or invest in low-return projects. Furthermore, managers
may further commit permanent increase in dividends to control the use of future cash
flow and imply that they act in shareholders’ interests. Shareholders would punish the
firms by sharp drop in firm prices when managers are incapable of meeting their

commitment.

Although the agency theory proposes how dividends mitigate agency problems, it
does not show managers’ strong incentive to pay dividends. The only apparent
incentive to stem from is that managers would like to show what they behave is
consistent with shareholders’ interests. However, given the conflict interests between
shareholders and bondholders'®, the latter would prefer managers to pay limited
dividends, particularly when the firms are in financial distress. Moreover, since the
firms’ financial conditions are reviewed by investment banks when they issue new
debts, simultaneous dividend payments appear to be redundant. For the agency theory,
the reason why some firms simultaneously pay dividends and issue new debts remains

ambiguous.

Another drawback criticised by Allen and Michaely (2003) is that the theory provides
a reasonable explanation for dividend increases, but much less clear for dividend cuts.
The main question addressed is that: do dividend cuts relatively indicate that firms are
short of cash flow and hence free cash flow if dividend increases indicate that
managers distribute free cash flow? If investment opportunities remain unchanged,
dividend cuts induced by the short of free cash flow are not good news for

shareholders. It is, therefore, logically to see share price drops responding to dividend

' See Jensen and Meckling (1976) and Myers (1977).
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cuts. Nevertheless, what the theory does not predict is that if the short of free cash
flaw results from increases in investment opportunities, it should be rather good news

for shareholders and it deserves a positive response in markets.

In sum, dividends, in the agency models, play a role in mitigating agency problems.
The models are based on the assumption of imperfect contracts which lead to interest
conflicts between managers, shareholders and bondholders. Under the interest
conflicts, dividends help to reduce free cash flaw available for managers and compel
them to act in shareholders’ interests. The contention of the agency models is different
from that of dividend signalling models in which suggest that dividends are made to
signal for firms’ performance. However, similar to signalling models, there are also a
number of empirical studies advocating of agency models. The empirical studies are

discussed in the following section.

2.3.2. Prior evidence on agency models of dividends

Empirical evidence for. the relation between dividends and agency problems are
carried out much later than that for the dividend signalling theory. It may be partly
due that dividends are directly linked to investments or (and) earnings in the
pioneering studies of Lintner (1956) and Miller and Modigliani (1961), making the
contention of the dividend signalling theory more intuitive and straight forward.
Nonetheless, there are still a number of empirical studies supporting the agency theory

of dividend policy.

Effect of over-investments on dividend decisions

Lang and Litzenberger (1989) is the one which first applies Tobin’s Q to examine the
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agency theory for dividends. Firms with Tobin’s Q greater than unity are designated to
be at the value-maximising level of investment while firms with a Q ratio less than
unity are labelled as over-investing firms. Accordingly, they separate the sample into
two groups and compare the abnormal returns on dividend announcement days for
value-maximising and over-investing firms. They test on “free cash flow hypothesis”
which states that excess free cash flow would prompt managers’ overinvestment and
dividends could help to reduce free cash flow available for managers. As a result,
dividend increases for firms with Q ratio less than unity signify lower probability of
overinvestment. By only examining dividend changes greater than 10 percent, their
findings show that the over-investing firms induce larger market responses on the
dividend announcement day regardless of the signs of dividend changes. This
evidence implying that dividend changes for over-investing firms convey more
information about reducing free cash flaw is consistent with the notion of the agency

theory.

Similarly, Akhigbe and Madura (1996) test the relation between long-term
post-announcement abnormal returns and Q ratio. For dividend initiations, they find
negative relation between the wealth effect and Q ratio, implying that the wealth

effect following dividend initiations is more favourable for over-investing firms.

Extending the investigation of Lang and Litzenberger (1989), Yoon and Starks (1995),
by additionally using the variables of capital expenditures, examine on the free cash
flow hypothesis. Their evidence suggests that dividend increases for the
over-investing firms have larger positive impact on share price than those for the
value-maximising firms. Nonetheless, no significant difference in market responses to

dividend cuts between over-investing and value-maximising firms is found, which is
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different from the evidence of Lang and Litzenberger (1989). The framework in Yoon
and Starks (1995) also shows that, the Q ratio loses its explanatory power on dividend
effect after dividend changes, dividend yield and firm size are imposed to explain
cumulative abnormal returns. Furthermore, tests on the relations between dividend
changes and subsequent capital expenditures are undertaken. Their result suggests that,
regardless of the Q ratio, dividend increases are followed by increases in capital
expenditure while dividend cuts are followed by cuts in capital expenditures. This
evidence, similar to the findings of Denis, Denis, and Sarin (1994), is contradictory to
the prediction of the free cash flow hypothesis. The only evidence in their studies
supporting the free cash flow hypothesis is that the over-investing firms have higher

dividend yields and larger dividend changes than value-maximising firms.

Another study following Lang and Litzenberger’s (1989) method is Ryan, Besley, and
Lee (2000). They examine NASDAQ firms with fewer major press releases and thus
evoking more obvious market reactions to dividend announcements. Consistent with
the signalling hypothesis, their findings documents that the market reacts positively to
dividend initiations and negatively to dividend omissions. Nonetheless, with further
examinations in light of the Q ratio, they report that the free cash flow hypothesis
predicts the information content of dividend initiation announcements well but no

supportive evidence on dividend omission announcements is detected.

Christie and Nanda (1994) take advantage of a special event, an unexpectedly
introduced legislation of undistributed profits tax (UPT) by President Roosevelt, to
examine the agency theory for dividend policies. The UPT potentially encourage
firms to distribﬁte the excess funds to avoid tax levied onrretained earnings. The tests

are implemented by examining market response to the tax announcement day (The
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March 3, 1936) and real dividend changes during 1936. It is predicted that as the
firms with lower payout ratios likely have more excess funds than others, they are
expected to pay out more dividends after the UPT is in action. By examining the
market responses for different levels of payout ratios, the agency theory for dividend
policies suggests that the tax reform should have more impact on the firms with low
payout ratios. The findings of Christie and Nanda (1994) support this notion, showing
that tax announcement generally induces 1.23 percent of abnormal returns for the
firms with payout ratios equal to 40 percent or less, and 0.19 percent for payout ratios
greater than 80 percent. In addition, their regression analysis indicates that the market
expects that the tax act would force low-Q firms (over-investing firms) to disgorge

more cash than high-Q firms.

Relatively, by examining real dividend growth during 1936, Christie and Nanda (1994)
test whether the tax announcement has real effect on managers. Their result shows
that, consistent with the expectation of the market, firms with lower payout ratios
during 1935 generally have higher dividend growth than firms with higher payout
ratios. Nevertheless, the evidence that ﬁrms with lower Q ratio respond to the tax act
sluggishly and appear to have less dividend growth than firms with higher Q ratio is
contradictory to the market’s initial expectation. Christie and Nanda (1994), however,
suggest that even the relatively small reduction in free cash flow available to

managers who only behave in their interests is sufficient to increase firm value.

Effects of other factors on dividend decisions
Rozeff (1982) estimates a regressmn model of dividend payout ratios on prev10us and
forecasted future growth rate of revenues Wthh are respectlvely the proxy for past

and future investment opportunities. Consistent with the agency theory, Rozeff (1982)



43
Chapter 2 Research issues in dividends and share repurchases

concludes that greater past and expected investment opportunities reduce dividend
payouts. In an attempt to test whether the agency theory is valid on explaining the
dividend policy in different periods, Dempsey and Laber (1992) apply Rozeft’s (1982)
model on a period which is characterised by lower inflation, stronger economic
growth and lower taxes. Their evidence is consistent with Rozeff’s (1982), concluding

that Rozeff’s (1982) model is stable enough to predict dividend payouts.

In 1989, Crutchley and Hansen (1989) test the relation between capital expenditures
and dividends. Their test, different from Yoon and Stark (1995), focuses on the
concurrent capital expenditures of the evént year rather than on the changes in capital
expenditures around dividend payment. The capital expenditures, in Crutchley and
Hansen (1989), are measured by the expenses on advertising, research and
development. Their finding of a negative relation between capital expenditures and
dividends is consistent with the prediction that firms with higher growth opportunities
would pay smaller dividends. Furthermore, Crutchley and Hansen (1989) also show a
negative relation between the capital expenditures and the firm’s leverage ratio. Their
evidence for debts and dividends jointly implies that firms with less capital
expenditures (and hence more free cash flow) tend to issue more debts or pay more
dividends. These findings, consistent with the suggestion of Jensen (1986), proposes
that the promise of paying out future cash flow for debts or dividends makes the

managers with possessing more free cash flow operate the firms more efficiently.

By using regression analysis, Smith and Watts (1992) test the relation between firms’
finance policy, dividend policy and investment opportunities. The equity-to-value
ratio is imposed as the proxy for finance policy in that higher debts would lead to

lower equity-to-value ratio. Additionally, they use the ratio of book value of assets to
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firm value in an attempt to measure firms’ investment opportunities. As the higher
ratio of assets in place to firm value indicates the lower ratio of the value of
investment opportunities to firm value, the ratio of book value of assets to firm value
is an inverse indicator for investment opportunities. Their evidence suggests that the
ratio of equity to firm value is negatively related to the ratio of book value of assets to
firm value. Jensen (1986) states that firms with higher free cash flow could issue more
debts to force managers to make use of the free cash flow efficiently, which, in turn,
leads to low ratio of equity to firm value. On the other hand, higher free cash flow
also indicates lower opportunities and higher assets in place. Consequently, the
negative relation between the ratio of equity to firm value and the ratio of book value
of assets to firm value is consistent with Jensen’s prediction. Furthermore, according
to Easterbr_ook (1984), higher opportunities would demand more cash flow and result
in lower dividends. Smith and Watts (1992) support this prediction and show that

dividend yields are positively related to the ratio of book value of assets to firm value.

Similarly, the findings in Gaver and Gaver (1993) also examine the relations between
debts and investment opportunities and between dividends and investment
opportunities. A major difference on this study is that Gaver and Gaver (1993) impose
six variables to form an index to measure investment opportunities. Nonetheless, their
findings are consistent with the findings of Smith and Watts (1992). Their evidence, in
agreement with the contention of the agency theory for dividend policies, indicates
that more investment opportunities are related to lower dividend yields and lower

debt-to-equity ratio.

Some other studies, by testing the market responses to debts or dividend

announcements, examine the agency theory for dividend policy. Examining bond
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prices around dividend announcement days, Handjinicolaou and Kalay (1984) test
two vis-a-vis hypotheses which predict the bond price behaviour oppositely. The
“information content hypothesis”, based on signalling theory, predicts that both share
prices and bond prices rise with dividend increases and drop with dividend cuts. By
contrast, the “wealth redistribution hypothesis”, based on agency theory, predicts the
same on share price behaviour but oppositely on bond price behaviour. The different
prediction on bond price by the wealth redistribution hypothesis is due that
unexpected dividend increases may transfer bondholders’ wealth to shareholders no
matter “debt-financed” or “investment-financed” dividends. Their results, overall,
suggest that dividend increases do not have apparent effect but dividend cuts possess
negative effect on the bond prices. It can th.erefore be suggested that their evidence is
more consistent with the information content hypothesis but is contradictory to the

wealth redistribution hypothesis.

By examining a larger sample, the findings of Dhillon and Johnson (1994) who carry
out a similar test for share and bond prices support the “wealth redistribution
hypothesis”. For two-day abnormal returns around dividend announcements, their
finding that bond prices are negatively associated with dividend changes indicates that
unanticipated increases (cuts) in dividend are unfavourable (welcome) for
bondholders. Dhillon and Johnson (1994) attribute the different findings from those of
Handjinicolaou and Kalay (1984) to a larger sample they examine and their focus on

larger dividend changes.

Johnson (1995) by 1nvolv1ng with debts, also tests the agency models for dividend

pohc1es Nonetheless dlfferent from the above studles he examines the share price

response to announcements of debt issues. In light of Jensen's (1986) suggestion,
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debts could reduce the free cash flow problems as dividends do in that the necessity of
meeting debts would force managers to avoid unprofitable projects. Based on this
proposition, Johnson (1995) argues that debt issues should benefit more for firms with
low dividend payout since debts and dividends are substitute devices for reducing the
free cash flow problems. This argument is supported by his findings which show that
market responds positively to debt issue announcements made by low-dividend firms
and the price effect for low-dividend firms are significantly larger than that for
high-dividend firms. What is more, among the low-dividend firms, bond issue
announcements appear to have more impact on low-growth firms than high-growth
firms. This is consistent with the notion that low-growth firms have severer free cash
flow problems and are expected to benefit more on debt issues. In addition to test the
market response to debt issues, Johnson (1995), in an attempt to compare the cash
demands of the firms, directly examines the firms’ frequencies of entering the capital
markets. It is found that, among the low-growth firms, the firms with high dividends
enter the capital market more frequently than those with low dividend. This evidence
supports the agency model of Easterbrook (1984), indicating that higher dividends

force firms to go through the monitoring of capital markets more frequently.

By investigating different legal protection of minority shareholders across 33
countries, La Porta, Lopez-De-Silanes, Shieifer, and Vishny (2000) compare dividend
policies of companies whose minority shareholders bear difference degree of agency
problems. They develop and test two agency models o.f dividends. The “outcome
mode]” proposes that, under the effective legal protection, minority shareholders
impose legal power in order to force managers to pay out dividends, precluding
managers to lavish expenses and consume perquisites in their own interests.

Shareholders, with perception of highly protected, are more willing to allow chances
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for firms with more investment opportunities and thus ask for smaller dividends due
to the understanding of the possibility for getting higher dividends from productive
investment projects. In contrast, with poor legal protection, the model predicts that the
shareholders may try to grasp whatever benefits they can although the cash may not
be much. Additionally, the “outcome model” suggests, ceteris paribus, the better the
legal protection of minority shareholders, the higher cash dividend managers are
forced to pay. Another model is the “substitute model”, suggesting dividends are a
substitute for legal protection. With the necessity of financing externally occasionally,
firms need to establish their reputation in advance so as to reduce the cost of capital.
One of the approaches to establish reputation is to pay out dividends which mitigate
agency problems. Since, in this model, dividends are regarded as a substitute of legal
protection, paying dividends is less needed for managers in high-protection countries.
Consequently, this model predicts that, other things equal, dividends should be higher
in low-protection countries than in high-protection countries. Additionally, since
growth firms are thought to have more investment opportunities and thus have greater

needs for external funds, they are expected to pay more dividends than mature firms.

The findings of La Porta, Lopez-De-Silanes, Shleifer, and Vishny (2000) are in more
agreement with the predictions of the “outcome model”. Comparing the dividend
policies in low-protection and high-protection countries, their evidence shows that
firms in high-protection countries pay higher dividends than those in low-protection
countries. In addition, the results also suggest that, in high-protection countries, the
growth firms generally pay lower dividends than mature firms. This evidence supports
the notion that, with good shareholder protection, shareholders are more willing to
allow chances for the growth firms t;o invest in productive projects. For dividends in

low-protection countries, the growth firms appear to have higher dividend payouts
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than the mature firms. Nonetheless, the statistical difference between the dividend

payouts of these two groups is insignificant.

To conclude, the empirical studies which support the agency theory of dividend policy
mainly provide the following implications. Firstly, firms with more investment
opportunities (i.e. growth firms) generally have less free cash flow and pay smaller
dividends. Furthermore, since dividend is capable of reducing free cash flaw, dividend
made by over-investing firms are thought to be more important and thus induce higher
price effect than dividend made by value-maximising firms. Thirdly, consistent with
Jensen’s (1986) suggestion, dividends and debts are substitute for reducing free cash
flow available to managers. However, the evidence for the interest conflict between

shareholders and bondholders are still divergent.

2.3.3. Dividends and clientele effect

In addition to the agency and signalling theories, clientele effect provides a different
explanation for dividend policy. The assumption of perfect capital markets for the
dividend irrelevant theory in Miller and Modigliani (1961) is characterised by no tax
and transaction costs, symmetric information, and complete contracts. While the
agency and signalling theories respectively interpret the effect of incomplete contracts
and asymmetric infofmation on dividend policy, the clientele effect explains dividend

policy by taking account of tax and transaction costs.

The clientele effect hypothesis suggests that investors are attracted to different
dividend policies in light of their individual interests. When a firm changes its

dividend policy, the investors who take an aversion to the change would sell their
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shares. At the same time, the investors who favour this change would buy the shares.
Accordingly, the hypothesis predicts that the firms with low dividend-yield (or payout
ratio) attract investors who view dividend increases negatively and those with high
dividend-yield (or payout ratio) attract.investors who are in favour of dividends. The
factors which drive the divergent preference for dividends between investors are
kaleidoscopic. A number of studies mention that the tax discrimination between
dividends and capital gains plays an important role in dividend clientele effect (e.g.
Elton and Gruber, 1970). On the other hand, the investors’ individual characteristics,
such as age or personal incomes, are also considered to induce the dividend clientele

effect (e.g. Pettit, 1977).

Tax-induced clientele effect

To measure the share price behaviour on ex-dividend days, Elton and Gruber (1970)
develop a price-drop-to-dividend ratio. The tax discrimination between ordinary
incomes and capital gains leads to investors’ different appetites for dividends.
Investors, selling their shares before the shares go ex-dividend, lose the right to claim
upcoming dividends but get more capital gains. Making transactions before
ex-dividend days, these investors are more likely in higher tax brackets and averse to
dividends. As dividends are levied by ordinary income tax, investors may prefer to
sell the shares at a higher price and pay the capital gains tax at a lower rate. By
contrast, investors in lower tax brackets or exempted from ordinary income taxes may
prefer to receive dividends and keep their shares as long as the gains from after-tax
dividends are not smaller than the price drop on the ex-dividend day. Taken together,
it can therefore be suggested that the basic condition for investors to keep their shares

is to maintain their wealth on the ex-dividend day.
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The price-drop-to-dividend ratio is derived from the wealth equilibrium on the
ex-dividend day and on the day before the stock foes ex-dividend. The equation can

be expressed as Eq. (2.8):

P, —t (P, —P.)=P, —1.(P, -~ P.)+(1-1,)D, (2.8)

where P4 and Pp respectively denote the share price on the ex-dividend day and the
day before the stock goes ex-dividend. P denotes the original price at which the share
was purchased. D denotes the amount of the dividend while the tax rates on capital
gains and ordinary incomes are respectively denoted by fc and #o. Rearranging the

above equation generates the price-drop-to-dividend ratio as Eq. (2.9):

Py,-P, 1-1,
D 1-t.

2.9)

The price-drop-to-dividend ratio presents that the price equilibrium on the
ex-dividend day depends on the tax brackets of prospective buyers and sellers. The
investors would change the timing of their purchases or sales accordingly until the
ex-dividend share prices are in equilibrium. Moreover, given a price-drop-to-dividend

ratio, one could infer the tax brackets of investors.

Since firms with different dividend yields or payout ratios attract investors with
different dividend appetites, the price-drop-to-dividend ratio is expected to shift with
different dividend yields or payout ratios. Based on this rationale, Elton and Gruber
(1970) examine the relation 1) between price-drop-to-dividend ratio and dividend
yields and 2) between price-drop-to-dividend ratio and payout ratios. They point out

that the price-drop-to-dividend ratio almost monotonously increases with dividend
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yield and payout ratio. Moreover, the implied tax bracket decreases as the dividend
yield or payout ratio increases. Evidence based on Elton and Gruber (1970) implies
that investors in higher tax brackets are more favourable to capital gains while those

in lower tax brackets prefer higher dividends.

Nevertheless, the estimates of the price-drop-to-dividend ratio is criticised for its
inherency in a downward bias since Elton and Gruber (1970) estimate the ratio by
closing prices. Kalay (1982) points out that the bias is equal to the expected daily rate
of the stock return times the reciprocal of its dividend yield. The downward bias is
severer for the stocks with low dividend yields than the stocks ‘with high dividend
yield due to the larger reciprocal of its dividend yield. After adjusting the
price-drop-to dividend ratio, Kalay's (1982) findings that the correlation between the
ratio and the dividend yield is still positive are in agreement with the findings of Elton

and Gruber (1970).

In an empirical test for Canadian market, to estimate the price drop on the ex-dividend
day, Booth and Johnston (1984) suggest using the closing price of the last
cum-dividend day (P in Eq. (2.9)) and the opening price of the ex-dividend day (P4
in Eq. (2.9)). The closing price on ex-dividend day (P, in Eq. (2.9)) is used by Elton
and Gruber (1970) in that the opening price in the US market reflects the specialists’
adjusted closing price. Nonetheless, this factor does not bias the opening price in
Canadian market. Without the bias on the ex-dividend day opening price, the
estimating method of Booth and Johnston (1984) removes intervening price
uncertainty between the prices of the last cum-dividend day and the ex-dividend day,
making the price drop only reflect the receipt of the dividends. Similar to the

aforementioned studies, Booth and Johnston (1984) examine the correlation between
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dividend yield and the price-drop-to-dividend ratio along with test for individual
sample years. Their result, for five out of eleven sample years, shows that the simple
rank correlation coefficients appear to be negative. This, however, is not completely
consistent with the findings of the previous studies. Nevertheless, the time-serial
mean ratio is positively correlated with the dividend yield, providing little evidence

for the tax-induced clientele effect.

For the UK market, Lasfer (1996) carries out a similar examination by dividing the
sample into five groups in light of dividend yield. Contradictory to the findings of
Elton and Gruber (1970) and Kalay (1982), Lasfer (1996) finds that the
price-drop-to-dividend ratio monotonously declines as the dividend yield increases.
His evidence shows that the mean ratio for the lowest-yield group is 0.934 which is
closed to one while the ratio for the highest-yield group is only 0.365. For the whole
sample, the ex-day share prices approximately drop by 64 percent of gross dividends.
Overall, for the UK market, the test on the price-drop-to-dividend ratio fails to support

the tax-induced clientele effect.

More recent challenge against the price-drop-to-dividend ratio and the tax-induced
clientele effect has been raised by Bali and Hite (1998). They argue that, while share
prices on exchanges are constrained to be multiples of a tick, dividends are not.
Consequently, the price drop on ex-dividend days cannot always be the exact amount
of the dividends. What is more, for two different amounts of dividends which are
equidistant from the nearest tick, the price-drop-to-dividend ratio for the larger
dividend is more closed to unity than the ratio of the smaller dividend. Thus, Bali and
Hite (1998) argue that the plausible correlation between dividend yields and the

price-drop-to-dividend ratio may result from the discreteness of share prices in that
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dividends and dividend yields are highly correlated. Based on their findings, their
argument is clearly supported, showing that the ratios approach unity with dividends
and tick multiples increase but the ratios decline within each tick multiple (see Table 4,
p. 139-140). In addition, when Bali and Hite (1998) estimate regressions of price
drops on the tick below dividends, and the gap between dividends and the tick below
dividends, the coefficient on the tick below dividends is insignificantly different from
one and the coefficient for the gap is about one-half, indicating that the price drop is
only slightly larger than the tick below dividends. Bali and Hite (1998), therefore,
conclude that, without tax-induced dividend clienteles, the discreteness of trading
prices are still capable of accounting for the price-drop-to-dividend ratio increasing

with dividends.

Litzenberger and Ramaswamy (1979) develop an after-tax version of the Capital

Asset Pricing Model (CAPM) which is expressed as Eq. (2.10):
E(}ii]—rf =a+bB +cld, -r,), (2.10)

where d; denotes the dividend yield of stock 7 and ¢ is a positive coefficient which
accounts for the taxation of dividends and interest. The other denotations remain the
same with the original CAPM. Since the clientele hypothesis predicts that the
investors in low (high) tax brackets invest in high (low) yield stocks, Litzenberger and
Ramaswamy (1979) hypothesise the coefficient ¢ to be a linear decreasing function of

the i" stock’s dividend yield. Hence, the above model is rearranged as Eq. (2.11):

E(Ié,.)—rf=a+b,8i+(k—hd,)(di—rf), @2.11)
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where the coefficient ¢ is replaced by (k - hd;) and both k and % are positive. The

econometric model can be expressed as Eq. (2.12):

Ri—ry =y, +708, +72(du _rﬁ)+74du(du _rﬁ)+gil ’ (2.12)

where y; is the estimate of k and y, is the estimate of —A. Actually, this model is not far
different from the after-tax version of CAPM except the variable with y,. By using
maximum likelihood estimation, the estimate of y;equals to 0.336 which is significant
and the estimate of y; equals to -6.92 which is also significant. The suggestion to
emerge from this result is that, for every percentage rise in dividend yields, the
implied tax rate for ex-dividend months would decline 6.92 percent. The evidence

presents the tax-induced clientele effect and thus supports the clientele hypothesis.

A recent study by Lee, Liu, Roll, and Subrahmanyam (2006) presents the evidence of
tax-induced clientele effect for Taiwanese market. Since the capital gains tax is zero in
Taiwan, the ordinary income tax becomes the only tax which may affect investors’
dividend appetites. Lee, Liu, Roll, and Subrahmanyam (2006) first compare the
trading behaviour before and after dividend announcements. They find that the
wealthy individuals in higher tax brackets decrease their net buying after the
announcements of dividend increases and increase their net buying after dividend cuts.
The trading behaviour of the less wealthy investors just appears to be opposite. In
addition, examining the relation between dividend changes and ownership structure
changes generates the result indicating that firms with increasing dividends decreases
the shares proportion held by wealth individuals but increases the proportion held by
middle- and lower-wealth individuals. Regarding to the shares proportion held by

institutions, only foreign institutions increase their share holdings in response to



55
Chapter 2 Research issues in dividends and share repurchases

dividend increases. Nonetheless, no significant changes in the proportion of share
holdings are found for tax-exempt and government-operated institutions. Overall, the

tax-induced dividend clientele effect is evident in Taiwanese market.

Clientele effect induced by other factors

In addition to tax-induced dividend clientele effect, some other studies mention that
the clientele effect relates to other factors besides tax discrimination. Pettit (1977)
estimates the regression model of dividend yields on a set of variables, including
investor’s age, income, and the differential tax rate between ordinary incomes and
capital gains. His results show that, for the whole sample, investor’s age has a
significantly positive relation to dividend yield. One-year increase in age would
averagely increase 0.03 percentage points of dividend yields. This evidence is
consistent with the expectation that as an investor gets older, he (she) tends to invest
in high-dividend stocks to secure his (her) regular incomes for consumption.
Furthermore, for those whose tax rate on ordinary incomes is higher than on capital
gains, Pettit (1977) claims that investors with higher differential tax rate tend to invest
in lower yield stocks, which is consistent with the prediction of the tax-induced

clientele hypothesis.

By testing more variables of investors’ personal attributes, Lewellen, Stanley, Lease,
and Schlarbaum (1978) implement a similar research on dividend clientele effect.
They first estimate the mean of the variables for ten yield deciles. The F statistics
indicates that investor’s age, employment status, tax bracket, education level, sex and
family size appear to be significantly different at the 0.01 level across the yield deciles.
.Thev clearest change pattern appéars on investor’s age which declines with dividend

yield declines, and investor’s employment status which indicates the investors with a
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job tend to invest in low-yield stocks. More explicitly, they test the regression model
of dividend yields on the variables of investors’ personal attributes. With overall R
square is only 1.5 percent, the variable of investor’s age provides about two-thirds of
explanatory power on dividend yields. Relatively, the taxation variable also appears to
be significant at 0.01 percent. However, its coefficient shows that ten percentage
points increase in the tax brackets for investors is only associated with 0.1 percent
decline in the dividend yields of the held stocks. The tax-induced clientele does not
seem to have economically meaningful effect on dividend yields. By judging the
overall evidence, Lewellen, Stanley, Lease, and Schlarbaum (1978) suggest that the
“life cycle” rationale could explain the dividend clientele better than investor’s tax
brackets. The older investors are normally unemployed, with smaller family size
(since dependent children may depart), and exempted from taxes (since most of them
live on pensions). As a result, the tax-induced clientele effect may not actually exist

and could be a by-product of the effect arisen by the other factors.

A similar but more recent research of Scholz (1992), however, supports the notion of
tax-induced dividend clientele effect. In his regression model, the dividend yields are
explained by the variables, part of which are similar to those used by Pettit (1977).
Differently, Scholz (1992) uses dummies for the variables of investor’s age, and three
proxies for investor’s risk appetites. Consistent with the findings of Pettit (1977), he
finds positive association between dividend yields and age. Moreover, for investors
whose marginal tax rate on ordinary incomes exceeds the tax rate on capital gains, he
detects negative association between differential tax rate and dividend yields.
However, partly inconsistent with the findings of Lewellen, Stanley, Lease, and
Schlarbaum (1978), Scholz (1992) finds the relationship between family size and

dividend yield is convex. Yields decline as family size increases up to about
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four-person family, but yields increase when family size is beyond four persons. His

findings, overall, confirm the dividend clientele effect.

With 192 firms announciﬁg their first cash dividend, Richardson, Sefcik, and
Thompson (1986) investigate the effects of dividend signalling and dividend clientele
on trading volume around the announcement day. Hypothesising that dividend
clientele and signalled information are the only two components which induce
abnormal volume, they constitute a model in which signalling effect and clientele
effect are respectively captured by the variables of the abnormal retumns in the week
of announcement and the intercept. They find that the coefficients on the abnormal
returns variable are significantly positive on explaining the abnormal volume in the
intgrval from announcement day to ex-day while the intercepts are insignificant.
Remarkably, their evidence implies that the abnormal volume is mainly induced by

dividend signalling while the effect of dividend clientele is weaker.

Similarly, Bajaj and Vijh (1990) also examine the dividend clientele and the
informatioq content of dividend changes. They hypothesise that investors with
preference for dividends tend to invest in high-yield stocks, and abnormal returns
around dividend change announcements should be higher for high-yield stocks than
for low-yield stocks. Consistent with this hypothesis, their initial evidence shows that,
for dividend increases (cuts), the abnormal returns for the high-yield stocks are the
largest positive (negative), and the magnitude of the abnormal returns declines with
dividend yields. Furthermore, Bajaj and Vijh (1990) consider whether dividend
changes for high-yield stocks are more informative, and are accompanied by a larger
change in systematic risk, or with a greater reduction in free cash flow. If dividend

yield is found to link one of these elements, the initial evidence cannot be fully
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attributed to clientele effect. To test whether dividend changes are more informative
for high-yield stocks, Bajaj and Vijh (1990) use share price as the proxy for the
information effect. The evidence presents that firms with lower share price indeed
have higher abnormal returns than firms with higher share price. Nevertheless, the
signalling effect does not rule out the existence of clientele effect. For each group of
share price, dividend changes for high-yield stocks still have larger impact than the
changes for low-yield stocks. As for the systematic risk and free cash flow, Bajaj and

Vijh (1990) do not find obvious relation between such elements and dividend yields.

Another study which similarly supports cash flow signalling and dividend clientele
hypotheses is presented by Denis, Denis and Sarin (1994). Their evidence from
regression analysis confirms that, for dividend increases, both dividend changes and
dividend yields are positively related to the stock price reaction to dividend changes.

But for dividend cuts, only the coefficient on dividend changes is significant.

To conclude, the dividend clientele hypothesis predicts dividend policy from a
perspective of the dividend appetites of various investors who constitute their own
portfolios in their best interests. The elements of affecting investors’ appetites for
dividends are varied, such as differential taxation between dividends and capital gains,
personal incomes or investor’s age etc. A majority of prior studies confirm the
existence of dividend clientele effect. Nonetheless, the evidence regarding whether
the dividend clientele is solely induced by investors’ tax discrimination is still a
debatable point. While the tax brackets are thought to relate with some of the
investors’ personal attributes (e.g. age or employment status etc.), the debatable point
cannot generate a clear answer unless future studies successfully control the relation

between the variables of dividend yields and investor’s attributes.
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2.4. Share repurchases

Share repurchases are an alternative payout policy to cash dividends. Due to the
limitation of regulations on share repurchases, share repurchases have not grown as a
popular payout method until 1980s for the US market and 1990s for the European
countries'®. In perfect capital markets, share repurchase decisions, the same with
dividend decisions, do not have influence on firm value. According to this explanation,
without increases in investments, managers cannot increase the firm value merely by

paying out more cash and buying back their own share from their shareholders.

By indicating the notion that share repurchases, in perfect capital markets, can be
regarded as adverse new shares issuance, the dividend irrelevance proposition (Miller
and Modigliani, 1961) can be easily applied on share repurchases. Recall Eq. (2.1),
the balance exists between the uses and the sources of firm’s funds'’. It follows that
the residuals of retained earnings after investments should be equal to dividend
payouts minus the funds financed externally, which is shown in Eq. (2.5). With an
adverse direction of external finance, such as share repurchases, the firms still have to
make the uses and the sources of their funds in equilibrium. Still, firm value,
determined only by current retained earnings and investments, is irrelevant to

dividends and share repurchases.

Releasing the assumption of perfect capital markets, empirical studies provide several
possible explanations for why managers distribute cash through share repurchases.
The signalling hypothesis, as it predicts for dividends, assumes that share repurchases

are made to signal the firms’ superiority in earnings performance. The undervaluation

'® See Badrinath, Varaiya, and Ferling (2001), Fama and French (2001), and Stonham (2002).
17 See the section of introduction in this chapter.
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hypothesis assumes that managers engage in share repurchases since they believe their
firms are undervalued. Taken together, both of these hypotheses predict the
repurchases from the perspective of information asymmetry between insiders and
outsiders. Nonetheless, share repurchases could also mitigate the agency problem as
dividends if it effectively reduces the free cash flow available for managers. The
evidence could be found in Lie (2000), for example. There are some other empirical
studies comparing share repurchases with dividends. The substitution hypothesis, for
instance, predicts that share repurchases are viewed as interchangeable payout
methods for dividends. This, implicitly, indicates that managers and investors are
indifferent to the tradeoffs between dividends and share repurchases. Nevertheless,
from the perspective of taxation, some studies assert that repurchases are made to
benefit investors who are in higher tax brackets. This is due that repurchases are
levied by capital gains tax while dividends are levied by ordinary income tax. The

empirical findings for the relative hypotheses are discussed as follows.

2.4.1. Undervaluation hypothesis

One of the implications to emerge from undervaluation hypothesis is that the share
repurchase announcements are preceded by undervalued share prices. By examining
the long-term return performance preceding and following the UK repurchase
announcements, Rau and Vermaelen (2002), for open market share repurchases, they
find -2.47 percent of cumulative abnormal returns (CARs) during the one-year period
preceding the announcements. This finding is consistent with the undervaluation
hypothesis but the estimate is statistically insignificant. Extending Rau and
Vermaelen’s (2002) study, Oswald and Young (2004) focus on examining open market

repurchases with a more complete sample. Their evidence shows that the one-year
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pre-announcement CARs are -10.08 percent and -5.46 percent for the two
sub-samples'®. This is consistent with the finding of Vermaelen (1981), showing that
the cumulative abnormal returns during the period of 60 to two days preceding to
open market repurchase announcements are -7.08 percent. In order to make the
evidence robust, Oswald and Young (2004) estimate the regression model of the
percentage of share repurchased on the abnormal returns over the twelve-month
preceding and following the share repurchases completion. The evidence shows that
the preceding abnormal returns are negatively related to the percentage of share
repurchases. In other words, the lower the preceding share prices are, the more the

shares managers buy back.

Another implication from the undervaluation hypothesis is that firms with buying
back own shares should have lower market-to-book ratio (or high book-to-market
ratio), indicating market’s undervaluation relative to book value. Ikenberry,
Lakonishok, and Vermaelen (1995) estimate the long-term abnormal returns for the
four-year period subsequent to repurchases announcements. They detect that the
portfolio with the highest book-to-market ratio has 135.91 percent of four-year
compounded abnormal returns, which is 45 percent above those for the reference
portfolio with similar size and book-to-market ratio. Another finding shows that the
divergence of the compounded abnormal returns between the repurchase and the
reference portfolios shrinks with the book-to-market ratio decreases. This evidence
indicates that the market revises their valuation for the firms with high
book-to-market ratio after the share repurchase announcements, while such revision is
not obvious for those firms with low book-to-market ratio. Since book-to-market ratio

is a proxy for undervaluation, the evidence, therefore, supports the undervaluation

" They divide the sample into two sub-samples based on the data sources to compare their findings
with Rau and Vermaelen’s (2002).
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hypothesis.

Ikenberry, Lakonishok, and Vermaelen (2000) further extend their test to the
repurchases in Canada. A large part of this study devotes to test the managers’ trading
strategy and the price movement. Consistent with the UK finding of Oswald and
Young (2004), their evidence signifies that the preceding abnormal returns are
negatively related to the portion of the share repurchased while the variable of
book-to-market ratio is positively related. Another striking finding is that the firms
which do not actually buy back after the repurchases announced averagely experience
higher abnormal returns than those which actually buy back shares. Based on the
evidence, it suggests that managers are sensitive to stock prices and undervaluation is
a factor inducing repurchases. In contrast, Dittmar (2000) does not find significant
relation between the previous stock returns and the portion of shares repurchased but
she finds the evidence for undervaluation hypothesis from the variable of
market-to-book ratio. Her evidence shows that, for most of the sample years, the

market-to-book ratio negatively relates to the proportion of the shares repurchased.

Hatakeda and Isagawa (2004) study the relation between abnormal returns around
share repurchase announcements and the previous twenty-day price performance. In
line with the expectation of the undervaluation hypothesis, they claim that the market
reacts to repurchase announcements more severely as the previous price drop is larger.
The evidence is significant for the sub-sample of repurchases completions. More
explicitly, by using logit and probit model, they examine whether the undervaluation
induces managers to buy back shares. The evidence reveals that the more the previous
share prices drop, the higher the probability managers execute share repurchases. This

finding is consistent with the Canadian findings of Li and McNally (2003) who also
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apply a probit model to examine the effect of undervaluation on announcing open

market share repurchases.

Jagannathan and Stephens (2003) examine the firm’s characteristics with different
frequencies of share repurchases. They find lower market-to-book ratio associated
with firms which infrequently make share repurchases, suggesting that, the share price
undervaluation is the motive of infrequently-repurchasing firms for announcing share
repurchases. Another study which indirectly supports the undervaluation hypothesis is
carried out by Lee, Mikkelson, and Partch (1992). They test the managers’ trading
around fixed price and Dutch auction tender offer repurchases. For Dutch auction
repurchases, they do not detect unusual frequencies of managers’ trading. Nonetheless,
for fixed price repurchases, managers averagely increase their frequency of buying
and decreasing their frequency of selling prior to fixed price repurchase
announcements. After the announcements, no unusual frequency of managers’ trading
is detected. According to this finding, it can thus be suggested that managers take
advantage of their private information to buy back their firm’s stocks when they are

potentially undervalued.

Based on the evidence of Lee, Mikkelson, and Partch (1992), D'Mello and Shroff
(2000) also examine whether managers’ increasing buying stems from managers in
possession of private information about share undervaluation. By using realised
earnings and book value of five years subsequent to tender offer announcements, they
estimate firm’s economic value and compare this value with the market value to
define whether the firm is undervalued. It is shown on the evidence that 74 percent of
repurchasing firms are undervalued, corﬁpared to only 51 perceﬁt of the control

sample (non-repurchasing firms). Additionally, the tender premium is positively



64
Chapter 2 Research issues in dividends and share repurchases

related to but is smaller than the magnitude of undervaluation, indicating that the
undervaluation is a factor inducing share repurchases but managers are conservative
in setting tender premiums. Finally, consistent with Lee, Mikkelson, and Partch
(1992), they find that, in the previous year of tender offer announcements, the insiders
of the undervalued firms have significantly larger net buying than the insiders of the

overvalued firms.

2.4.2. Signalling hypothesis

Similar to the prediction for dividend policy, the signalling hypothesis predicts that
share repurchases signal the information about current or future earnings. A number of
studies examine this hypothesis by testing the changes of operating incomes around
repurchase announcements. Dann, Masulis, and Mayers (1991) study the earnings
information contained in tender offer repurchases. The earnings forecast errors appear
to be positive for each of five years after the announcements of tender offer
repurchases. However, the significance of the forecast errors is found in year 0 (the
event year) and year 3 for both EPS and EBIT variables and in year 5 for only EPS
variable. Moreover, stock price reactions to tender offer repurchase announcements
are positively related to subsequent unexpected earnings. These findings support the
prediction of the signalling hypothesis, presenting that tender offer repurchase

announcements signal the information about future earnings.

Hertzel and Jain (1991) estimate the revision of analysts’ earnings forecasts around
tender offer repurchase announcements. For both short-term and long-term earnings
forecasts, they find positive and significant revision around repurchase

announcements. Nonetheless, the results of regression analysis show that the
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announcement-period market reactions are only positively related to the revision of
short-term earnings forecasts. This evidence indicates that the information signalled

by share repurchases is about transitory rather than permanent earnings changes.

The earnings signalled in fixed-price and Dutch auction tender offer repurchases is
examined by Lie and McConnell (1998). The evidence, consistent with the signalling
hypothesis, suggests that the operating performance of the repurchase firms is better
than their industry peers, and the outperformance continues for up to five subsequent
years. However, the operating performances are not different between the two

repurchase methods.

Different from the aforementioned studies, Lie (2005) examines the changes in
operating performance around open market repurchase announcements. He finds that,
over eight quarters following the announcements, the repurchasing firms have
significant improvement in operating performance. Furthermore, since the firms
announcing open market repurchases do not necessarily buy back shares later, he tests
whether the divergent behaviours contain different information about future earnings.
The evidence shows that the firms which actually buy back shares experience
improvement in the subsequent operating performance whereas the firms which
merely make announcements do not. Lie’s (2005) evidence not only supports the
signalling hypothesis, but also implies that, when the firms do not perform well as
what managers expected, the flexibility of share repurchases provides managers an

opportunity to change their mind on payout decisions.

A signalling model for open market stock repurchase is developed by McNally (1999).

His model suggests that 1) the repurchase proportion is a positive signal for earnings,
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and 2) given the repurchases level, firms with higher insider ownership are related to
higher earnings. The first suggestion is the basic implication of the signalling
hypothesis. The rationale for the second implication is as follows. Since firms with
higher insider holdings make their insiders exposed to greater undiversified risk, for a
given level of earnings, firms with higher insider ownership would like to repurchase
less. Relatively, given the repurchase level constant, the market will infer the greater
earnings the higher insider holdings. Taken together, McNally (1999) finds empirical

supports for his model.

2.4.3. Substitution hypothesis

The substitution hypothesis indicates that managers make share repurchases as a
substitutive payout method for dividends. Bagwell and Shoven (1989) argue that
managers learn to use share repurchases for replacing dividends by virtue of tax
advantage inherent in the former payout mechanism. A survey-based study,
implemented by Wansley, Lane, and Sarkar (1989), however, reveals manager’s view
on share repurchases by indicating that about a half of respondents disagree with the
statement, that is, repurchases substitute for cash dividends. Among the repurchasing

firms, the percentage of disagreement is even higher, which is about 60 percent.

A more recent survey-based study by Brav, Graham, Harvey, and Michaely (2005)
presents that, for managers, dividend decisions are priority to investment decisions
which are in turn priority to share repurchase decisions. Consistent with the argument
of Miller and Rock (1985), managers may forgo potential investment opportunities for
dividends. Nonetheless, managers do not tend to forego investments for share

repurchases. This result implicitly objects to the substitution hypothesis.
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Grullon and Michaely (2002) present that firms paying only dividends have similar
firm characteristics to firms paying dividends and repurchase shares. Relatively, firms
which only make share repurchases have similar characteristics to firms which do not
pay out any cash. While Grullon and Michaely (2002) test the association between
dividend forecast errors and repurchase yields, the dividend forecast errors turn to be
negative as the repurchases yield19 increases. The evidence by regression analysis
also shows a negative relation between repurchases expenses and dividend forecast
errors. On the other hand, they study whether the market perceives dividends and
repurchases as substitutes. The evidence implies that, when firms cut dividends, those
which do not make share repurchases experience -1.93 percent of three-day
cumulative abnormal returns while those which make repurchases only experience

-0.45 percent. The evidence supporting the substitution hypothesis is explicit.

2.4.4. Other Related Hypotheses

There are still some other hypothesis providing different explanations for share
repurchases. Howe, He, and Kao (1992) test the free cash flow hypothesis for tender
offer repurchases. If this hypothesis predicts repurchases correctly, it is expected to
find that the market reacts to repurchases more positively for over-investing firms
than for value-maximising firms. Howe, He, and Kao (1992) employ the similar
method used by Lang and Litzenberger (1989), but differently, they do not detect
significant difference between the two-day abnormal returns for high-Q firms

(value-maximising firms) and low-Q firms (over-investing firms).

Fenn and Liang (2001) employ 1) EBITDA less capital expenditures and 2)

' The repurchases yield is the capital expenditure on share repurchases scaled by the market value of
equity.



68
Chapter 2 Research issues in dividends and share repurchases

market-to-book ratio respectively as the proxy for firm’s free cash flow and
investment opportunities. The firms with higher EBITDA less capital expenditures
(lower market-to-book ratio) normally have higher free cash flow (less investment
opportunities) and pay higher dividends or repurchase more shares. In addition, their
model includes the variable of debts. In the light of the agency theory for payout
policy (Jensen 1986), firms which reply more on debts to disgorge free cash flow will
rely less on dividends and repurchases. Their evidence suggests that the free cash flow
hypothesis and the agency theory predict both dividends and share repurchases

correctly.

Another explanation for share repurchases is that managers use them to prevent
dilution of earnings. Bens, Nagar, Skinner, and Wong (2003) examine the relation
between share repurchases, targeted earnings per share and employee stock options.
Their finding suggests that the share repurchases by firms whose earnings growth falls
below the target are higher than the other firms’ repurchases by 1.3 percent of shares
outstanding. Furthermore, when examining the relation between the numbers of share
repurchased and exercise proceeds, they find that the coefficient on the variable of
exercise proceeds is significant and close to one. This finding suggests that the
repurchasing firms use exercise proceeds to buy back own shares. Similarly, using a
logit model, Jolls (1998) documents a positive relation between repurchase decisions
and the granted executive options. However, she does not find evidence about the
influence of the overall employee options on repurchase decisions. Weisbenner (2000),
examining the level of share repurchases in 1995, also find positive relation between
share repurchases and total outstanding options. Moreover, in his study, large firms
are found to buy back own shares gradually to offset the dilution effect of stock option

grants on earnings per share.
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The clientele effect hypothesis predicts that investors invest the stocks whose payout
policy is consistent with their interests. Chhachhi and Davidson (1997) compare
tender offer repurchases and special dividends, confirming the existence of clientele
effect. According to the clientele hypothesis, their arguments are presented as follows.
Firstly, if shareholders, with preference to higher dividends, tend to invest in the
high-yield firms, firms that pay special dividends are expected to have higher
dividend yield than repurchasing firms. Secondly, since insiders do not take part in the
tender offer but they receive special dividend when it is paid, firms that pay special
dividends are expected to have greater insider ownership. Consistent with these
expectations, firms that pay special dividends averagely have 5.79 percent of dividend
yield and 34.53 percent of insider ownership, both of which are greater than those of

repurchasing firms.

Nonetheless, for open market share repurchases, Isagawa (2000) suggests that firms
which possess higher insider ownership, greater cash and less investment
opportunities have a stronger motivation to make share repurchases in that insiders
could benefit from the resulting share price increases. This statement is empirically
confirmed by the findings of Li and McNally (2003), showing that greater insider
ownership and free cash flow would lead to higher possibility of open-market

repurchases.

To conclude, the undervaluation and signalling are the two which most empirical
studies suggest to be the motives for share repurchases. Nonetheless, there are still
other studies which provide evidence supporting other predictions. Since share

repurchases have more flexibility than dividends, managers may use them for
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different purposes, resulting in divergent findings from previous studies. Additionally,
different regulations for share repurchases may also make managers use them in
different ways (Kim, Varaiya, and Schremper, 2004). For example, in the UK, share
repurchases are only allowed to pay out by distributable profits. This regulation
apparently limits the uses of repurchases to reallocate the capital structure. Moreover,
the methods of share repurchases are kaleidoscopic and each of the method may
convey different information (Comment and Jarrell, 1991). This is probably another

factor which results in divergent empirical findings.
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2.5. Conclusion

While Miller and Modigliani (1961) propose the potential imperfection elements
which may induce dividend effect on firm value, a large number of studies on payout
policy try to find out the correlations between the payouts and the imperfection
elements. For dividends, the three major imperfection elements which are believed to
induce dividend effects are 1) information asymmetry, 2) agency problems and 3) the

tax differentials.

When information asymmetry exists, managers, compared to investors, possess more
information about firm’s investment opportunities and expected profits. Consequently,
investors cannot accurately evaluate the real firm value and can only estimate the
firm’s expected profits or earnings by dividend payouts. In comparison to audited
financial reports, dividends need to be backed up by sustainable earnings, making the
information signalled by dividend creditable. The dividend signalling models
primarily provide two implications for dividend policies. Firstly, since dividend
payouts require firms’ sustainable earnings, the models predict that unexpected
dividends provide information about current and future earnings. Secondly, based on
the first implication, positive (negative) unexpected dividends convey good (bad)
news about current and future earnings, to which markets should react positively

(negatively).

The agency theory for dividend policy predicts that dividend payouts would reduce
free cash flow and mitigate agency problems. Firms with greater investment
opportunities are expected to have less free cash flow and therefore lower dividends.

By contrast, mature firms which tend to have less opportunities should have more free
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cash flow and pay higher dividends.

The dividend clientele effect hypothesis interprets dividends based on the perspective
that investors would maximise their wealth by investing the stocks whose dividend
policy is consistent with their best interests. The investors’ preference may result from

tax differentials, personal incomes or risk appetites.

Some studies believe that the above models or hypotheses can still provide
explanatory power for share repurchases. Nonetheless, there are still some other
studies which proyide different findings for share repurchases. For example, some
studies compare share repurchases to dividends and suggest that share repurchases are
the substitute for dividends (e.g. Grullon and Michaely, 2002). Moreover, some
studies suggest that share repurchases are funded for management or employee stock
options since the exercise of stock options would dilute firm’s earnings per share (e.g.
Fenn and Liang, 2001; Bens, Nagar, Skinner, and Wong, 2003). The controversy
findings for share repurchases may stem from the different methods and the flexibility
of repurchases. Consequently, the hypothesis thjch predicts open market share
repurchases well may fail to predict tender offer share repurchases. The findings for
repurchase announcements may not be the same as the findings for repurchase
completion (e.g. the UK findings from Rees, 1996 and Rau and Vermaelen, 2002).
Even for tender offer repurchases, empirical studies also generate different findings
for Dutch auction repurchases and fixed price repurchases (e.g. Comment and Jarrell,

1991; Lee, Mikkelson, and Partch, 1992).

Among these potential hypotheses, this thesis mainly focuses on examining the

signalling theory and the undervaluation hypothesis of share repurchases. Chapter 3



73
Chapter 2 Research issues in dividends and share repurchases

tests the shareholders’ wealth effect of the simultaneous dividend and earnings
announcements. The examinations attempt to find out whether the dividend
announcements remain informative while the simultaneous earnings announcements
capture most of the information about earnings performance. Chapter 4 directly
examines the association of dividend changes with current and future earnings
changes. Previous studies have long argued about whether dividends are announced to
represent current earnings or to signal for managers’ prospect of future earnings.
Chapter 4 expects to provide incremental evidence to clarify this issue. Share
repurchase announcements are examined in Chapter 5. The main interest of Chapter 5
is estimating the wealth effect of the announcements, and comparing the managerial
motives for share repurchase announcements and for other payout decisions. The
evidence of Chapter 5 will help to understand the role and the function of share

repurchases in firms’ payout policy.
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Chapter 3

Market Reactions to Simultaneous Dividend

and Earnings Announcements

3.1. Introduction

Information asymmetry is known to exist between managers and investors. Under the
circumstances of information asymmetry, dividends are thought as one of the
mechanisms which managers employ to communicate with markets. Empirical
evidence for this is provided by a number of studies, showing that abnormal returns
are positively associated with dividend changes®. Since dividend policy per se does
not change overall shareholders’ wealth in perfect capital markets, the existence of
dividend effect implies that the market, to some extent, must receive certain
information from dividend announcements to mitigate the information asymmetry.
For this, this chapter intends to provide an insight into the market’s perceptions of the
information implicit in dividends, and thereby helps managers to make us of
dividends as the signalling device more efficiently. Of particular interest are the
objectives of this chapter including 1) to examine the shareholders’ wealth effect of
the simultaneous announcements of dividends and earnings, 2) to examine whether
the market reaction to the simultaneous announcements is dependent on the level of
information asymmetry, and 3) to examine the relative effects of dividends and

earnings on the market reactions.

Interpreting dividend effect by dividend signalling model, Miller and Rock (1985)

2 See Charest (1978); Aharony and Swary (1980); Asquith and Mullins (1983); Bajaj and Vijh (1995)
and many others.
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argue that dividends are merely a mechanism for firms to signal the missing piece of
information about current earnings. It follows that the market applies this information
to revise their .expectations of future earnings. By this indirect route, dividends appear
to possess predictive power for future earnings. When dividends are thought to
convey the information about earnings, it is important to note }that, empirical studies
which examine the dividend announcement effect have to control for the conveyed
information. Otherwise, abnormal returns observed around the dividend

announcements could be a compound of dividends and earnings effects.

This notion motivate-s this chapter to examine simultaneous dividend and earnings
announcements whose implicit information are released at the same time and based on
the same information set. Many attempts have been made to control the earnings
effects in previous studies but the information implicit in dividend announcements
and earnings announcements is not examined on the same information set, which
increases the difficulty in controlling the effect of earnings information of dividend
announcements. For example, Aharony and Swary (1980) control the earnings effect
by comparing the wealth effect of dividend announcements which are made before
earnings announcements with those made after earnings announcements. Their
evidence indicates that dividend announcements made before earnings
announcements are not more informative than those made after earnings
announcements. Similarly, Penman (1983) examines the dividend announcements
which are announced before and which are announced after the announcements of
management’s forecast for future earnings. Nonetheless, he finds that dividend
announcements made after the forecast announcements are less informative. In
addition, Mozes and Rapaccioli (1995) control the earnings effect by using a dummy

variable. Their evidence suggests that dividends which are announced before earnings
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announcements mitigate the information asymmetry for small firms. Although mix in
prior evidence could be attributed to the difference of the examined sample, it could
be also possibly induced by the research designs which do not adequately control the

earnings information.

Furthermore, this chapter attempts to fill this gap and examines whether the market
reaction to the simultaneous announcements is dependent on the level of information
asymmetry. Previous studies suggest that different levels of information asymmetry
exist between large and small firms, leading to the greater market reactions to the
information released by small firms than large firms (Freeman, 1987, Ball and Kothari,
1991; Bajaj and Vijh, 1995; Bali, 2003). However, while prior studies respectively
examine this issue for either earnings or dividend announcements, none has examined
this issue for simultaneous announcements of dividends and earnings. A question
merits considering is that whether investors have different demands for dividend
signals released by small firms and by large firms when earnings information is

simultaneously released.

This chapter, examining the simultaneous announcements of dividends and earnings
in the UK market, starts from forming six intersectional portfolios according to the
directions of dividends and earnings changes. With this grouping, the relative effects
of dividend changes and earnings changes can be clearly observed and compared. The
tests on dividend and earnings effects are mainly twofold. Event study is applied
firstly to examine the market reactions around the announcements for each
intersectional portfolio. More tests are then implemented by using regression analysis
to exi)licitly examine the relative effects of earnings and dividends on the market

reactions.
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The use of event study generates abnormal returns for each intersectional portfolio to
be the proxy of market reactions. To detect whether “pure” dividends effect exists,
one can compare the market reaction to the portfolios which possess the same
direction of earnings changes but different directions of dividend changes. In light of
the dividend signalling hypothesis, if dividend effect exists, the market is predicted to
react positively to dividend increases, and negatively to dividends cuts. If the earnings
announcements have captured most information about earnings performance, the
market reactions are not expected to depend on the announcements of dividend
changes. The evidence of this chapter, confirming the existence of both dividend and

earnings effects, is found to be more prominent in dividend effect.

Furthermore, the level of information asymmetry between managers and investors is
bigger in smaller firms than in larger firms due to differential information. Therefore,
the firms’ market capitalisations are used as the proxy for the level of information
asymmetry in this chapter. The market reactions to the simultaneous announcements
are compared for each intersectional dividend and earnings portfolios with the ranks
of firm size. The differential information hypothesis predicts that, around the days of
the simultaneous announcements, the market reaction to the announcements should be
larger for small firms than for large firms. Consistent with the findings of Ball and
Kothari (1991) for earnings announcements and Bali (2003) for dividend
announcements, the shareholders of small firms which announce dividend increases
are found to react more greatly to the announcements than those of large firms,
indicating that the market reactions are dependent on the level of information

asymmetry.

Explicitly examining the relative effects of dividends and earnings, regression



78
Chapter 3 Market Reactions to Simultaneous Dividend and Earnings Announcements

analysis is imposed to test the associations of the abnormal returns with dividend and
earnings changes. Dividends are thought to serve as a mechanism to signal for
earnings, and hence the coefficient on the dividend variable is expected to be
insignificant when the model simultaneously includes the earnings variables. In
addition, owing to the nature of simultaneous announcements of dividends énd
earnings, the market may jointly rather than separately evaluate the information
signalled by the simultaneous announcements. This, thus, leads to an interaction effect
on stock price (Kane, Lee, and Marcus, 1984). By using restricted least square (RLS)
approach, the model additionally tests the significance in the effects of dividends,
earnings and interaction. A partial of the evidence of this chapter, however, disagrees
with the Australian findings of Easton (1991), the US findings of Kane, Lee, and
Marcus (1984) and the UK findings of Lonie, Abeyratna, Power, and Sinclair (1996).
The evidence of this chapter signifies that the market responds to more convinced
signals from dividends rather from earnings. In additional to dividend effect, the
evidence alike supports the existence of the interaction effect, indicating that market

evaluates the compound information of the announcements.

More broadly, this chapter constitutes another model and further considers the
possibilities which result in insignificance on the effect of current earnings in the first
model. According to the dividend signalling theory, it is proposed that dividends are a
mechanism to signal managers’ future prospects. The underlying idea is that markets
may have accurately anticipated the current earnings but they still need dividend’s
signals to revise their expectations for future earnings. Therefore, the second
regression model examines the explanatory power of the changes in future earnings
oﬁ the event-day abnormal returns. Fﬁnileff;io;e, és 1nd1;:atedmby DeAngelo,

DeAngelo, and Skinner (1996), managers, with firms’ financial status getting worse,
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are reluctant to cut dividends, making dividend increases unreliable. In this case,
dividend announcements may not convey reliable information about earnings declines,
making the announcements of earnings declines relatively valuable. Hence, the
second regression model examines the earnings increases and earnings declines
separately to study whether the wealth effect of the announcements of earnings

declines is larger than that of the announcements of earnings increases.

The results of this examination, partially consistent with findings of Conroy, Eades,
and Harris (2000) for Japanese market, point out that the changes in future earnings
have a significant and positive relation with the event-day abnormal returns.
Furthermore, with jointly considering the future earnings, the dividends and the
earnings declines still contribute strong explanatory power to the market reactions.
This evidence suggests that both dividend announcements and the announcements of
earnings declines are important to investors, and moreover, investors seem to revise
their expectations of future earnings in light of the information implicit in the

simultaneous announcements.

This chapter is organised as follows_: Section 3.2 reviews the previous studies. Section
3.3 provides a description of the data resource and descriptive statistics of the main
variables, followed by a discussion of the methodology and the research design in
Section 3.4. The empirical results are presented and discussed in Section 3.5 and

Section 3.6 contains the implications and conclusions.
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3.2. Prior evidence on dividend effect

The dividend irrelevant theory, as proposed by Miller and Modigliani (1961),
indicates that, given a firm’s investment policy, its dividend policy is irrelevant to its
current market valuation in a perfect market. Nonetheless, when dividend effect is
detected under the scenario of information asymmetry, empirical studies®’ presume
that the effect is induced by the information, conveyed by dividends, about future
earnings prospects. In the study of Miller and Rock (1985), it is suggested that
dividends are a mechanism to convey missing information about earnings to the
market. Therefore, the dividend effect is actually market’s response to unexpected
earnings rather than to dividends per se. Moreover, the earnings information in
dividends is also an implicit factor that makes dividend possess predictive power on
future earnings (Miller and Rock, 1985). The implications to emerge from the
argument of Miller and Rock (1985) include 1) what the market reacts to is good or
bad news about earnings but not dividend changes, and more importantly 2) dividend
announcements would become less informative when investors could get the
information about earnings from elsewhere. Consequently, this chapter argues that an
important task of examining the dividend effect on share price is to control the
earnings information which has been known by investors when dividends are

announced.

Forming the portfolios in light of the degrees of dividend changes and the directions
of earnings changes, Pettit (1972) tests the abnormal returns around the dividend
announcements for 14 dividend and earnings intersectional portfolios. He points out

that the market mainly reacts to dividends particularly when dividends are cut or

' See Pettit (1972), Aharony and Swary (1980), and Asquith and Mullins (1983) and many others.
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substantially increased. However, he fails to find the earnings effect around dividend

announcements, which may stem from the inadequate control of earnings information.

By investigating Australian sample for the period of 1963 to 1972, Brown, Finn, and
Hancock (1977) apply event studies to examine the abnormal returns around dividend
announcements. Substantially, they do not encounter the problem as Pettit (1972) does
in that 98 percent of dividends and earnings are announced simultaneously in
Australia. As a result, they could compare the dividend and earnings effect on the
same information set. Additionally, regressioh analysis is applied by Brown, Finn, and
Hancock (1977) to examine the relation between dividends, earnings and the
abnormal returns. Despite the evidence suggesting that both changes in dividends and
in earnings have positive relation with the abnormal returns, only dividend effect
appears to be significant. Regarding the interaction effect, Brown, Finn and Hancock
(1977) observe the effect from the results of event studies but do not explicitly test it
by regression analysis, leaving a doubt about whether including the interaction effect

would reduce the explanatory power of dividends or not.

Aharony and Swary (1980) examine the sample whose earnings and dividends are
announced on different days. In order to isolate dividend effects from those of
earnings, they distinguish the observations whose earnings are released preceding
dividends from those whose earnings are released following dividends. It is found that
market reacts positively to dividend increases and negatively to dividend cuts. Besides,
the market has larger response to dividend cuts than to increases. Their evidence,
however, does not indicate that market reacts differently to the groups whether
earnings announcéments precede kolrl follow divigerid érinouné:érﬁénts. Aharony ra.nd

Swary (1980) furthermore test whether market reacts differently to earnings
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announcements released before and after dividend announcements. Remarkably, they
still fail to find different market response to these two groups. Concluding their
evidence, Aharony and Swary (1980) suggest that dividends provide additional
information beyond that conveyed by earnings announcements. Unlike the study of
Pettit (1972), Aharony and Swary (1980), in their test, consider the timing of earnings
announcements, which helps to control the information set that the market has about
earnings when dividends are announced. However, in most of their test, Aharony and
Swary (1980) neglect the directions of earnings changes. This would make their
evidence biased when dividends and earnings are not independent. For example,
dividend increases following the announcement of earnings increases might be
thought as confirmative information. Conversely, dividend increases following the
announcement of earnings declines might be interpreted as either manager’s
reluctance to cut dividends (Lintner, 1956) or as positive signal for future

performance.

Confirming the findings of Aharony and Swary (1980), Asquith and Mullins (1983)
carry out a test on dividend initiations. They detect that the market reaction to
dividend initiations appears to be smaller when there is an earnings announcement
happening within ten days from dividend announcements. Another finding is that the
information provided by dividend and earnings announcements are partial substituted.
Similar to Aharony and Swary (1980), they do not consider the direction of
unexpected earnings, and this might be a factor resulting in the declines of the
abnormal returns when there are earnings announced closely.

Kane, Lee, and Marcus (1984) examine the market }eactidn to di\;idéhd and earnings

announcements which are announced within ten days of each others. They empirically
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test the interaction effect of dividend and earnings announcements, which are not
done in the analogues study of Brown, Finn, and Hancock (1977). Moreover, taking
account of the direction and the timing of earnings announ