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DIVIDEND POLICY AND BEHAVIOUR, AND SECURITY PRICE REACTION
TO THE ANNOUNCEMENT OF DIVIDENDS IN AN EMERGING MARKET

A Study of Companies Listed on the Dhaka Stock Exchange

ABSTRACT

'The harder we look at the dividend picture, the more it seems like a puzzle, with
pieces that just don't fit together’ (Black 1976, p. 5). A number of researchers provide
insights, theoretical as well as empirical, into the dividend policy puzzle. However, the
issue as to why firms pay dividends is as yet unresolved. Several rationales for the
corporate dividend policy propose in the literature, but there 1s no unanimity among
researchers. Everyone, however, agrees that the issue is important, as dividend
payment is one of the most commonly observed phenomenon in corporations world-

wide.

Several studies have been conducted on dividend policy and behaviour, and
security price reaction to the announcement of dividends but a very few studies have
been conducted on emerging markets, therefore, a quite lot of issues of the emerging
markets are still unresolved. Therefore, the existing published evidence 1s of limited
relevance in identifying the appropriate dividend policy and behaviour, and security

price reaction to the announcement of dividends 1n an emerging market.

The objectives of this thesis are threefold: firstly, to identify the determinants of
dividend policy, secondly, to investigate the dividend behaviour, and thirdly, to

identify the security price reaction to the announcement of dividends in an emerging

market.

The empirical results identify leverage, size, 1insider ownership, and
collateralizable assets as the major determinants of dividend policy. However, the
empirical results document that dividend decision 1s primarily governed by cash tlow
for measuring the capacity of the companies to pay dividends and dividends paid in the
previous years, 1.€., lagged dividends. The empincal results also identify Brittain's

(1966) partial adjusted model as the best-fit dividend behavioural model. Furthermore,
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as insiders trade in the market, so, information used to be adjusted with the share

prices before announcement and consequently dividend announcement does not carry
any new information to the market. Therefore, the empirical results document no
significant impact of dividend announcements on the security prices of an emerging

market. Finally, the empirical results identify that the emerging markets are inetficient.
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1 Introduction

DIVIDEND POLICY AND BEHAVIOUR, AND SECURITY PRICE REACTION
TO THE ANNOUNCEMENT OF DIVIDENDS IN AN EMERGING MARKET

A Study of Companies Listed on the Dhaka Stock Exchange

Chapter One: Introduction

1.0. Introduction:

'The harder we look at the dividend picture, the more it seems like a puzzle, witl
pieces that just don't fit together' (Black 1976, p. 5). A number of researchers provide
insights, theoretical as well as empirical, into the dividend policy puzzle. However, the
issue as to why firms pay dividends is as yet unresolved. Several rationales for the
corporate dividend policy are proposed in the literature, but there i1s no unanimity
among researchers. Everyone, however, agrees that the issue 1s important, as dividend

payment is one of the most commonly observed phenomenon 1n corporations world-

wide.

Corporate dividend policy has long been an issue of interest in the financial
literature. Thus far, this issue has been examined under the assumption that the firm 1s
one homogeneous unit whose clear objective is to maximise its market value (Miller
and Modigliani, 1961; Brennan, 1970; and Miller and Scholes, 1978). Some
researchers believe that dividends increase stockholders wealth (Gordon, 1959), on the
other hand, some others believe that dividends decrease stockholders wealth
(Litzenberger and Ramaswamy, 1979). However, others believe that dividends are

irrelevant (Miller and Modigliani, 1961; and Miller and Scholes, 1978).

Gordon and Shapiro (1956), Gordon (1963), Solomon (1963), and Walter (1963)
first introduced bird-in-the-hand models. In brief, all of those models argue, after the
security analyst’s “bible”’ of Graham and Dodd (1934), that investors buy stocks in
order to receive dividends. In contrast, Miller and Modighani (1961) view that 1n a

perfect capital market dividend policy i1s irrelevant, 1.e., the investors are indifferent

between dividend payments and capital gains.
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This study attempts to resolve the issues of dividend policy and behaviour, and
security price reaction to the announcement of dividends and special reterence to the
emerging markets. The major objective of this chapter is to give a brief outline of the
whole thesis including the research problem, objectives, justification, and the structure
of the thesis. The rest of this chapter 1s divided into five sections. The outline of the
research problems along with the stated research questions is included 1n section 1.1.
Section 1.2 provides a brief outline of the empirical aspects of this study. The rationale
and justification for conduction of this research is incorporated in section 1.3. Section
1.4 describes the structure of the thesis. Finally, the summary and concluding remarks

are 1included 1n section 1.5.

1.1. Outline of the Research Problem:

Black (1976, p. 5) poses the question, 'Why do corporations pay dividends? " In
addition, he poses the second question, ‘Why do investors pay attention to dividend?’
Although the answers to these questions may appear obvious, he concludes that they

are not. After over two decades since Black’s paper, the dividend puzzle persists.

Firms raise equity capital in order to invest in real assets that are expected to
produce future cash flows. The shareholders have a claim on these cash tlows.
However, the firm's management has the power to determine whether these cash flows
are paid directly to the shareholders as dividends or retained as a source of fund for
further investment within the business. Hence the dividend decision 1s of potentially
great importance to both shareholders and the firm (Glen ef al. 1995). The main
objective of the financial management 1s to maximise shareholders wealth (Van Horne
and Wachowicz, 2001). The managers can maximise shareholders wealth sometimes
by paying dividends and sometimes by retaining earnings for further mvestment. It
depends on the growth prospects or available investment opportunities of the firm. If
the firm is a growing firm or if the firm has available investment opportunities with
positive expected returns, then usually the firm retains the earmings for further
investment because it 1s normally the cheaper and more dependable source of finance.
[f the firm 1s a declining firm, i.e., the firm has no suitable investment opportunities
with positive expected returns, then it 1s better to distribute earnings to shareholders as
dividends (Gordon, 1962; and Walter, 1963). In practice, firms neither distribute all of

their earnings to shareholders as dividends nor retain all of their earnings for further
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investment. Usually, the firms distribute a portion of earnings to the shareholders as

dividends and retain the remainder for further investment or as a reserve.

[t 1s worth drawing attention at this point to the fact that 1t 1s very much known to
all that the stock prices heavily influenced by the payment of dividends. Previous
studies suggest that stock prices increase for increasing dividends and on the other
hand stock prices fall for reducing or cut dividends (Asquith and Mullins, 1983;
Healey and Palepu, 1988; and Michaely et al. 1995). However, 1n practice, some
companies declare stable dividends as well as some others declare fluctuating
dividends closely related to their income and sometimes related to their policy and
strategy for retaining goodwill in the competitive market. Moreover, we also see that
some companies consistently pay increasing dividends, some companies pay
decreasing dividends, and some others pay no dividends at all. Therefore, this research
will concentrate on these research questions: one, what are the criteria to determine
dividend, two, how does dividend policy behave and 1s there any difference between
the behaviours of dividend policy of developed markets and emerging markets, and
three, how does security price react to the announcement of dividends and do security

prices react differently in an emerging market in comparison to developed markets?

Several studies have been conducted on the developed markets in different 1ssues
of dividend policy and behaviour but a very few have been conducted on the emerging
markets, so, the existing evidence is of limited relevance in identifying the appropnate
dividend policy and behaviour in an emerging market. However, 1t 1s known from
experience that the companies listed on the emerging markets are quite different from
the developed financial markets in all respects. So, dividend policy and behaviour of
the emerging markets are also likely to be quite different in these markets from
developed markets. Moreover, it is also known that the emerging markets enlisted
companies are insider controlled closely held firms and as informed insiders, brokers,
and exchange employees play their role in the market as speculators, which causes
information asymmetry and irrationality in the emerging markets. Because of these
reasons, the behaviour of the Dhaka Stock Exchange as an emerging market 1s likely to
be quite different from what typically 1s the case in respect of an efficient market. such
as the NY'SE. The behaviour of companies listed on the Dhaka Stock Exchange is also

different from the companies listed on efficient markets. The dividend behaviours of
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firms listed on these two markets are also assumed to be different. That 1s why 1t 1s
seen that the behaviour of the companies listed on the Dhaka Stock Exchange appear
differently from what might be expected from reading the literature derived from
developed financial markets and knowledge of financial markets derived from finance

text books.

As there is no such strict rule to pay dividends to shareholders in each year but 1t
1s rather very much flexible and solely depends on the decision of the financial
management of the company. However, the financial managers make this decision by
taking the financing and investment policy of the firm, the company’s own policy and

strategy and many other aspects into account.

As there is no hard and fast rule regarding the optimum dividend to declare, the
first phase of this study will deal with the first research question that 1s to 1dentify the
criteria to determine the dividend policy in an emerging market. It will also investigate
whether dividend policy i1s determined in an emerging market the same way as
developed markets. However, it has been mention earlier that the behaviour of the
Dhaka Stock Exchange is likely to be quite different from developed markets because
of differential nature of these two markets. Therefore, the second phase of this study
will also deal with the second research question of this study, 1.e., to investigate the
dividend behaviour of an emerging market. This study will also investigate whether
dividend policy behaves the same way as developed markets or ditferently. However,
the previous studies suggest that stock price increases with the announcement of
increasing dividends and stock price falls because of dividend cuts (Asquith and
Mullins, 1983; Healey and Palepu, 1988; and Michaely et al. 1995). Therefore, the
final empirical phase will deal with the third research question that is to examine
whether stock price reacts to the announcement of dividends or not and 1f 1t does then
how it reacts to the announcement of dividends. However, this study will also
investigate whether security price reacts to the announcement of dividends in an

emerging market in the same way as developed markets or difterently.
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1.2. Objectives of the Study:
1.2.1. Broad Objectives:
The major objectives of this study are threefold: firstly, to identify the

determinants of dividend policy; secondly, to identify the dividend behaviour; and
thirdly, to identify the security price reaction to the announcement of dividends 1n an

emerging market.

1.2.2. Specific Objectives:
The specific objectives of this study are as tollows:

(a) As no recognised study has been conducted to identify the determinants of dividend
policy in emerging markets and also given that empirical studies have lagged behind
theoretical studies; the first objective of this study 1s to identify the determinants of
dividend policy in an emerging market and to minimise the gap between empirical and
theoretical studies. For these purposes, this study will primarily shed light on the
dividend theories and then will identify the determinants of dividend policy 1n an
emerging market. Firstly, this study will review the theoretical and empirical evidence
on dividend theories and at the end this study will also try to identify the unresolved
research questions on the issue of dividend theories. Secondly, this study will build up
hypotheses and will test the hypotheses on the dividend theories. Finally, this study
will identify the determinants of dividend policy in an emerging market based on

dividend theories, which will ultimately serve the first objective of this study.

(b) However, given the lack of sufficient studies on dividend behaviour in emerging
markets, it is very difficult to identify the dividend behaviour of an emerging markets
from the available studies. Therefore, this study attempts to identify the dividend
behaviour of emerging markets to serve the second objective of this study. Firstly, this
study will review the major studies on the dividend policy and behaviour to raise the
unresolved research questions of dividend behaviour and to build up primary 1deas
about the dividend behaviour of emerging markets. Secondly, this study will develop
the hypotheses and then will use partial-adjustment models to test the predetermined

hypotheses about the dividend behaviour of emerging markets.
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(c) In addition, previous empirical studies suggest that securty prices react to the
announcement of dividends but there is no such study has been conducted 1n emerging
markets testing security piece reaction to the announcement of dividends. Theretore,
this study will solve the final research problem and will serve the final objective of this
study. Firstly, this study will review the previous theoretical and empirical studies to
identify the unresolved research problems and to develop the hypotheses of this
research question. Secondly, this study will test the predetermined hypotheses to
identify the security price reaction to the announcement of dividends in emerging
markets. However, as this study employs event study methodology to solve the final
research question, so, this study will also test the semi-strong form of market

efficiency of the emerging markets.

1.3. Main Area of Research:
The 1ssue of dividend policy is important for several reasons. Firstly, researchers
have found that a firm uses dividends as a mechanism for financial signalling to the

outsiders regarding the stability and growth prospects of the firm. Secondly, dividends
play an important role in a firm’s capital structure. Yet another set of studies have

established the relationship between firm dividend and investment decisions (Saxena,

1999).

This research attempts to investigate the dividend policy and behaviour, and
security price reaction to the announcement of dividends in an emerging market. The
empirical parts of this study concern about the major research questions. The empirical

parts are divided into three phases based on the three main research questions.

Empirical Phase I:

This phase of the research is based on the first research question. Primarily, this
study will observe the dividend policy of an emerging market. This study will then
attempt to identify the criteria that determine dividend policy in an emerging market or
to identify the influential factors to determine dividend policy in an emerging market.
In addition, this phase of the study will also investigate whether there 1s any ditterence
between developed markets and emerging markets in the determination of dividend
policy. This study will also investigate whether the criteria to determine dividend in an

emercing market supports the previous empirical studies and the dividend theories or
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not. At the end of this phase, this study will indicate the major contribution of the

study to the existing research and as well as to finance theory.

Empirical Phase 11:

This phase of the study will deal with the second research question of the
study. In this phase, the study will investigate the dividend behaviour of an emerging
market, 1.e., to 1dentify how dividend policy behaves 1n an emerging market. This
study will conduct an empirical investigation on the partial-adjustment models to
identify whether partial-adjustment models can explain dividend policy in an emerging
market or not. This study will also identify whether there 1s any difterence between the
dividends behaviours of emerging markets and developed markets. Finally, this study
will identify the best-fit partial adjustment model in an emerging market. At the end of
this phase, this study will also indicate the major contribution of the study to the

existing research and as well as to finance theory.

Empirical Phase I11:
This phase of the study will deal with the final research question of this study,

i.e., to investigate the security price reaction to the announcement of dividends in an
emerging market. Firstly, the study will investigate whether security price reacts to the
announcement of dividends or not. Secondly, if it does, then this study will investigate
how security price reacts to the announcement of dividends in an emerging market.
This study will also identify whether there is any difference between the securty price
reactions of developed markets and emerging markets to the announcement of
dividends. In addition, this study will investigate whether security price reaction to the
announcement of dividends of an emerging market supports the dividend theories and
previous empirical studies or not. Moreover, this study will investigate whether
announcement of dividend works as a signalling device to influence the stock prices in
an emerging market or not. At the end of this phase, this study will indicate the major
contribution of the study to the existing research and as well as to finance theory. In
addition, this study employs event study methodology to identify the secunty price
reaction to the announcement of dividends, which is a tool of testing semi-strong form
of market efficiency. Therefore, this study will also test whether the emerging markets

are semi-strong form etficient or not.
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1.4. Rationale of the Study:

Several studies have been conducted on dividend policy and behaviour but a
very few studies have been conducted on emerging markets. Therefore, many 1ssues of
dividend policy and behaviour of an emerging market remain unresolved. Although a
great many studies have been conducted on dividend signalling and information
content of dividend in developed markets, there 1s no such recognised study found
about the effectiveness of the dividend announcement as a signalling device to
influence the security prices of an emerging market. Therefore, the existing published
evidence 1s of limited relevance in identifying the appropnate dividend policy and

behaviour, and security price reaction to the announcement of dividends in an

emerging market.

Although a few studies have been published on emerging markets, these studies
are not sufficiently able to answer either of the present research questions. Therefore, it
directs to conduct this research to solve the current research problems of an emerging
market. However, the dividend policy of emerging markets appears to be largely
unpredictable from previous studies. So, whether or not the main reason for this
unpredictable behaviour 1s 1rrational decision-making or 1s related to some
fundamental economic variable(s) is something which this thesis will investigate. This
research will also find out the clear difference between the emerging markets and
developed markets and that will obviously help to identify how far the position ot
emerging markets diverges from developed markets. In addition, 1t has not yet been
tested whether established dividend theories work in the emerging markets or not. This
research 1s the first attempt to 1dentify whether dividend theories are applicable only

for developed markets or are also applicable to emerging markets as well.

In addition, until now there 1s no study conducted on the Dhaka Stock Exchange
to identify the dividend policy and dividend behaviour, and security price reaction to
the announcement of dividends of the companies listed on this market. So, this 1s an
emerging need to conduct the proposed research to identify the dividend policy and
behaviour of the Dhaka Stock Exchange listed companies. This research will also
attempt to i1dentity the security price reaction to the announcement of dividends of the

Dhaka Stock Exchange histed companies on which no study has yet been conducted.
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1.5. Structure of the Thesis:

As we have already been mentioned earlier that this chapter will give a very brief
outline of the whole thesis, i.e., dividend policy and behaviour, and security price
reaction to the announcement of dividends in an emerging market. For these purposes.
the whole thesis has been dividend into five sections. Section one 1s basically for the
building up the general conception of the empirical study on the dividend policy and
behaviour in an emerging market. Section two, three, and four are for the empirical
phase one, two, and three respectively. The descriptions of the main sections of this

thesis are explained 1n the following paragraphs.

Section one: this section is the general overview of the thesis. This section 1s
divided 1nto three parts. Part one concentrates on the capital market of Bangladesh. The
objective of this part is to discuss the position of Bangladeshi capital markets as an
emerging market. It provides a brief review of Bangladesh capital markets as a whole
and then a comparative analysis 1s made with the developed, emerging, and markets 1n
the region. Part two a description of the Dhaka Stock Exchange. This part provides an
extensive description of the Dhaka Stock Exchange including growth and development,
general characteristics and the remarkable features of the listed companies, and the
performance of the Dhaka Stock Exchange at a glance. However, as non-financial
sector companies are considered as the sample of this study, this part also provides a
brief description of the remarkable features of the non-financial sector companies listed
on the Dhaka Stock Exchange including the size of the companies, payment pattern,
risk and return, and the ownership pattern in order to have a clear understanding about
the companies of the sample. Part three describes the general research methodology ot
the thesis. This part provides an extensive description of the research methodology of
this study including the justification of choosing quantitative research method and data

analysis techniques.
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