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Abstract

The study aims at finding the impact of dividends (cash and stock) on share price performance of companies in
the Indian context. A sample of 67 fast moving consumer goods companies who made dividend announcements
from April 2007 to August 2011 are taken. In this study, the Market Model Event Study Methodology has been
employed to measure the effect of dividend announcements and its impact on the share price with a 41-day event
window is taken. The stock price data is collected for 20 days prior to the dividend announcement, the share
price on the announcement date (An date) t, and 20 days post the dividend announcement. The findings indicate
that the market is found to react positively to dividend announcements and with a significantly positive Average

Abnormal Returns (AAR) around the announcement date.
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1. Introduction

Dividend decisions have myriad and long-standing stra-
tegic implications on a company in the form of adding
or depleting value created to the shareholder. There are
two schools of thought of dividend policy, i.e. Dividend
Relevance and Dividend Irrelevance. One stream of
thought believes that dividends are an important deter-
minant of firm value (Gordon, 1959; Lintner, 1956). The
other perspective is that dividends are irrelevant for firm
value, and on the contrary, is possibly value-destroying
(Black, 1976). Miller and Modigliani (1961) propose
that in a world of no taxes and transaction costs, divi-
dends are irrelevant to investors. They argue that the
value of the company and its share price are unaffected
by the distribution of dividends. The value of the com-
pany is determined solely by the earning power and its
assets but not by the manner it splits its earning stream,
i.e., retention and payout ratio.

Corporate event announcements are important to
the shareholder as they lend valuable information

regarding the corporate events in which dividend
announcement is one, which the company undertakes
that impacts their investment choice. In fact, informa-
tion about corporate event announcements and stock
market efficiency are of greater interest not only to
the investors but also to financial analysts, planners,
mutual fund managers, policy makers and market
regulators, researchers, the government and the public
in general. The present study is aimed at finding the
impact of dividend announcement on the share price
performance using event study methodology in the
Indian context.

2. Literature Review

Alot of theoretical and empirical research has been done
in the past on the impact of dividends on shareholders
and the relationship between stock prices and dividends,
which has shown mixed results. One of the earliest stud-
ies was done by Pettit (1972) who found that the market
made use of dividend change announcements in pricing
securities. The study conducted in the United States of



America on a sample size of sixty seven firms paying
dividend, found that market participants make use of
information in pricing securities.

2.1 Dividend Decision, Information
Asymmetry and Signaling Hypothesis

Signaling in various ways as a forbearer of the future
health of an organization is a dynamic study. The present
study investigates whether signaling hypothesis holds
true in case of dividend announcements. The concept
of signaling pioneered by Ackerloff (1970) and Spence
(1973) attempts to explain dividend policy and earnings
of the company in the future. One of the assumptions of
signaling hypothesis is that dividend changes are posi-
tively correlated with share price and future earnings.
Bhattacharya (1979) proved that there exists asymmetric
information between a firm’s management and its share-
holders. Hence any increase or decrease in dividends
conveys price-sensitive information to shareholders and
prospective investors. Balachandran and Balasingham
(1998) concluded that interim dividends conveyed
more information than final dividends. Miller and Rock
(1985) and John and Williams (1985) also support the
signaling hypothesis proposition. Test of significance of
dividend changes showed that the capital market reacts
favorably to news announcements like dividend payouts
which are perceived to be good (Michaely, Thaler &
Woack, 1995).

2.2 Dividend Decision and Agency
Conflict

Dividends speak about the actions of the managers and
help the investors monitor the behavior of managers
through dividend decisions. Easterbrook (1984) proposed
that dividends play a role in decreasing or increasing
agency conflict between management and sharehold-
ers. When a firm’s management increases dividends to
shareholders, it pays out any excess cash resulting in
positive changes in stock prices and vice versa.

2.3 Dividends and Semi-strong form of
Market Hypothesis

The semi-strong form suggests that stock prices rap-
idly adjust to any unexpected material (in this context,
unexpected increase or decrease in dividends) informa-
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tion. Through event study, it is measured how rapidly
security prices respond to dividend announcements. The
studies conducted on stock price reaction are based on
the test of semi-strong form of market efficiency. Akbar
and Baig (2010) have done a study in Karachi Stock
Exchange to test semi-strong form of market efficiency
by investigating the reaction of stock prices to dividend
announcements of seventy nine companies. The Average
Abnormal Return for cash and stock dividends is mostly
positive. Sharma (2011) has obtained results of daily
series of Average Abnormal Return and Cumulative
Average Abnormal Return indicating that the invest-
ment strategies based on dividend announcement events
cannot result in significant abnormal returns for the
investors. The sector-specific analysis has not indicated
any signals of inefficiency, which further strengthened
the argument in favor of Semi-Strong Form Efficiency
in Indian stock markets. It indicated that the slightest
possibility of leakage of accounting information may
not turn into abnormal profit for the investors.

2.4 Dividend Announcements, Market
Reaction and Stock Returns

Lintner (1956) in his research suggests that a firm’s man-
agement will resort to increasing dividends if it believes
that the increase will be permanent. The average stock
price drops on the ex-dividend date. The drop is around
90 per cent when the stock market is stable (Campbell
and Beranek, 1955). Ball and Kothari (1991), investi-
gated quarterly earning’s announcements and stock prices
in the US from 1980 to 1988, finds that abnormal returns
persisted after earning announcements. Gordon (1962),
Fosterand Vickery (1978) document evidence that suggest
positive abnormal returns to dividend payment announce-
ments whereas Easton and Sinclair (1989) find negative
abnormal returns, i.e., a negative reaction by stock prices
to dividend announcements; which is attributed to the tax
effect of dividends for shareholders. Lonie, et al. (1996)
investigates the dividend announcements of 620UK com-
panies from January to June 1991 using event study and
interaction tests. They find that investors responded to the
increase or decrease in dividends. However, their findings
also reveal that, even for companies with no change in
dividends, the average abnormal returns one day prior to
the announcements were significantly different from zero
as indicated by the t statistic.
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3. Methodology

The data pertaining to dividend announcements is taken
from Capitaline database. A sample of 67 fast moving
consumer goods (FMCG) companies which made a
dividend announcement during the period April 2007
to August 2011 has been considered in the study. The
impact of the global financial crisis on the price perfor-
mance of the sample companies is not considered, which
can be a limitation to the study. The approved meeting
date is taken as the announcement date (An date). The
stock price data is collected from a total of 41 trading
days, 20 days prior to the dividend announcement, the
share price on the announcement date (An date) t, and
also share prices of 20 trading days post An date. In
this study, the Market model event study methodology
has been employed to measure the impact of dividend
announcements and its impact on the share price. The
Market model has been chosen because it is powerful
in detecting abnormal returns when compared to other
elaborate methodologies like Index model, which is
free from criticisms of the Capital Asset Pricing Model.
Brown and Warner (1985) have specified that market
model is well specified based on simple methodology
and relatively powerful under a wide variety of con-
ditions. The study determines the abnormal returns
associated with the dividends around the announcement
dates and the speed with which the information relating
a dividend decision made by the company is absorbed
into the share prices in the market. This is done using
the Market Model Event Study Methodology. The
Abnormal Returns, Average Abnormal Returns (AAR)
and Cumulative Average Abnormal Returns (CAAR)
have been derived using the following equations:

Calculation of Abnormal Returns to gauge the impact on
the market price of the stock due to dividend announce-
ment is done by using the formula:

* Daily Abnormal Return : AR, =R, —ER,

Where, R, is the daily return on security i on day t, ER,
is the expected daily return on security i on day t.

Abnormal returns are computed for all the 67 sample
companies/stocks for the 41-day event window.
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The Daily Returns on Stock/security i for the respective
companies in the sample have been calculated using the
formula:

¢ Daily Return on stock : R, = (Close price on , — Close
price on t)/ Close price on |

Where, t is the time or day for which the daily return on
stock is calculated.

The BSE price index is used for computing market
return. The daily market return has been calculated by
the formula:

* Daily Market Index Return : R_=(Close price on
— Close price on t)/ Close price on

Where, R is the daily return on market index, tis the time
or day for which the daily return on BSE market index.

The expected returns (ER,) for security i at day t are
defined as,

* Expected Returns on security/stock : ER, = ai + Bi.R

Where, ai, Bi are the regression coefficients of security
i which are derived from Market Model developed for
each of the respective stocks.

The Abnormal Return computation is based on the
formula:

¢ Daily Abnormal Return : AR, =R, —ER_.

Where, R, is the Daily Return on stock/security 1, ERit
is the Expected Returns on stock/security i.

» The Average Abnormal Returns for all companies are
defined as:

n
AAR = 1/n. AR,
i=1

Where, t =-20 to +20 and n is the sample size.

To analyze the impact of dividends on stock price per-
formance, the Cumulative Abnormal Returns (CAR)
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and Cumulative Average Abnormal Returns (CAAR)
have also been calculated for the 41 days centered in the
announcement dates.

* CAAR (Cumulative Average Abnormal Returns)
for event time period say t, to t, are computed as fol-
lows: t,

CAAR= T AAR,
t=t,

Where, t=t tot,
AAR. = Average Abnormal Returns

The hypothesis was formulated based on the studies
done in the past.

The study is based on the following hypothesis:

1. Null Hypothesis (Ho): There is no significant impact
of dividend announcement on the average abnormal
return.

2. Alternative Hypothesis (Ha): There is a significant
positive impact of dividend announcement on the
average abnormal return.

For testing the hypothesis, t-test is computed for
hypothesis testing, to reject or fail to reject the null
hypothesis.

4. Findings

The study is to find out whether there is an impact of
dividend announcement using Market Model methodol-
ogy by taking the event study of 20-day pre- and 20-day
post-dividend announcements. The Alpha and Beta, i.e.,
regression coefficients of the sample stock selected and
t statistic for each company is calculated. The Average
Abnormal Return, Cumulative Abnormal Return and the
Cumulative Average Abnormal Return are calculated.

Table 1 presents results for each of the 41 days (period of 20
days prior and 20 days post) dividend announcement in the
sample period for 67 companies along with the test statistics
for testing the null hypothesis. The table indicates that there
is no consistent pattern of the Average Abnormal Returns
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(AARs). Null Hypothesis is rejected on (t ) (t,) (t,) (t)
(t,) (t,) (t;) and (t ). It signifies that the AAR is positive on
these days and is significant also. The Cumulative Average
Abnormal Return is positive in the pre-and post-announce-
ment scenario. In the study conducted, it is observed that
stocks experienced positive Average Abnormal Return on
the An date (t,), a strong evidence in support of a semi-
strong efficient market hypothesis, particularly near (t ) (t,)
(1) (1) (1) (1) () (1) (1) () (1) (t,) €L (L) (t)
(t,) (¢, ), (t,o) (t,) (t,) to the An date. On the, An date

Table 1. Daily Average Abnormal Returns & T Statistic as per
Market Model
Day N AAR % T Statistic Null Hypothesis CAR % CAAR %
Test
—-20 67 7.23 1.345 Fail to Reject Ho 0.11 0.11
=19 67 8.62 0.359 Fail to Reject Ho 0.13 0.24
—18 67 19.74 0.695 Fail to Reject Ho 0.29 0.53
=17 67 —-17.53 —0.633 Fail to Reject Ho —0.26 0.27
—-16 67 —4.41 -0.156 Fail to Reject Ho -0.07 0.20
—-15 67 34.51 1.442 Fail to Reject Ho 0.52 0.72
—14 67 53.58 1.899 Reject Ho 0.80 1.52
—-13 67 —19.26 —0.738 Fail to Reject Ho -0.29 1.23
—-12 67 —11.77 —0.403 Fail to Reject Ho -0.18 1.05
-1 67 -7.73 -0.307 Fail to Reject Ho -0.12 0.93
—10 67 —28.85 —0.994 Fail to Reject Ho —0.43 0.50
-9 67 4.06 0.158 Fail to Reject Ho 0.06 0.56
-8 67 17.79 0.754 Fail to Reject Ho 0.27 0.83
-7 67 11.56 0.471 Fail to Reject Ho 0.17 1.00
-6 67 —5090 —1.806 Reject Ho —0.76 0.24
-5 67 11.58 0.393 Fail to Reject Ho 0.17 0.41
-3 67 —17.29 —0.59% Fail to Reject Ho —0.26 0.15
-3 67 16.41 0.640 Fail to Reject Ho 0.24 0.39
-2 67 —36.63 —1411 Fail to Reject Ho —0.55 -0.16
-1 67 —13.19 -—0.533 Fail to Reject Ho -0.20 —0.36
0 67 1.39 —0.049 Fail to Reject Ho —0.02 -0.38
1 67 4.07 0.101 Fail to Reject Ho 0.06 -0.32
2 67 46.41 1.898 Reject Ho 0.69 0.37
3 67 28.79 1.138 Fail to Reject Ho 0.43 0.80
4 67 —31.60 —0.928 Fail to Reject Ho —0.47 0.33
5 67 32.82 0.958 Fail to Reject Ho 0.49 0.82
6 67 40.89 1.691 Reject Ho 0.61 1.43
7 67 20.98 0.812 Fail to Reject Ho 0.31 1.74
8 67 —8.14 —0.258 Fail to Reject Ho —-0.12 1.62
9 67 —3282 -1.076 Fail to Reject Ho —0.49 1.13
10 67 —7317 —2.409 Reject Ho —-1.09 0.04
11 67 —-57.71 —2.093 Reject Ho —0.86 —0.82
12 67 10.40 0.402 Fail to Reject Ho 0.16 —0.66
13 67 —64.55 —1.988 Reject Ho —0.96 —1.62
14 67 73.20 2.580 Reject Ho 1.09 —0.53
15 67 31.56 1.263 Fail to Reject Ho 0.47 —0.06
16 67 419 0.168 Fail to Reject Ho 0.06 0.00
17 67 429 0.173 Fail to Reject Ho 0.06 0.06
18 67 —3392 —1.042 Fail to Reject Ho —0.51 —0.45
19 67 28.52 1.129 Fail to Reject Ho 0.43 —0.02
20 67 —33.94 —-1.040 Fail to Reject Ho —0.51 —0.53

Significance at 0.05 percent
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and one day after (t,) there is a positive Average Abnormal
Return. This implies that there is a positive impact on the
stock prices around the dividend announcements.

Table 2 has looked into Average Abnormal Return and t
statistic in different event windows. It is observed from
Table 3 that the Average Abnormal Return is highest in
the window (t,~t,). In the event window of (t-—t; there
is a positive Average Abnormal Return but is not signifi-
cant at 0.05 level of significance. This could be probably
because of leakage of news or expectations of the mar-
ket from the companies, which would have caused
this increase in price. When considering the Average
Abnormal Return across the entire event window t, to
t,,, anetsight Average Abnormal Return is seen, which
is not significant and the null hypothesis cannot be
rejected. This implies that there is a positive impact on
the stock prices around the dividend announcement.

5. CONCLUSION

The study reveals that there exists a positive market reac-
tion in case of dividend announcements. The study as
mentioned earlier is done for a sample of 67 companies
who announced dividends during April 2007 and August
2011. The findings of the study are consistent with the
studies of Gordon (1962); Foster and Vickery (1978).
There is an evidence of positive abnormal returns around
the dividend announcement date, i.e., especially on the
An date and 3 days post announcement. The share prices
after that rapidly get adjusted to the information signifying
Semi-Strong Form of Market Efficiency. The result holds
true for select sample of companies and during the period
considered for the study. There could probably be other
factors, which might have an impact on the share price
movement, which is not considered and which could be
a limitation. In conclusion, it can be stated that dividend
announcements do have an impact on the shareholders,

Table 2. Average Value of AAR across different Event Windows

Event AAR T Null Hypothesis
Window % Statistic Test

t,tot, 2.27 0.26 Fail to Reject Ho
ttot, 30.10 1.88 Reject Ho

t, 1ot —-11.95 -0.71 Fail to Reject Ho
t,tot, 10.07 0.65 Fail to Reject Ho
ttot, —4.49 —0.34 Fail to Reject Ho

Significance at 0.05 percent
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generating a positive market reaction in terms of the stock
price and greater in terms of market capitalization.
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