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Abstract

this research paper attempis to test whether the dividend vicld or dividend size has
more impact on stock prices and investigaie whether the Colombo Stock FExchange
tCSED iy senri-strong-form efficient. To achieve the abjectives ivpothesis were developed

Jor testing. The sample included cash dividend announcements from 42 companies

over a perind of twele vears from 1995 to 2006, The studv has sample size of only
Sannouncement dates for dividend announcemenis. To investigate the standard event
stuch: methodology is used. In this studv an estimation of 100 davs an eveni window of
21 davs are used.

The study found that the dividend yvield has more intpact on stock price than dividend
size. The analvsis sav that the CSE is informationally inefficient. So, it has important
implications for the investors, managers of companies and stock markel regulating
agencies. The results are not merely due to the impact of cash dividends. The factors
other than annonncements such as cconomical political and other market conditions
also have impact on the share prices.

Keywords: Cash Dividends, Dividend size, Dividend Yield, Agency problem, Value

maximisation and expected return,

Introduction

In these davs the investors of a firm are very
anxious for maximizing the valuc of their
capital invested. Although this desire conforms
the policy of the firm it has come to clash
with the interests and expectation of manager
engaged various activitics of the firm based
on Short term and Long term strategy to be
carried out within the scheduled time for the
survival of the company in the finance market.
So the firm has come to face this Agency
problem in the arcas of dividend viclds to meet
the anxicty of the investors and to cnsure
increasing the dividend size of the firm to meet
the manager ambition of fulfilling the aim of
the firm in the process of decision making,
planning and practicing the policy for the future
progress.

When the concern of the investors are vicwed
against the aims of the managers, they seem
to be different, but cssentially they depend
upon the success achicved by the
management. By this means a firm sceure
popularity in the finance market thereby.
attracting the mvestors more and more
facilitating the opportunity of the maximizing

the worth of the capital invested in the share
market.

To achicve this position of the firm, the second
aim of fulfilling the expectation of interests of
the managers have to be cstablished,
visualized and regularized. Although this 1s
possible. to attract the investors, it can not be
realized without ensuring the increase in the
size of the dividend value. In other word, the
investors take decision on investing the capital,
based on the announcement of the dividend
viclds by a company in the finance market.
So their final decision depend on the amount
of dividend vicld that could be achicved by
the investment when priority 1s given to
dividend vicld in the process of decision
making situation instead of dividend size, it
become a problem calling for a eritical situation
1o be carried out.

Generally, when the dividend value is
compared with the dividend vield in the share
market, it 1s found that the dividend vield 1s
more and high. At the samc without attaining
the valuc maximization the expected return
increase is also found possible to be achieved.
This docs not give an advantageous position
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in any sense, because that particular company
lacks the effective management system. On
the other hand, when an effective company
increases its value of its share, the dividend
siz¢ scems to be big in size but the dividend
vield is low. Because of this vanation the
investors find it difficult to comc to a correct
decision as to the investment activity.

Basing this study on the dividend vicld. it is
proposed to analyze how the share prices are
affected by the dividend vicld. Also though
this study focus on Colombo Stock Exchange.
it 1s decided 1o consider the previous rescarch
studics carried on UK. and USA Stock
Markets for clear understanding and for new
information to keep the firm moving forward.

Literature Review

Historically, Writers like Keane (1984).
Brigham and Gapenski (1993), Brealey (1993).
Ross, Westerfieid and Jaffc (1996) are most
important contributors to the ficld of theories
of dividends in a logical manner. These
theories could be grouped into three types of
school of thoughts: The trrelevancy school of
thought, high pavout school of thought and low
payments school of thoughts.

According to Miller and Modiglivam
{MM1961) and Ojha (1976) arc not
concerned about the dividend rate to the
shareholders. MM pointed out that no
connection could bec made between
shareholder’s wealth and the company’s policy
of dividend. Birgham and Gapenski (1993)
argument is concerned with the market
imperfection. Investor something prefer
policies deferring dividend pavout some like
to have high level of pavout while others wish
to have lower rate of dividend pavout.
Therefore, the value of a company has no
conncction with the choice of dividend policics.
Black and Scholes (1974) and others also
support this clicntele theory:

The view of Litzenberger and Ramaswamy
(1979} displaved a positive rclationship
between expected return and divadend yicld
of common stock. Their results showed that
for cvery dollar increase in retum in the way

of dividends. Aharony and Swarv (1980) found
a strong interaction between quarterly cash
dividends and sharcholders rcturns bevond the
information provided by the return collectively
carnings number based in quarterly dividends
and carnings announcements and sharcholders
retums.

In fundamental analvsis, financial analyst
studicd the company’s business and try to
uncover information about it profitability that
will shed new light on the valuc of the stock
Brcalev and Mvers (1984). The fundamental
approach to sharc valuations i1s bascd on the
assumption that thc pricc investors arc
prepared to pay for the share of a firm is cqual
to the present value of the future benefits
which they expect the securiiy to vicld in the
form of dividends.

The predictability of stock returns from
dividend viclds (D/P) is not in itsclf cvidence
for or against market cfficiency. In an cfficient
market the forecast power of D/P says that
prices arc high relative to dividends when
discount ratcs and expected retumns are low
and vice versa. On the other hand. in a world
of irrational bubbles low D/P signals
irrationally high stock prices that will more
predictably back towards fundamental values
to judge whether the forecast power of
dividend vields is the results of rational
vartation n expected returns or irrational
bubblcs. other information must be used.

Fama and French (1986) saw that low
dividend viclds imply low expected return, but
their regressions rarcly forecast negative
returns for the value and cqually weighted
portfolios of NYSE stocks. There is no
evidence that low D/P signals bursting bubbles
that 15 ncgative expected stock returns.
According to Nadana and Samanthi (2001)
the companics are highlyv concermned about
investors, preference for high dividend vields
and the information content of dividend
announcement when dividend policics are
formulated.
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Methodology

The hterature of finance has developed three
differing hvpotheses to predict the price
effects of new additional information on
outstanding shares Asquith and Mullins (1986).
These three can be classified into three groups
as no price cffect, negative price cffect and
positive price cffect. In this research the
rescarcher will test the hypothesis that
dividend vield has more effect on stock prices
than the dividend size.

To investigate the impact of dividend vield Lo
cash dividend announcements the well known
event studvy methodology is emploved. In
carrving out this mcthodology on has to first
select an estimation period of 100 days and
event window of 21 davs (test period) arc
uscd. In previous studies, rescarchers have
used scveral benchmarks to calculate
abnormal rcturns (AR). average abnormal
return {AAR) and cumulative average
abnormal return (CAAR). In this study the
well known market model is used as follows,

1. ARit = R'n - q& Rmt)

AR =abnormal rcturn for company 1 for
dav t

Rit = return for sharc i for dav t
q = ntercept of the model the company |

@ = slope cocfficicnt of the modcl for
company i

2. AAR, =IARit t= AARt
W) FaaR

i a.

AAR = avcrage abnormal return for day
n=number of shares in the portfolio,
0 AAR=is the standard deviation of portfolio
retumns during the estimation period

3. t = CAAR
AR AW
CAAR = cumulative average abnormal

returns

4. Dividend Yield (D/Y) =dividend
Market price

Empirical Results

With a view to study the impact of cash
dividend announcements on sharc price at
dividend vicld level the study analvsed at
diffcrent vield level such as above 12%,
between 8% — 12%., between 3% - 8% and
below 3%.

The dividend vield 1s calculated based on the
company’'s dividend and share price of the past
ten vears.

Table 1 presents on four dividend vield levels.
Yield level one presents the study results for
the companies which have the dividend vields
12% and at above portfolio level. This sub
sample (Ss) portfolio included 11companics.
The results show positive price effect of cash
dividend announcement 1s statistically different
from zero on day 0 at 1% sigmificant level,
which indicates the stock market 1s in the scmi
strong form sense and also higher dividend
vield has more impact on share prices which
reveals, the investors prefer higher dividend
vield than higher dividend rate.

Dividend Yicld level two presents the cvent
study results for the companies which have
between 8%-12% of dividend vield at the
portfohio level. The Ss consists 15 companices.
The results show significant positive price
impact on event dav 0. at 1% level but
significant price rcaction was obscrved on
Dav -10, day -8 and day -7 which indicates
there 1s a leak information in the stock market,

Dividend vicld level three presents the event
studv results for the company. which have
dividend vield between 3% - 8% at the
portfolio level. This Ss includes 14 companics.
The results show no significant price cffect is
observed cither at 1% or 3% level on the cvent
dav, but prices are positively impact on
announcement day and also price fluctuation
1s observed before or after the cvent day
during the test period. which reveals that
dividend vield is very low compared to the
market intcrest rate.

Last level of dividend vield presents the event
study results for the companics. which have
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Table 1: Event Study Results of Cash Dividend Announcement for Dividend Yicld Levels

Ss1;Dividend Yield Level

Ss2; Dividend Yield Level

Ss3; Dividend Yield Level

Ss4; Dividend Yield Level

Above 12% Between 8% to 12% Between 3% to 8% Below 3%
Day AAR T CAAR | T- AAR T- CAAR| T- AAR T- | caaR | T- AAR T- | CAAR -
STAT STAT STAT STAT STAT STAT STAT STAT
10 00093 1.14 00093 1.14 00195 | 242+ 00195 242» 0.00231 036 0.0023 0.36 001671 329%| 00167 3.20%=

9 0.0093| 035 00122 105 00043 | 0353 00238 | 209*% | 000700 012 0.0015 0.17 Q0040 079 00127 177
| H0073( 0.89 00049 034 00221 { 275«= 00017 0.12 00056 090 | 00072 0.66 00038 075 00089 10
1 00087 106 00136 083 D033 S260%| 00326 203+ 00010 016 | 00082 065 00010 020 00099 | 097
s LHO027( 032 00109 060 0.0072 | 090 00254 -141 00063 -100 | 00019 0.13 00010 019 00109 | 096
-5 00032 048 00149 074 00042 | 0.52 00212 -1.08 00017 028 0.0036 024 00103 <203+ 00005 004
-} L0005 D06 00134 | 066 D010 <136 D322 -1.51 00035 056 0.0071 043 0.0010 0.19 00013 0.11
-3 00010 0.12 00154 | 066 00007 009 40315 -1.38 D028 O 0.0044 025 0.0025 049 0.0040 .28
-2 000481 054 001981 OR1 oot | 129 D021 087 00004 006 00047 025 Qo0 37 o002 [ o4
-1 HO0026( 032 060172 066 00041 | 0351 D70 067 0.0001 0.2 Q0048 024 000311 -LO) 00030 019
0 003271 643**| 00099 257=+] 00277 3IH**>[ Q0107 040 0.0027 042 0.0075 0.36 0.0036 072 000060 003
1 00033 | 040 00066 | 235+ D005 | 063 DOOS7 [ 020 H0007 011 0.0068 032 00025 049 0.0031 0.13
2 00005 007 00672 227+« | Q0008 | .10 00048 | 017 0047 075 Q0115 0.51 00019, 037 00050 | 0.27
3 00006 007 00678 221#* DO150) -1.87 00102 034 00008 013 Q0107 046 00047 093 0.0002 001
4 000171 021 00695 219« 00103 129 00002 0.0 00026 041 00082 0.34 00041 081 00039 | 020
5 00028 034 00723 221# 00053 | 066 00055 0.17 00032 051 00113 0.45 00009 018 | 00048 | 024
G L0079 096 Q06H [ 191 00020 025 000751 023 00009 0.4 0.0105 041 00105 206+ 00153 | .73
7 (0255 311+ QO898| 25%9x| 00006 | 008 00081 | 024 00031 050 00074 028 000241 047 | 00129 | D60
by 0029 .35 00870 244+ | 00060 | 074 0.0021 006 00005 008 0.0008 0.25 00078 1.53 00052 1 023
b 00016 019 DOR34 | 233« [ 00035 HH HD0014 ] 004 00017 027 0.0051 0.18 0016 031 00036 1 .16
10 V0013 D16 0041 224« 00011 [ 013 0.0003 0.0} 00006 010 00045 0.16 0.0003] 006 00039 | 017

**Significant at 1% level

* Significant i 5% level
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below 3% of dividend vicld at the portfolio
level. This Ss includes 10 companics. The
rcsults show no significant price reaction 1s
observed on cvent dav. However positive
price reaction 1s obscrved on event dav. But,
significant price reaction is observed on Day
-10 . Day -5 which indicates that there 1s a
leak in information in the stock market. And

also significant pricc reaction is observed after
the event day, which indicates there is a delay
in information regarding the cash dividend
announcements in the stock market. Though
the companics give higher dividend rate the
dividend vicld is very low. Therefore the
prices show negative impact after the event
dav.
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Figure 1 — Composition of Different Yield levels of CAAR’s cash dividend announcement during the

test period

Figurc | presents four level;s of dividend
vields first level presents the behaviour of the
cumulative abnormal returns for the
compantes, which have the dividend vicld of
12% and above at the portfolio level. The
figure shows that there is a positive fluctuation
in the share price before the event day. But,
sharc prices positively rose sharply at
significant level on Day 0. Thereafter, again
sharc prices show positive rcaction at
significant level on Day +7. The second level
presents the behaviour of the cumulative
abnormal returns for the companies which
have the dividend vield between 8% - 12% at
the portfolio level. Share prices start dropping,
the Day -8, But, prices rised sharply on Day
0 at significant level which indicates more
attention on higher dividend vields than higher
dividend rate. And this dividend vield 1s fower

compared to the market intcrest rate. Third
level presents the behaviour of cumuiative
abnormal rcturns for the companies which
have the dividend vield between 3%-8% at
the portfolio level. According to the Figure.
there is a continuous fluctuation during the test
period, which reveals that the investors cannot
take any strong decisions regarding the cash
dividend announcement. Because this dividend
vield is lower than market interest rates and
some of the companies in the sample
performance has impressed the nvestor's
minds. Last level presents behaviour of
cumulative abnormal returns for the
companies which below 3% of dividend vield
at the portfolio level. According to the Figure
share prices have dropped on Day -10 and
Day -5 at significant level. However, price
improvement is observed on cvent dav.
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Thereafter, a littlc improvement is observed
on sharc price and again dropping and sharc
prices arc raised on Day +6 at significant
level. Thereafter, a positive improvement is
obscrved on share prices. Although the
dividend vicld ts very low, investors show then
reaction to the announcement because some
of the companies in the sample have already
shown their performance in the stock market.

Composition of dividend yield level

According to the figure, DY the linc which
presents the behaviour of high dividend vield
(above 12%) shows that significant price
rcaction is obscrved on Day 0. The DY2
sccond category which carrics between 8%-
12% has also significant price rcaction on
cvent dav. This is lower to the categorics
which have above 12% dividend yield.
However, the companies which have between
3%-8Y% and below 3% (DY 3 and DY 4} show
that there 1s no any obscrvable changes in the
behaviour of stock prices. Stock prices show
a stagnation bchaviour which reveal investors
do not show any responscs 1n the stock market
for this catcgory, which indicates that the
market intcrest rates other than the stock
returning 1s higher the this dividend yield. So,
the investors compare the dividend vield with
the market interest rates from which thev can
get higher carning than from the shares.

Conclusions

The investors show more impact for the
dividend vield than for the dividend rate and
more impact on sharc prices is obscrved for
" the higher dividend vield category and lower
impact on sharc prices is obscrved for the low
dividend vield category in the cash dividend
announcements. The analvsis shows that
dividend vield has morc effects on stock prices
than the dividend size from which can accept
the hypothesis of dividend vield has more
cffect on stock prices than the dividend size,

Since the results of this studv indicates the
Colombo Stock Exchange 1s information alty
incfficient, so 1t has important implications for
the investors, management of companics and

stock market regulating agencics. The results
are not merely duc to the impact of cash
dividend. The factors other than
announcement such as cconomical, political
and other market conditions also have impact
on the sharc prices.
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