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Abstract

This study compares the views of 170 senior managers of regulated (utilities) and unregu-
lated (manufacturing) US corporations listed on the New York Stock Exchange about sev-
eral dividend policy issues. Specifically, the study examines respondents’ views about four
explanations for paying dividends and 20 factors influencing dividend policy. The resuits
suggest that all four explanations for paying dividends (signaling, bird-in-the-hand, tax
preference, and agency costs) receive some support, but the signaling explanation received
more support than the other explanations. The evidence also suggests that the most impor-
tant determinants of a company’s dividend policy were the level of current and expected fu-
ture earnings and the pattern or continuity of past dividends. These factors have remained
remarkably similar over time. Finally, regulated and unregulated companies rank factors
influencing dividend policy more similarly today than in the past. This finding may reflect
the changing economic environment for utilities.

1. Introduction

Much controversy surrounds dividend policy. More than two decades ago, Black (1976)
observed that “the harder we look at the dividend picture, the more it seems like a puzzle,
with pieces that just don’t fit together.” Since then, the amount of theoretical and empirical
research on dividend policy has increased dramatically. Today, many reasons exist for why
companies should or should not pay dividends. Yet, figuring out why companies pay divi-
dends and investors pay attention to dividends - that is the “dividend puzzle” - is still prob-
lematic. For example, Bernstein (1996) recently revisited the dividend puzzle and noted
that some important questions remain unanswered. Thus, setting corporate dividend policy
remains controversial and involves judgment by decision makers.

This study compares the views of 170 senior managers of regulated (utilities) and un-
regulated (manufacturing) US corporations listed on the New York Stock Exchange
(NYSE) about several dividend policy issues. Specifically, the study examines respon-
dents’ views about four explanations for paying dividends and 20 factors influencing divi-
dend policy. Another issue is whether the rankings of various determinants of corporate
dividend policies are correlated over time.

The study also examines the issue of whether the factors influencing dividend policy
of regulated and unregulated firms are more similar today than in the past. The rationale for
this belief is that the distinction between regulated and unregulated firms has narrowed over
time.
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More than a decade ago, Edelman, Farrelly, and Baker (1985) noted that utilities were
undergoing a radical transformation. The utility industry was no longer a collection of com-
panies with a similar risk level. Thus, they recommended that utilities moving into the arena
of competition should reevaluate their dividend policy. Soter, Brigham, and Evanson
(1996) also noted that the economic environment for utilities has been changing over time.
Due to regulatory actions, the utility industry has become a riskier place in which to operate
and invest. Today, utilities find themselves increasingly subject to competition.

The current study is important for two reasons. First, the study updates and expands
past survey research on dividend policy. In fact, more than a decade has passed since the
most recent US survey on dividend policy.' Understanding the beliefs of managers who are
involved in setting dividend policy can contribute to our understanding of why companies
pay cash dividends. Second, the study provides new insights from managers about various
explanations for and determinants of dividend policy. Investigating these issues can pro-
vide information about the extent to which corporate managers agree with the various mes-
sages that the academic literature is sending about dividends.

This paper has the following organization. The next section provides a review of four
major explanations for paying dividends, followed by a discussion of factors that might in-
fluence dividend payments in section 3. The survey methodology and sample are reviewed
in section 4. The survey results are discussed in section 5 and some conclusions are drawn in
the final section.

2. Explanations for Paying Dividends

Much theoretical and empirical work exists on dividend policy. In their classic paper,
Miller and Modigliani (1961) proved the irrelevance of dividend policy in a world of no
taxes or transaction costs and where all investors are fully informed about the distribution of
the company’s uncertain future cash flows. Thus, one dividend policy is as good as another.
For a world in which these restrictive assumptions do not hold, dividend policy may matter.
In fact, Miller and Modigliani recognized a role for the information content of dividend
payments, but excluded this possibility from their model. Researchers have developed vari-
ous explanations for dividend relevance including the signaling, bird-in-the-hand, tax pref-
erence, and agency explanations.”

2.1 The Signaling Explanation

Several theoretical papers have emphasized the role of information signaling on dividend
policy. Ross (1977) developed the first theoretical analysis of dividends as a signaling de-
vice followed by various other models by Bhattacharya (1979, 1980), John and Williams
(1985), Miller and Rock (1985), and Ofer and Thakor (1987). Such models posit a positive
relationship among dividend policy changes, equity values, and subsequent performance.

Signaling models emphasize the role of dividend policy under asymmetric informa-
tion. These models suggest that the company’s dividend announcements convey valuable
information about management’s assessment of its future prospects that other means can-
not fully communicate. Because changes in dividends reduce the information asymmetry
between managers and outside investors, investors may use dividend announcements as in-
formation to assess a firm’s stock price. This explanation suggests that dividend changes
should lead, rather than lag, earnings changes.
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On balance, the empirical evidence seems to suggest that dividend payments do im-
part information.® For example, research shows that stock prices react quickly to announce-
ments of unexpected dividend change and move in the same direction as the revised
payment. Yet, some uncertainty exists about whether dividends simply corroborate earn-
ings changes or whether they independently transmit information.

2.2 The Bird-in-the-Hand Explanation

According to the bird-in-the-hand explanation, investors prefer a certain dividend stream to
an uncertain price appreciation. Therefore, a company should set a high dividend payout ra-
tio and offer a high dividend yield to maximize stock price. Both Miller and Modigliani
(1961) and Bhattacharya (1979) assert that the reasoning underlying the bird-in-the-hand
explanation for dividend relevance is fallacious. They argue that the riskiness of a compa-
ny’s cash flows determines its risk. Anincrease in dividend payout today should resultinan
equivalent drop in the stock’s ex-dividend price. Thus, increasing the dividend today
should not increase a firm’s value by reducing the riskiness of future cash flows.

2.3 The Tax-Preference Explanation

Brennan (1970), Stapleton (1972), and others, have developed an optimal dividend policy
based on the tax differential between capital gains and dividends. The tax-preference expla-
nation of dividends states that investors favor retention of funds over the payment of divi-
dends because of tax-related reasons. This approach suggests that companies should keep
dividend payments low if they want to maximize prices.

The empirical evidence on the tax-preference explanation of dividends is inconclu-
sive. For example, some studies, such as Litzenberger and Ramaswamy (1982), show that
stocks with large dividend yields have lower prices and offer higher returns. Other studies,
such as Black and Scholes (1974) and Miller and Scholes (1982) report that a firm’s value is
independent of dividend policy.

2.4 The Agency Costs Explanation

Jensen and Meckling (1976) advanced the agency theory to explain dividend relevance.
They show that agency costs could arise if management serves its own interests and not
those of outside shareholders. Others such as Rozeff (1982) and Easterbrook (1984) ex-
tended agency theory as applied to dividend policy. Born and Rimbey (1993) examine the
relation between prior financing activity and the market response to initial dividends and
find evidence consistent with the Easterbrook agency cost model.

According to the agency costs explanation of dividends, paying dividends forces a
company to seek more external financing for its investments. This subjects the company to
the scrutiny of the capital market for new funds, thus reducing the possibility of suboptimal
investment. Monitoring by outside suppliers of capital also helps to ensure that managers
act in the best interest of outside shareholders. Thus, dividend payments may serve as a
means of monitoring or bonding management performance. The agency costs explanation
of dividends suggests that increases in dividends lag increases in profits and are uncorre-
lated with future profits. Several researchers including Kalay (1981), Crutchley and Han-
sen (1989), and Moh’d, Perry and Rimbey (1995) provide evidence that is consistent with
the agency costs explanation of dividends.
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3. Factors Influencing Dividend Policy

Several studies in the US have identified various determinants of dividend policy. Lintner
(1956) undertook the first field survey in which he interviewed 28 carefully selected com-
panies to investigate their views on the determinants of dividend policy. He found that ma-
jor changes in earnings “out of line” with existing dividend rates were the most important
determinants of a firm’s dividend decisions. He also concluded that most managements

sought to avoid making changes in their dividend rates that might have to be reversed within
a year or so.

Based on his findings, Lintner developed a partial-adjustment model of dividend pol-
icy. This behavioral model suggests that the change in dividends is a function of the target
dividend payout less the last period’s dividend payout multiplied by the speed of an adjust-
ments factor. Several empirical studies have successfully used this model including Fama
and Babiak (1968) in the US, Ryan (1974 in the UK, and Shevlin (1982) in Australia. In
fact, Benartzi, Michaely, and Thaler (1997) conclude that Lintner’s model of dividends re-
mains the best description of the dividend setting process available. Support for Lintner’s
model also comes from several surveys such as including Baker, Farrelly, and Edelman
(1985) and Pruittand Gitman (1991) in the US and Allen (1992) in Australia and the UK.

Based on survey responses from 318 NYSE-listed firms, Baker, Farrelly, and Edel-
man (1985) and Farrelly, Baker, and Edelman (1986) report that the major determinants of
dividend payments were the anticipated level of future earnings and the pattern of past divi-
dends. Managers were highly concerned with dividend continuity and believed that divi-
dend policy affects share value. Based on their evidence, they conducted that utilities view
dividend policy differently from manufacturing and wholesale/retail firms.

Pruitt and Gitman (1991) survey financial managers of the 1,000 largest US firms
about the interactions among investment, financing, and dividend decisions. Based on 114
responses, they report that important factors influencing dividend payments are the current
and past years’ profits, the year-to-year variability of earnings, and the growth of earnings.
They also found that the prior years’ dividends are an important influence on current divi-
dends.

Allen (1992) studied the dividend policies of 67 of the larger UK firms listed on the
London International Stock Exchange and focused on the usage of target payout ratios by
the sample firms. He based his findings on a survey of company finance executives in Aus-
tralia during 1987 and 1988 and in the UK in 1989. According to his evidence, the most im-
portant influence on the target payout ratio was the desire to maintain stable dividends
followed by the company’s recent dividend history. The third most important factor was to
signal the management’s views of potential future company performance to the market. Al-
len concluded that the survey results, on balance, were consistent with an emphasis on using
dividend payments as a signaling device.

4. The Survey

COMPUSTAT was used to identify the sample, which consisted of all US corporations that
were listed on the New York Stock Exchange (NYSE) and paid a cash dividend in at least
one year during the 1994-1995 period. The company’s primary business had to be classi-
fied, based on its Standard Industrial Classification (SIC) code, as utility (SIC 49) or manu-
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facturing (SIC 20-39). The sample contained 505 NYSE companies, of which 113 were
regulated companies (utilities) and 392 were in unregulated companies (manufacturing).

Part of the current survey was modeled after a 1983 survey conducted by Baker, Far-
relly, and Edelman (1985) to see whether the determinants of dividend policy have changed
over time. The survey contained three parts. One part asked respondents to give their opin-
ion about fourteen statements relating to four explanations of dividend policy. Table 1 re-
ports the views of the respondents to these statements. Another part of the survey focused
on finding out the importance of 20 factors used to set each company’s dividend policy. Ta-
ble 2 summarizes the responses on the 20 dividend factors. The final part included several
questions about the respondents, which are presented in this section.

An initial mail survey was sent to the company’s chief financial officer (CFO) in mid-
April 1997 and a follow-up survey was sent to nonrespondents a month later. The survey re-
sulted in 170 usable responses, which represented an overall response rate of 33.7% (46.9%
for the regulated and 29.8% for the unregulated companies).*

Survey recipients not actively involved in the dividend policy decision were asked to
give the survey to someone who was involved in the dividend decision. Not surprisingly,
corporate managers who were actively involved in determining their company’s dividend
policy completed most of these surveys (92.5% for the regulated and 95.6% for the unregu-
lated companies). The most common position or title of respondents was CFO (56.9% for
regulated and 64.3% for unregulated companies), followed by vice president or chief ex-
ecutive officer (19.6% for regulated and 14.8% for unregulated companies). The fact that
senior-level executives, who were actively involved in their company’s dividend decisions,
answered the survey enhances the credibility of the responses.

5. The Results
5.1 Explanations for Paying Dividends

The first issue addressed in this study was to determine the views of managers about various
explanations of dividend policy. The survey included 14 statements about four popular ex-
planations for paying dividends - the signaling, bird-in-the-hand, tax preference, and
agency costs explanations. Respondents were asked to give their opinions about each state-
ment relating to the four explanations of dividend policy on a five-point Likert scale. The
ratings ranged from a value of -2, which represented “definitely don’t agree,” up to +2,
which represented “definitely agree.” Chi-square tests were conducted to test whether the
views differed between managers of regulated and unregulated companies. Significant dif-
ferences exist between the two groups on eight of the 14 statements.

The results show some support for each of the four explanations of dividend policy.
Based on the overall mean responses, however, more support generally appears to exist for
statements relating to the signaling explanation than for statements representing the other
three explanations.

The Signaling Explanation: Panel A of Table 1 presents the responses to six statements
about the signaling explanation (Al through A6). The respondents show a high level of
agreement with the notion that a company should adequately disclose to investors its rea-
sons for changing dividend policy (A1). They also agreed, on average, that investors regard
dividend changes as signals about a firm’s future prospects (A2) and investors use dividend
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announcements as information to assess a firm’s stock value (AS5). The respondents typi-

cally agree that dividend changes convey some unanticipated information to the market
(A3 and A4).

An unexpected change in dividends could produce an announcement or signaling ef-
fect on a company’s share price. Researchers have studied the effect of the announcement
of an unexpected change in dividends. Most of the results strongly support the conclusion
that the market i mterprets unexpected changes in dividends as signals about a company’s fu-
ture prospects.’ The percentage of responses is similar between agreement and disagree-
ment on whether dividend increases are ambiguous (A6). Taken as a whole, however, the
evidence suggests general agreement that changes in dividends have signaling effects.

Based on the chi-square tests, the respondents from regulated and unregulated compa-
nies differ significantly in their views about three of the six statements (A2, A4, and A5). As
shown by the means, managers of the regulated companies express a higher level of agree-
ment with each of these statements than their counterparts from the unregulated companies.

The Bird-in-the-Hand Explanation: As Panel B of Table 1 shows, respondents from regu-
lated companies express a much higher percentage of agreement than their counterparts
from the unregulated companies with the statement that “investors prefer certain, current
dividends to possibly higher but riskier future dividends” (B1), 60.4% versus 39.0%, re-
spectively. As shown by the means, respondents from both regulated and unregulated com-
panies generally disagreed with the notion that investors prefer a certain dividend stream to
an uncertain price appreciation (B2). Yet, roughly a third of the respondents neither agreed
nor disagreed with either statement.

The chi-square tests show that significant differences exist between the regulated and
unregulated companies about the relative frequency of their agreement to statements Bl
and B2. Compared with the respondents from the unregulated companies, those from the
regulated companies show a higher level of agreement to both statements.

The Tax-Preference Explanation: Panel C of Table 1 contains four statements representing
the tax-preference explanation of dividends (C1 through C4). More than 65% of the respon-
dents agreed that a company should be responsive to the dividend preferences of its share-
holders (C1). About half also agreed that investors are attracted to firms that have dividend
policies appropriate for their investors’ particular tax circumstances (C2). Yet, the most
common response was neutral (neither agree nor disagree) about whether stock that pay
high (low) dividends attract investors in low (high) tax brackets (C3), and investors prefer
that a firm retains funds over paying dividends because of the way capital gains are taxed as
compared with dividends (C4). An inference of these latter results is that companies face a
difficult task of knowing and meeting the dividend preferences of shareholders with differ-
ing tax preferences. The chi-square tests show significant differences between the regu-
lated and unregulated companies for statement C2 and C4.

The Agency Costs Explanation: Panel D of Table 1 contains the responses to two statements
about the agency costs explanation for paying dividends (D1 and D2). More than 90% of
the respondents agreed with the statement that the payment of dividends forces a firm to
seek more external financing, which subjects the firm to scrutiny of investors (D1). Yet, the
respondents generally disagreed that the payment of dividends serves as a bonding mecha-
nism to encourage managers to act in the interest of outside shareholders (D2). These mixed
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Table 1. Explanations for Paying Dividends |

The descriptive statistics reflect the respondents’ opinions about statements relating to four explanations
of dividend policy in general - the signaling, bird-in-the-hand, tax-preference (clientele), and agency ex-
planations. To perform the chi-square tests, the cells for the level of agreement are collapsed from five |
categories to three - definitely don’t agree and probably don’t agree (-2 and -1), neither agree no d1sagree[
(0), and probably agree and definitely agree (+1) and (+2). The chi-square tests are used to determine the |
significance of the differences in the level of agreement between regulated (utilities) and unregulated |
(manufacturmg) compames

| stagree Neutral  Agree

feslEee i Uil |

Issue ] ‘ 2 |
: (-2 &-1) 0 ‘ (+1 & +2) | Mean X Type |
% % % |

A. The Slgnalmg Explanatlon

Al. A firm should adequately | 3.8 357 90. 6 1.51 0322 IR ‘
disclose to investors its reasons | 5.3 7k, 87.6 1.34 | UR ‘
for changing dividend pollcy ‘

A2. Investors regard dividend 0.0 9.4 90 6 1.380 1M 19. 129 ¥ F UR \

changes as signals about a firm’s| 10.8 2.7 86.6 0.97 UR \
future prospects.

A3. A firm’s stock price usually falls  16.9 5.7 77.4 1513 0.895 |R
when a firm unexpectedly cuts 204 8.8 70.8 0.72 'UR
|or omits its dividend.

A4. A firm’s stock price usually rises 1.9 9.4 88.7 Vil 9.322%% IR
when a firm unexpectedly 13.2 19:5 673 0.63 UR 1

increases its dividends or pays a | |
dividend for the first time.

AS. Investors use dividend 7.6 9.4 83.0 0.91 8.024** R 1

announcements as information | 18.6 20.4 61.0 0.46 | IUR ‘i
|to assess a firm’s stock value. | ‘ ‘ *

A6. Dividend increases are 44.2 154 = 404 -0.06 3.300 |R ‘
|ambiguous because they can 30.1 221 47.8 0.23 'UR ‘
|suggest future growth or a lack | ‘

of investment opportunities. 3

B. The Bird-in-the-Hand Explanation

Bl. |Investors prefer certain, current | 113 | 28.3 604 0.51 | 8.145** R
dividends to possibly higher but 275 336,11 139.0 006 | |UR
|riskier future dividends. ‘ ‘
| | %——“! T

B2. |Investors prefer a certain ( (283 888 3l -0.04 [ 5472% IR
dividend stream to an uncertain 433 389 | 177 -0.38 |UR
|price appreciation. : ‘ | i ‘
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Table 1. Explanations for Paying Dividends (continued)

Disagree Neutral| Agree

Issue 2 e
(2&-1) 0 | (+1&+2) Mean X2 | Type
% % % ‘

. The Tax-Preference (Clientele) Explanation

Cl. A firm should be responsive 7.6 24.5 68.0 0.79 1337 IR

to the dividend preferences of | 13.2 | 204 66.5 0.68 UR
its shareholders. ‘

C2. |Investors are attracted to 57 | 453 49.1 0.60 | 4.575% R
firms that have dividend 14.1 31.0 54.8 0.47 UR

policies appropriate to the
investors’ particular tax

circumstances.

C3.  Stocks that pay high (low) 32.2 34.0 33.9 0.04 2.154 R
dividends attract investors in 26:5 46.0 27.4 -0.05 UR
low (high) tax brackets.

C4. | Investors prefer that a firm 43.3 39.6 17.0 -032 | 5.076* |[R
retains funds over paying 27.4 43.4 29:3 0.04 UR
dividends because of the way ‘
capital gains are taxed as ?
compared with dividends.

D. The Agency Costs Explanation

D1. The payment of dividend 3.8 0.0 96.3 1.57 | 4.041* R
forces a firm to seek more 0.9 7.2 91.9 1.41 'UR
external financing, which
subjects the firm to scrutiny
of investors.

D2. | The payment of dividends 585 | 302 113 | -0.70 | 0.044 |R
serves as a bonding {19156, 315 917 -0.77 UR

mechanism to encourage
|managers to act in the interest |
of outside shareholders.

| *Significant at the 0.05 level; **significant at the 0.01 level.
' The percentages may not add up to 100% due to rounding.
“Underlining shows that at least 20% of the cells have expected counts less than 5. Chi-square may not
'be a valid test.

|R =Regulated firms (utilities) where n=>53, except A6 where n=52.

' UR = Unregulated firms (manufacturing) where n=113, except D2 where n=111.
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results may reflect a misinterpretation of the term “bonding mechanism” to mean some-
thing other than a simple economic incentive. The chi-square tests show a significant differ-
ence in the frequency of responses between the regulated and the unregulated companies on
D2.

5.2 Factors Influencing Dividend Policy

The second issue involves identifying the factors that managers consider most important
when making dividend payment decisions. Respondents were asked to indicate the level of
importance of each factor in setting their company’s dividend policy (that is, the time pat-
tern of dividend payout) on a four-point Likert scale, which ranged from 0, which repre-
sented “none,” to 3, which corresponding to “high.” Table 2 provides details of the
responses to these 20 questions about the factors influencing dividend policy. The factors
are listed based on the weighted means of the regulated and unregulated companies. Be-
cause of the large number of factors, the following discussion focuses only on the five most
important determinants of dividend policy.

Based on its mean, the most highly ranked factor for both the regulated and unregu-
lated companies was the level of current and expected future earnings (F1).5 Only a single
respondent ranked the importance of this factor as “none.” Another highly ranked factor,
which is ranked third and second in importance by the regulated and unregulated compa-
nies, respectively, was the pattern or continuity of past dividends (F2).” The importance of
this determinant may imply that a company’s past dividend decisions constrain its current
decisions. These two factors are consistent with Lintner’s classic behavioral model of divi-
dend policy.

Another important factor influencing a company’s dividend policy is the concern
about maintaining or increasing stock price (F3). Since Miller and Modigliani (1961) de-
veloped their “dividend irrelevance™ proposition, many have argued that dividends do not
matter. Although differences exist in dividend theories and empirics about the relationship
between dividend policy and firm value, most respondents to this survey believe thata com-
pany’s dividend policy affects its stock price.

The fourth most important dividend determinant was the concern that a dividend
change may provide a false signal to investors (F4). Although managers can use dividend
actions to convey useful information, dividend changes are not perfect signals. Dividend
increases may be an ambiguous signal unless the market can distinguish between growin%
companies and disinvesting companies, i.e. those with a lack of investment opportunities.
Perhaps the concern about providing a false signal by changing dividends helps to explain
why most respondents believe that a company should adequately disclose to investors its
reasons for changing dividend policy (A1l in Table 1).

The fifth most highly ranked factor influencing dividend policy was the stability of
cash flows (F5). Cash flows are important because they provide the basis for paying divi-
dends. Management can have more confidence in maintaining a stable dividend payment or
avoiding the potential of having unexpected changes in dividends by having stable cash
flows.

The responses to the remaining 15 factors (F6 through F20) suggest that each of these
factors influences a company’s dividend policy to some extent. Not surprisingly, respon-
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dents consider F20 (control issues such as the firm’s ownership structure) the least impor-
tant influence because the sample typically contained large, widely-held companies.

As measured by their means, the same five factors (F1, F2, F3, F4 and F5) appear most
important in influencing the dividend policies for both the regulated and unregulated com-
panies. Chi-square tests were conducted among all combinations of F1 through F5 to see if
a statistically significant difference exists between the distributions (level of importance) of
each pair of factors. This process was done separately for the regulated and unregulated
companies. Table 3 shows the results of the chi-square tests.

For the regulated companies, the importance that respondents attached to F1 (level of
current and expected future earnings ) differs significantly from F2 at the 0.05 level and
from F4 and F5 at the 0.01 level. The chi-square test could not distinguish between the im-
portance of F1 and F3. However, the results of the chi-square test show that F2 was not sig-
nificantly greater than the other top-rated factors (F2, F4, and F5). Therefore, F1 dominated
the other top-rated factors as the most important factor influencing dividend policy for the
regulated companies.

For the unregulated companies, the importance that the respondents attached to F1
(level of current and expected future earnings) differs significantly from F3, F4, and FS at
the 0.01 level, but not from F2 (pattern or continuity of past dividends). However, F2 differs
from F4 and F5 at the 0.01 level but is equivalent to F3 at normal levels. The results of the
chi-square tests suggest that both F1 and F2 are more important than the other top-rated fac-
tors.

5.3 Differences Between Regulated and Unregulated Companies

Chi-square tests were used to determine whether the respondents from the regulated and
unregulated companies differ in the level of importance that they place on each of the 20
factors influencing dividend policy. Statistically significant differences exist for seven of
the 20 factors. As Table 2 shows, the importance attached to these factors differs signifi-
cantly at the 0.05 level for F3 and at the 0.01 level for six other factors (F8, F9, F10, F13,
F17, and F18). Respondents from the regulated companies placed a higher level of impor-
tance on each of these factors compared with those from the unregulated companies.

Only one of these factors (F3) was among the five top-rated factors. The evidence sug-
gests that the regulated companies are more concerned about how dividend policy may af-
fect their ability to maintain or increase stock price than their counterparts from the
unregulated companies. This concern may reflect the historical practice by utilities of hav-
ing high dividend payouts. Given this inclination, finding that regulated companies view
the following factors as more important than unregulated companies is not surprising: the
desire to pay out, in the long run, a given fraction of earnings (F8); the needs of current
shareholders such as the desire for current income (F9); and the desire to conform to indus-
try dividend practice (F13).

The concern about maintaining a target capital structure (F10) may also reflect the his-
torical practice of paying high dividend payouts by utilities. Dividend payments reduce the
amount of funds available for capital investment and may force managers to seek outside
capital. Paying high dividends could intensify the importance that the regulated companies
place on projections about the future state of the economy (F17) if future prospects are not
promising. A slowdown in the economy could affect a company’s ability to maintain high

Reproduced with permission of the copyright:owner. Further reproduction prohibited without permissiony\panw.man



Managerial Finance 14

Table 3. Difference in Importance Between the Top Ranked Factors Influencing Dividend Policy
This table shows the results of the chi-square tests, which are used to determine if a statistically significant
difference exists between the distributions (level of importance) of each pair of factors. To perform the
chi-square tests, the cells for the level of importance are collapsed from four categories to two categories -
none and low (0 and 1) and moderate and high (2 and 3) to avoid problems of small cell size. Utilities repre-

sent regulated firms (R) and manufacturing firms represent unregulated firms (UR).

X2
Factors F1 F2 F3 F4 F5 Type
F1. |Level of current and 4.970* | 0.707 8.230** | 11.840** R
expected future 2.631 10.746%* | 24.291** | 16.983** |UR
earnings
F2. Pattern or continuity of 2.192 0.534 1939 (R

past dividends

3.043 12.339** | 7.004** UR

F3 | Concern about 4.7111* 159 IR
maintaining or 31373 0.867 |UR
increasing stock price

F4. |Concern that a dividend 0447 |R
change may provide a 0.835 |UR

false signal to investors

F5. |Stability of cash flows

*Significant at the 0.05 level; **significant at the 0.01 level.

dividends payments, which could in turn affect its stock price. Finally, respondents from
regulated companies express a greater preference to pay dividends instead of undertaking
risky reinvestment (F18). This latter finding suggests that management risk preferences
may influence their decisions about dividend policy.

5.4 Importance of Factors Over Time

Another issue is whether the rankings of various determinants of corporate dividend poli-
cies are correlated over time. Table 2 presents the rankings of the same 15 dividend policy
factors contained in this study and in the 1983 study by Farrelly, Baker, and Edelman
(1986). Examination of the rankings suggests that a high correlation exists between the two
periods. In fact, Spearman’s rank correlation coefficients between the rankings of the same
15 factors in 1983 and 1997 are 0.76 for the regulated companies and 0.82 for the unregu-
lated companies. Both coefficients are statistically significant at the 0.001 level.

The change in most factor rankings between 1983 and 1997 was small. For both the
regulated and unregulated companies, 86.7% of the changes in factor rankings was within
three ranks. The largest change in ranks between the two periods was seven, which occurred
twice. In one case, the importance that regulated companies gave to “investment considera-
tions such as the availability of profitable investment opportunities” (F6) increased from 14
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in 1983 to seven in 1997. In the other case, the importance that unregulated companies gave
to “projections about the future state of the economy” (F7) decreased from seven in 1983 to
14 in 1997.

These changes may reflect differences in the state of the economy and the market be-
tween the two periods. In 1983 the economy was undergoing a recessionary period, which
was characterized by higher inflation, tighter credit, and less robust growth in equity mar-
kets than the growth-oriented economy and market in 1997. Regulated companies may
have had fewer profitable investment opportunities in 1983 than in 1997. Therefore, the al-
ternative of using earnings for investment purposes was less important in influencing divi-
dend policy than in 1983. On the other hand, the importance that unregulated companies
attached to projections about the future state of the economy decreased between the two pe-
riods. Because economic forecasts appeared more favorable in 1997 compared with 1983,
unregulated companies may have been less concerned about their ability to pay dividends.

A final issue is whether factors influencing dividend policy of regulated and unregu-
lated firms are more similar today than in the past. Spearman rank correlation coefficients
between the rankings of the regulated and unregulated companies on the 15 factors in-
creased from 0.66 in 1983 (significant at the 0.01 level) to 0.94 in 1997 (significant at the
0.001 level). This evidence suggests that regulated and unregulated companies risk factors
influencing dividend policy more closely today than in the past.

6. Conclusions

Several potential limitations of the study may temper the conclusions. First, generalizing
the findings to companies whose characteristics differ from those of the sample requires
caution. This is because the sample included only large, mature, dividend-paying, NYSE-
listed US corporations. Second, the sample included only utility and manufacturing compa-
nies, not all regulated and unregulated companies listed on the NYSE. Finally, nonresponse
bias could potentially affect the findings.

Given these warnings, the results suggest that although all four explanations for pay-
ing dividends (signaling, bird-in-the-hand, tax preference, and agency costs) receive some
support, the signaling explanation received more support than the other explanations. Man-
agers seem concerned about the signals that dividend changes may provide to investors.
Such concerns appear warranted given the extensive empirical research supporting the in-
formation content of dividends.

The evidence also suggests that the most important determinants of a company’s divi-
dend policy were the level of current and expected future earnings and the pattern or conti-
nuity of past dividends. The importance of these two factors is consistent with prior survey
research by Farrelly, Baker, and Edelman (1986) in the UK and Allen (1992) in Australia
and the UK. Both factors are similar to those identified by Lintner (1956) in his partial-
adjustment model of dividend behavior more than four decades ago. Because much support
exists for Lintner’s model, these results are not surprising.

A high correlation exists between the rankings of the factors influencing dividend pol-
icy decisions in this study and those reported in a similar study conducted in 1983. There-
fore, the factors that companies consider in setting dividend policy appear remarkably
similar over time.

—
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Finally, regulated and unregulated companies rank factors influencing dividend pol-
icy more similarly today than in the past. This finding may reflect the changing economic
environment for utilities. Because utilities find themselves increasingly subject to competi-
tion, this change may have blurred the distinction between regulated and unregulated com-
panies over time.
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Endnotes

1. For example, prior studies on corporate dividend policy that use survey methods include
the seminal study by Lintner (1956) and studies by Baker, Farrelly, and Edelman (1985),
Farrelly, Baker, and Edelman (1986), and Pruitt and Gitman (1991), in the US, by Allen
(1992) in Australia and the UK.

2. Ang (1987) provides a review of corporate dividend theories and evidence.

3. Classic studies on dividend announcement effects include those by Aharony and Swary
(1980), Woolridge (1982, 1983) and Asquith and Mullins (1983). More recent evidence on
signaling effects are studies by Bajaj and Vijh (1990), Christie (1994), Michaely, Thaler,
and Womack (1995), and Impson (1997).

4. Using data obtained from COMPUSTAT, t-tests were conducted between the means of
the responding and nonresponding regulated companies on five characteristics - total as-
sets, sales in millions of dollars, market value of equity, dividend payout, and dividend
yield. The same tests were conducted for the responding and nonresponding unregulated
companies. None of the t-tests was statistically significant at the 0.05 level. Therefore, the
responding companies were similar to those of the nonresponding companies on each of
these five characteristics. This evidence lessens the concern about potential non-response
bias. These findings are available from the authors upon request.

5. Bajaj and Vijh (1990) and Michaely, Thaler, and Womack (1995), for example, provide
recent evidence of positive (negative) announcements effects around dividend increases
(decreases).

6. Benartzi, Michaely, and Thaler (1997) find a strong past and concurrent link between
earnings and dividend changes. They are unable to find any evidence to support the view
that changes in dividends have information content about future earnings changes.

7. Dobson, Tawarangkoon, and Dufrene (1996) report that financial markets do not price
dividend consistency, except in the case of dividend resumptions. This result may be
counter-intuitive for financial managers because companies often devote resources to a sta-
ble dividend payment pattern over time.

8. Soter, Brigham, and Evanson (1996) provide an example of how the market may initially
misinterpret the rationale for a dividend change. FPL Group, the parent company of Florida
Power & Light Company, announced a 32 percent reduction in its quarterly dividend on
May 9, 1994, for strategic reasons, not problems in cash flow. The stock market’s initial re-
action to FPL’s announcement was negative, with an initial drop of about 20 percent in
value. After carefully reviewing the reasons for the reduction, analysts concluded that the
action was not a signal of financial distress. Instead, the dividend decrease was a strategic
decision designed by management to improve the company’s long-term financial flexibil-
ity and growth prospects. After the financial community adopted this view, FPL’s stock be-
gan to recover.
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