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Abstract

This paper seeks to investigate whether divideytheats possess significant information
content capable of causing changes in stock phicBlgerian stock exchange. Applying
the panel model of the Generalized Least Squar&jGegression which allows for the
influence of individual firm’s industrial characistics, this study has helped in
contributing to the basket of knowledge needed algbespecially from a developing
country like Nigeria. The findings indicate thatciges in dividend payment merely create
occasions for changes in stock prices. There sufftcient evidence to suggest that stock
price changes are caused by dividend payments. Howdhe study reveals that records of
dividend payments Granger cause stock prices amshtian runs from dividend payment
to stock prices.

Keywords: Causality; Stock Prices; Dividend Payments; Infation Content; Stock
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1. Introduction

Despite years of theoretical and empirical reseadchdend policy remains a source of
controversy especially with this aspect of dividgmddicy: the linkage between dividend
policy and stock price risk (Allen and Rachim, 1996he debate is ongoing and is a
growing controversy in the field of finance. Theegtion is the relevance of dividend
policy. The essential element of the dividend ratee theory is the fundamental teaching
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that investors find current dividends less riskgritfuture returns and will invest more,
boosting stock prices. Gordon (1959) and Lintneéd5@) believe stockholders prefer
current dividends and that this causes a posilaionship between dividends and market
value. To them, paying large dividends reduces asll thus influences stock price
(Gordon, 1959) and is a proxy for the future eagei(Baskin, 1989).

On the other hand, dtigliani and Miller (1958) demonstrated that, unthe assumptions
of perfect capital markets, rational behaviour amdo taxes, the value of a firm is
independent of the firm's financial decision. Inlader paper, however, Miller and
Modigliani (1961) expanded their work and suggestldt dividends may convey
information about future earnings if the managena¢atfirm follows a policy of dividend
stabilisation and use a change in the dividend piangde to signal a change in their views
about the firm's future profitability. Since thediyidend policy has been a puzzle in
corporate finance for several decades. Among numsenesearch subjects about dividend
policy, the most popular one is the relationshipMeen the dividend level and the share
price of a firm. Given this, the major objective this paper is to empirically test the
dividend signaling effect on stock prices in thg&fian economy.

The rest of the paper is designed as follows: 8ec® reviews the various dividend
theories. Section 3 reviews the empirical workprmavious writers. Secotion 4 states the
data and the sources and the model used for datgsanwhile section 5 discusses and
interprets the results of the data analysis. Las#gtion 6 is the conclusion.

2. Theor etical Framewor k

i. Dividend Irrelevancy Theory

Dividend irrelevancy theory asserts that a firmigakend policy has no effect on its market
value or its cost of capital. The theory of dividarrelevancy was perhaps most elegantly
argued by its chief proponents, Modigliani and Bftil(usually referred to as M&M) in
their seminar paper in 1961. They argued that dividpolicy is a “passive residual” which
is determined by a firm’s need for investment funflscording to M&M’s irrelevancy
theory, if therefore does not matter how a firmidiag its earnings between dividend
payments to shareholders and internal retentionthd M&M view the dividend decision
Is one over which managers need not agonies, ttgirfigd the optimal dividend policy,
because an optimal dividend policy does not exist.

ii. TheBird-In-The-Hand Theory
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The essence of the bird-in-the-hand theory of @érdlpolicy (advanced by John Litner in
1962 and Myron Gordon in 1963) is that shareholdezgisk-averse and prefer to receive
dividend payments rather than future capital gai®bareholders consider dividend
payments to be more certain than future capitalggaithus a “bird in the hand is worth
more than two in the bush”. Gordon contended thatpgayment of current dividends
“resolves investor uncertainty”. Investors haverefgrence for a certain level of income
now rather than the prospect of a higher, butdesg®in, income at some time in the future.
The key implication, as argued by Litner and Gordsrnthat because of the less risky
nature dividends, shareholders and investors wgtialint the firm’s dividend stream at a
lower rate of return, “r”, thus increasing the \ahf the firm’s shares.

According to the constant growth dividend valuat{@n Gordon’s growth) model, the
value of an ordinary share, &6 given by: S\ = D1/(r-g); where the constant dividend
growth rate is denoted by g, r is the investortpireed rate of return, and;Prepresents the
next dividend payments. Thus the lower r is intrefato the value of the dividend payment
D1, the greater the share’s value. In the investoew, according to Linter and Gordon, r,
the return from the dividend, is less risky thaa filnture growth rate g.

However, M&M argued against this and referred tastthe bird-in-the-hand fallacy. In
their irrelevancy model, M&M assume that the regdirate of return or cost of capital, r, is
independent of dividend policy. They maintain thatirm’s risk (which influences the
investor’s required rate of return, r) is a funotaf its investment and financing decisions,
not its dividend policy. M&M contend that investa@re indifferent between dividends and
capital gains — that is, they are indifferent betwe and g is the dividend valuation model.
The reason for this indifference, according to M&Blthat shareholders simply reinvest
their dividends in share of the same or similak aesmpanies.

iii. Dividend Signaling Theory

In practice, change in a firm’s dividend policy danobserved to have an effect on its share
price — an increase in dividend producing an ingrgpin share price and a reduction in
dividends producing a decrease in share price. Pphitern led many observers to
conclude, contrary to M&M’s model, that sharehofdelo indeed prefer dividends to
future capital gains. The change in dividend paymeno be interpreted as a signal to
shareholders and investors about the future easmrgspects of the firm. Generally a rise
in dividend payment is viewed as a positive sigoahveying positive information about a
firm’'s future earning prospects resulting in anr@ase in share price. Conversely a
reduction in dividend payment is viewed as negattgnal about future earnings
prospects, resulting in a decrease in share price.

iv. Dividend as a Residual
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This school of thought regards dividends as a wagigayment. It is believed that the
dividend pay-out is a function of its financing @&on. The investment opportunities
should be financed by retained earnings. Thus nateaccrual forms the first line of

financing growth and investment. If any surplusabak is left after meeting the financing
needs, such amount may be distributed to the sblaesis in the form of dividends. Thus,
dividend policy is in the nature of passive resldia case the firm has no investment
opportunities during a particular time period, tiddend pay-out should be 100%. A firm
may smooth out the fluctuations in the paymentividénds over a period of time. The
firm can establish dividend payments at a lev&ltdath the cumulative distribution over a
period of time corresponds to cumulative residuabis over the same period. This policy
smoothens out the fluctuations of dividend pay-dué to fluctuations in investment

opportunities.

3. Literature Review

The usefulness and the justification of the divitlgrolicy constitute one of the most
debated topics of the financial theory. Accordingtack (1976), “the harder we look at
the dividend picture, the more it seems like a fjzwith pieces that just don’t fit
together”. This is because empirical investigatione the relevance of dividend policy
have severally yielded mixed results. While theksmf Healy and Palepu, 1988; Kao and
Wu, 1994; Brooks, Charlton, and Hendershott, 1988al a significant impact of
dividend, the studies by others reveal little orewidence (DeAngelo, DeAngelo, and
Skinner, 1996; Benartzi, Michaely, and Thaler, 1)99vost empirical studies have
typically employed simple Ordinary Least Squares$Ptechniques to perform their
analyses. This can be undesirable as the use of reg®ssion techniques to test the
relationship between current dividend policy andife earnings leads to spurious results if
the time series of payout and earnings are norestal like many other economic time
series (Lee, 2010) — a reason for the use of d paodel in this work.

Asquith and Mullins (1983) find that the initiatiaf dividends has a significant positive
impact on the firm’s stock price. They interpreeithevidence as consistent with the
signalling hypothesis in that managers use dividgncdcommunicate private information
to investors, and investors react favourably. Ridban, Sefcik and Thompson (1986)
report similar evidence.

Bhattacharya (1979) and Miller and Rock (1985) ttgvea two-period model. Both of
their models conclude that it is unwise for badspexrt firms to commit high level
dividends, and only good-prospect firms can conimgh level dividends without hurting
long-term operations. Asymmetric information andnsiling hypotheses contain an
important implication - that is, unanticipated dienhd changes should be accompanied by
stock price changes in the same direction.

A good number of the findings of stock price reaes to dividend change as highlighted
above do support the signaling hypothesis - nantieéit, unanticipated dividend changes
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provide information about shifts in managementseasment of a firm’s future operational
prospects, and unanticipated dividend changescamganied by stock price changes in
the same direction. Since the investors do not ktievcurrent and future levels of

earnings, higher-than-anticipated earnings signaledigh dividends would lead to a

positive stock price increase.

In view of the foregoing, the purpose of this paenot only to investigate the link
between dividend payment and stock price, but asaetermine whether dividend
payments contain information capable of bringingudlsignificant changes in stock prices
in Nigeria. Adaptation of the panel model and Gen@ausality Test developed by
Granger, 1969 was employed for data analysis.

4. M ethodology
i. Data and Sample

This study draws data upon a sample of top thridir(8s listed on the Nigerian Stock
Exchange (NSE) from 1977 to 2009. Two variablesewa significant importance to
study. These are dividend per share (PR8d share prices (§PThe inclusion of the
lagged values of DR&s DP$g; leads to the use of three variables through ouptbeess.
As a result of the inability to obtain quarterlytalaf DP$ the work makes use of the
annual figures.

ii. Model Specification and Estimation

A noted by Lee, 2010, most empirical studies hayécally employed simple Ordinary
Least Squares (OLS) techniques to perform theityags. To overcome the limitations of
OLS, the Generalized Least Square (GLS) of the Ipaoelel which takes care of the
industrial characteristics and the Granger caystddts were used for the analysis. Two
particular analyses were performed to investigatesikistence of informational content in
dividend policy about stock price changes. Firdhis use of a panel model to establish
whether a significant link exists between shareqwxiand dividend payment. Next is the
test for causality in the bi-variate model by appdythe Granger-causality test. Granger
(1969) defined a variable as being causal for arothriable if inclusion of the lagged
values of the former helps to improve the forecas$the latter. If the dividend payment
contains information content about future earniags hypothesised by the dividend
signalling theory being the reason for changegacksprices, then the lagged dividend
values should granger-cause the firms stock prices.
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The explicit form of the model that can be estirdae:

Whereyis the dependent variable (pBnd x.;andf: are C- vectors of non-constant
regressors (DRSDPS;) and parameters for 1, 2 and 3 cross sectional units.

Cross-section weighted regression is appropriatéake care of residuals that are cross-section
heteroskedastic and contemporaneously correlat€his is derived as follows:

04T, ....0 .0
Q=E()=E 0 O%lT,........ 0 ETURTURTRTTIRTOT 2)
0., 0..... 0%IT

Thus, the model also employed the Granger caudalilyto ascertain whether dividend payments
have significant information content about charigestock prices. The test procedure as described by
Granger (1969) is illustrated as:
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5. Reaultsand Findings

The result of the GLS regression is shown in tdbl€he result indicates that for all the three daghp
firms, the current dividend payment is not statédty significant at 5% level of significance. Stoc
price of the only financial institution in the salmpexhibited a negative relationship with dividend
payment. This seems to be as a result of the natufenancial institutions generally. Financial
institutions must ensure a healthy liquidity pasitiand invest all investible funds so as to make
adequate profit. It appears from the result thatrésidual theory of dividend explains the reaswn f
the direction of influence exhibited by the finamainstitution. However the result shows that the
lagged values of dividend for all the three firnne statistically significant at 5% significant lév&he
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major implication of this is the information the gpaecord of dividend is capable of sending to
prospective investors. My findings seem to be tast with the assertion of previous writers that
when a firm stabilizes its dividends, investors kkely to view a change in the dividend rate as a
change in management’s view of the firm’s futurengays prospects. The change in dividend merely
creates the occasion for the price change, butitaotause. The stock price change is solely a
reflection of reassessment by investors of the '$irfature earnings and growth opportunities

(lyiegbuniwe, 1999).

Tables 2 to 4 present the results of the caus@s to establish the existence of informatiortemn

in dividend and the direction of the causality.alh) between dividend payment and stock prices, the
tests fail reject the null hypotheses. This implieat dividend payment does not cause significant
changes in stock prices in Nigeria stock marketweigr, between the lagged values of dividend
payment and stock prices, the tests reject thehyplbtheses. This suggests that past records divide
payment causes stock prices to change. The camisatis from dividend payment to stock prices.

Table 1. GLSRegression Result

Dependent Variable: SPT?

Method: GLS (Cross Section Weights)
Sample: 1978 2009

Included observations: 32

Number of cross-sections used: 3

Total panel (balanced) observations: 96
One-step weighting matrix

Variable Coefficient Std. Error t-Statistic ~ Prob.
_FM1--DPST_FM1 7.340429 3.837372 1.912879  0.0591
_FM2--DPST_ FM2 -2.118885 5.627930 -0.376495 0.7075
_FM3--DPST_ FM3 6.448480 5.022617 1.283889  0.2026
_ FM1--LAGDPST_ FM*% 13.95288 4.401895 3.169744  0.0021
_ FM2--LAGDPST_ FM2 20.27920 5.715662 3.548005 0.0006
_ FM3--LAGDPST_ FM3 15.50918 4.989760 3.108202  0.0025
Fixed Effects

__FM1—C 50.79997

__FM2—C 114.2944

_FM3—C 113.4412

Weighted Statistics

R-squared 0.820989 Mean dependent var  2070.327
Adjusted R-squared 0.804529 S.D. dependent va2538.270
S.E. of regression 1122.223 Sum squared resid .10E*08

Log likelihood -792.1101 F-statistic 49.87562
Durbin-Watson stat 1.240427 Prob(F-statistic) .000000

Unweighted Statistics
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R-squared 0.865197
Adjusted R-squared 0.852802
S.E. of regression 1122.223
Durbin-Watson stat 1.099771
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Mean dependent var  1951.260
S.D. dependent va2925.015
Sum squared resid .10E%08

* significant at 5%.

Table 2; Granger Causality Tests
FM1

Pairwise Granger Causality Tests
Sample: 1977 2009

Lags: 2
Null Hypothesis: Obs  F-Statistic Probability
SPT does not Granger Cause DPST 31 6.60338 48000
DPST does not Granger Cause  SPT 2.64099 EB090

LAGDPST does not Granger Cause SPT 30 6.51481 .00528

SPT does not Granger Cause LAGDPST 0.46233 58105

Table 3: Granger Causality Tests

FM2

Pairwise Granger Causality Tests

Sample: 1977 2009

Lags: 2
Null Hypothesis: Obs  F-Statistic Probability
SPT does not Granger Cause DPST 31 23.1432 7E-06
DPST does not Granger Cause SPT 0.11726 88982
LAGDPST does not Granger Cause SPT 30 22.0917 OE-@%6
SPT does not Granger Cause LAGDPST 0.61353 0%493
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Table 4: Granger Causality Tests
FM3

Pairwise Granger Causality Tests
Sample: 1977 2009

Lags: 2
Null Hypothesis: Obs  F-Statistic Probability
SPT does not Granger Cause DPST 31 6.97533 0310
DPST does not Granger Cause SPT 0.12483 0883
LAGDPST does not Granger Cause SPT 30 4.46907 .02101
SPT does not Granger Cause LAGDPST 1.35894 .27506
6. Conclusion

Summary of the above results is:

i. Contrary to the views of some previous writdrattsignificant coefficient would result when one
runs regression of stock price against dividendhwi pane model allowing the influence of cross
sectional weights, my findings show that divideagment is insignificant.

ii. The inclusion of the lagged values of dividelnelps to improve the forecasts of stock prices in
Nigeria. This supports the observation of stickyidknds by Lintner (1956), and satisfies the
assertion by Kalay (1980) of managerial reluctatoceut dividends as a necessary condition to the
existence of information content in dividend policy

iii. The findings suggest that dividends have digant information content about stock prices in
Nigeria.

Analyses from this study have therefore establistieat changes in dividend policy provide
statistically significant information content whiclan be used to make predictions about future stock
prices. The prerequisite of managerial reluctanceut dividends to the dividend signalling theasy i
also satisfied by these empirical findings. My fings support the dividend signalling theory or the
informational content of dividends hypothesis. Néweless, given the controversial nature of this
topic, results from this work do not automaticaifyean an end to dividend puzzle. Further research
work is encouraged in this area in Nigeria esphciaith quarterly data and more cross section
observations.
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