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Foreword 

In a recent edition of their celebrated textbook Principles ofCorporate Finance, 
Richard Brealey and Stewart Myers offer the following conclusion: 

We spent [considerable attention] on dividend policy without being able to 
resolve the dividend controversy. Many people believe dividends are good, 
others believe they are bad, and still others believe they are irrelevant. If 
pressed, we stand somewhere in the middle, but we can't be dogmatic about it. 

Indeed, there are few topics in financial economic research where theory 
meets practice so unsuccessfully as where efforts are made to explain how 
and why firms pay dividends to their stockholders. From the pioneering 
irrelevance propositions of Franco Modigliani and Merton Miller to the more 
recent work of Frank Easterbrook suggesting that dividends are paid in order 
to reduce agency costs, much has been written on the topic without producing 
anything close to a definitive conclusion. Perhaps Fisher Black, in his article 
"The Dividend Puzzle,'' said it best: "What should corporations do about 
dividend policy? We don't know." 

The essence of the dividend puzzle appears to be that there is no clear-cut 
formula that advises a corporation how to set its payout policy. Although certain 
stockholders might choose to receive most or all of the expected compensation 
from their investments packaged in the form sf periodic cash payments, many 
others would prefer to have the company reinvest those funds if it can do so 
more profitably than the investors' next best alternative. Further complicating 
this decision are such factors as the potentially unpredictable nature of the firm's 
future capital needs and shifts in the personal and corporate tax rates borne by 
the shareholders. To say the least, we have a very incomplete picture of the 
intellectual underpinnings of this basic-and seemingly innocuous-corporate 
decision. The good news is that every additional piece oftheoretical or empirical 
evidence pushes us a little closer to solving the puzzle. 

In this monograph, Professors James Wansley, William Lane, and Phillip 
Daves provide us with just such agentle shove. In particular, rather than tackling 
the entire dividend payout issue, they focus on the consequences of a company's 
decision to initiate dividend payments. Their empirical evidence supports two 
possible reasons for this phenomenon: (1) Some companies begin paying 
dividends only if they think they can sustain them in the future, which implies 
that investors might be able to infer something positive about a company's 
earnings prospects from the initiation. (2) Some companies initiate dividends 
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because of a general decline in investment opportunities; this category would 
include those maturing firms returning excess free cash flow to their stockhold- 
ers rather than misallocating it to substandard projects. 

Although neither of these findings can be considered pathbreaking, they 
are consistent with what we know from the existing literature about all dividend 
programs. For instance, agency theory holds that by reducing free cash flow 
through dividend payments, managers increase the possibility that they will 
have to raise additional investment capital in public markets, which would force 
a periodic external monitoring of their activities. On the other hand, signaling 
theory holds that managers privy to "inside" knowledge about the firm's earn- 
ings prospects can bridge the information gap with investors by committing to 
a stream of payments that, as tradition and previous research tell us, will be 
costly to reduce in the future. Thus, the authors' initial findings provide corrob- 
oration for what we already know about why firms pay dividends. 

Given this prior evidence, the more interesting question addressed in the 
monograph is: What can investors do with this new information about dividend 
initiations? It is in pursuing an answer to this question that the authors' most 
important contributions emerge. Specifically, Wansley, Lane, and Daves chron- 
icle how the market reacts when a company begins to pay dividends and how 
astute investors might profit from interfirm differences in these reactions. Their 
findings about this latter point are encouraging, although they must be inter- 
preted with a fair degree of caution. The trick, it seems, is being able to identify 
which non-dividend-paying companies are likely to begin payments in the near 
future. The authors' data offer considerable guidance in initiation idenacation 
(ego, concentrate on firms with decreasing growth rates and investment oppor- 
tunities), the process is hardly an exact science. 

This research has several appealing qualities. Chief among them is that it 
is written with the manager in mind, a point evident in the patience with which 
the authors summarize the existing academic literature in order to establish a 
context for their findings. In addition, the authors help us understand nuances 
in the role that dividend initiations play within larger dividend policy. Fially, 
Wansley, Lane, and Daves also provide a strong link between investment 
research and practice and, in the process, give investors some hope that markets 
are not completely efficient-ifthe proper analysis can be produced. For all of 
these reasons, the Research Foundation is pleased to have supported this work, 
and we recommend it to your attention. 

Keith C. Brown, CFA 
Research Director 

The Research Foundation of the 
Institute of Chartered Financial Analysts 



The effect of alternative corporate dividend policies on investors is not well 
understood. Successful firms exist that have never paid dividends, that pay 
dividends irregularly, and that have a long history of steady dividend payout. 
Some firms have paid dividends up to the point that they declared bankruptcy. 
Thus, success in a market sense does not appear to require a specific dividend 
policy, but this observation does not imply that dividend policy is irrelevant to 
the market. Changes in corporate dividend policy frequently have a substan- 
tial effect on the market value of the fim. 

Perhaps no change in dividend policy is less understood than the decision 
to begin paying dividends. Studies of the market's reaction to the announcement 
of an initial dividend report a statistically significant average increase in stock 
price of 3-4 percent. The authors of these analyses typically interpret their 
results in terms of either agency theory (incomplete contracting) or information 
signaling. The usual conclusion is that the announcement conveys to the market 
positive information about the future earnings and cash flows available to the 
firm's shareholders. 

In this monograph, we examine the implication sfor the investor of afirm's de- 
cision to begin paying dividends. Using both new and existing empirical studies, 
we explore the market effects of dividend initiation, fim-specific factors that may 
cause firms to initiate dividends, and the effects of those factors on investor re- 
turns. 

The monograph is directed toward the practicing financial analyst or port- 
folio manager. The reader is assumed to have a basic knowledge of corporate 
finance and some understanding of ernpiical methods in finance and econom- 
ics. Although not all the methodological details are covered, references to more 
technical details are included for the interested reader. 

A number of individuals assisted in the research process for this final 
product. We would like to thank faculty members of the Finance Department 
at the University of Tennessee for their careful reading of earlier drafts of the 
monograph. We are also most appreciative of financial support from the Re- 
search Foundation of the Institute of Chartered Financial Analysts. 

James W. Wansley, CFA 
Knoxuilke, Tennessee 

Phillip R. Daves 
Knoxville, Tennessee 

William R. Lane, CFA 
Baton Rouge, Louisiana 

Fall 1996 
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Initial Dividends and Implications 
for Investors 

When a company changes its dividend payment, the market value of the com- 
pany frequently changes substantially. Numerous studies have documented 
large positive announcement effects, on average, in response to dividend in- 
creases and even larger negative announcement effects for dividend decreas- 
es. ?*he announcement of an initial dividend marks a fundamental change in 
the company's dividend policy and thus represents more than an increase in 
the payout. 

Annual dividend increases are often expected for companies that regularly 
pay dividends, and dividend decreases most often result from prolonged financial 
distress. Dividend initiations, however, are likely to be a surprise. And because 
individual investors are likely to have preferences regarding the dividend policies 
of the companies in which they hold shares, the decision to initiate a dividend 
has special implications for the investor clientele of initiating companies. 

The nature of the information revealed to the market by the announcement 
of the initial dividend is not clear. The traditional residual view of dividends 
suggests that dividend policy depends on the company's investment opportuni- 
ties: Dividends are paid only after the company's investment opportunities have 
been evaluated and the resulting need for funds determined. In this interpreta- 
tion, a dividend initiation suggests that the company's set of investment oppor- 
tunities and its future growth potential have shrunk and that surplus funds are 
now available. If this interpretation is correct, then the market response to the 
dividend-initiation decision should be negative. 

On the other hand, recent evidence suggests a signaling motive behind 
dividend initiations and other dividend changes. In this interpretation, manage- 
ment uses increases in dividends, including initiation of a dividend, to suggest 
that future cash flows will be greater than previously anticipated. Although the 
cash dividend signal is expensive, it is credible. Asquith and Mullins (1986) 
express the credibility of dividend signals succinctly: 

Critics of signding through dividends raise a simple question. In view of the 
tax burden and other costs associated with dividends, aren't there equally 
effective, less costly ways to convey information? There are reasons for the 

OThe Research Foundation of the ICFA 1 
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efficacy of dividends as signals. Dividend announcements are backed by hard, 
cold cash. The company must generate this cash internally or convince the 
capital markets to supply it. 
An extensive body of literature addresses changes in stock price in re- 

sponse to announcements of changes in dividends. Aharony and Swary (19801, 
Asquith m d  Mullins (19831, Eades, Hess, and Kim (19851, Kane, Lee, and 
Marcus (1984), Pettit (6972), and Wansley, Sirmans, Shilling, and Lee (1991), 
among others, document similar dividend-announcement effects. 

The empirical evidence on the market impact of the dividend-initiation 
announcement shows that the average response is signi6cantly positive. 
Asquith and Munins (1983), for example, found an excess return of approxi- 
mately 4 percent on the two days surrounding a company's announcement of 
its intention to initiate dividends. 

This market effect is, sf course, the average effect on the companies 
announcing the dividend initiation. Considerable cross-sectional variation exists 
in the magnitude of the dividend-initiation effect. Despite the positive average 
market effect of a dividend initiation, almost one-third sf the companies in 
Asquith and Mullins's sample lost value around the time of announcement of a 
dividend initiation. Asquith and Mullins reported that the two-day excess re- 
turns around the announcement date of the dividend initiation in their study 
ranged £rom -18 percent to as large as 30 percent. We found similar results in 
our sample of dividend initiations from 1972 through 1988. The average market- 
adjusted effect extended from a minimum of -26.1 percent to a maximum of 78.6 
percent. Thus, the evidence suggests that the decision to initiate dividends has 
different market implications for different companies. Some companies appear 
to benefit by an increased share price; others s d e r  a price reduction. 

The purpose of this monograph is to address the implications for investors 
of a company's decision to begin paying dividends. We examine the market 
effects of dividend initiation, consider several company-specific factors that may 
cause companies to initiate dividends, and look into the effects of those factors 
on investor returns. 

The monograph addresses several related questions. First, what are the 
market effects of dividend initiations? Second, considering financial and market 
characteristics, can distinct groupings or clusters of companies that initiate 
dividends be identified? Third, if these distinct clusters of companies exist, do 
they offer significantly different levels of return to investors? 

The material is organized as follows. The first section discusses prior 
evidence on dividend initiations. The next section describes the data used in 
this study and previews the market effects of dividend initiations. This section 
also presents the results of a cluster analysis of dividend-initiating companies 

2 @'The Research Foundation of the ICFA 
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based on company financial and market characteristics. This analysis is followed 
by application of a logistic regression model to determine company attributes 
that lead to the decision to initiate dividends. The monograph then turns to an 
analysis of alternative portfolio strategies designed to take advantage of the 
findings about market responses to dividend-initiation announcements and the 
characteristics of dividend-initiating companies. The final section summarizes 
the findings. 

Prior Evidence an Dividend Initiations 
The meager empirical literature on dividend initiation consists primarily of 
event studies (and variants of event studies) of the reaction of stock prices to 
a dividend announcement. Although we start this section with the dividend 
controversy in general terms, our intent is not to provide a complete survey 
of the dividend literature. For that, we refer the reader to the extensive reviews 
by Ang (1987) and Allen and Michaely (1994). Instead, in this section, we 
provide some background on the likely market effects of dividend initiations 
and consider the suggested bases for such reactions. 

The Dividend Controversy. The effect of dividend policy on share price 
is a controversial topic among academics, analysts, and portfolio managers. 
Early studies established the intuitive argument that information revealed by 
changes in dividends should be associated with changes in operating earnings 
and cash flows. Lintner (1956), in a survey of managers of dividend-paying 
companies, found evidence linking dividends to past earnings trends. Fama and 
Babiak (1968) supported Lintner's survey by finding that dividends are a func- 
tion of lagged earnings. 

Miller and Modigliani (1961) were among the first to analyze rigorously the 
impact of dividend policy on company value. They showed that, under certain 
restrictions, the value of the company is independent of its dividend policy. 
Miller and Modigliani, although arguing that dividend policy should be irrele- 
vant to shareholders in pedectly efficient capital markets, were also aware that 
the market is not indifferent to dividends, and they accepted that a dividend 
announcement can reveal management's expectations about future earnings 
and cash flows. They recognized that the market would respond to changes in 
dividends if the assumption that all market participants, including corporate 
insiders, have equal and costless access to information were relaxed. They 
referred to this phenomenon as the "informational content of dividends": 

That is, where a company has adopted a policy of dividend stabilization with a 
long established and generally appreciated "target payout ratio," investors are 
likely to (and have good reason to) interpret a change in the dividend rate as 
a change in management's views of future profit prospects for the company. 

OThe Research Foundation of the ICFA 3 
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The dividend change, in other words, provides the occasion for the price 
change though not its cause, the price still being sole$ a reflection of future 
earnings and growth opportunities. 

Signaling Information with Dividends. Miller and Rock (1985) extend- 
ed earlier models by explicitly recognizing the signaling potential of announce- 
ments of dividend changes ("the informational content of dividends"). Their 
model can be separated into two components. One is the dollar-for-dollar effect 
of the dividend surprise itself. The other effect relates to the persistence in 
earnings. The dividend announcement serves to provide the missing piece of 
the sources-equal-uses constraint that the market needs to establish the compa- 
ny's current earnings. That earnings figure is used by the market as the basis 
for estimating future earnings. Thus, the importance of the dividend signal is the 
additional information it provides, which allows analysts to improve their esti- 
mates of future earnings. It is earnings that are important, not dividends per se. 

In contrast, Born, Moser, and Officer (1988) examined growth in earnings 
per share subsequent to dividend changes and failed to support dividend 
signaling. Shen (1994) found that, on average, security analysts revise their 
earnings forecasts significantly upward in the month of an initial dividend 
announcement. This finding is consistent with the more general positive 
association between dividend increases and changes in analysts' forecasts 
reported by Ofer and Siegel(1987). More than half of the companies in Shen's 
study, however, exhibited no change in average earnings forecasts in the 
month of the announcement. Thus, in the majority of his cases, the initial 
dividend announcement was not interpreted as new information about the 
level of future earnings. 

Agency Models of Dividends. Jensen and Meckling (1976) are general- 
ly credited with incorporating agency theory into modem finance.' Agency 
models approach dividends as a means of creating and resolving conflicts of 
interest between shareholders and other parties contracting with the company. 
Consequently, the implications for changes in the characteristics of the compa- 
ny are broader than those associated with signaling theories and earnings 
information models. 

Agency theory as framed by Easterbrook (1984) and Jensen (1986) views 
dividends as a means of reducing conflict between shareholders and managers 
by reducing the cash flow at management's discretion ("free cash flow"). h g  
and Litzenberger (1989) tested this implied association and found support for 
the fi-ee cash flow hypothesis. 

l~ensen and MecMing (1976) is abstracted as a classic study in investment theory on pp. 
4-7 in the 1996 issue of The CFA Digest. 

4 O n e  Research Foundation of the ICFA 
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Empirical analyses based on agency theory also frequently consider insider 
ownership. Rozeff (1982) reported dividend payout to be negatively correlated 
with past sales growth, systematic risk (beta), and insider ownership and to be 
positively correlated with number of shareholders. Born (1988) found the stock 
price reaction to the announcement of an initial dividend to be positively 
correlated with insider ownership. 

Although the meaning of "insider ownership" is clear in Jensen and 
Meckling's theory, its measurement is not. A wide variety of related measures 
have appeared, but no "correct" measure has been forthcoming. Thus, the 
interpretation of the preceding correlations is unclear. 

Market Effects of- Dividend Initiations. Asquith and Mullins (1983) 
were the first to examine the market effects of dividend initiations. They found 
that companies initiating dividends experience large positive excess returns 
and that these returns are generally larger than those of companies that 
increase existing dividends. Asquith and Mullins reported the average excess 
return for the 160 companies in their sample to be 3.7 percent during the two 
days surrounding the announcement day. 

Beginning with Asquith and Mullins, researchers have attempted, usually 
based on either signaling or agency theory, to relate the market reaction to 
various characteristics of companies making the announcement. Asquith and 
Mullins reported that the large positive excess returns around the announce- 
ment of the dividend-initiation decision do not depend on other events, such 
as earnings announcements, and that the size of the excess return is positively 
related to the size of the initial payment. 

Healy and Palepu (1988, 1989) and Venkatesh (1989) examined the 
relationship between initial dividends and subsequent earnings announce- 
ments. Healy and Palepu found that companies that initiate dividends have 
positive earnings surprises in the year before and the three years after the 
dividend initiation. Venkatesh found that the volatility of daily returns decreas- 
es after a dividend initiation and that most of the decrease is attributable to a 
decrease in company-specific risk. Thus, investors and analysts could be using 
the dividend-initiation decision as management's signal of higher, or less 
risky, future cash flows. 

Both Venkatesh and Healy and Palepu show that the informational content 
of quarterly earnings announcements is smaller after the introduction of cash 
dividends. Thus, dividend announcements appear to be at least a partial substi- 
tute for the information about the company previously revealed in earnings 
announcements. 

OThe Research Foundation of the ICFA 
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Recently, Michaely, Thaler, and Womack (1995) examined market reac- 
tions to dividend initiations and omissions by exploring both the immediate 
price effects around the announcement and the long-term postannouncement 
price performance. They tested whether the effects of dividend-initiation and 
dividend-omission announcements represent an overreaction or a gradual 
drift toward a new, higher price level. They found that prices of dividend- 
initiating companies continue to rise for at least 36 months following the 
original announcement. The three-year excess return they found was more 
than 24 percent. The authors then developed a trading strategy based on a 
long position in dividend-initiating companies and a short position in the CRSP 
(Center for Research in Security Prices) equal-weighted index. This portfolio, 
with zero net investment, had an average return of 9.7 percent for 1964 
through 1988, and the returns were positive in 22 of the 25 years. 

Market Performance of Dlvldend Initiatars 
This monograph reports new evidence on the market effects of dividend 
initiations, with particular emphasis on the cross-sectional variation in the 
announcement ef€ects. The results are based on more than 1,000 companies 
that traded on the New York Stock Exchange (NYSE), the American Stock 
Exchange (Arnex), or the over-the-counter ( O K )  markets and that 
announced their first cash dividend between 1972 and 1988. In order to be 
included in the sample, the company also had to be included in the CRSP daily 
returns and master files and the dividend initiation had to be listed in Moody's 
Dividend Record as the first cash dividend. 

Figure 1 shows the distribution of dividend initiations by year. Dividend 
initiations peaked during the 1970s, declined during the early 1 9 8 0 ~ ~  and rose 
again in the late 1980s. The greatest number of initiations, 133, occurred in 1975, 
and the least, 16, occurred in 1983. 

The market performance of dividend-initiating companies during the two 
years surrounding the dividend initiation is illustrated in Figure 2. Returns 
plotted in Figure 2 are cumulative mean-adjusted returns: Each company's 
mean return was determined from Trading Day -250 through Trading Day 
+250 relative to the dividend announcement. Throughout this section, excess 
returns are defined on the basis of a market model in which the parameters 
of the model are estimated from Day -250 to Day -60, relative to the 
announcement day. We excluded the 10-day window before the announce- 
ment from the estimation period in order to limit exposure of the returns to 
information leaks prior to the announcement. Details of the estimation 
procedure are in Brown and Warner (1985). 

6 OThe Research Foundation of the ICFA 
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Figure 1. Distribution of Initial Divldend Anlaowncements by Year of 
Initiation, Z972-88 

Year 

The pattern of excess returns is very Merent for NYSE- or Amex-traded 
companies from the pattern for companies that trade OK.' NYSE/Amex 
companies experienced excess returns of 3.6 percent during the 245 trading 
days ending 5 days prior to the announcement. Although returns for these 
companies were positive during the days surrounding the announcement, the 
cumulative excess returns declined 3.4 percent following the announcement, 
offsetting the earlier run-up. The OTC companies performed much better, both 
before the initial dividend announcement and following the announcement. For 
the 245 trading days ending 5 days prior to the announcement, the cumulative 
mean-adjusted returns totaled 19.3 percent; the returns exceeded 40 percent 
during the remaining 255 trading days. 

Market effects immediately surrounding the initial dividend announcement 

A company was included as a NYSE/Amex company if it last traded on the WSE or 
Amex and was included as an OTC company if it last traded on the OTC as indicated on the 
CRSP combined IWSE/Arnex/O'FC file. 

@The Research Foundation of the ICFA 7 
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Figure 2. Market Pe~ormance of Dividend-Initiating Firms for Two 
Years Surrounding Dividend initiation 

-0.05 I I I I I I I I 

-250 -200 -150 -100 -50 0 50 100 150 200 250 

Trading Day Relative to Dividend Initiation 

are very similar for NYSE/Amex and OTC companies. Table 1 displays the mar- 
ket effects of the announcements and their significance levels. NYSE/Amex 
companies earned an excess return of 3.2 percent, and OTC companies earned 
3.3 percent, during the three-day interval surrounding the announcement. The 
z-statistics test the null hypothesis that the daily excess return equals zero. Aval- 
ue for the z-statistic larger than 2.0 suggests that the excess return for that day 
is statistically different from zero. All of the z-statistics during the three-day in- 
terval sun-ounding the dividend announcement are highly significant, and the 
signiticantz-statistics prior to the announcement suggest some anticipation. The 
columns headed "Percent Positive" indicate the percentage of daily residuals 
that are positive. With few exceptions, including the dividend announcement 
and the following day, approximately 50 percent of the daily prediction errors are 
positive and 50 percent are negative. Figure 3 depicts a bar graph of the daily ex- 
cess returns during 41 days surrounding the announcement. 

Although the average response to the dividend announcement is highly 

8 @The Research Foundation of the ICFA 
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Table 1. Daily Abnormal Returns for Dividend-Initiating Firms, 
1972-88 

NYSE/Arnex Sample OTC Sample 
(n = 414) (n = 663) 

Day Relative to Average Average 
Announcement Abnormal Percent Abnormal Percent 
Day Return (%) z-Statistic Positive Return (lb) z-Statistic Positive 

-20 0.131 0.531 48.3 0.167 1.497 46.9 
-10 -0.001 -0.354 47.8 0.163 1.464 45.3'. 
-5 0.189 1.158 49.0 0.097 1.306 46.6 
-4 0.341 2.289 51.5 -0.030 1.221 45.5" 
-3 0.034 0.449 47.3 0.052 1.986 46.9 
-2 0.079 0.734 48.8 0.538 4.905 51.6 
-1 0.593 3.370 50.0 0.661 7.222 52.7 
0 1.430 8.450 58.7"' 1.453 15.514 55.7"' 

+I 1.203 6.705 56.3"' 1.184 11.859 54.3" 
c2 0.269 1.058 50.7 0.538 4.905 51.6 
+3 0.060 0.135 49.8 0.186 2.590 48.8 
+4 -0.105 -0.125 41.8'" 0.341 3.750 50.2 
+5 0.073 0.889 49.0 0.381 3.881 50.6 

+ 10 -0.139 -0.521 48.8 -0.020 0.268 44.5" 
+20 -0.246 -1.182 44.4" -0.033 -0.176 46.1 

* 
Significantly different from 50 percent at the 5 percent level (one-tailed test). 

* * *  
Significantly diierent from 50 percent at the 1 percent level (one-tailed test). 

significant, the Percent Positive column in Table 1 indicates that fewer than 60 
percent of the companies experience positive excess returns on any of the days 
immediately surrounding the dividend announcement. If the initial dividend de- 
cision conveys information about likely future prospects for earnings or market 
performance, clearly the signal differs among companies. Table 2 shows the 
distribution of the cumulative abnormal (or excess) returns (CARS) for a nar- 
row window of 3 days surrounding the announcement and for a wider window 
of 41 days surrounding the announcement. The CAR-,,,, percentages ranged 
from 89 percent to -29 percent; the C&,,+,, percentages ranged from 125 per- 
cent to -110 percent. 

Announcement Effects by Industry. The differences in market reac- 
tion to a dividend initiation could be related to the company's industry. Industry 
is often associated with a company's investment opportunities and thus might in- 
fluence the market effects of a dividend announcement. To address this possi- 
bility, we segregated the sample by industry (grouped by Standard Industrial 
Classification, SIC); Table 3 shows the results for the 3-day and 41-day intervals 
for 16 industries. 
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Table 2. Frequency Distributions of Dividend Announcement EWectc 

C K 1 , + 1  CM20,+20 
CAR > 0.50 1 24 

0.40 < CAR 5 0.50 2 3 1 
0.30 <. CAR 1 0.40 10 52 
0.20 < CAR < 0.30 27 113 
0.10 < CAR 5 0.20 92 171 

0 5 CAR50.10 564 234 
-0.10 S CAR < 0 365 214 
-0.20 5 CAR < -0.10 14 12 1 
-0.30 1 CAR < -0.20 2 70 
-0.40 2 CAR < -0.30 0 31 
-0.50 2 CAR < -0.40 0 9 

CAR < -0.50 0 7 - - 
Total 1,077 1,077 

Note: CAR1,+l is the cumulative abnormal return from Day -1 to Day il, and CAR20,+Z0 is the 
cumulative abnormal return during the 41 trading days around the dividend announcement 

In general, we found that the announcement effects do not depend on the 
specgc industry. Only two industries (lumber/wood products/furniture and 
wholesale goods) have 3-day announcement returns that dif€er signscantly 
£rom the population mean, and only two industries (agriculture/mining and 
m ~ t o r  vehicles) have 41-day announcement effects that differ from the popula- 
tion mean. No industry-level 3-day effect is less than zero, although the agricul- 
ture/mining industry has a negative 41-day announcement effect. 

Types of Initial Dividends. Brickley (1983) suggests that specially des- 
ignated dividend (SDD) announcements, such as year-end dividends or extra, 
special, or final dividends, have different announcement effects from those of 
regular, unlabeled dividend announcements. This argument is based on the 
hypothesis that dividend changes convey infomation. Because most compa- 
nies that increase their regular quarterly dividends do so only if confident of 
maintaining future dividends at the increased level, a regular dividend increase 
can be considered a positive market signal about future cash flows. Because 
SDDs do not imply permanence, they may impart less information to the market 
about expected future earnings than regular dividends import. 

Brickley's results support the notion that management uses the labeling of 
dividends to convey information to the market about future dividends and 
earnings. He found that, as a group, companies with regular dividend increases 
have statistically larger earnings changes in the fiscal year following the divi- 
dend announcement than companies declaring SDDs. 

J a y a m a n  and Sbastri (1988) proposed that the positive market response 
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to SDDs may result from wealth transfers from bondholders. Their tests found 
no significant impact on the bonds of companies announcing these dividends, 
however, from which they concluded that SDDs are positive signals to the 
market. The authors also found that the magnitude of the signal diminishes with 
the number of SDDs announced by a given company. 

The effects of dividend-initiation announcements by type of dividend are 
presented in Table 4. Of the entire sample, 448 observations did not have 
information in the CRSP files on the type of the initial dividend. Of the types 
specified, a quarterly dividend initiation, with 369 observations, was the most 
popular. The sample contained 103 SDDs, with 19 labeled as year-end or final 
and 84 identified as extra or special. 

Unlike Brickley, we found no significant differences in the effects of initial 

Table 3. Dividend Announcement Effects by Industry 
Number of 
Announce- 

Industry SIC Group ments CAR,.+, CAR,,,,,,, 
Agriculture/mining 0100-0900,1000-1299,1400 20 2.71 -3.53" 
Oil/gas/utilities/ 130&1399,2901-2999,4801- 

communications 4999 88 2.00 3.11 
Construction 500-1700 23 2.39 -0.29 
Food and kindred products 2000 34 3.84 10.90 
Textiles/apparel 220&2300 24 2.29 7.60 
Lumber/wood products/ 

furniture 2400-2500 23 0.58" 8.07 
Paper/printing/publishing 2600-2700 28 5.80 0.55 
Chemicals/drugs 2800 40 2.40 0.60 
Rubber/leather/stone 

products 300&3200 25 2.93 0.82 
Metal/machine products 3300-3500 123 3.10 3.59 
Electrical equipment 3600 88 4.40 5.38 
Motor vehicles/parts/ 

instruments/ 
miscellaneous 
manufacturing 3700-3900 102 3.77 9.71" 

Transportation/pipeline 4000-4700 32 4.21 5.58 
Wholesale (durables and 

nondurables) 5000-5100 48 5.58" 5.66 
Retail 5200-5900 103 3.67 3.36 
Services 7000-8900 - 134 3.28 4.43 

Entire sample 935 3.41 4.59 

Note: Table includes all companies with SIC codes listed on CRSP; missing or zero SIC codes 
were deleted. 
** 

Significantly different from the population mean minus the observations in that SIC at the 5 
percent level. 
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Table 4. Dividend-Initiation Announcement Effects by Qpe of 
Annauncement 

Intervals 
Type of Announcement Sample Size CARl,o cm1,+1 cAR20,-120 cm5,+5 

Frequency unspecified 448 2.24 3.47 5.48 4.90 
Quarterly 369 1.90 3.04 4.51 4.53 
Semiannual 97 1.31 2.60 2.36 4.17 
Annual 60 1.35 2.36 3.55 3.34 
Year-end, final 19 3.79 4.55 3.86 5.18 
Extra, special 84 1.72 3.47 2.57 4.48 

dividend announcements based on the type of initial dividend. Based on our 
findings, specially designated initial dividends convey the same level of infor- 
mation to market participants as quarterly or other dividends. Note, however, 
that Brickley did not examine initial dividends. 

Common Factors in Dividend Initiations. Table 2 showed that not all 
dividend initiations are greeted with enthusiasm by the market, which is not 
surprising considering that companies may initiate dividends for various rea- 
sons. Finance theory suggests that some companies may use the dividend 
initiation as a signal to investors of higher future earnings; other companies may 
initiate dividends based on an erosion of the company's investment opportunity 
set. These two scenarios have different implications for potential investors and 
suggest that different reasons for companies initiating dividends may rise from 
different financial characteristics of companies. Investors may be particularly 
interested in the financial characteristics of companies that initiate a dividend 
and have a large positive market response associated with the dividend decision. 

One way to distinguish among the different motives for initiating dividends 
is through cluster analysis. Cluster analysis is used to form groups of similar 
characteristics. An advantage of cluster analysis in this context over such 
approaches as regression analysis is that cluster analysis does not require a 
linear mapping of company characteristics onto the clusters. In applying cluster 
analysis, the data are first standardized to zero mean and unit variance. Homo- 
geneous groups are fonned by minimizing the sum of the squared distances 
between centroids of each group.3 

3The number of clusters that result from applying the clustering algorithm depends on 
the choice of parameters. We used the FASTCLUS procedure from the SAS Institute, with the 
maximum number of clusters set at 10, the maximum iterations set at 30, and clusters with 
fewer than five members deleted. For details on cluster analysis, see the SAS User's Guide: 
Statistics and Anderson (1973). 

@The Research Foundation of the ICFA 13 



Initial Dividends and Implicatio~sfor Investors 

In our study, we separated clusters of dividend-initiating companies on 
the basis of financial and market characteristics and on the basis of market 
response to the dividend announcement so that within-group differences 
would be relatively small compared with among-group differences. Thus, 
companies within a cluster are relatively homogeneous and companies in 
different clusters are relatively heterogeneous, at least with respect to the 
clustering variables. The appendix details the financial dimensions captured 
by the financial variables we used in the cluster analysis. The table in the 
appendix spells out the acronyms and contains the definitions of the variables. 
We selected these variables because they are dimensions commonly used to 
describe the state of a company in financial analysis and because prior 
empirical or theoretical studies have reported them to be associated with the 
dividend decision. 

The variables represent eight dimensions of a company: liquidity, valuation, 
investment opportunities, size, profitability, leverage, growth, and activity (asset 
utilization). The measures of liquidity, profitability, leverage, and activity are 
those typically used in financial analyses to evaluate a company and are similar 
to those reported by most investment and credit services. Variables represent- 
ing valuation, investment opportunities, and growth are based on measures 
suggested by Smith and Watts (1992), among others, as underlying managerial 
decisions. Size is included as a control variable. Size has been shown to proxy 
for several concepts, including access to capital markets and the degree sf 
information known about the company. 

The assignment of these variables to particular categories should not be 
thought of as absolute. The variable CBD rVIV (book value of equity divided by 
market value of equity), for example, could be considered a measure of either 
valuation or investment opportunities. The variable EV (market value of equity 
divided by market value sf the company) is a leverage ratio as much as it is a 
measure of valuation. The categorization presented here is merely designed to 
facilitate interpretation of the analyses. 

Exhibit 1 summarizes the distinguishing features of the clusters and the 
market response to each cluster's ainouncement of dividend initiation. Keep in 
mind that the interpretation of clusters is not always straightfornard. Compa- 
nies in Cluster 1 and Cluster 3 have low profitability, low cash Bows, and low 
valuation measures. These companies (especidly those in Cluster 1) use finan- 
cial leverage to a greater extent than do companies in Cluster 2 and Cluster 4. 
Cluster 1 companies are also characterized by higher long-term investment than 
companies in Clusters 2 and 4, whereas the latter clusters' companies have 
higher profitability and cash flow and higher relative valuation (higher equity- 
to-value measures and lower book-to-market ratios). 
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Exhibit 1. Summaay of Distinguishing Cluster Gharaderistics 

Cluster B These companies had the second highest dividend-announcement effects; the 
effects were significantly larger than those in Clusters 2 or 4. Profitability and 
cash flow measures were consistently lower for companies in Cluster 1 than for 
companies in Clusters 2 or 4; leverage was consistently higher than in Clusters 
2 and 4; market-to-book measures were lower. No consistent dierences existed 
between Cluster 1 and Clusters 2 and 4 in liquidity, growth, or activity measures. 
Cluster 1 companies were among the highest in long-term investment. 

Cluster 2 This group of companies had the lowest mean dividend-announcement effects. 
The equity-to-value ratios (EVs) of companies in this group were the second 
highest, and their book-to market ratios were the lowest. These companies were 
among the smallest in the study, and their profit and cash flow measures were 
among the highest. They also had the lowest debt ratios. 

Cluster 3 These companies had the highest, at 5.6 percent, dividend-announcement effects. 
The companies in this group resembled the companies in Cluster 1 in that their 
profitability and cash flow ratios were low and their leverage measures were 
significantly above those in Clusters 2 and 4. They also shared relatively lower 
market valuations; that is, their EVs were low and their book-to-market ratios 
were high. They had the greatest level of sales relative to assets. They also 
exhibited the lowest liquidity and lowest growth rates. 

Cluster 4 These companies had the next-t-tdowest mean dividend-announcement effects 
and the lowest median announcement effects. Only 28 companies fell into this 
cluster. Similarly to those in Cluster 2, the companies in Cluster 4 had high 
profitability and cash flow measures and modest leverage. Companies in this 
cluster were the second largest in terms of total assets. Their pattern of capital 
expenditures relative to total assets was consistent with companies without 
investment opportunities. Their EVs were high and their market-tcbook ratios 
were low. 

The results of the cluster analysis indicate that the market response to a 
dividend initiation is associated with the announcing company's financial 
characteristics. The mean and median values for the financial and market 
variables, identified by their acronyms, are shown in Table 5, together with 
the market response during the 3-day period surrounding Lhe announcement 
and the market response during the 20-day period leading up to the an- 
nouncement. Of particular interest to investors are the results for Cluster 1 
and Cluster 3, which contain the companies with the largest announcement 
effects. The mean three-day excess returns for companies in Clusters 1 and 
3 were 4 percent and 5.6 percent, respectively. The announcement effects for 
Cluster 2 and Cluster 4 were less than one-half the size oh the effects for 
Clusters 1 and 3. Furthennore, the three-day excess return for Cluster 3 (5.6 
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percent) is significantly larger than the excess return for Clusters 2 and 4 at 
the 1 percent level of significance, and the three-day excess return for Cluster 
1 (4.0 percent) is significantly larger, at the 5 percent level of significance, 
than the excess return for Cluster 2. Thus, investors who are searching 
among non-dividend-paying stocks for likely candidates to initiate cash 
dividends might be well advised to focus on companies with the financial 
characteristics observed in Cluster I and Cluster 3. 

One interpretation of the cluster descriptions given in Exhibit 1 and the 
results shown in Table 5 is that Cluster 1 and Cluster 3 contain undervalued 
companies that are signaling bright future prospects with their initial divi- 
dends whereas Cluster 2 and Cluster 4 contain companies with high profit- 
ability and cash flows but without substantial prospects for capital investment. 
Thus, the dividend decision for companies in Clusters 2 and 4 may signal to 
investors a maturation or reduction in future growth prospects. 

Table 5. Mean and Median Values of Financial and Market Variables 
by Cluster 

Mean (Median) Values 

Cluster 1 Cluster 2 Cluster 3 Cluster 4 
Variable (N = 67) (N = 225) (N = 221) (N = 28) 

CDTCA 0.291 (0.233) 0.297 (0.260) 0.124(0.082) 0.426 (0.433) 
EV 0.245 (0.226) 0.679 (0.670) 0.340t0.349) 0.687 (0.688) 
10s 6.296 (4.600) 1.320 (1.198) 4.517(3.736) 1.501 (1.111) 
NPETA 0.629 (0.632) 0.287 (0.238) 0.260(0.231) 0.645(0.691) 
CEDTA 0.156 (0.119) 0.087 (0.062) 0.054(0.042) 0.212(0.187) 
NPDD 17.338 (10.384) 8.035 (7.436) 7.787(7.291) 13.163(9.703) 
TA 4.702 (4.423) 3.417 (3.335) 3.416(3.329) 3.943(4.115) 
NIDTA 0.041 (0.034) 0.109 (0.102) 0.054 (0.054) 0.135(0.114) 
NIDSA 0.054 (0.046) 0.084 (0.075) 0.028 (0.029) 0.332(0.328) 
CFDSA 0.148 (0.106) 0.185 (0.159) 0.064(0.062) 0.754(0.688) 
LTDMVE 2.863 (2.125) 0.187 (0.103) 0.823 (0.574) 0.228(0.150) 
LTDTE 2.029 (1.720) 0.294 (8.170) 0.427(0.372) 0.297(0.236) 
CBDMV 1.706 (1.206) 0.746 (0.650) 2.074(1.874) 0.936(0.542) 
AGROW 0.504 (0.346) 0.668 (0.453) 0.205 (0.170) 0.815(0.509) 
SADTA 1.023 (0.874) 1.434 (1.355) 2.213(1.913) 0.413(0.375) 

CAR20,-2 0.062 (0.033) 0.001 (-0.011) 0.022 (0.016) -0.041 (-0.024) 

-, - 
Note: Companies in the cluster analysis included all companies in Standard and Poor's 
Corporation's Cornpustat annual industrial or research files with available data on the cluster 
variables. 
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Financial Characteristics of the Dividend-Initiating 
Company 
We have demonstrated that the average market reaction to the announce- 
ment of an initial dividend is substantial. In all cited studies, however, roughly 
one-third of the market price reactions are substantially negative. These non- 
positive responses are not easily explained by existing dividend theories. 

The lack of a homogeneous response to announcements of initial dividends 
suggests that the market may be able to anticipate announcements to some 
extent. One likely basis for anticipation of an initial dividend by the market is 
the existence of a discernible profile or set of company characteristics associat- 
ed with the decision to begin paying dividends. The market's reaction to an 
initial dividend, then, would depend on differences in timing and magnitude 
between the anticipated dividend and its announcement and the actual dividend 
and its announcement. The dividend announcement and the profile would serve 
as corroborative evidence of the company's true status. Dividends initiated 
outside the profile might not be viewed favorably by stockholders. 

Existing models of the firm predict that changes in a company's profile 
should precede an initial dividend. In life-cycle models, for example, a company 
in the development and growth stages has growth prospects but limited access 
to the capital markets. If the company is to exploit its investment opportunities, 
its resources are too scarce to pennit internally generated cash to be paid out 
to shareholders. Only in later, more mature stages does the company have the 
necessary internal cash flows, liquidity, and access to capital markets to declare 
a dividend. Thus, changes in the company's financial characteristics, particular- 
ly those associated with maturing investment and financing opportunities, 
should be visible before the initiation of dividend payments. 

Similarly, in models that link the dividend decision generally to manage- 
ment's expectations of future operating cash flows, managers declare a dividend 
when they expect future cash flows to be high enough and stable enough to s u p  
port the payout. If the conditions that changed management's expectations of fu- 
ture cash flows also alter the company's reported financial characteristics, then 
such changes should be observable before the initiation of dividend payments. 

In the following analysis, the financial characteristics of dividend-initiating 
companies are examined over time to determine whether some observable 
development in a company led to its decision to begin cash payouts to 
shareholders. The investigation is restricted to company characteristics of the 
type commonly used in financial analysis and excludes characteristics that are 
exogenous (such as the number of institutions investing in the company) and 
those that reflect the personal preferences of the managers (specifically, the 

OThe Research Foundation of the ICFA 17 



Iazitial Dividends and Implicationsfor investors 

insider ownership structure or the compensation of oacers  and directors). 
Univariate and multivariate analyses are applied to profile the dividend-initiat- 
ing company. The analysis also examines differences between those dividend 
initiations greeted favorably by the market and those that receive unfavorable 
reactions. 

Prior Descriptions of Dividend-Initiating Companies. For most re- 
search into financial decision making, the research turns early to empirical stud- 
ies of possible determinants sf cross-sectional differences in the policy being 
examined. Titman and Wessels (1988), for example, examined how certain at- 
tributes of the firm influence the choice of capital structure. 

For dividend policy, however, especially dividend initiations, such re- 
search is scant. When empirical evidence is presented, it usually relates a 
specsc subset of company characteristics to the dividend decision in order 
to decipher the nature sf the information revealed by changes in dividends. 
In their extensive reviews of the dividend literature, neither Ang (1987) nor 
Allen and Michaely (1994) specifically addressed cross-sectional determi- 
nants of dividend policy. 

In recent studies, the choice of variables has depended on the particular 
theory being tested. Earnings and variables believed related to the level, 
growth, and variability of future earnings and cash flows usually appear in stud- 
ies motivated by an asymmetric information approach to dividend policy. In 
these information-based models sf the firm, an increase in dividends indicates 
a company of higher-than-average quality with superior investment opportu- 
nities and growth. 

Agency models of dividend behavior are somewhat broader than infor- 
mation-signaling models in their implications for a profile of the dividend-ini- 
tiating company. Jensen (1986) argues that dividends are appropriate when 
the company begins to experience significant conflicts of interest between 
stockholders and managers. That is, companies with internally generated 
cash flows in excess of investment needs should distribute those funds to the 
market through dividends, stock buy-backs, and acquisitions. Life-cycle 
rnodels also relate dividends to changes in earnings. In these models, divi- 
dend initiation becomes appropriate when the level and stability sf the com- 
pany's internally generated Bunds increase without am increase in growth 
opportunities or when the company's demand for internal funds decreases 
through either improved access to external funding or a decline in invest- 
ment opportunities. 

Overall, the evidence linking dividend changes to future changes in earnings 
is weak. Similarly, the results of empirical examinations of agency theoretic mod- 
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els of dividend payments provide weak support at best (Allen and Michaely 
f 994) .4 

A study by Wansley and Lane (1987) (hereafter, W) is the only explicit 
attempt to derive a profile of the dividend-initiating company.5 WL examined a 
sample of such companies by comparing the values of a set of variables in the 
announcement year to those values in each sf the four preceding years. The 
results suggest that in the years leading to the decision, companies that initiate 
dividends experience increasing size and profitability and decreasing leverage 
and market valuation relative to earnings. Two-thirds of the WIL sample showed 
a discernible change in their announcement-year profile compared with the 
profile of two years prior to the announcement. 

WL considered their results consistent with informational signaling, in the 
sense that the dividend initiation is treated as a reward to reinforce the signal 
of improvements in the company's financial condition. WL also expressed 
dismay at their rnisclassification rate. The statistical significance of the average 
market response to an initial dividend announcement indicates that a substantial 
unanticipated element is present, however, and that a sizable rnisclassification 
rate is to be expected from publicly available information. 

Analysis 
Our base sample was those companies selected for the event study. To gen- 
erate a profile of the dividend-initiating company, however, we needed addi- 
tional information from the companies' financial statements; therefore, the 
sample was further restricted to those companies included in Standard and 
Poor's Corporation's Compustat data files for at least one year prior to the an- 
nouncement. The variables are the same ones used in the cluster analysis and 
essentially the same as those used by WL. Of the companies for which three- 
day cumulative prediction errors (CAR,,+,) were calculated, 862 had at least 
some financial statement information on Compustat in the year preceding the 
announcement, 655 had some information for two years prior, and 541 had 
some information for three years prior. 

Not all data items were available for each company in every year. Of the 862 

4The lack of empirical support for any of the extant theories led Frankfinrter and Lane 
(1992) to suggest that economic rationality will never be able to explain why companies pay 
dividends. They view the dividend decision as corporate behavior with roots that go back in 
history to the development of the modern corporation. 

5 ~ n  their attempt to differentiate between signaling theory and agency theory, Lipson, 
Maquieira, and Megginson (1995) created a profile underlying the initial dividend decision, but 
their profile relates to changes in the company after initiating dividends, not changes preceding 
initiation. Their results support a life-cycle model of dividends. 
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companies with some information one year before announcement, only 370 had 
data available for all 26 variables. Similarly, of the 655 (541) companies with 
Compustat information two (three) years before the dividend announcement, 
only 335 (245) had complete information. 

The objective of the analysis was to determine those company character- 
istics associated with the decision to initiate dividends. Similar to the analysis 
in WL, the characteristics of dividend-initiating companies were determined 
by comparing the characteristics of each company in the sample in the year of 
the initial dividend declaration with the company's characteristics in the three 
years prior to the declaration of the initial dividend. The results thus have im- 
plications for both why and when companies initiate dividends. 

The base year (defined as Year t - 1) is the first fiscal year prior to the 
announcement. The base year thus provides the financial statement informa- 
tion known about the company before the initial dividend. The analysis 
compares the values of the variables in that year with, first, the variables two 
years prior to announcement (Year t - 2) and, then, with the variables three 
years prior to the announcement (Year t - 3). The profile of dividend-initiating 
companies is thus determined by the differences in the variables over time. 

We conducted univariate t-tests by pairing each company in Year t - 1 with 
itself in Years t - 2 and t - 3. Univariate tests identify those variables for which 
statistically significant dzerences between years occur in the means of the 
distributions. As noted previously, the sample size was greatly reduced by a 
requirement for information for every variable. By considering one variable at 
a time, the univariate tests, allowed us to use the greatest number of observa- 
tions. The trade-off is that any interactions among the variables could not be 
recognized. 

To capture the effects of such interactions, we also used logit analysis to 
construct the profile. The intent was to identify the most-significant differenc- 
es occurring in the three years, so we used a stepwise logit procedure to select 
the subset of variables with the greatest ability to discriminate between the 
two groups (that is, between Years t - I and t - 2 and between Years t - 1 and 
t - 3). The stepwise procedure assured that each estimate of the coefficients 
of all variables in the final models was significantly different from zero (chi- 
square statistic significant at the 18 percent level or better). 

Logit analysis is one of several multivariate classification techniques. 
Unlike discriminant analysis, used by WL, logit assumes neither that the 
independent variables are distributed as multivariate normal nor that the two 
groups have equal covariance matrixes. For more information on either of 
these procedures, see Kennedy (1992, Chapter 15). 

Because the market reacts negatively to most announcements of initial 

20 @The Research Foundation of the ICFA 



Initial Dividends and ImDlicationsfor Investors 

dividends, the profile of companies whose announcements of initial dividends 
are received favorably is likely to differ from that of companies whose an- 
nouncements are received adversely. To determine whether differences in the 
sign of the market's reactions to announcements are associated with differ- 
ences in profile, we conducted univariate t-tests within each year that com- 
pared the means when the CAR+,,+, values were positive with the means when 
the CAR1,+l values were negative. Finally, we repeated the logit analyses s e p  
arately for samples of positive and negative CAR1,+, values. 

Table 6 presents the sample characteristics for each variable for each of the 
three years prior to dividend initiation. Table 6 also contains the results of the 
t-tests. As would be expected, companies in this sample are fairly small. The 
average market value of equity is $71.1 million (median $14.8 million), and 
the figure for average total assets is $111.4 million (median $29.4 million). 
The average size of these companies did not change appreciably during the 
three years. 

In the year prior to the dividend, the companies in the sample show a 
significant increase in the proportion of current assets held as cash and market- 
able securities (CDTCA). No significant change is observed in the other liquid- 
ity measure, CURRENT. 

Of the three valuation ratios, only the priceto-earnings ratio (acronym PE) 
shows a statistically significant change, a decrease, in the mean for Year t - 1 
compared with Year t - 2 and Year t- 3. The absence of any trend in the other two 
valuation ratios suggests that the effect on PE stems from increases in earnings. 
This conjecture is supported by all of the profitability ratios with the exception of 
GPM, the gross profit margin. The four profitability ratios show signzcant in- 
creases in Year t - 1 compared with Year t - 2 and (with the exception of NIDSA, 
the net profit margin) with Year t - 3. The results for the valuation and profit- 
ability variables together indicate that, on average, the dividend-initiating com- 
pany is characterized by increasing profitability without a corresponding 
increase in stock price in the years before the dividend announcement. 

The variable IOS (investment opportunity schedule) exhibits a significantly 
smaller mean in Year t - 1 than in Years t - 2 or t - 3. Confounding the 
interpretation of this result, however, the median for IOS increases slightly over 
the period. Consistent with the observed increase in profitability, the IOS 
variables measuring research and development expenses @ADDS) and capital 
expenditures (CEDTA) show a signilicant decline in Year t - 1 relative to Year 
t - 3, and the RADDS variable shows a significant decline relative to Year t - 2. 

Also consistent with the increased profitability is a decrease in the use of 
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Initial Dividends and Implicationsfor Investors 

debt financing, indicated by three of the four leverage variables: book value of 
long-term debt to market value of equity (LTDMVE), total liabilities to total 
assets CLDTA), and operating income minus depreciation to interest expense 
(TIEAR). The means of the variable measuring activity, sales to total assets 
(SADTA), are not signiticantly different from year to year. 

?"he results provide weak evidence of declining rates of growth for these 
companies. The medians of all three growth variables also decline across time, 
which is a qualitative indicator of declining growth rates. Differences in the 
means are statistically significant for the rate of growth in number of employees 
(EGROW) when comparing Year t - 1 with both Year t - 2 and Year t - 3 and 
for growth in assets (AGROW) for Year t - 1 versus Year t - 3. 

The overall profile based on the univariate tests is of a company realizing 
an increase in profitability concurrent with a decline in growth and investment 
opportunities. The company's stock price, however, has not changed. This 
profile is consistent with both the life-cycle view of the firm and the view of 
dividend initiations as information signaling (the signal being that management 
expects the higher earnings to be permanent). 

Table 7 and Table 8 report the results for the logit analyses comparing Year 
t - 1 with, respectively, Year t - 2 and Year t - 3. Several of the variables with 
statistically significant differences in the univariate tests do not enter the logit 
models, most likely because of interactions between those variables and ones 
that do appear in the logit results. The multivariate results are nonetheless 
generally consistent with those of the univariate tests. The p-values shown in 
Tables 7 and 8 are the probability of observing a greater chi-square statistic and 
are the smallest level of significance that would lead to rejecting the hypothesis 
that a coeffacient is equal to zero. 

No liquidity variable was selected for either model. Differences in company 
size, insignificant in the univariate comparisons, entered both model-in terms 
of level dog of total assets [LOGTA] for Year t - 2 and log of sales [LOGSAL] 
for Year t- 3) and rate of change (AGROW) . Company size is probably capturing 
the effects of several of the variables that exhibited significant changes during 
the period but did not enter the model. The signs of the coefficients for LOGTA, 
LOGSAL, and AGROW indicate that the companies were growing at a decreas- 
ing rate as they approached the dividend decision. Increases in profitability, 
denoted by the positive coefficient of net income to total assets OVINIDTA) and 
net income to sales (NIDSA), also appear in both models. 

Declining investment opportunities are observed in the negative coeffi- 
cients on IOS in Tables 7 and 8. Similarly, declining valuation (relative to 
profitability) is noted in the negative sign on the coefficient of PE in Table 8. 

Approximately two-thirds of the observations are correctly classified when 
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Table 7. Logit Comparison of Financial Characteristics at Year t - l 
with Characteristics art Year t - 2: Selected Variables 

A. Variables selected 
Maximum Likelihood p-Value of 

Variable Parameter Estimate Chi-square Chi-square 
Intercept -1.0144 7.4312 0.0064 
IOS -0.0561 3.8263 0.0505 
LOGTA 
NIDTA 
AGROW 

B. Classification table Predicted 

t -  1 t - 2  Totals 
Observed 

t -  l 195 
t - 2  111 - 

Totals 306 
Correct: (195 + 194)/310 = 0.638 
Sensitivity: 195/305 = 0.639 
Specficity: 194/305 = 0.636 

C. Test for goodness o f f t  
-2 log likelihood = 50.720 
(p-value = 0.001) 

Note: Variables selected with a stepwise procedure. The level of statistical significance of each 
chi-square statistic is given by the associated p-value. 

comparing Year t - 1 with Year t - 2 (63.8 percent) and with Year t - 3 (67.6 
percent). Similar accuracy is observed in the classification of the observations 
from Year t - 1 (the sensitivity of the model) and from Years t - 2 and t - 3 (the 
specificity of the model). 

Univariate Analysis of Positive versus Negative Reactions. For 
this analysis, within each year, we separated the sample into those companies 
with avalue of CAR1,+l greater than or equal to zero and those with a value less 
than zero. We then conducted univariate t-tests to determine whether the sign 
of CAR-,,+, was associated with differences in the mean value of each variable. 
The results of these tests are shown in Table 9. 

Of the 26 variables, 9 show differences in at least one year. The three 
valuation ratios (EV, PE, and C B D W  indicate that higher relative stock prices 
are associated with companies eventually receiving negative reactions to their 
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Table 8. Logit Comparison of Financial Characteristics at t - 1 with 
Characteristics at Year t - 3: Selected Variables 

A. Variables selected 
Maximum Likelihood @Value of 

Variable Parameter Estimate Chi-square Chi-square 
Intercept -0.6158 1.8840 0.1699 
PE -0.0072 2.8636 0.0906 
IOS -0.1786 20.9305 0.0001 
LOGSAL 0.3722 16.0786 0.0001 
NIDSA 8.7342 11.7950 0.0006 
AGROW -1.4397 28.7563 0.0001 

B. Classification table Predicted 

t -  1 t - 3  Totals 
Observed 

t -  1 164 60 224 
t - 3  85 - 139 - 224 - 

Totals 249 199 448 
Correct: (164 + 139) /448 = 0.676 
Sensitivity: 164/224 = 0.732 
Specificity: 139/224 = 0.621 

C. Test forgoodness offit 
-2 log likelihood = 88.332 
(P-value = 0.001) 

~ s e u d o - ~ ~  = 0.142 
Note: Variables selected with a stepwise procedure. The level of statistical significance of each 
chi-square statistic is given by the associated p-value. 

initial dividends. This same result is observed in IOS and explicitly in LOGMVE. 
There is also an association between higher earnings, as measured by three 
profitability measures (NIDTA, NIDSA, and GPM), and a negative market 
reaction. Finally, the variable SADTA has smaller values when linked to negative 
values of CAR1,+l than when linked to positive CAR,,+, values. These results 
parallel the descriptions of Cluster 2 and Cluster 4, the two low-market-response 
clusters, in the previous section. 

Two interpretations of these results are possible. The first is that companies 
earning relatively higher returns and receiving higher relative equity values 
should refrain from initiating dividends. The shareholders of these companies 
seem to react negatively to funds being paid out instead of reinvested. The 
results do not offer complete support, however, for this conclusion. The rest of 
the profile-specifically, the absence of significant differences in growth rates 

26 O n e  Research Foundation of the ICFA 
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Table 9. Arithmetic Means of Variables by Year Relative to the Initial 
Dividend Announcement and Sign of the Three-Day CAR 

Acronym of Variable Year t - 1 Year t - 2 Yeart-3 
EV 20: 0.502*** 0.480* ** 

<O: 0.550 0.539 
PE 20: 12.690f 

<O: 23.054 
CBDMV 20: 1.354** 1.437** 

8 :  1.180 1.215 
IOS 20: 3.240** 3.759* 

<O: 2.660 3.070 
LOGMVE 20: 2.698** 

<O: 2.954 
NIDTA 20: 0.077** 

<O: 0.086 
NIDSA 20: 0.069* 0.042** 

<O: 0.084 0.078 
GPM 20: 0.331*** 0.313*** 0.324* * 

<O: 0.368 0.373 0.365 
SADTA 20: 1.647** 1.616** 1.569** 

10: 1.487 1.436 1.379 

Note: Each cell contains, for that combination of variable and year, the mean for those 
observations with CAR1,+l > 0, the mean for those with c 0, and an indicator of the 
statistical significance of the difference between the means. Only those variable/years with 
statistically significant differences (determined by t-test) in means are shown. 
* Significant at the 10 percent level. 
** Significant at the 5 percent level. 
*** Significant at the 1 percent level. 

and in other measures of investment opportunities-does not indicate that these 
companies have superior opportunities for reinvestment of earnings. 

The second interpretation is that the negative market response is the result 
of unfuliilled market expectations: The market anticipated a larger initial divi- 
dend from those companies earning higher returns and had already rewarded 
them with higher relative equity values, so the actual announcement was a 
disappointment. 

Logit Analysis. To gain more insight into the possible differences 
among dividend-initiating companies, we separated the sample again into 
companies with a value of CAR,,+, greater than or equal to zero and 
companies with a CAR,,+, value less than zero. For each subsample, we 
applied the stepwise logit procedure to select the set of variables with the 
greatest ability to discriminate between Years t - 1 and t - 2 and between 
Years t - 1 and t - 3. The results of these tests are shown in Tables 10, 11, 
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12, and 13. (We also applied the stepwise logit procedure to classify compa- 
nies by the sign of CAR,,,, using all three years of data. These results, not 
shown here, also showed that profitability, particularly in Year t - 1, is the 
major discriminator between positive and negative market reactions.) 

Positive market reactions. Results for the comparison of Year t - 1 with 
Year t - 2 for observations with CAR_,,+, greater than or equal to zero are 
reported in Table 10. The accuracy of the classification is slightly less than that 
of Table 7, which ignored the sign of CAR-,,,,. The model, consisting of three 
variables, is similar and indicates that increased size (L,OGhNE), increased 
profitability (NIDTA), and decreased growth @GROW) are associated with 
positive dividend-announcement effects. Notably absent is any measure of the 
investment opportunity schedule. 

The logit model for Year t - 1 versus Uear t - 3, shown in Table 11, selected 
different variables from the same groupings. Profitability is captured by CFDSA 
instead of NIDTA, and growth is measured by AGROW instead of EGROW, with 
the same signs as in Table 10. These two variables are joined by a measure of 

Table 10. Logit Comparison of Financial Characteristics at Year t - i 
with Characteristics at Year t - 2: 2 Zero 

A. Variables selected 
Maximum Likelihood #-Value of 

Variable Parameter Estimate Chi-square Chi-square 
Intercept -0.8361 9.9484 0.0016 
LOGMVE 0.1640 4.5926 0.0321 
NIDTA 9.2895 13.4257 0.0002 
EGROW -0.6231 7.8350 0.0051 

B. Classz$cation table Predicted 
t - 1  t - 2  Total 

Observed 
t - 1  120 75 195 
t - 2  - 86 109 195 - - 

Total 206 184 390 
Correct: (120 + 109)/390 = 0.587 
Sensitivity: 120/195 = 0.615 
Specificity: 109/195 = 0.559 

C. Test for goodness offit 
-2 log likelihood = 24.606 
@-value = 0.0001) 
~ s e u d o - ~ ~  = 0.046 

Note: Variables selected with a stepwise procedure. The level of statistical significance of each 
chi-square statistic is given by the associated p-value. 
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Table 11. Logit Comparison of Financial Characteristics at Year t - l 
with Characteristics at Year t - 3: 2 Zero 

A. Variables selected 
Maximum Likelihood p-Value of 

Variable Parameter Estimate Chi-square Chi-square 
Intercept -0.0450 0.0076 0.9305 
IOS -0.1852 14.5143 0.0001 
LOGSAL 
CFDSA 
AGROW 

B. Classification table Predicted 
t - 1  1-3  Total 

Observed 
t -  1 110 37 147 
t - 3  58 - 89 - 147 - 

Total 168 126 294 
Carrect: (110 + 89)/294 = 0.677 
Sensitivity: 110/147 = 0.748 
Specificity: 89/147 = 0.605 

C. Test for goodness offit 
-2 log likelihood = 52.032 
(p-value = 0.0001) 
pseudo-R' = 0.128 

Note: Variables selected with a stepwise procedure. The level of statistical significance of each 
chi-square statistic is given by the associated p-value. 

investment opportunities 0 0 s )  and size (LOGSAL). The overall classilication 
accuracy is essentially unchanged from that in Table 8 (all observations at t - 3) 
and superior to that in Table 10 (t - 2 and nonnegative CAR,,,,). 

Negative market reactions. The model estimated by comparing Year 
t - 1 with Year t - 2 when the sample was restricted to those companies 
receiving a CAR,,+, less than zero is reported in Table 12, and the model 
comparing Year t - 1 with Year t - 3 appears in Table 13. As in the previous 
logit models, a profitability measure (NIDTA) with a positive coefficient, 
indicating increases in profitability, has entered the model. A second profit- 
ability measure, GFDSA (net profit margin based on cash flow instead of net 
income), also appears with a positive coefficient. Consistent with the previous 
models, size (LOGTA) enters the model with a positive coefficient; a growth 
measure (AGROIQ appears in the model with a negative coefficient. 

Conclusions. All six logit analyses share three elements: 
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Table 12. Logit Comparison of Financial Characteristics at Year t - 1 
with Characteristics at Year t - 2: * Zero 

A. Variables selected 
Maximum Likelihood p-Value of 

Variable Parameter Estimate Chi-square Chi-square 
Intercept -1.8127 8.6905 0.0032 
LOGTA 0.2829 4.5764 0.0324 
CFDSA 1.4224 2.8644 0.0906 
NIDTA 12.3923 12.4556 0.0004 
AGROW -0.9098 8.4742 0.0036 

B. CkassiF;cation table Predicted 

t - l  t - 2  Total 
Observed 

t - 1  65 45 110 
t - 2  39 - 71 - 110 - 

Total 104 116 220 
Correct: (65 + 71)/220 = 0.618 
Sensitivity: 65/110 = 0.591 
Specifxity: 71/ 110 = 0.645 

C. Test for goodness ofjit 
-2 log likelihood = 28.135 
(p-value = 0.0001) 

Note: Variables selected with a stepwise procedure. The level of statistical significance of each 
chi-square statistic is given by the associated p-value. 

increasing profitability (measured by NIDSA, CFDSA, or NIDTA) , 
decreasing growth rates (measured by EGROW or AGROW), and 
increasing size (LOGTA, LOGSAL, or LOGMVE) . 

These three elements are, therefore, the common thread underlying the ini- 
tiation of dividends. Dividend-initiating companies report increased profit- 
ability but reduced rates of growth and investment opportunities and stable 
relative stock prices. This profile satisfies both the life-cycle and the informa- 
tion-signaling views of the firm. 

The classi4ication rates are not so high, however, as to indicate that this 
simple profile will accurately predict the year in which management will initiate 
dividends. Consequently, the market reaction to an announcement of an initial 
dividend probably reflects a substantial element of surprise. 

The profile does not differ appreciably between those companies receiv- 
ing a negative market reaction and those receiving a positive reaction to the 
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Table 13. Logit Comparison of Financial Characteristics at Year le - i 
with Characteristics at Year f - 3: 4 Zero 

A. Variables selected 
Maximum Likelihood p-Value of 

Variable Parameter Estimate Chi-square Chi-square 
Intercept -2.7985 11.9344 0.0006 
EOGTA 0.4965 8.5738 0.0034 
NIDTA 22.0337 20.9951 0.0001 
AGROW -1.1702 8.0693 0.0045 

B. Classification table Predicted 

t - l  t - 3  Total 
Observed 

t - 3  
Total 

Correct: (53 + 49)/154 = 0.662 
Sensitivity: 53/77 = 0.688 
Specificity: 49/77 = 0.636 

C. Test for goodness offit 
-2 log likelihood = 40.857 
(p-value = 0.0001) 

-- ~ s e u d e ~ ~  = 0.191 
Note: Variables selected with a stepwise procedure. The level of statistical significance of each 
chi-square statistic is given by the associated p-value. 

dividend announcement. Direct comparisons of the two groups reveal, how- 
ever, that they are not homogeneous. A higher relative stock price (EV, PE, 
and CBDMV) and higher earnings (NIDTA, NIDSA, and GPM) are associated 
with a negative CAR1,+l. The absence of significant differences in growth rates 
and in other measures of investment opportunities does not suggest that these 
companies should have reinvested the funds instead of paying dividends at 
that time but, rather, that the market expected an even larger payout than was 
announced. 

Povtfolio Construction Strategies 
The previous sections demonstrated two fundamental findings. First, there is 
an average excess return around the announcement date of an initial dividend 
on the order of 3 percent for NYSE/hex and OTC companies but this return 
exhibits quite a bit  of cross-sectional variation. Second, dividend-initiating 
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companies exhibit accounting-based characteristics that change in the two 
years prior to the dividend announcement, and the changes for companies re- 
ceiving positive excess returns around the dividend initiation announcement 
differ from the changes for companies receiving negative excess returns. 

Although variable, the excess returns are statistically and economically 
significant, which suggests that a strategy of buying non-dividend-paying stocks 
on the dividend-announcement date and holding them for some length of time 
should yield excess portfolio returns. The implementation of this strategy, 
however, is not straightforward. The actual return realized by purchasing as 
soon as the announcernent is made public will differ from the reported an- 
nouncement-day return, and in the absence of inside information, an investor 
cannot realize the announcement-day return, which would entail purchasing the 
stock at the close on the day before the announcement. The Day + 1 return 
might also be difficult to realize, because doing so would require purchasing 
the stock at the close on the announcement day. If the announcement were to 
occur after the exchange closed, the purchase would have to be made at the 
opening price on Day + 1, and any price appreciation from the close on the 
announcement day to the open on the next day would be forgone. 

Another complication to realizing the announcement-day excess return is 
that the event study methodology that identified the 3percent average excess re- 
turn aggregated security returns in a way that is not realizable in trading time. 
Each of the announcement dates is considered to be the same date for the pur- 
pose of the test, and a hypothetical portfolio is formed "in event time." The av- 
erage announcement-date portfolio return is thus the average of the returns 
earned by all of the individual dividend-initiating stocks on the individual an- 
nouncement dates, not a return that a portfolio could earn on any particular date. 
A portfolio strategy of purchasing stocks on the announcement of an initial div- 
idend and holding the stocks for, say, five days would result in a portfolio con- 
sisting of no stocks for many days and then one stock lor several days. This 
portfolio would not be well diversified and would not be invested in the market 
at all for many days. 

In summary, the primary problems in developing a portfolio construction 
strategy based on the announcement-day findings are, first, that the excess 
return occurs over a fairly short time period and is fairly infrequent, so few 
stocks fit the investment criteria at any point in time and the resulting portfolio 
will not be well diversilied, and second, in the absence of inside information, 
predicting which companies will announce an initial dividend on a particular day 
is dficult to impossible. Thus, the excess return on the announcement day is 
largely unobtainable. 

Given these issues, an obvious empirical question is whether any portfolio 
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or trading strategies exist that can profitably make use of public information on 
dividend initiation. This section analyzes two portfolio selection techniques that 
may mitigate the problems: first, holding selected stocks that have just an- 
nounced an initial dividend for some optimal length of time, and second, using 
the logit model developed in the last section to predict which stocks will 
eventually declare an initial dividend, buying a portfolio of those stocks before 
the announcement, and holding the stocks. For analyzing the possibly reward- 
ing strategies, we examined the returns to three trading strategies: 

Strategy 1. Purchase a portfolio consisting of all stocks that have neither 
paid nor announced a dividend. Hold the stocks until one year after 
dividend initiation. 

* Strategy 2. Purchase all stocks that have just announced a dividend 
initiation and hold these stocks for either 5, 20, or 250 trading days. We 
examined returns assuming that the purchase was made at close on the 
announcement day and also assuming that the purchase was made at close 
on the day after the announcement day. 
Strategy 3. Using publicly available information, compute the logit model's 
p-values for each NYSE/Amex/OTC-listed company. Buy each company 
with a p-value of greater than 0.5 and hold the stock until either the ex- 
dividend date or until a recomputation of the p-value based on publicly 
available information results in a p-value of less than 0.5. 

Performance of Strategy 2: Purchase of All Nan-Dividend-Paying 
Stocks. The simplest portfolio based on dividend information to consider 
using is a portfolio of the stocks of companies that have never paid a dividend. 
Beginning with data from 1972, we constructed an equal-weighted portfolio of 
all stocks in the combined 1994 CRSP NYSE/Amex/OTC stock files that had 
never paid a dividend and that had been trading for at least 500 days. The study 
required an initial 50CLday dividend-free trading period for two reasons. First, 
the requirement allowed for time after the initial listing to determine that the 
company was actually a non-dividend-paying stock. Second, the requirement 
was expected to reduce any confounding effects that might arise from the 
companies' status as newly listed. 

The portfolio was rebalanced daily, and stocks were held either until they 
were delisted and removed from the data set or until 250 days after the date of 
the initial dividend announcement. Thus, this portfolio contained some stocks 
that eventually declared initial dividends and some stocks that never paid a 
dividend. In total, during the 22-year study period of 1972 through P993,7,191 
stocks entered the portfolio. Of these, 1,441 declared an initial dividend before 
the end of 1993 and 3,429 were removed kom the CRSP files because of 
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mergers, liquidations, or exchange delistings. The rest of the firms continued 
to be non-dividend-paying companies through 1993. 

We calculated excess (abnormal) returns for this podolio by first estirnat- 
ing the market model coefficients from the ordinary least squares regression: 

where RP,t is the portfolio return on Date t and RM is the CRSP combined 
NYSE/Amex/OTC equal-weighted return with dividends. Because the port- 
folio changed composition on a daily basis, the estimates of a and P changed 
over time. To accommodate this potential nonstationarity, the portfolio a and 
p coefficients were estimated every 10 days using the previous 250 days of re- 
turn data. 

We then calculated portfolio excess returns for each day as 

where and it are the estimated parameters that apply to Day t. 
We then aggregated the data for each Year Y: 

and 

where the products are taken over the days in the year; therefore, XRp Yis a 
compound excess rate of return. The null hypothesis is an equal probability 
in any year of a positive or negative excess return at the 10 percent level. 

Table 14 shows the average number of stocks in the portfolio, the annual 
portfolio return, the annual portfolio excess return, and the average rolling port- 
folio betas in each year for the 1972-93 period. For comparison, the table also in- 
cludes the CRSP equal-weighted return. The average number of stocks in the 
portfolio ranged from alow of 498 in 1972 to more than 2,400 in 1990, with a mean 
of 1,514 stocks. The average portfolio beta was greater than 1.0 in each year, 
which is consistent with the conventional wisdom that riskier grovvth companies 
are less likely to pay dividends than safer, more mature companies. Because dai- 
ly data were used in estimating a and p, under the capital asset pricing model 
(CAPM), the 0.00021 average portfolio alpha should proxy for the daily value of 
(1 - p) x (Average risk-kee rate). Thus, a should be negative if f! is greater than 
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Table 14. Returns and Descriptive Statistics for Strategy i: Portfolio 
of All Nan-Dividend-Paying Stacks on the NYSE/Amex/OTC 

Year or Number of Portfolio Excess CRSP Equal- 
Statistic Companies Return Return Weighted Index Alpha Beta 
1972 498 5.37% -2.30% 8.85% -0.00032 1.38 
1973 534 -34.48 18.12 -33.92 0.00013 1.46 
1974 593 -14.48 -0.48 -21.37 0.00172 1.53 
1975 1,446 97.86 -13.10 71.55 0.00073 1.26 
1976 1,367 70.06 -0.66 54.03 0.00029 1.16 
1977 1,198 42.70 4.30 26.46 0.00031 1.17 
1978 1,03 1 48.60 0.55 28.29 0.00088 1.17 
1979 958 63.41 0.13 44.01 0.00022 1.28 
1980 934 65.85 -1.57 44.84 0.00047 1.24 
1981 974 -8.96 -8.35 0.75 -0.00014 1.23 
1982 1,090 21.50 -1.49 26.76 -0.00058 1.23 
1983 1,413 41.34 1.15 38.76 -0.00039 1.19 
1984 1,561 -21.55 -3.13 -8.70 -0.00082 1.16 
1985 1,713 20.90 3.89 28.70 -0.00105 1.15 
1986 2,012 8.85 1.47 12.23 -0.00051 1.07 
1987 2,047 2.82 1.85 -0.30 0.00013 1.05 
1988 2,218 35.02 0.40 30.53 0.00007 1.09 
1989 2,462 24.13 0.69 20.49 0.00006 1.10 
1990 2,436 -0.27 4.16 -7.27 0.00034 1.12 
1991 2,341 120.35 2.27 79.58 0.00097 1.11 
1992 2,250 110.65 7.30 61.60 0.00091 1.17 
1993 2,236 99.38 -1.76 54.98 0.00127 1.25 
Mean 1,514 36.32 0.61 25.49 0.00021 1.21 
Standard deviation 0.0578 0.00069 
t-statistic 0.4956 1.45626 
Note: The t-statistic is for the test of whether the mean value of the variable is equal to zero. 

1.0. In fact, if a is annualized by multiplying by 250, it is 5.25 percent for this port- 
folio, which indicates, under the CAPM, that the portfolio performance in the es- 
timation period was in excess of that predicted by only the portfolio's covariance 
with the market. As we will show, this large alpha tends to make even large re- 
turns not significantly daerent from zero after risk adjustment. 

The interesting observation is that the portfolio returns, ranging up to 120 
percent in 1991, are very large for most years; only 5 of the 22 years showed neg- 
ative returns, and of those 5, the CRSP equal-weighted return was also negative 
in 4. The average annual portfolio return during the period was 36.3 percent, 
compared with an average annual return of 25.5 percent for the CRSP equal- 
weighted index. 

Because of the large portfolio beta and alpha, the portfolio's excess returns 
were much more modest in size than its absolute returns, but they were positive 
in 13 of the 22 yeas. The average annual portfolio excess return, however, at 
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Table 15. Returns and Descriptive Statistics for Strategy 1: Pohfolia, 
of All Non-Piwidend-Paying Stocks on the NYSE/Amex Only 

Year or Number of PortfoIio Excess CRSP Eaual- 
Statistic Companies 
1972 466 
1973 502 
1974 513 
1975 668 
1976 610 
1977 515 
1978 414 
1979 357 
1980 323 
1981 308 
1982 305 
1983 353 
1984 375 
1985 393 
1986 435 
1987 447 
1988 476 
1989 546 
1990 552 
1991 53 1 
1992 512 
1993 5 17 

Mean 460 
Standard deviation 
t-statistic 

Return Return Weighted index 
6.71% -1.61% 8.85% 

Alpha 
-0.00027 
0.00021 
0.00176 
0.00102 

-0.00013 
-0.00024 
0.00018 

-0.00021 
0.00038 
0.00004 
0.00012 

-0.00094 
0.00006 

-0.00059 
-0.00001 
0.00024 
0.00003 
0.00013 
0.00033 
0.00063 

-0.00012 
-0.00132 

0.00006 
0.00062 
0.44729 

Beta 
1.39 
1.48 
1.53 
1.45 
1.52 
1.55 
1.55 
1.63 
1.49 
1.50 
1.51 
1.49 
1.45 
1.44 
1.44 
1.37 
1.43 
1.35 
1.42 
1.43 
1.38 
1.30 

1.46 

Note: The t-statistic is for the test of whether the mean value of the variable is equal lo zero. 

only 0.6 percent a year, is not significantly different from zero. 
Table 15 shows the Strategy 1 portfolio results when we restricted stocks 

to those last traded on the NYSE or h e x .  The mean number of stocks in the 
portfolio drops to 460, with a mean annual return of 39 percent. The mean 
portfolio beta is larger than for the portfolio including OTC stocks, and the mean 
excess return is negative, although not significantly so. 

The results for the portfolio of OK-only stocks are shown in Table 16. 'The 
mean return is 33.25 percent, but the mean beta, at 1.07, is substantially lower 
for these stocks than for the MYSE/hex portfolio of stocks (1.46). The mean 
excess return is positive but not significantly so. The excess returns were 
positive in 15 of the 22 years, a signifncantly greater percentage than would be 
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Table 16. Returns and Descriptive Statistics for Strategy 1: Portfolio 
of All Non-Dividend-Paying Stocks on the OTC Only . - 

Year or Number of Portfolio Excess CRSP Equal- 
Statistic Companies Return Return Weifited Index Alpha Beta 

1973 32 -38.98 17.47 -33.92 -0.00112 1.25 
1974 79 -17.90 1.62 -21.37 0.00122 1.50 
1975 779 82.80 -5.86 71.55 0.00041 1.00 
1976 757 58.19 0.01 54.03 0.00065 0.87 
1977 684 42.31 5.63 26.46 0.00074 0.87 
1978 617 45.57 -1.19 28.29 0.00137 0.91 
1979 60 1 57.76 0.80 44.01 0.00049 1.06 
1980 611 58.62 -1.89 44.84 0.00052 1.11 
1981 666 -13.23 -11.73 0.75 -0.00022 1.09 
1982 785 17.14 1.32 26.76 -0.00088 1.11 
1983 1,060 38.40 0.32 38.76 -0.00019 1.08 
1984 1,186 -23.75 -3.23 -8.70 -0.00110 1.06 
1985 1,321 16.23 4.32 28.70 -0.00120 1.06 
1986 1,577 5.80 1.51 12.23 -0.00065 0.97 
1987 1,600 2.27 1.35 -0.30 0.00010 0.96 
1988 1,742 34.53 2.59 30.53 0.00008 0.99 
1989 1,917 21.61 0.09 20.49 0.00004 1.03 
1990 1,883 0.95 4.69 -7.27 0.00034 1.03 
1991 1,810 115.37 4.39 79.58 0.00107 1.01 
1992 1,738 123.73 12.93 61.60 0.00121 1.11 
1993 1,719 117.63 -2.18 54.98 0.00205 1.24 

Mean 1,054 33.25 0.91 25.49 0.00018 1.07 
Standard deviation 0.0662 0.00091 
t-statistic 0.6444 0.90454 

Note: The t-statistic is for the test of whether the mean value of the variable is equal to zero. 

expected under the null hypothesis. 
These results indicate that a strategy of investing in non-dividenbpaying 

stocks in hopes of capturing and realizing the excess returns from those that 
do eventually initiate dividends does not earn significant excess risk-adjusted 
returns. The excess returns to the portfolio of non-dividend-paying OTC com- 
panies are more likely to be positive than negative but are still not statistically 
significantly positive. 

Performance of Strategy 2: Postannouncement Purchase of 
Dividend-Initiating Companies. In this section, we examine the perfor- 
mance of a portfolio consisting of companies that recently announced an initial 
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dividend. Rather than constructing a portfolio in event time, as in earlier 
sections, this portfolio is constructed in calendar time. This approach allows 
tracking the actual performance over time of an investment strategy of pur- 
chasing all stocks as soon as they announce a dividend initiation. The sample 
of dividend-initiating companies is the same as in the previous sections, so 
we were able to form portfolios for the years 1972 through 1989. 

The results kom the previous sections suggest that the vast majority of the 
excess returns accruing to dividend-initiating stocks occur in the first five days 
after the announcement (with somewhat smaller excess returns accruing dur- 
ing the following year). The downside to holding stocks for only five days is that 
no investment would exist for many days and for those days with investment, 
few stocks would be held-typically, only one stock would be held at any time. 
The result is a severely undiversified portfolio. Additionally, the frequent trading 
might result in large commission fees relative to the holding-period return. 

A way to mitigate the diversification and holding-period problems is to hold 
the stocks for longer than five days. Therefore, we examined three portfolios 
with different holdingperiods: 5 days, 20 days, and 250 days. We also considered 
two levels of round-trip commission fees-no commission and a 1 percent 
commission. For simplicity, we took the entire round-trip commission at the 
purchase. 

As discussed previously, a substantial amount of the five-day abnormal 
return occurs on the announcement date, which would require that the stock 
be purchased at the close on the announcement day. Therefore, we examined 
how a delay in purchasing the stock affects the portfolio returns by forming 
portfolios using the Day + 1 return and portfolios that omitted the Day + 1 return. 

Each portfolio was constructed by forming, on each day, an equal-weighted 
portfolio of all stocks that qualified for inclusion. For the five-day holding period, 
this approach usually meant investing all of the current capital in the dividend- 
initiating stock, holding the stock for five trading days, and liquidating the 
position. The remaining capital was then invested in the next dividend-initiating 
stock when it made its announcement. For the five-day holding period, if another 
stock announced a dividend initiation before the five days were up, we reallo- 
cated the total capital equally between the first stock and the new entry. For 
longer holding periods, we rebalanced the portfolio on a daily basis so that an 
equal amount of money was invested in each stock that qualified for inclusion 
on that day. 

We used a market model adjustment for each stock to calculate excess 
returns. We excluded the 10-day window before the announcement from the 
estimation period in order to limit exposure of the returns to information leaks 
prior to the announcement. Therefore, alpha and beta parameters were estimat- 
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ed relative to the CRSP NYSE/hex/OTC equal-weighted index for Days -260 
to -10, with Day 0 the announcement date. We then calculated excess returns as 

The portfolio excess return was defined as the equal-weighted excess 
return of all stocks in the portfolio on each day. We used the method of 
estimating market model parameters and calculating excess returns on individ- 
ual stocks in the portfolio rather than on the portfolio as a whole because the 
portfolio composition changed so dramatically over time that its market model 
parameters were highly nonstationary. 

The daily portfolio returns and excess returns were then compounded for 
each year. The average number of stocks in the portfolio and the return to the 
equal-weighted index were also calculated for each year. 

NYSE/Amexstocks. Table 17 shows the returns to a portfolio of dividend- 
initiating NYSE/Arnex stocks under the assumptions of no commission and 
realization of the Day + 1 return. The entries in the columns for N 5, N 20, and 
N 250 show the average portfolio size and vary according to the number of 
companies declaring initial dividends in each year.6 Relatively more companies 
declared initid dividends during the middle 1970s, and relatively fewer compa- 
nies did so during the middle 1980s, leading to relatively large portfolios with 
250-day holding periods from 1972 through 1978 and relatively small portfolios 
from 1984 through 1989. 

The average returns to the !%day, 2@day, and 250-day portfolios are, respec- 
tively, approximately 45.3 percent, 27.9 percent, and 30.9 percent. When adjust- 
ed for risk, the resulting excess returns are 28.1 percent, 0.1 percent, and -6.3 
percent. Consistent with the event study results, the portfolio with Sday holding 
periods has outstanding returns, ranging up to almost 200 percent in 1976. The 
excess return to the 5-day portfolio is signzcant at the 5 percent level. The 
excess returns to the 20-day and 250-day portfolios are not significantly different 
from zero. 

The kequency of trading for these portfolios naturally leads to the question 
of whether trading costs would absorb the excess returns earned. Table 18 
shows the returns and excess returns to the portfolios when a moderate 1 
percent round-trip transaction cost is imposed on the initial trade. The mean 
return to the 5day portfolio is reduced from 45.3 percent to approximately 21.4 

6 ~ n  average size of 0.2, for example, means that the portfolio had positive investment, on 
average, one out of five days. An average size of zero appears in 1989 when the last dividend 
initiation in the sample occurred in 1988. 
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Initial Diuidends and Implications for Iauestors 

percent; the longer-holding-period portfolios have smaller reductions in returns. 
The mean excess return to the Eiday portfolio remains positive after deduct- 

ing transaction costs, but the value is not significantly different from zero. Thus, 
even though the portfolio constructed by purchasing NUSE/Amex stocks at the 
close on the announcement day and holding them for 5,20, or 250 days does 
earn high rates of return, the inclusion of a minimal transaction cost and risk 
adjustment makes these returns insign3cantly different from zero. 

The ability to realize the Day + 1 return hinges on learning of the dividend- 
announcement before the close of the market and being able to enter into a trade 
at close on the announcement day. A less stringent requirement would be to 
purchase at the close on the day afterthe announcement (Day + I), thus realizing 
the Day + 2 return but not the Day + 1 return. This requirement is perhaps too 
lax, in that an observant trader would leam about many dividend-initiation 
announcements before close and act on them that day. Also, other dividend- 
initiation announcements might occur after the close of the market on the 
announcement day but the trader would be able to purchase them well before 
the close on Day + 1. 

The event study results showed, on average, a positive return on both Day 
+ 1 and Day + 2, which suggests that an observant trader could achieve results 
somewhere between those obtained assuming the Day + 1 return is realized and 
those obtained assuming the Day + 2 day return is realized. Table 19 shows the 
results for our portfolios under the assumptions that the Day + 2 but not the Day 
+ 1 return is realized and no commission is paid. Only the excess return to the 
5-day holding period portfolio is positive, and this return is not significantly 
different from zero. The excess return to the 20-day portfolio is -9.9 percent, 
which is negative at the 10 percent level of significance. The total return to the 
25Q-day portfolio, at 28.8 percent, is larger than the others, but after risk 
adjustment, the average excess return is -8.05 percent, which is also negative 
at the 10 percent level of significance. 

0 T C  stocks. The performance of a portfolio of dividend-initiating OTC 
stocks is somewhat different from that of a portfolio of NYSE and h e x  stocks. 
In general, the levels of excess return for the OTC stocks are higher, as is the 
significance level. Table 20 shows the returns to a portfolio of dividend-initiating 
OTC companies when the portfolio is formed on Day + 1 and zero commission 
costs are assumed. The average portfolio sizes are comparable to those formed 
from the NYSE/Amex sample. The five-day portfolios have an average size 
ranging from below 0.2 in the early 1980s to 1.74 in the late 1980s. The 20-day 
portfolios are invested in an average of 3 stocks and the 25Gday portfolios in an 
average of 38 stocks at any given time. As with the WSE/Amex sample, the 5 
day and the 20-day portfolios are poorly diversified. 
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Table 20 also shows that the returns to the five-day portfolio range from a 
low of 21 percent in 1986 to a remarkable high of 504 percent in 1975. In no year 
was the annual return negative, and the average annual return was 128 percent. 
The longer-holding-period portfolios also performed well. The 20-day portfolio 
averaged 56 percent, with only one negative-return year, and the 250-day 
portfolio averaged 37 percent, with only three negative-return years. 

The excess returns to the 5- and 20-day portfolios are also large and 
significant. The average excess return to the Sday portfolio is 95.2 percent, 
which is significant with a t of 5.2, and the average excess return to the 20-day 
portfolio is 28 percent, significant with a t of 3.45. The excess return to the 250- 
day portfolio is a negative figure but not significantly sa7 

Given the large magnitude of these excess returns (the five-day portfolio 
produced no negative returns or negative excess returns during the 17-year 
period), the potential effect of delaying investment and incurring transaction 
costs is not entirely academic. Table 21 reports the returns and excess returns 
to the portfolio formed on Day + 1 under the assumption of 1 percent commis- 
sion costs. The returns are still large, and the excess returns to the 5 and 20- 
day portfolios are still significantly positive. The 5day portfolio's average excess 
return is 51.4 percent, with a t of 4.7, and the 2O.day portfolio's average excess 
return is 16 percent, with a t of 2.21. The 25Q-day portfolio would have earned a 
-3.7 percent excess return, which is significantly negative at the 10 percent level. 
(Although not reported in Table 21, the imposition of a commission cost of 2 
percent left the 3day portfolio with an average annual return of 36 percent and 
an average annual excess return of 19.1 percent, significant at the 1 percent 
level.) In summary, a portfolio constructed by purchasing dividend-initiating 
OTC stocks by the close on the announcement date and holding the stocks for 
5 days appears to yield sign$cantly positive excess returns even after account- 
ing for reasonable transaction costs. 

Table 22 shows the effect of delaying the investment to Day + 2 with no 
commission costs. Although not as large as when the Day + 1 return was 
captured, the excess returns to the 5day and 2Q-day portfolios, at 37.3 percent 
and 15.5 percent, respectively, are signzcantly positive. The excess return to 
the 250-day portfolio is negative and significant. 

7The five-day returns and excess returns for 11974 and 1975 are very large, which leads to the 
question of whether the significance of the mean excess return is driven by these two years. 
When 1974 and 1975 are omitted, the mean excess return for 1973 through 1989 drops from 
95.18 percent to 72.17 percent but the t-statistic for the test of equality to zero is 6.53, which is 
significant at the 1 percent level. The excess 20-day return also declines if 1974 and 1975 are 
omitted, but the average excess return is still positive and is significantly Meren t  from zero at 
the 1 percent level. 
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Table 23 shows the effect of imposing a 1 percent commission fee on the 
portfolio returns in Table 22. The mean excess returns to the 5-day and 20-day 
portfolios, at 9.3 percent and 4.7 percent, respectively, are still positive, but they 
are no longer significant at conventional levels. In fact, the excess return to the 
5-day portfolio is negative in 7 of the 17 years, and a binomial test cannot reject 
the hypothesis that negative and positive excess returns are equally likely. 

In summary, some evidence supports the hypothesis that excess returns can 
be earned by investing promptly in dividend-initiating companies. In particular, 
if a trader restricts purchases to OTC stocks, can consistently make a purchase 
some tirne before the market close on the day after the initiation announcement, 
faces round-trip transaction costs on the order of 1 percent, and holds the stocks 
for five days, the evidence from the 1973-89 data suggests that the trader can 
e m  an average annual excess return of at least 9.3 percent. A trader who holds 
the stocks for 20 days can earn an average annual excess return of 4.5 percent. 

Of course, these portfolios are not by any means well diversified. For the 
1973-89 period, the 5-day OTC portfolio averaged an investment in only 0.79 
stocks at any time. Expanding the holding period to 20 days to increase the 
number of stocks held at any time reduced the average return and excess return, 
and expanding the holding period to a full 250 days reduced the average excess 
return to less than zero. 

The number of stocks at any tirne depends on the frequency of dividend 
initiations in the economy. If quite a few dividend initiations were to occur in 
some time period, then the psrt€olio for that period would be relatively more 
diversified. Past data suggest, however, that a fiveday holding period will never 
result in more than two or three stocks held at any given time. 

Ped~rmance of Strategy 3: Portfolios Formed on the Basis of 
Predicted Dividend Initiation. The results of the preceding portfolio simu- 
lations show that a strategy of investing in all non-dividend-paying companies is 
not specific enough to realize the excess returns associated with dividend 
initiation and that, although the strategy of investing in dividend-initiating 
companies just after the initiation announcement can yield significantly positive 
excess returns, the portfolio sizes are rather small, resulting in an investment 
that has a great deal of unsystematic risk. A compromise between the large 
portfolio size obtained when selecting all non-dividend-paying companies and 
the large excess returns but small portfolio size when only stocks that have just 
recently initiated dividend payments are selected is to select only those stocks 
that are expected to initiate dividend payments. 

The results of the logit model estimation showed that signscant changes 
occur in the accounting-based measures for dividend-initiating companies in the 
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Initial Dividends and Im~licutions for Investors 

years immediately prior to dividend initiation. Therefore, our study now turns 
to whether these results may be useful in capturing the returns theoretically 
associated with dividend initiation. The dividend-initiation model developed 
previously examined changes in accounting measures between Year t - 1 and 
Year t - 2 and between Year t - 1 and Year t - 3 for the entire sample of dividend- 
initiating companies. We also examined the subsample of companies with a 
positive three-day cumulative excess return around the announcement and the 
subsamp1e of companies with a negative threeday cumulative excess return 
around the announcement. The result was a total of six sets of logit regressions. 

For the current portion of the study, we used the coefficients from these 
logit regressions in portfolio construction to predict, for a sample of non- 
dividend-paying stocks, which stocks would be most likely to initiate dividends. 
Specifically, we used the parameters estimated from our sample of dividend- 
initiating companies from 1972 through 1988 on a separate sample of non- 
dividend-paying stocks from 1989 through 1993 to select stocks for the portfolio. 

In order to be considered for inclusion in the portfolio, a company had to 
have valid returns on CRSP and must not have paid a dividend prior to 1989. 
This sample was then narrowed to companies for which the required indepen- 
dent variables were available on Cornpustat. To ensure that the accounting 
information would actually be available for use in constructing a portfolio, a 
company whose predicted probability qualified it for inclusion in the portfolio 
was not added until the beginning of the fourth month after the month of the 
fiscal year; for example, a company with a fiscal year ending December 31 would 
not be included in the sample until April 1. 

To iden* the companies for the portfolios, we defined as the set of 
regression coefficients from the logit regression, XjPt as the set of values of the 
independent variables for Company j and Year t, and a as the estimated 
intercept for the model. The estimated probability in Year t that Company j will 
initiate dividend payments was then 

Companies for which fij,t was greater than 0.5 were included in the portfolio. 
The result was a portfolio of all companies for which data would have been 
available and which were predicted to initiate dividends. 

Each company in the portfolio was held for one year or until the ex-dividend 
date. If a company did not pay a dividend during the year, its probability was 
then recalculated based on the new accounting information, and it was included 
in the portfolio for another year if it again qualified for inclusion. 

50 OThe Research Foundation of the ICFA 



For each day from January 1,1989, through December 31,1993, we calcu- 
lated the return and excess return for each stock that qualified for indusion in 
the portfolio. Excess returns were calculated as previously described, with the 
use of a market model regression on Days -1 through -251 relative to the date 
of inclusion in the portfogo and with the CRSP NYSE/Amex/OTC equal- 
weighted index used as the independent variable. An equal-weighted portfolio 
was then formed, and we calculated the equal-weighted returns and excess 
returns. We then, as with the previous portfolios, aggregated these returns and 
excess returns to form monthly returns and monthly excess returns. 

The companies' financial characteristics at Time t - 1 were compared 
with their characteristics at either Time t - 2 or Time t - 3. We made this com- 
parison for all companies and then separately for companies with positive 
CARS in the first three days after announcement and for companies with neg- 
ative CARs in the first three days after announcement. The six models are 
called (-1,-2), (-1 ,-3), (-1,-2) +, (-1,-3)+, (-1 ,-2)-, and (-1 ,-3)-; the super- 
scripts refer to the entire sample (no superscript), the subsample with pos- 
itive CARs (superscript -1-1, and the subsample with negative CARs 
(superscript -) . 

The portfolios based on the six models' predictions were first formed using 
all NYSE/Amex companies and then again for all OTC companies. The result 
was 12 possible portfolios. The logit models (-1,-2)- and (-1,-3)- did not result 
in any companies to include in any year, however, so only the eight remaining 
portfolios are analyzed here. 

Table 24 shows the mean monthly portfolio return, number of stocks in the 
portfolio, and estimated portfolio alpha and beta for each of the eight portfolios. 
The portfoEos formed with NUSE/Amex companies, varying from an average 
of 44 for the (-1,-2)+ model to an average of 120 for the (-1,-3) model, have the 
fewest members. The more populated OTC portfolios varied from 127 for the 
(-1,-2) portfolio to 266 for the (-1,-3) portfolio. As might be expected from 
samples of non-dividend-paying stocks, the betas, ranging from 1.14 to 1.49, are 
fairly large. 

Column 4 of Table 24 shows the mean alphas horn the market model 
regressions on the individual stocks using daily data. Under standard assump 
tions about the CABM and a constant risk-free rate, the alpha coefficient should 
be rf(l - p), where r- is the daily risk-free rate for the estimation period. For 
assets with average betas in excess of 1.0, the alpha coefficient would be 
negative. Instead, considering that they are daily alphas, the alphas are again 
quite large, varying from 0.000211 for the (-1,-3) NYSE/hex portfolio to 
0.001064 for the (-1,-3)' OTC portfolio. On an annual basis, the range for alpha 
is £ram 5.3 percent to 26.6 percent; the standard CAPM with a constant risk-free 

@The Research Foundation of the ICFA 5 1 



T
ab

le
 2

4.
 P

o
rt

fo
li
o

 S
ta

ti
s

ti
c

s
 fo

r 
S

tr
a
te

g
y
 3

: 
P

o
rt

fo
lio

s
 F

o
rm

ed
 U

si
n

g
 th

e
 L

o
g

it
 M

o
d

e
l, 

P
o

rt
fo

lio
s
 

fo
r 

1
9
8
9
-1

9
9
3
 M

ea
n 

M
on

th
ly

 
M

ea
n 

M
on

th
ly

 
A

nn
ua

liz
ed

 
E

xc
es

s 
N

um
be

r 
of 

Po
rtf

ol
io

 
R

et
ur

n 
R

et
ur

n 
A

lp
ha

 
B

et
a 

R
et

ur
n 

t-S
ta

tis
tic

 
St

oc
ks

 
(-1

,-2
) 

N
Y

SE
/A

m
ex

 
4.

03
%

 
60

.6
2%

 
0.

00
02

43
 

1.
48

 
-0

.0
05

63
 

-1
.7

53
 

71
.6

 
(-1

,-3
) 

N
Y

SE
/A

m
ex

 
3.

90
 

58
.3

1 
0.

00
02

 11
 

1.
40

 
-0

.0
04

59
 

-1
.7

00
 

12
0.

0 
(-1

,-2
)' 

N
Y

SE
/A

m
ex

 
5.

52
 

90
.5

3 
0.

00
05

04
 

1.
49

 
0.

00
23

8 
0.

72
6 

43
.8

 
(-

1,
-3

)+
 N

Y
SE

/A
m

ex
 

5.
53

 
90

.7
2 

0.
00

04
04

 
1.

36
 

0.
00

86
5 

3.
48

9 
64

.8
 

(-1
,-2

) 
O

T
C

 
5.

23
 

84
.4

0 
0.

00
09

08
 

1.
36

 
-0

.0
06

62
 

-1
.9

10
 

12
7.

2 
(-1

,-3
) 

O
T

C
 

4.
97

 
79

.0
0 

0.
00

05
80

 
1.

35
 

-0
.0

01
76

 
-0

.6
68

 
26

6.
1 

(-
 1

 ,-2
) 
' O

T
C

 
5.

65
 

93
.3

0 
0.

00
10

31
 

1.
30

 
-0

.0
04

25
 

-1
.3

09
 

15
5.

4 
(-

1,
-3

)+
 O

T
C

 
5.

82
 

97
.1

9 
0.

00
10

64
 

1.
14

 
0.

00
16

4 
0.

54
0 

19
2.

3 
C

R
SP

 ea
ua

l-
w

ei
gh

te
d 

in
de

x 
2.

83
 

39
.7

1 
-
 

N
ot

e:
 T

he
 m

on
th

ly
 re

tu
rn

s 
ar

e 
ag

gr
eg

at
ed

 fr
om

 d
ai

ly
 d

at
a.

 T
he

 al
ph

a 
is

 th
e 

m
ea

n 
co

ef
fic

ie
nt

 fr
om

 th
e 

m
ar

ke
t m

od
el

 re
gr

es
si

on
 u

si
ng

 
da

ily
 d

at
a 

an
d 

is
 n

ot
 a

gg
re

ga
te

d.
 T

he
 t-

st
at

is
tic

 is
 fo

r t
he

 te
st

 o
f w

he
th

er
 th

e 
ex

ce
ss

 re
tu

rn
 is

 e
qu

al
 to

 z
er

o.
 



Initial Dividends and Imolications forlnveston 

rate of 6 percent and a beta of 1.4 would imply an annual alpha of -0.024, or -2.4 
percent. Therefore, the smallest of our estimated alphas is 7.7 percent larger 
than the implied alpha, which indicates that the individual stocks in the selected 
portfolios earned excess returns relative to the market model during the esti- 
mation period. As with the portfolio of all non-dividend-paying stocks, however, 
the large alpha would cause even quite large portfolio returns to be insignifi- 
cantly different from zero or negative after risk adjustment. 

The mean portfolio returns are uniformly greater than the equal-weighted 
index return and range from 3.9 percent to 5.8 percent a month, with annual 
values ranging from 58.3 percent to 97.2 percent. After adjusting for market risk, 
however, the average monthly excess returns range from a low of -0.66 percent 
for the (-1,-2) OTC portfolio, which is significantly negative, to a high of 0.86 
percent for the (-1,-3)' NYSE/Amex portfolio, which is significantly positive. 

Figure 4 shows the cumulative raw portfolio returns over time for each of 
the eight portfolios and the CRSP equal-weighted index including dividends 
(EWRETD); Table 25 shows the cumulative returns as of December 31,1993. 
Clearly, the portfolios' cumulative returns are huge relative to the equal- 
weighted index, even if most of the monthly excess returns are not significant- 
ly different from zero: $1.00 invested in the equal-weighted index at the start 
of 1989 and held until the end of 1993 would have been worth approximately 
$5.03, a remarkable five-year rate of appreciation and one that was driven 
primarily by increases in OTC stock prices; $1.00 invested in the (-1,-3)' 
NYSE/Amex portfolio would have grown to $22.68, however, and the same 
$1.00 invested in the (-1,-3)' OTC portfolio would have grown to $27.38. 

Figure 5 shows that the cumulative excess returns also contain patterns. The 
only portfolio with significantly positive excess returns is the (-1,-3)' NYSE/ 
Amexportfolio, and Figure 5 clearly shows how well it performed. The other port- 
folios have a systematic increase in cumulative excess returns for two years after 
the logit estimation period, after which their cumulative excess returns start to 
decline. This pattern suggests that the accuracy of the model begins to decline 
after two years and that, to obtain better portfolio performance, its parameters 
should be reestimated more frequently than five years, perhaps annually. 

In conclusion, certain portfolio strategies based on dividend-initiating 
stocks can apparently earn significant excess returns. The strategy of buying 
stocks just after the announcement of a dividend initiation appears to earn ex- 
cess returns, but realizing those returns requires that the investor be able to 
identify the stocks within the first day after announcement and face very small 
transaction costs. The portfolios ultimately formed in such a strategy are severe- 
ly undiversified, although they performed quite well during the test period. The 
strategy of identifying candidates for dividend initiation using a logit model pro- 
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Figure 4. Cumulative Returns for Logit-Based Portfolios 

---- (-1, -3) + OTC (-1, -2)+NYSE/Amex . . - 7  . (-1, -2) NYSE/Amex 

(-1, -2)' OTC - (-1, -2) OTC - (-1, -3) NYSE/Amex 

- - - (-1, -3)* NYSE/Amex - - - (-1, -3) OTC - (-1, -3) EWRETD 

vides positive excess returns and does so with a portfolio containing many 
stocks. The logit model that compares the companies' financial characteristics 
three years before initiation with the characteristics in the year before initiation 
appears to perform the best in identifying superior-performing non-dividend- 
paying stocks. 

Summary 
A company's decision to initiate dividend payments is complicated and means 
diBerent things in di€€erent companies. The motivation for a particular com- 
pany and the market's response to that particular company appear to be influ- 
enced by three factors. 

First, some companies that initiate dividends do so only if they anticipate 

54 OThe Research Foundation of the ICFA 
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Table 25. Ending Portfolio Value after 12/31/93 for $1.00 Invested, 
Assuming No Transaction Costs, and All Dividends Reinvested 
in the Portfolio 

Portfolio Future Value of $1.00 
(-1,-2) NYSE/Amex $ 9.59 
(-1,-3) NYSE/Amex 8.99 
(-1,-2) + NYSE/Amex 22.12 
(-1,3) + NYSE/Arnex 22.68 
(-1,-2) OTC 19.11 
(-1,-3) OTC 16.75 
(-1,-2)' OTC 24.39 
(-1,-3) + OTC 27.38 
CKSP equal-weighted return 5.03 

being able to continue payingthe dividends into the future. In this case, dividend 
initiation is a signal of continued strong or improving earnings and should be 
viewed positively by the market. 

Second, some companies that initiate dividends appear to do so in response 
to a decrease in their investment opportunity sets. This observation is consistent 
with the concept of a hierarchy of capital sources, with internally generated 
equity at the top; companies with enormous growth opportunities simply cannot 
afford to pay out dividends. From this perspective, the decision to initiate 
dividends is a signal that the period of rapid growth has passed and the company 
is entering a mature phase. This signal is not positive, and the market response 
to the dividend-initiation information, if the information was unanticipated, may 
well be negative. 

Finally, the decision of a maturing company with excess free cash flow to 
pay dividends is a signal that the company has decided to return this excess 
cash flow to its investors rather than waste it. From this perspective, the 
initiation decision appears to be positive. 

We examined the market reaction to dividend initiations, the financial and 
operational characteristics of companies that chose to initiate dividend pay- 
ments, and the return characteristics of portfolios based on both dividend 
initiation and company characteristics. We also segmented our study to consid- 
er separately those companies whose dividend initiations elicited positive mar- 
ket responses (positive CARS) and those companies whose initiations received 
negative market responses (negative CARS). Our findings fit neatly into the 
three categories. We found that, on average, a positive market response greets 
companies that initiate dividends but that this response contains substantial 
cross-sectional variation. 

Cluster analysis showed that both the positive- and negative-CAR groups of 
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- - u (-1, -3)+NYSE/Amex (-1, -3) OTC ..... (-1, -2) NYSE/ Amex 

(-1, -2)+NYSE/Amex (-1, -2)'OTC - (-1, -2) OTC 

- (-1, -3)+ OTC - (-1, -3) NVSE/ Amex 

companies exhibited the decreases in investment opportunities and increases in 
earnings that would accompany movement toward maturation; those compa- 
nies that had the highest positive market responses, however, were those with 
the relatively lower P/Es, cash flows, and profitability and relatively higher le- 
verage. In other words, those companies that already looked like maturing com- 
panies, with lower earnings multiples to reflect their status, had the highest 
positive market response to dividend initiation. For these companies, the divi- 
dend initiation did not reveal new information that the investment opportunity 
set had shrunk; the market already knew that. Instead, the initiation revealed 
that (1) management would return the unneeded portion of earnings to the in- 
vestors and (2) the managers believed the company would be able to continue 
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paying dividends into the future. For the other companies, the announcement 
came as an unanticipated and negative signal that the company would not grow 
in the future as it had in the past. 

We also found that signficant financial changes occurred in these compa- 
nies leading up to the dividend initiation that can help investors identx€y when 
to expect such an announcement. The univariate tests and the logit estimation 
procedure showed that the typical dividend-initiating company had recently 
grown at a decreasing rate, had a declining investment opportunity set, and had 
a decline in its earnings multiplier. Both the positive-CAR and the negative-CAR 
groups exhibited these characteristics, although the coefficients irom the logit 
regression were different for the two groups. These results suggest that the 
logit coefficients can be used in investment strategy to predict when companies 
might initiate dividends. 

Apparently, some profitable investment strategies based on the phenome- 
non of dividend initiation are possible. A portfolio consisting of all non-dividend- 
paying stocks does not appear to e m  excess returns, but a strategy of identify- 
ing and purchasing dividend-initiating OTC stocks on their announcement day 
and holding the shares 5-20 days appears to earn excess returns, after commis- 
sions, of 16-51 percent a year. Portfolios of such stocks are severely undiversi- 
fied, however; positive investment is often possible in only a single stock and in 
as few as one day in five. Using the logit model to choose a portfolio of non- 
dividend-paying companies that are likely to declare initial dividends produces 
more diversified portfolios and, in these tests, produces portfolios with average 
monthly excess returns ranging from a significant -0.66 percent to a significant 
0.86 percent. 
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Appendix: Definition of Variables 
The variables are grouped for convenience into the following eight categories, 
or dimensions. Table A contains a description of the ratios included in each 
category, a computational definition of each ratio idenhfying which Cornpustat 
data items were used, and the acronym of the variable. 

Liquidity. A company must have adequate liquidity, particularly in its cash 
position, before initiating dividends. Consequently, two estimates of liquid- 
ity, CDTCA (measuring the proportion of current assets held as cash) and 
CURRlENT (the traditional current ratio) were included. 

Valuation. Valuation ratios are often used in financial analysis when cornpar- 
ing companies. Three measures were used here--one that relates the market 
value of equity to earnings (F'E), one that relates the market value of equity to 
assets ('EV), and one that relates the book value of assets to the market value of 
equity (GBDMV) . These valuation measures overlap those of the next category, 
the firm's investment opportunity schedule. 

Investment opportunities. A company's investment opportunities are not 
observable outside the company but are considered to be revealed in a variety 
of measures. For example, the general investment opportunity schedule (IOS) 
is defined as the book value of assets divided by the market value of equity and 
is related to future growth opportunities (Chung and Charoenwong 1991); low 
values denote high expected growth. This measure has also been proposed as 
a measure of distress, with high values signifying poor prospects (Fama and 
French 1992). 

In addition to IOS, four other ratios are included in this category-RADDS 
(indicating investment in new or higher-quality products), NPETA (capturing 
past long-term investment), CEDTA (denoting long-term investment), and 
NPDD (measuring the average remaining accounting life of the assets). 

Size. The size of the fim has been used as a proxy for several concepts. Growth 
of a company would suggest its ability to realize past investment opportunities. 
Finn size is also associated with access to debt capital markets, in that large 
companies are considered to be less risky and have been observed to have more 
debt financing than small companies. In addition, a common assumption is that 
less is known about the true condition of small companies than about that of 
large companies. For these variables, the logarithmic transformatibn corrects 
for skewness in the distributions. The size variables are assets (LOGTA), sales 
(LOGSAL), and market value of equity (LOGRaVE). 
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Table A. Variable Description and Compustat Definition 
Variable 

Dimension Number Description 
Compustat 
Definition Acronym 

Liquidity 1 Cash/Tolal current assets 1/4 CDTCA 
2 Current assets/Current liabilities 4/5 CURRENT 

Valuation 3 Market value of equity/ (Market 
value of equity + Book value of (24*25)/[ ((24*25) 
assets - Book value of equity) + M O l  EV 

4 Price/Fully diluted earnings per 
share 24/57 PE 

5 Book value of equity/Market 
value of equity 60/ (24*25) CBDMV 

Investment 6 Book value of assets/Market 
opportunity value of equity 6/ (24*25) IOS 
schedule 

7 Net plant and equipment/Total 
assets 8/6 NPETA 

8 Research and development 
expenses/Sales 46/12 RADDS 

9 Capital expenditures/Total 
assets 128/6 CEDTA 

10 Net plant and equipment/ 
Depreciation 8/14 NPDD 

Firm size 11 Log of total assets log(6) LOGTA 
12 Log of market value of equity log (24*25) LOGMVE 
13 Log of sales log(12) LOGSAL 

Regulation 14 Dummy variable REG 
Profitability 15 Cash flow/Sales (18+14+112-116)/12 CFDSA 

16 Net income/Total assets 172/6 NIDTA 
17 (Net income - Preferred divi- 

dend)/Book value of equity (172-19) /60 NIPCB 
18 Net income/Sales 172/12 NIDSA 
19 (Sales - Cost of goods sold)/ 

Sales (12-41)/12 GPM 
Leverage 20 Book value of long-term debt/ 

Book value of equity 9/60 LTDTE 
21 Book value of long-term debt/ 

Market value of equity 91 (24*25) LTDMVE 
22 (Operating income - Deprecia- 

tion)/Interest expense 178/15 TIEAR 
23 Total liabilities/Total assets 181/6 TLDTA 

Growth. 24 Growth rate in sales (12-1/12-3)-1 SGROW 
25 Growth rate in assets (6-1/6-3)-1 AGROW 
26 Growth rate in employees (29-1/29-3)-1 EGROW 

Activity 27 Sales/Total assets 12/6 SADTA 
"Subscripts for growth variables refer to the fiscal year prior to the year of dividend initiation. For example, -I 
refers to the fiscal year immediately prior to the year of initiation and -3 refers to three years prior ro initiation. 
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Profitability. Measures of profitability indicate the success of past and current 
operations. The greater the profitability of the company, the more likely that it 
will have cash flows available for dividends. The five profitability ratios measure 
gross profit margin (GPM), net profit margin (NIDSA), net margin on a cash 
flow basis (CFDSA), return on assets (NIDTA), and return on equity (NIPCB). 

Leverage. A company's ability to pay dividends is affected by its capital struc- 
ture. To protect debtholders from wealth expropriation, debt contracts frequent- 
ly include provisions restricting the payment of dividends. Leverage is 
calculated by three measures of the amount of debt in the company's capital 
structure-LTDTE (the ratio of long-term debt to book value), LTDMVE (the 
ratio of long-term debt to the market value of equity), and TLDTA (a broad 
measure that relates all the liabilities of the company to its reported total 
assets)-and one measure of the firm's ability to service its debt--TIEAR (the 
traditional coverage ratio, times interest earned). 

Growth. Growth also is related to the investment opportunities of the firm. 
High-growth companies are less likely than slow-growth companies to have the 
internal cash flows necessary to pay dividends. The variables are the three-year 
growth rates in sales, assets, and employees. 

Activity. Activity ratios indicate the efficiency with which the firm uses its 
assets. The ratio used here, SADTA (sales divided by total assets), is also an 
inverse measure of capital intensity. 
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