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Abstract

We examine the association between dividend payment policy and expected dividend, controlling for
profitability, leverage and growth opportunity in a developing economy. Based on evidences from prior
management surveys on determinants of dividend policy and empirical evidence on investor’s negative
reaction towards dividend cut, we hypothesise that there is a significant positive relationship between
expected dividend measured in terms of past dividend payment and dividend policy of the firms. Our
sample comprise of 524 firms listed on Malaysian Stock Exchange (Bursa Malaysia) over a period of 5
years. We provide evidence to support prior survey findings. Multivariate results show that expected
dividend is positive and it significantly influenced Malaysian firms’ dividend payment. The result is
consistent with one of the renowned dividend behaviour of smoothing of firm’s dividend vis-a-vis
earnings and growth.
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1. Introduction

Dividend policy is one of the important decisions made by the firm. Healy and Pelepu (1989) suggest
that besides the choice of how much debt to hold in the firm’s capital structure, the choice of how much
earnings to pay as dividends also has significant impact on stock price. Since dividend payment has a
great influence on stock prices and prior evidence in both developed and developing markets show that
investor react negatively to dividend cut (Bajaj and Vijh, 1990; Denis, Denis and Sarin, 1994; Norhayati,
2006), maintaining smooth dividend payment is crucial. These evidences confirmed Lintner’s (1956)
pioneering study that managers are reluctant to cut dividends.

This renowned behaviour is consistent with DeAngelo and DeAngelo’s (2006a) contention that dividend
is of first-order importance to investors. Later study on earnings management motivation (Daniel, Denis
and Naveen, 2008) found that firms view expected dividend levels as important earnings thresholds and
thus, they managed earnings to meet expected dividend levels. Their results also suggest that firms are
relatively reluctant to cut dividends, even when they are faced with decline in earnings.

In this study, we examine the impact of expected dividend on dividend policy of a sample of Malaysian
firms.  Prior studies of survey questionnaires showed that the most important determinant of dividend
policy is the pattern of past dividend ( Baker et al. (1985, 1999, 2001 and 2007), Pruit and Gitman (1991),
Allen (1992), Al-Twaijry (2007), Baker and Powell (1999), Baker and Smith (2006), and Pourherdari
(2009)) . The finding of this study therefore, provides an empirical quantitative result to support survey
findings. Testing the effect of expected dividend on firm’s dividend policies in an emerging capital
market is a contribution to the literature and investors since little evidence currently exists on emerging
market.
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Our results show that expected dividend has a positive and highly significant association with dividend
payment. The result is consistent with one of the renowned dividend behaviour i.e smoothing of firm’s
dividend vis-a-vis earnings and growth. Our result is also consistent with Daniel et al. (2008) who found
that managers managed earnings to meet expected dividend.

This paper proceeds as follows. Section 2 briefly reviews prior literature and discusses expectation on the
relation between expected dividend and dividend payment. Section 3 describes the data and research
methodology. Section 4 presents the empirical results on the relation between expected dividend and
dividend payment. Section 5 concludes the paper.

2. Literature Review and Hypotheses Development.
2.1 Expected dividend

The study of dividend policy and factors influencing has been widely researched. A number of
theoretical models and hypotheses have therefore been put forward in the attempts to explain the
corporate dividend behaviour. Jensen and Meckling (1976) agency theory argues that dividend payouts
helps reduce the amount of free cash flows and control agency problem. Consistent to this, Easterbrook
(1984) hypothesizes that dividends are used to take away the free cash from the control of managers and
pay it off to shareholders. Higher dividends increase the likelihood that the firm will have to approach
capital market for funding needs, and therefore, expose firms to frequent inspection and thus reducing the
cost of monitoring the managers.

Litner (1956) managerial surveys found that dividend policy is an important decision variable because
managers believe that stable dividends lessen negative investor reactions. This was later supported by
Fama and Babiak (1968). A number of studies have confirmed the dividend policy beliefs of managers
in the US as described by Lintner (1956). Robinson (2006), Anand (2004) and Baker et al. (2007) are
among the researchers whose results were found to be consistent with Lintner’s model. An in-depth study
of Barbados dividend policy by Robinson (2006) found that the average annual dividends of publicly
listed firms of Barbadian firms are ranged between 45 to 321 percent. His result also suggests that firms
are relatively reluctant to cut dividends, even when faced with a decline in earnings. This perhaps can be
explained by significant price changes in response to the dividend changes. (Pettit, 1972; Grullon et al.,
2002).

Similarly, a survey on managers in Canadian capital market by Baker et al. (2007) found that 93 percent
of respondents believe that a firm should avoid increasing its regular dividend if it expects to reverse the
dividend decision in a year. They also found that managers in Toronto Stock Exchange listed firms set
dividend consistently with the dividend model of Lintner. The above findings imply that prior year
dividend payment is an important factor for firm’s dividend policy. Based on the above discussion, the
following hypothesis is developed:

Hi;:  Dividend payment of Malaysian listed firms is significantly associated with its expected dividend.

2.2 Profitability
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A firm’s profitability is considered to be an important factor that affects dividend policy. This is because
profitable firms can afford larger free cash flows and therefore are willing to pay higher dividends.
Ahmed and Javid (2009) and Mitton (2004) provide evidences that dividend tends to be more sensitive to
current earnings than prior dividends. Short et al. (2002) found a positive and significance association
between earnings and dividend changes.

Measuring profitability in terms of return on assets (ROA), Baker et al. (2007) found that dividend payers
in Canadian capital market have higher return on equity and return on assets. This result is consistent with
Fama and French (2001) who found that propensity to pay dividends is higher for larger firms with higher
profitability.

From the above discussion, the following alternative hypothesis is formed:

H.: There is a significant positive association between dividend policy and current earnings per share.
2.3 Leverage

The liquidity hypothesis suggests that leverage is negatively related to dividend payment. Dividend and
debt financing can serve as a mechanism to reduce cash flow under management control, and help to
mitigate the agency problem. Rozeff (1982) and Al-Malkawi (2007) points out that firm with high
financial leverage tend to have low payout ratios to reduce transaction costs associated with external
financing. Firms with higher leverage subjected to debt covenants stipulated the maximum funds
available for dividends. From above findings, the following alternative hypothesis is formed:

Hs: There is a significant negative association between leverage and dividend policy
2.4 Growth opportunities

The concept of growth opportunities refers to the extent to which a firm sustains the level of growth at a
rate which is deemed to be high in comparison to the majority of firms. Firm with high growth and
investment opportunities will need the internally generated fund to finance those investments, and thus
tend to pay little or no dividends. Accordingly, this study expects the firm’s growth and investment
opportunities, as measured by market-to-book ratio to be negatively related to dividend policy.

H4: There is a significant negative association between dividend payment policy and firm’s market-to-
book ratio.

3. Data, Variables and Methodology
3.1 Research Model

The dividend policy in this study is represented by the amount of cash dividend paid per share (DPS).
The dividend per share values replaces the variables in the original Lintner formulation to account for
frequent capital increases and bonus dividend issues by firms (Robinson, 2006). Following Daniel et al.
(2008), expected dividend is measured by dividend paid in prior year while current earnings are measured
as current year earnings per share. Firm’s performance is included as a control variable since firm’s
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accounting performance may be associated with its growth opportunities (Skinner, 1993), and firms with
high profit pay higher dividends to signal their performance (Miller and Rock, 1985; Gul, 1999a). Firm
performance is measured in terms of its earnings per share while firm’s future prospect and growth
opportunities is measured in terms of ratio of market to its book value.  Accordingly, this study expects
the firm’s growth and investment opportunities, as measured by market-to-book ratio to be negatively
related to dividend payment. The model also controlled for leverage, measured by the ratio of total debt to
total assets. Following Jensen’s (1986) free cash flow argument, debt and dividends are substitutes in
controlling the agency problem of free cash flow. Firms with higher leverage also have fewer incentives
to pay dividends due to monitoring influence of debt-holders such as banks and other financial
institutions.

To provide empirical testing to the hypotheses addressed in the study, the following model is tested:

DPS;, = a, + B EXPECTDIV,  + B,EPS,  + B,LEV, + B,MKTBR;  + &, ...... (1)
Where:

DPS;; = Dividend per share for the current year

EXPECTDIV;; = Expected dividend for firm i in year t

EPS;; = earnings per share

LEV;i; = leverage

MKTBR; = Market to book ratio

3.2 Sample Selection and Data Description

Our initial sample consisted of all firms listed on the Bursa Malaysia in 2005 to 2008. The number of
firms examined in this study determined by the availability of firm annual report. To be included in the
sample, we also require dividend payment data to be available both in the current and in the preceding
year. The sample is also narrowed down by eliminating firms with negative earnings and firms with
missing data. Firms in the finance, finance-related, REIT industries were excluded from the sample for
reasons of comparability with prior research. Mining, hotel and closed-end funds firms were also
excluded because these industries have very few observations. For all variables, observations below 1%
and above 99% of the distribution were removed. This resulted in a final sample of 524 firms with 1537
firm years. The frequency distribution of sample firms by year and industry sector is presented in Table
1.

Table 1: Frequency Distribution of Examined Firms
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No Sector No. of firms Number of firm years
(%) 2005 2006 2007 2008 TOTAL
1  Construction 37 (7.1%) 26 26 27 28 107
2 Consumer 90 (17.2%) 69 74 72 72 287
Product
3 Industrial 169 (32.2%) 111 111 129 129 480
Product
4 Plantation 33 (6.3%) 26 25 30 30 111
5 Properties 55 (10.5%) 37 43 38 39 157
6 Technologies 16 (3.1%) 12 14 11 11 48
7 Trading & 124 (23.6%) 78 87 91 91 347
Services
TOTAL 524 359 380 398 400 1537
4. RESULTS

4.1 Descriptive analysis

Table 2 presents the descriptive statistics for our examined firms. The average dividend per share for the
period of study is RM 0.07 or seven cents per share with a minimum of 1 cent and a maximum of 50 cents
per share. The mean current dividend per share (RM 0.07) is slightly higher than the expected dividend
or last year’s dividend of RM 0.064. Except for technology sector, the results presented in Table 3 also
show that the mean dividend per share for other sectors is higher than the mean expected dividend. This

indicates that firms are paying higher dividend in the current year compared to the previous year.

The

mean market to book ratio of more than one indicates that Malaysian firms in general have high growth

opportunities.

Table 2: Descriptive Statistics for the Dependent and Independent Variables

Mean Median  Std. Deviation ~ Minimum Maximum
DPS (RM) 0.070 0.04 0.077 0.01 0.5
EXPECTDIV (RM) 0.064 0.04 0.078 0.00 0.79
CUREPS (RM) 0.211 0.15 0.220 0.01 2.56
LEVERAGE (%) 0.84 0.59 0.86 0.01 9.66
MKTBR 1.032 0.750 0.99 0.03 9.69

Table 3: Descriptive Statistics for dividend per share and expected dividend per share by industry sector
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Industrial Trading &
Construction Consumer product Plantation  Property = Technology  services
Mean 0.054 0.074 0.060 0.106 0.063 0.085 0.074
DPS (RM)
Mean 0.052 0.068 0.056 0.092 0.058 0.086 0.065

EXPECTDIV (RM)

4.2 Regression results

Table 4 shows the results of the OLS regression. The dividend per share is regressed against the four
explanatory variables of expected dividend, current earnings per share, leverage, and market to book
ratio. The model is significant with an exploratory power of 74.1per cent (adjusted R square = 0.741).
Variance inflation factor (VIF), eigen value and condition index for all variables in the model shows that
multicollinearity is not a problem. The regression coefficient of expected dividend (DPS;.;) and current
earnings (EPS;;) are highly significant. The largest beta coefficient and the associated t-statistic of
EXPECTDIV (coefficient = .663; t-stats = 41.789) means that this variable makes the strongest unique
contribution to explaining the dependent variable of current year dividend cash payment, when the
variance explained by all other variables in the model is controlled for. The higher beta coefficient of
expected dividend (beta = .669) compared to current earnings imply the greater importance of expected
dividend in determining the amount of dividend per share, as compared to the current level of earnings
(coefficient = .094; t-stats = 17.576; beta = .267).

This indicates that expected dividend measured in terms of dividend paid in prior year is an important
dividend threshold for the firm. The finding support the first empirical survey study of dividend policy
provided by Lintner (1956) who found that an existing dividend rate forms a bench mark for the
management. This result supports our hypothesis that the firm dividend payment is influenced by its
expected dividend. The result of matching expected dividend by dividend payer firms perhaps can be
associated with avoiding dividend surprise behaviour as prior evidence shows that negative dividend
surprise may result in big market penalty (Grullon et al., 2002). The result is also consistent with prior
survey studies on factors determining dividend policy. Baker et al. (1985, 2001 and 2007), Allen (1992),
Baker and Powell (1999), Baker and Smith (2006) and Pourherdari (2009) found that dividend is affected
by the pattern or continuity of past dividends.

The result of significant positive association between current earnings and dividend payment is consistent
with Mitton (2004) and Ahmed and Javid (2009) who found that earnings is one of the determinants for
dividend policy in emerging markets. Daniel et al. (2008) in their study on whether firms manage
earnings to meet prior year dividend payment also found that firms tend to manage earnings upwards to
circumvent their dividend payment restrictions. This perhaps can be explained by “information content”
explanation, where dividends are regarded as credible source of signalling to investors in capital market.
Firms with higher performance were more likely to take a decision of distributing dividends (
Abdelsalam, 2008).

The result of significant negative association between leverage and dividend per share is expected.
Consistent with Jensen’ (1986) free cash flow argument, Debt are used as substitutes in controlling the
agency problem of free cash flow. For highly levered firms, the higher cost of external financing makes
them lee likely to pay dividends. A market-to-book value ratio on the other hand shows inconsistent
result with earlier findings using US data. A statistically significant positive association between growth
and dividend per share indicates that dividend is paid irrespective of the firm’s investment opportunities.
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Dividend in this case perhaps is being used by managers as a mechanism for financial signalling to the
outsiders.

Table 4: Regression model results

variable B  beta t-stats p-value

Intercept .008 3.994 .000

Expected 663  .669  41.789  .000***

dividend

Current EPS 094 267 17.576  .000***

Leverage - -052 -3.929 .000***
.005

Market to book .004  .048 3.466  .001***

ratio

R-squared (%) 74.1

Adj. R-squared 74.0

(%) 1537

N 1092.93

F-statistic 0.000

Sig.

5. SUMMARY AND CONCLUSION

This study examines the influence of expected dividend payment on dividend policy of Malaysian listed
firms. The use of dividend payment instead of dividend pay-out ratio as estimated by Lintner model is
consistent with the responses made by corporate managers that market places greater value on stable
dividends than stable dividend payouts (Brav et al. 2003; Robinson, J. 2006). The motivation behind this
study is to provide empirical evidence to prior survey evidence on the importance of past dividend as key
determinants for firm’s dividend payment. We hypothesise that payer firms are relatively reluctant to cut
dividend payment and therefore expected dividend payment becomes an important factor.

Our results show that the hypothesis of positive association between dividend per share and expected
dividend is highly supported.  This is consistent with prior survey evidences that ranked past dividends
as key determinants for dividend payments (Lintner (1956), Baker et al. (1985, 2001 and 2007), Pruit and
Gitman (1991), Allen (1992), Al-Twaijry (2007), Baker and Powell (1999), Baker and Smith (2006), and
Pourherdari (2009). Another study on earnings management suggests similar result that firms view
expected dividend levels as important earnings thresholds where they consequently manage earnings to
meet dividend levels (Daniel et al., 2008). This is consistent with avoiding negative surprise behaviour
which may have a negative impact on the firm’s market value. Our study adds to this literature by
documenting empirical evidence supporting prior survey findings that the pattern of past dividends
represents an important determinant for current dividend payment in developing market.
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