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ABSTRACT

A generous amount of research on payout policieség@orted that the trends of payout policies
have changed overtime. The common pattern in nfasiese studies is that fifty years ago cash
dividend was the most dominant and favourable fafpayout, but this pattern was not

maintained and saw some changes in the 1980s. 38@slwas a period where the use of
repurchases increased significantly in both thedd8 the UK and this increment was paired
with a declining propensity to pay dividends. Itthés observation that impelled researchers to
suggest that share repurchases were substitutesagor dividends as they were being finance
with reductions in cash dividends.

Share repurchases are a new concept in South Afdogpared to other international capital
markets. The implementation of the Companies AmandrAct 37 of 1999 has made it possible
for companies to carry out open market stock répase programmes in South Africa and since

then, share repurchases have become an intricatefgeyout policy for South African firms.

This study tests whether indeed the declining pusipe to pay dividends and the increasing

propensity to repurchase patternsare observalfminh Africa and whether share repurchases
are indeed substitutes for cash dividends in talayarkets. This study examines the payout
policies of 116 companies listed on the JohannesBtock Exchange (JSE henceforth) between
2002 and 2009.

Overall, this study finds that the use of shareurelpases has increased substantially in South
Africa during the sample period. Dividends haveatereased significantly and the total payout
ratio exhibited an upward trend between 2002 an@92his implies that the increase in
repurchase activity was not financed by the deerdasdividends, as dividends had also
followed an upward trend. There is sufficient evide that repurchases and dividends are
certainly not substitutes in South Africa.In aduliti to the observation thatdividend and

repurchase payout ratios moved in the same diredto most parts of the sample period, a



positive relationship between the dividend foreiogserror and repurchase activity was realized,

thus, dividends and repurchases weredeclared caompts.
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CHAPTER |

1. Introduction

The decision to distribute cash through dividenai$ share repurchases is motivated by various
factors. However, the puzzle of optimal payout poland the choice of wealth distribution to
shareholders remains widely debated and contr@léarsifinance literature, and even with the

generous amount of research in this field, the jguzas not yet been resolved.

Firm managers may choose to distribute funds infole of dividends, share repurchases or
simply repayment of company debt. Any rational stee lays out money with intentions or at
least anticipation that it would generate highdumes for him in the future. Conventionally,

paying out dividends was a means to provide investath some of the growth obtained from

their investment.

Since the 1980s, the convention of paying out @ndbs has become less favourable and share
repurchases have shown to be a much more populporete finance tool. In South Africa,
open-market share repurchases were only allowed 3899 when the Companies Amendment
Act 37 of 1999 was enforced and since then an asong amount of firms are adopting this form
of payoutLinde, 1999)

The shift from dividends to repurchases has bestindt in the US and the UKand was reported
in DeAngelo, DeAngeloand Skinner(2004This begs the questiofare dividends also

disappearing in South Africa and have repurchasegped in to replace them?’

1.1. Objectivesof the Study

The objective of this study is to examine whetlegurchase activity on the JSE is increasing

and making a mark as a relevant form of cash dsglment to shareholders. More importantly,



this study examines whether South African firms shging away from the traditional cash
dividend payments to their valued shareholderseams to be the pattern in markets abroad. If
so, another aim of this study is to assess whetherdeclining propensity to pay dividends is
explained by the increasing propensity to repurelsmres, ultimately testing if cash dividends

and share repurchases are viewed as substitutes South African context.

To arrive to a conclusion, a sample of 116 firnsseldl on the JSE is analyzed over a period of
eight years, from 2002 to 2009. The next step @b&erve whether the trends of payout methods
have changed over the sample period. The four palicies that are analyzed in this study are
dividends-only, repurchase-only, no payout and 4oi¥idend-and-repurchase policies. Since
open-market repurchase activity is relatively nevsouth Africa, it is investigated whether it is
becoming dominant as payout method. Finally, tastscarried out to check for the substitution
effect and to see whether the changes in payoitigolhad anything to do with firm-specific
attributes.

1.2. Justification of the Study

The issues discussed in this study are valuabbetio firms following a specific payout policy
and the recipient of the payout in question. Issueeed to be proficient in recognizing
conditions in which dividend payments and sharebloks would be most optimal and follow
the optimal payout policy.It also necessary famrto be able to determine their ultimate payout
policy well in advance based on their charactesstiecause changing dividend policy overtime
bears implications on both the firm and the shddsro

At the same token, investors who desire dividegdnme in today’s market that is infamous for a
decreasing proportion of dividend-paying firms, chde be able to recognize firms with a
promised longevity to pay dividends just by lookiagthe firm-specific characteristics of the
issuing firm. With this quality, investors may agtidhe blunder of investing in dividend-paying

firms mistaken for cash cows that would later cohteedividend-non-paying firms.



This study contributes to the expansion of dividgyadicy literature, tackling the issue of
repurchases as a substitute for dividends, antha¢as still underdeveloped in the South African
payout policy literature. Even though this specsiady is still at its infancy in South Africa, in
terms of literature coverage, it neatly ties togetbther prevalent aspects of payout literature
such as the introduction of open-market repurches&gsuth Africa, the evolving payout trends
since repurchases and the implications.

1.3. Structure of Paper

This paper is structured as follows. Chapterll ptes an outline of the literature review on the
forms of payout policy, the motivations of payouwtrrhs and the shift from dividends to
repurchases. Chapter Ill describes the data, sangilection and the methodology adopted.
ChapterlV provides the empirical results and diseasthe findings. Chapter V concludes,
highlights the main findings of this study, diseesghe limitations and suggest future areas of
study.



CHAPTER I

2. Review of Related Literature

The key responsibility for firm managers is to ¢eeaealth for their shareholders. Once wealth
has been created, managers need to decide on talwdate the funds that they have. Firms can
either plowback resources to further their growthtleey can payout these funds to their
shareholdef®hana, 2007) This study focuses only on two forms of wealtistdbution to

shareholders: cash dividends and share repurchases.

2.1.  Does Payout Policy M atter?

The decision to distribute cash to shareholdersbearecognized as a firm’s financing decision
since it is the same retains earnings that the iy use to reinvest in growth opportunities that
it uses to payout to its shareholddiliahmed, 2008) Whether distributing cash through
dividends or repurchases creates wealth for shitetsoor not still remains debatable after
many years of research. There are two main sclafdisought that have surfaced to argue for
the relevance of payout policy in determining tfadue of a firm. There is a school of thought
that maintains that payout policy does not imphetualue of a firm in any wa@Modigliani and
Miller, 1961)andthere is an arm that believes that payout pdaitgcts the firm value, either
negatively or positiveliLintner, 1956).

2.2.  Payout Policy isIrrelevant

Basic valuation models posit that the present vafiefirm is the future cash flows (earnings or
dividends) of the firm discounted back, implyingtlihe greater these expected cash flows are,
the higher the present value of the fiiifilliams, 1938)and(Gordon, 1959)It was from this
line of thinking that the prediction thathigher idiend payout increased firm value emerged.One
of the earlier offerings to argue against thisdfelas provided byodigliani and Miller(1961)



The authors established the Modigliani and MillsiM)’sdividend irrelevance theoremhich
contended that dividend policy or whichever paypoticy a firm went by, was of little

importance as it had no impact on the value ofithe

Modigliani and Miller(1961built the dividends irrelevance argument on sevassumptions.

The first assumption was that capital markets wmedect, implying that traders faced no
transactional cost, traders had costless acceshetcsame information, there were no tax
discrepancies between capital gains and divide8dsondly, investors were rational and they
preferred more wealth to less and lastly, inveskorsw with certainty the future earnings of

every firm and the investment opportunities thah§ would take in the future.

The main argument undeklodigliani and Miller(1961% framework was that a firm’'s
investment decisions were the sole determinantsofalue and not its payout policy decisions
nor its capital structure decisions.The framewodntended that investors were indifferent
between high or low dividends as they could buyeshat anytime to get the desired dividend or
sell their shares at anytime and receive fair valuineir shares. To be more precise, the authors
indicated that if a firm offered high dividends thé&wvestors couldpurchase more shares in
anticipation of these lucrative dividends, andhi¢ firm paid low dividends then shareholders
could sell their shares to mimic their anticipategh flows. This framework also purported that
if investors were indifferent between capital gaarsd dividends, they would be indifferent
between dividends and repurchases thus sugges@ighe two forms of payout were perfect

substitutes.

Many others have since subscribed to MM’s irrel@eatheorer(Black and Scholes, 1974nd
(Miller and Scholes, 19780thers have publicly disapproved of this irreles@ argument but
have given it credit for being the cornerstonexplaining dividend policies once the stringent
and unrealistic assumptions have been relbxater(1956)5 seminal work has shown that
firms choose their dividends policy deliberately #dfect their value®eAngelo and
DeAngelo(200d)ave recently attacked MM’s irrelevance theorenirgathe theorem irrelevant,

and confirming that a firm’s payout policy indedtkats its value.



2.3. Payout Policy is Relevant

Inreaction to the payout irrelevance proposifdlack(1976jaised a very important point
probing why firms paid dividends to shareholdersl avhy shareholders accepted dividend
payments if they did not matter. There is anotledosl of thought that argues that the value of
the firm is affected by its payout policy.It is $hgroup that attempts to give explanations as to

why firms distribute cash to shareholders.

Only in a perfect frictionless world with rationalvestors, no taxes, no information asymmetry
and no transactional costs would the dividendexrahce theory hold. Theories competing with
the dividend irrelevance argumentare based on ingthese assumptions. Thethree main
theories that have been proposed to motivate wihysfpay either dividends or repurchases are
based on market imperfections and thesetheoriesageacy costs, signalling and tax-preference

theories.
2.3.1. Agency Costs

Although Modigliani and Miller(1961)'payout irrelevance proposition maintained that
dividends did not affect the value of the firm inyaway, the agency costs models of payout
posited that payout policies affected the valuenfiby controlling agency problefhsand

aligningthe interests of management with thosehafesholder.Some of the agency costs models
of dividends involve modelling free cash flawcapital structure, shareholder protection laws,

management stock incentives and takeover threatgtigate agency costs.

! Agency problems refer to the problems that migigeabetween shareholders and management when
the interests of the two are not aligned and agepsys refers to costs that have to be incurredstare

that the two parties have common interests, (Kildsinger, 2007).

2Jensen (1986)defined free cash flow as cash flavatirm has left over after funding all projethtst
have a positive net present value when discourdel. b



The basic intuition behind all of the agency cosideis of dividends is that by distributing
retained cash to shareholders as dividends orckases, this will lessen the amount of free cash
flow available that managers would otherwise us@mfects that do not have the shareholders’
interests at hegiewenter and Warther, 1998)

2.3.1.1. Agency Costs of Free Cash Flow

Managers often want to show power by building esgpiand having a lot of resources under
their control as a positive association has besoodered between large firms and management
compensation packages, (Murphy, 1985pr a firm to achieve such growth it must usdrize

cash flow and invest it in projects that will inase the size of the firm, some of these projects

may not necessarily be value enhancing as theymeagyative net present value (NPV).

Easterbrook(1984ade a commendable attempt to find out whethedeinds could serve as a
tool to mitigate agency costs by aligning manadera shareholder interests. Assuming that
managers were not perfect agents and that they @@ company funds to pursue their desired
interests, the author offered two forms of agerasts of which dividends could be used to align
shareholders’ interests with managers. The auttguea that when a firm increases its dividend
payout, it can fund the new investment projectsgpbysuing capital markets either by debt or
equity subjecting itself to closer monitoring by tbapital markets. In a sense dividends are some
form of commitment as the firm undertakes to payshareholders cash at regular intervals in the

future and it is this bond that reduces the firfmé®e cash flow.

Jensen (198éxplained how debt could be used in place of diwildeto reduce the agency costs
of free cash flow. Debt can be viewed as a distgpli device as it prompts the issuing firm to
bond its future cash flows by honouring interede rpayments to the debtholders.Since the

firm’s future cash flows are committed to honouenest rate payments, this essentially reduces

3As cited in Jensen (1986)



the amount of free cash flow that would be avadahl the future and effectively reducing the
agency costs that come with it.

FromJensen (1986)'discussion of the agency costs that come with ¢eeh flow emergebe
overinvestment hypothesmovided byang and Litzenberger(1989This hypothesispredicted
that an increase in the payout would reduce theimxestment of managers in negative net
present value (NPV) projects and consequently asereéhe value of the firm. The authors also
proved that dividend changes for over-invested doould be used to convey information about
the firm’s investment policies. The authors showet paying out too much dividends may also
conveya negative signal, specificallya firm payimgt excessive dividends may signal that it
hasno investment opportunities available and tteusxpected cash flows are lower. This model
is not unique to dividends only. Firms can also teygurchases to reduce the free cash flow
available and prevent managers from taking on beaglstment projects.

Some authors have argued against the role of regses in aligning the shareholders and
management interesi&ui and Weston(2008pdNohel and Tarhan(19989inted that if minority
shareholders sold their shares to the remainingonihajshareholders, then the majority
shareholders will have absolute power to contra amsuse funds as they wish. The authors
suggested that majority shareholders should alseseas to reduce the possibility of them being
blockholders that misuse funds.

2.3.1.2. Agency Costs and Shareholder Protection Laws

Shareholder protection laws are codes that aréosetgulate firms and ensure that they act in
ways that are beneficial to their shareholders laglg to align the interest of managers with
those of shareholders even if it means forcing marsato act in accordance with théidam and
Nofsinger, 2007)Examples of such laws include shareholders havioiing rights to elect
directors, rights to receive the same amount afldivds as managers, rights to sue company for
damages and general voting rights on corporateemsattf the firm(La Porta, Lopez-de-Silanes,
Shleiferand Vishny, 2000).



The extent to which shareholder protection lawsgaie agency costs depends on the sternness
of such laws, and this may vary from country tordoyla Portaet al.(200@pnducted a study to
determine whether dividend policies could mitigaigency costs in countries with different
shareholder protection laws. The authors used Bblaker protection as a proxy for agency costs
and showed that firms in common law countries hgo@d protection laws and those in civil law

countries do not offer the best legal protectiantf@ir minority shareholders.

La Portaet al.(200@rther explained how shareholder protection lansoerrage firms’ dividend
policies. The authors proposed two alternative rnsotie explain dividend policy and agency
costs in countries with different shareholder prota; the outcomemodelnd thesubstitute
model The outcome model posited that shareholder piotetegal systems that are effective
give minority shareholders power to force managemay high dividends and restrict them from
undertaking negative NPV projects. Thus, this mquebicted a positive relationship between
the dividend payout and shareholder protection,lymg that firms in countries with good
shareholder protection laws have high dividend payatios. On the contrary, the substitute
modelpurported that that in countries where theredf@der protection legal system was
effective, firms tend to pay dividends to buildeputation that would render them better terms
when seeking external funding from capital marketdhis model is an
extensiotasterbrook(198%4 model that where debt was used as a substituteli¥idends.
Thesubstitute model predicted that firms in cowstrivith ineffective shareholder protection
have high dividends payout ratios.

La Portaet al.(200@uthors found strong evidence supporting the ouécarodel that firms in
countries with strict shareholder protection lavesdphigher levels of dividends compared to
their civil law counterparts. These results shoat thggressive shareholder protection laws can
prohibit managers from investing in poor projecysdsuing dividends. In addition to this it was
found thatfast growth firms tend to pay lower demdis and pursue investment opportunities as
shareholders are willing to wait for the firm toaod optimum growth and then increase
dividends. The authors found that mixed evidenceheflevel of dividends paid by firms in

countries with weak shareholder protection laws.



Liu(2002kstudied the outcome and substitute models acrossitroes. Unlike La Portaet
al.(2000) theauthorstudied the impact of external corporate governgsgeh as capital market
monitoring and accounting disclosures) on divid@eticies, without limiting the argument to
shareholder protection only. Another differencen®ssn the two studies is thiati(2002)did not
assume that the relationship between dividend igsliand external corporate governance was
constant and used panel data to capture the dynsettings. To be more precise, the author
observed the changes in dividend policies that vasra result of the changes in stock market
monitoring, accounting standards and disclosuresiwageholder rights. The author found results
that were in support of both models, but found thetsubstitute model dominated the outcome
model, and that the improvements in external caggogovernance had reduced the role of

dividends in mitigating agency costs.

Finally, Bartman, Brown, Howand Verhoeven(2088p studied the impact that firm-level and
country-level agency costs had on dividend policidge authors also tested the validity of the
outcome and substitute models and in turn foundesge in favour of the outcome model. The
authors found that shareholders of firms in coestimvith sound shareholder protection legal
systems were able to dictate high dividend payatipsbuttheir capability to demand high

dividends was weakened in firms with high agenayflads.

2.3.1.3. Agency Costs and Managerial Incentives

Managerial stock options can be used todisciplia@agers who do not act in the best interest of
the shareholders and use the firms’ retained egsnito undertake value destroying
investments.These stock options give managers bHoéce to buy company shares at a
predetermined priced (exercise price), so theyaaferm of compensation to the managers.
Because the option contract fixes the price at wim@anagers can purchases shares, managers
would benefit if the price of the shares increageshat case the managers can make profit by
exercising their option to buy the shares for tkereise and sell them at higher vdkien and
Nofsinger, 2007)

10



Lambert, Lanen, and Larcker(198%amined whether there was a relationship between
executive stock options and the firm’s payout polithe authors assumed that paying dividends
reduced the share price, therefore managers waitltekr reduce dividends so that prices can
adjust upwards, consequently increasing the vafutaesr stock optionsThis does not imply
that managers would completely do away with divileras there are costs associated with
dividend cuts. It is from this assumption that tathors predicted a negative relationship
between a firm's dividend payout ratio and exeaitstock options. The authors' results
confirmed that the decreases in dividends werecéged with the increases in value of

managerial stock options.

Fenn and Liang(200djscussed two ways in which executive stock optiwaee likely to affect

a firm’s payout policy. Firstly, the stock optioosuld result in higher payout ratios. Managerial
stock options instil discipline in managers and rugxercising their options, managers would
own shares in the company, making them part obttreership structure of the firm. In this case,
like most shareholders, managers would benefihéymade enough profit to distribute to
shareholders (themselves included) as dividendsparchases. Thus, an increase in the value of
the executive stock options would entice manageexeércise the options and in turn owning the
company shares and once they own the shares thdy desire high payout ratios like any other
shareholder. Secondly, managerial stock optionddcoesult in reduced payout ratios, as
predicted byrambert et al. (1989).

Fenn and Liang (200&pnducted a study to examine how payout policy watected by
managerial stock options.The authors found thdtrims with high potential agency conflicts,
(i.e. firms where with low investment opportunitiésgh free cash flows and where managers
had low stock ownership) were likely to have higtyqut ratios to rid their excess cash flows.

This implies a positive relationship between mamnagstock ownership andpayout ratios.

“Lambert et al.(1989) made the analogy between é¢xecstock option and call option and noted theugabf the
two was positively related to price of the shares.

11



Fenn and Liang (2004)so found evidence to support the negative relatigp between dividend
levels and the value of the management optionspl8oentary to that,a strongly significant
positive relationship between management optiond egpurchases was observed.Unlike
dividends, repurchases were assumed to increase gheaes. This may imply that managers
were reducing dividends and increasinsg repurchemsstead because the price increases that

came with repurchases enhanced that value of #augxe stock options.

Weisbenner(200@)soshowed how the increasing use of managemesk spiions had affected
payout policies of firms. The author used Earnipgs Sharg (EPS henceforth) to explain how
the increasing use of stock options could be linf@dhe increasing use of repurchases.By
exercising their share options, the number of shangtstanding in that company increases
therefore increasing the denominator of the EP® eatd effectively diluting EPS.The author
explained that since the cost of granting stockoogtwas a diluted EPS, managers would then
resort to repurchases to reduce the number of shauestanding. The authorhadtwo main
findings that validatedthe hypotheses; firstly,thetnagerial stock options certainly affected the
firm’s payout policy and secondly, a positive redaship between repurchases and the granting
of stock optionssuggested thatmanagers used regagshin an attempt to reverse the EPS

dilution caused by the granting of the options.
2.3.1.4. Repurchases and Takeover Threats

Payout policies can be used to deter takeover tdieapon repurchase the price of the stock
increases,implying that the acquiring firm would/é@&o buy the target at an additional premium,
then repurchasescan be used to deflect the pasifila takeover as they effectively increase
the acquisition price of the firfBagwell and Shoven, 198andDittmar, 2000) To endorse this
statementDittmar(2000¥tudied the sample period 1977-1996 and notedttieamid-1980s, a

°Earnings per Share (EPS) is defined as a firmsirgs scaled down by the sum of common shares
outstanding and common share equivalents, (Weiglse8000).

12



period which was marked with very high takeovetsp aegistered relatively high repurchase

activity to dissuade the takeover threats.

Lucke and Pindur (2002kxplained how ownership restructuring couldbe ectd by
repurchasing shares. The authors elaborated thia ghares that were being bought back were
destroyed, the remaining shareholders would haeager control as the voting power per share
increase and this would augment their chance ofecteéig any possibility of a takeover.
Deflecting takeover by means of repurchases is polssible if the selling shareholders are
offered a price higher than what they had originbthught the shares for, if not the shareholders
will not be willing to budge and would be more thiaappy to welcome a takeover. Thus, the
cost of deflecting a corporate takeover by the refpasing firm is the pricethat the firm pays its
selling shareholders, and this price is higher tlhat the firm had initially issued the shares for,
(Dittmar, 2000).

2.3.1.5. Agency Costs and Capital Structure

Modigliani and Miller (1961) posited that a firmtapital structure and investment decisionswere
irrelevant in determining the value of the firmn&ncing dividends with debt can transfer the
wealth from creditors to shareholders if the firmshrisky debt, thus the ability to adjust the
leverageby the use of dividends can be used agnalling mechanism andcan mitigate agency
problems in a firrfKalay, 1980)

By repurchasing shares, firms are reducing the meunolb shares outstanding and ultimately
increasing their debt-to-equity ratio.If repurchasee financed by debt then firms are effectively
changing their capital structure by transferringlueafrom shareholders to debtholders,
(Renneboog and Trojanowski, 2008)is transfer of wealth from shareholders to deloldrs
leaves debtholders in a much better position toitoothe firm effectively and mitigate agency

costs(Renneboog and Trojanowski, 2007)
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2.3.2. Information Asymmetry and Signalling

There has been extensive theoretical and empivwecek that confirms the information role
inherent in payout policies. A lot of studies ilitzge how firms can alter their policies in order t
transmit certain information to the market andgega reaction that would consequently affect

firm value.

2.3.2.1. Signalling Using Dividends

Using dividends as away to distribute cash to $twders has tax implications as dividends are
usually taxed higher than repurchases, neverthétess continue to use(Bhattacharya, 1979)
Kalay(1980gxplained that if the benefits of paying dividenesceeded the tax costs on
dividends then firms will pay dividend&mbarish, Johnand Williams(198djtherexplained
that for insiders to even consider signallingby waydividends, this costly signal should
produce a positive announcement effect. In fadg ik true for any signalling model to be
efficient.

Most signalling models of dividends are based oe fremise that there is information
asymmetry between managers (insiders) and outsidestors.These signalling models of
dividends posit that management possesses sup@rgder information about the firm’'s
economic prospects and that they sometimes empglogledds to signal the firm’s current
financial health and future prospedtdliller & Rock, 1985)

Asquith and Mullins (198@xplained that firms pay dividends to demonstriag they would be
able to generate income in the future and thusddivlsmay be used to assess managements’
competenc®enis, Denis and Sarin(19%4immarized past literature and gave three main
explanations of the positive relationship betweamnddnd change announcements and changes
in stock prices. Firstly, an increase in dividesdgals information about a firm’s current and
future cash flows, and the magnitude of the chamg@rices is positively related to the
magnitude of the change in dividends. Secondlyjddivd changes signals the firms future
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investment opportunities. A dividend decrease waigdal that the firm may undertake negative
NPV projects in the future which may reduce firnbueaand similarly a dividend increase would
increase firm value as the market perceives it tiratfirm is not wastefully using its free cash
flow overinvesting in negative NPV projects. Thiyrdithe changes in dividend can signal a
clientele effect, implying that the price changssaesult of dividend change announcement are
influenced by the dividend yields of the marginavestor in the firm’s shares. The authors
argued that the signalling, overinvestment anddeind clientele hypotheses are not mutually
exclusive and examined these three explanatiom$lyjdby observing the change in abnormal
stock prices as a result of the dividend changeoamrement. The study revealed strong
evidence in support of the signalling and clientaedictions and very little evidence to favour
the overinvestment hypothesis, implying that theerowestment hypothesis has smaller

explanatory power than theother two hypotheses.

Brook, Charltonand Hendershott(198@ntributed to testing the signalling hypothesidie T
authors selected a sample of firms that had stask flow over four years but were in a position
to experience large cash flow increases. The asitstodied the firms’ dividend policies before
the cash flow increase and observed the degreehtohwiirms use dividends to signal the
awaited cash flow increase. The model used in théysenabled the authors to compare the
dividend policies of firms with an increased caslwfagainst those that had a constant cash flow
and to evaluate the impact that temporary cash ithaneases had on dividend policies compared

to permanent cash flow increases.

Brook et al.(1998pund that firms that were expecting a large cdslw fincrement, had an
opportunity to signal their expectations and temdntcrease dividends before the rise in cash
flow compared to firms that were not expecting aagh flow changes. It was shown that the
increase in dividends was accompanied by high abaloreturns and these abnormal returns
remain observed when the firm achieved higher dash Lastly, the authors found that firms
that had permanent cash flow increases were mare apcreasing their dividend payout ratio,
and overall the results proved that dividend changenveyed information about the firm’s

permanent increase in future cash flows.
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Hitherto, most of the models discussed above irtidy the changes in dividend policies convey
information about the firm’s future cash fldernartzi, Michaelyand Thaler(19@gl not
dispute the information content of dividend chandast questioned whether the changes in
dividends revealed any information about futurehctisws. The authors tested whether firms
that increased dividends experienced positive ueetepl earnings in the subsequent years,
whether the size of the dividend increase affetivedsize of the unexpected earnings’ increase

and whether changes in dividends conveyed infoonabout future earnings’ growth.

Bernartzi et al.(19979und little evidence of dividend changes carryimigrmation about future
earnings’ changes but strong evidence that suppbetsrelationship between past earnings,
current earnings changes and dividend changes.thera also found that changes in earnings
had minimal predictive power on dividend changest found that dividend cuts reliably
signalled an increase in future earnings. The asatheported that firms that increased dividends
signalled a permanent increase in current earrangsot on future earnings. Overall, the results
imply that dividends lag earnings and they do eaidlthem as there is weak evidence that the

change in dividends predicts the future earningtefirm.

2.3.2.2. Initiations and Omissions of Dividends

The extreme cases in dividend changes are dividetiations and omissions. These imply that
the firm in question did not have a dividend paypalicy in the past, in the case of dividend
initiation, or it will cease to have one, in theseaof omissions. The decision to initiate or omit,

has information content just like the decisionrtorease or decrease.

Lintner (1956) conducted a survey on managers and discoveredntbat of them were
conservative when it came to changing their divitlpalicy. The survey indicated that managers
only increase dividends if they were absolutelytaiarthat they would be able to maintain the

increase permanently.
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Asquith and Mullins(1983)udied the impact that dividends had on shareholgalth if it was
being paid out for the first time from four differeangles. Firstly, the authors evaluated the
impact dividend initiation announcements had onreth@lder wealth, and compared it to the
impact that subsequent dividend payout announcesimadton shareholders. Secondly, it was
examined whether the size of the dividend initiatgmlild have an impact on the changes in
shareholder wealth. Thirdly, the impact of inittats was compared to that of subsequent
dividends and finally, the authors observed whetheranticipation (or lack thereof) of dividend

initiation or subsequent dividends affected shadgronealth.

Asquith and Mullins (19833 results showed that initiating dividends hadosifive impact on

shareholder wealth, and so did subsequent divideagtase. The authors reported that the
impact that subsequent dividends had on sharehalei@ith was larger if not equal to the impact
of initial dividend. These findings support thedmhation role of dividends and establish that

initiating dividends also conveys the informatiomdaas a positive impact on firm value.

Ghosh and Woolridge (199%¥amined the information content of dividends ommfivalue
following dividend omissions. The authors useddize of the change in shareholder wealth as a
result of the magnitude of the change in dividesdaaproxy for the information content of
dividend changes, as disquith and Mullins (1983)Ghosh and Woolridge (199bund that
markets react more to dividend omissions and dsesstinan they do to initiations and increases.
The authorsexplained that this was because ingesteemed dividend decreases to be more
informative and more important than dividend inse=a Dividend omissions usually follow poor
earnings’ announcement and dividend reductionsiheg are usually taken to signal poor

expected earnings.

Ghosh and Woolridge (199bund evidence that firms that omit dividends dat expect their
earnings to recover any time soon, so successivesams were expected from such firms. The
results revealed that a firm’s first unexpectedd#nd omission was usually followed by capital
loss, but losses on subsequent omissionswere regvase because investors only react to the

information content of dividend announcements i tinanticipated.
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Michaely, ThalerandWomack(1998yestigated the impact of dividend initiations andissions

on price performance over the short-term and lemgitperiod. The authors examined whether
the market’s response to dividend omissions an@iignswas the same. The results showed that
dividend omissions had a negative impact whilsiddimd initiations had a positive impact on the
value of the firm in the short run. The authorsniduthat the market reaction to dividend
initiations was half the size of the market reattio dividend omissions, implying that the
market reacted more to omissions. These resultparalel to those o6Ghosh and Woolridge
(1991).

Dyl and Weigand(1998gxamined whether there was an association betieeinitiation of
cash dividends and the volatility of cash flow aatnings. The authors predicted that dividend
initiations were usually followed by a decline iareings volatilitybecause the initiating firm
would have fewer earnings surprises and thus lesss nis anticipated after the initiation.It is
from this explanation that the authors developedritk-information hypothesis that suggested
that dividend initiations conveyed information ththe firm’s risk had reduced. The authors

found evidence to support this hypothesis.

2.3.2.3. Signalling Using Repurchases

Share repurchases can be used to convey informalioat the firm’s prospects. Firms that use
repurchases to convey any information, mainly dacaignal that their shares are currently
undervalued and thus by buying back their undeedlstock,they are transferring thevalue of
shares to themselves at the expense of the uniatbinvestoré/ermaelen, 1981) and(Barclay
and Smith, 1988)

Dittmar (2000)alsodiscussed the undervaluation hypothesis of repaesh@his hypothesis
assumes that there is information asymmetry betwieemagers and shareholders that managers
have better information about the firm’s worth tremareholders. The hypothesis suggests the
market acknowledges share repurchases as a sigtnéhéirm is undervalued. The author used

firm size as a proxy for information asymmetry angblained that smaller firms usually report
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the highest level of information asymmetry becatisy are often not scrutinized by analysts
and invited little media attention. The author fdutmat smaller firms repurchased more than
larger firms and there was evidence to supportipothesis and indeed confirmed that firms

repurchase shares to signal that they are undexvalu

Gryglewicz(2004analyzed a sample of dividend and repurchase awceowmnts of firms listed

on the Warsaw Stock Exchange (Poland) between 4882000 and observed that firms mainly
used repurchases to signal. The study also revéadedirms that tend to repurchase shares were
smaller and undervalued whilst those that pay éwnit$ were larger and had permanent
operating cash flow from which they honoured thdiridend commitment. For this reason,
managers may prefer repurchases for their finafieigbility as opposed to dividends which are
more of a commitment of the firm to its sharehaé{llrgannathan, Stephensand Weisbach,
2000)

Signalling by repurchasing has a two-fold messé#iga]y, it can be indicative of the fact that

management has optimistic expectations about fuitameings and cash flows and secondly, that
managers repurchase shares if they disagree vatimérket's perception about the value of the
share&Grullon, 20009. Bhana(2007hvestigated 117 share repurchase announcemenisdret

2000-2003 on the JSE and reported abnormal retfras38% at the time of the announcement
of the repurchase and 14.35% three years afteartheuncement. This evidence supported the
signalling theory that the shares wereundervalyszhiannouncement and this is confirmed by

long term prices that were relatively higher thia@ prices at announcement.

Sometimes the market does not take the news ofalepse announcements too well. This is
because it is sometimes difficult for outside irnees to tell the difference between an
announcement with bad intentions from one with gagdntionsBabenko, Tserlukevich and
Vedrashko(201@pund that the announcement of repurchases isIwatya credible and shares

are not always undervalued at the announcemente Siranagers are not obliged to repurchase

® As cited in Bhana(2007).
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shares after the announcement some make such aemoemts to experience temporary
increases in their share price. The authors pwieat that managers could add credibility about
their shares being genuinely undervalued by butheg shares before announcing their plans to
repurchase. The authors found evidence of a pesrglationship between pre-announcement

purchases by insiders and announcement returns.

2.3.2.4. Timing of Repurchases

Brockman and Chung (200fyestigated whether managers used the informatianis known

to them to time their repurchases. The authorsagxgdl that firms would time their repurchases
to a period when the costs of repurchasing wiltheelowest and pointed out the variables that
may affect the firm’s decision to time repurchaas®overall market conditions, industry-specific
conditions and firm-specific variables. To be mepecific, the authors predicted that timing
opportunities would be greater if interest ratesentew, thus firms would rather use the cash to
buy back shares than to hold cash at low ratesiReases may be specific to certain industries
because firms in specific industries may be undeedhat the same time and this may present a
great timing opportunity for managers. On a firnegfic scale managers time repurchases when
firms have large cash reserves, thus excess casfs.flThe authors found that the timing of
repurchases was significantly related to generaketand firm-specific conditions but were not
related to the type of industry thatthe firms beedh to.

Ginglinger and Hamona (20@d%oinvestigated whether managers had superiorniaion on
which they timed their repurchases on, and whethese repurchases had an impact on
corporate liquidity. The authors also found thavbuftside investors suspected that the insiders
possessed superior information during the repuecpasiod then they would withdraw from the

market, thereby decreasing liquidity.
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2.3.2.5. The Magnitude of Abnormal Returns and the Type ogépurchases

The effect to which repurchases affect the valutheffirms depends on the type of repurchase
programmes adoptédomment and Jarrell(199dgscribed the three common types of
repurchase programmes; open-market, fixed-pricdetenffers and dutch-auction self tenders
repurchases. Open-market repurchase programmevas/the firm buying back its common
shares at the current market price. Fixed-pricdeenfferis a once-off offer where a firm offers
to buy a predetermined number of shares at a fixie@ at a predetermined time. Dutch-auction
self tender offer involves the firm repurchasingradetermined number of shares at a specified

range of prices instead of one fixed price as éndase of the fixed-price tender offer.

Comment and Jarrell(19%3plained that in dutch-auction self tenders, @ fwill always buy
back shares at the lowest priced asked by the lsblders. This minimum price is almost always
above the market price and the maximum price iosimlways equal to the price set by the
fixed-tender offer. The authors pointed out thatdose dutch-auction self tenders give managers
the opportunity to choose a lower price they arentied less credible than the fixed-price tender
offers and they are also considered to be lesgnvdtive as signals of undervaluation.The
authors further offered that the signalling powérregpurchases can also be affected by the
managers’ participation in the repurchase. On tih@ancement day, managers maypledge to
not tender their shares regardless of direction ofptiee changes after the announcement. This
sends out a strong signal about the risk that @reywilling to take. If after the repurchase
announcement the share price falls below the aff@rce, the wealth is transferred from the
non-trading shareholders to trading shareholdershé case of dutch-auction tenders, the non-
trading managers can lower the repurchase shaaelégel that minimizes the risk of wealth
transfer to the trading shareholders. This is hetdase for fixed-price tenders since managers do
not have a range of prices to pick from to minimikeir risk, thus their personal wealth is
exposed to higher risk. This risk symbolises thst @b repurchasingand if managers choose the
fixed-price tender, with a higher cost of repuréhgsthen this sends a stronger signal of the

undervaluation of the shares.
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Comment and Jarrell(19943%tudies revealed that the magnitude of abnoretalms was related

to the type of common stock repurchase engagetefirm. The authors found that fixed-price
tender offers, dutch-auctions and open-market od@se programs had average excess returns
of 11%, 8% and 2% respectively on announcementel results imply that dutch-auctions and
open-market programs are less effective as siggalinechanisms because the managerial

wealthis not as exposed to as much risk as theydanuhe case of tender offers.

Even though the signalling powers are strongesftfik@d-price tenders and offer the highest
premium on share prices, majority of share repwebare through open-market programmes
(Baker, Powelland Veit, 2003)Hong and Zhong-guo(200/8ported similar findings

andexplained that open-market programmes are nexible and less costly than the other two

methods hence firms prefer to use them more thaottier programs.

2.3.2.6. Repurchases and Regulatory Laws

The impact of repurchase announcements on the \a@fluee firm can be affected by the
regulatory systemof repurchases in a couRigkethal and Zdantchouk(200@yestigated how
the laws that govern repurchases could affect tigpakling power of repurchases and
consequently affect abnormal returns. The authomspared and contrasted share buyback laws
and regulation in Germany to the US regulationse Blthors elucidated that German laws
required the repurchasing firm to disclose fullommhation of the repurchase and obtain the
permission to do so at their annual shareholdertingedbefore announcing their plans of
repurchasing, whereas in the US the permissiomtmance the repurchase is granted by the
firm's board of directors.In addition to that, ndabing repurchase announcements are

punishable in Germany, thus making the costs efgustpurchases to fool the market high.

The stringent regulations in Germany suggest thatdignalling powers of repurchases are
stronger and more credible in Germany than in th&. Wverall, Hackethal and
Zdantchouk(2006pund that the abnormal returns on the announcemkemnépurchases were

higher in Germany than they were in the US bec#lusestrict German laws assigned credible
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signal of the undervaluation of the German firmspared to the permissive US repurchases
laws. Although there are laws governing the sheprirchase and resale agreements to ensure
that managers do not take advantage of sellingebblters,Ginglinger and Hamona(2008)
studied 352 French companies between 2000 and @&d@aliscovered that a disappointingly

small fraction of these firms comply within repuasie regulations.

2.3.2.7. Dividends versus Repurchase: Which one is betteBanalling?

Firmscan use either dividends or repurchases teegomformation about their misvaluation to
the market. The extent to which a firm is misvalweh determine which payout method it
adopts. According t©fer and Thakor(1983) firm is more likely to use dividends if the
undervaluation is by a small margin and repurchidm®r shares if the undervaluation is
largeChoi and Chen(199#8sted this hypothesis and found that the pricgpomses to
repurchases were higher than the price responsds/ittend changes. This implied that the
signals sent by dividends and repurchases werereliff. The authors explained that dividends
were more cost effective when the undervaluatios sraall and repurchases were more costly
as they increased the risk exposure of managetss, Tinms should repurchase its shares if they
are deeply undervalued, even though repurchasesmare costly, they would get higher

responses than they would with dividends.

The type of payout method adopted by a firm can algnal the volatility of the firm’s future
cash flow.Guay and Harford (200Bypothesized that repurchases are made when theidir
expecting a temporary increase in cash flow andlends are paid when permanent cash flows
are expectedagannathan et al(20@Boshowedfirms employ payout method to signal
expectations about the firms’ cash flows, spedifjchrms that have less volatile future cash
flows will pay out dividends and those that are ertein about their expected cash flows will
buyback. These findings are consistent with thbge and Weigand (1998and confirm the
negative relationship between risk (cash flow utatety) and dividend payout, and the positive

relationship between risk and repurchases.
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It has been proposed that firmsmay use one payaigypn order to improve another payout
policy. More precisely, firms can use repurchasagmove thevolatile, undervalued shares from
the market only to re-issue these shares at a hpgleeand these highly priced shares may come
with high dividendéWruck, 1989and Kim, 2007)

2.3.3. Tax and Payout Policy

There has been a handsome amount of work doneto thle effect of tax on stock prices. More
S0, a generous amount of studies have been condiactdserve the impact that tax on ordinary
dividends and tax on capital gains has on payocisib®s of a firm and consequently the value

of a firm.

2.3.3.1. Dividend Tax Clientele Models

Tax clientele models have been looked at to exphdig certain groups of shareholders prefer
particular sets of dividend policieSlton and Gruber (197@xplained the dividend tax clientele
hypothesis using two variables; dividend yields aadnings. The authors showed that as the
dividend yield decreased, the tax bracket increaseidthe preference for capital gains increased
and additionally that firms that paid most of theitained earnings as dividends grew at a slower

rate and attracted shareholders in lower tax btacke

The main argument behind the dividend tax clientslpothesis is that investors’ decision to
hold any portfolio is made on a tax-adjusted rated§ return basi&Kalay,
1982)Theauthorelaborated that investors belonging inelowax brackets preferred high
dividend yields whilst those in higher tax bracketsferred low dividend yields.

Since tax is a fiscal matter, the preference oifdéinds over capital gains from repurchases will
be determined by tax codes. Even though in moshtdes repurchases enjoy a better tax
treatment than dividends, this has not stoppedsfimthose countries from paying dividends. A
possible explanation for this may be dividend d¢kém effect, where most of the investors are

tax-exempt or pay relatively lower tax on dividenas in the case of retirees and charity
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institutiongBorges, 20025ometimes clientele effect may be less favouramdeninvestors are

required to pay a higher tax on dividends as i cddarge corporations

There is mixed evidence that the clientele effectdividends exists and that indeed firms
consider the consequences of the tax on their toksesvhen drawing up their payout policies.
Korkeamaki, Lilleblom andPasternack(2016pnfirmed undeniably that dividend clientele
affected the payout policy and additionallgsai and Jin(201fjund that managers took into
consideration the implication that the payout polh@ad on investors and adopted a policy that

was in the interest of their investors.

Researchers have turned to signalling theoriesdéfetential tax codes to explain the dividend

tax clientele hypothesis and the overall impadbafon payout policies.

2.3.3.2.  The Signalling Effect of Tax

An extensive coverage has been made on how chamgles dividend policy affect firm value
through signalling information about the firm’s fitability. Dividend tax models can be used to

convey information about the firm.

Bernheim and Wantz (1995judied the impact of dividend tax on the valueahpany shares.
The authors introduced th@ng-for-the-buckotionto the dividend signalling model context and
defined it as the change in the share price witfands to a one rand change in dividends. The
authors derived two contradictory hypotheses friwa ldtang-for-the-bucknotion; firstly, that
dividend tax should increase thmng-for-the-bucknd secondly, that dividend tax should
decrease thmng-for-the-bucK he first contention put forth was that when taxdividends was
high, good quality firms would not have to signaé tauthenticity of their quality from poor
quality firms by paying high dividends, thus thepwd be able to pay low levels of dividends.
This implies that théang-for-the-buckncreases with any variable (including tax) thrdreases
the marginal cost of dividends. The second argumestthat if tax on dividends was high then

issuing dividends would be very costly and a goadlity firms may lose their value if they
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continue to issue such expensive dividends, thesbHdng-for-the-buckdecreases with an
increase in the marginal cost of dividends.

Empirical results oBernheim and Wantz (1998jongly support the first effect that there is a
positive relationship between thang-for-the-bucland dividend tax rates. This implies that the
magnitude of the change in share prices is morsitsen to the announcement of dividend
change, when the marginal costs (tax) of divideads high. This is consistent with dividend
signalling theories that contend that using paysua signalling mechanism is more credible if
the cost of signalling is high, and higher costsighalling deter low quality firms from sending

false signals about their value.

Amihud and Maurizio(199T¢sted whether high tax on dividends was a necgssendition to
make tax-based signalling models of dividends maofermative about a firm's value. The
authors studied dividend payout in Germany whewddnds did not have a tax disadvantage
compared to capital gains. This was different sinceost countries dividends faced higher tax
rates than capital gains. The authors’ intentioesevio see if lower taxes on dividends affected
the information content of dividend changes anthdéy induced Germany firms to have higher
dividend payout ratios. The authors predicted #iate the tax on dividends was lower, then
dividend signalling was not credible and that ifl@éed changes in dividends triggered share
prices to change, then this change was explaindddigrs other than tax. The results revealed
that dividend changes cause prices to change heuinformation content of dividend changes
could not be explained by taxes.

Even though management may use dividends as allsignamechanism, such means of
conveying information may be costly. Such costs came from the fact that in most country,
dividends are more adversely taxed than otherratime payout policies. The cost of tax is not
entirely a bad thing(Bernhardt, Douglas and Robertson(20@gntend that tax helps to
discriminate the bad quality firms from the goodesn The authors explained that if high
dividends are accompanied by high tax rates, mgathiat the firm’s tax cost will increase for

every rand amount paid out to shareholders. Jush &ernheim (19919nd Bernheim and
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Wantz(1995) high quality firms would not need to pay highidends in order to stop the lower
quality firms from imitating them because the maadicosts for signalling would be higher for
lower quality firms.The authors predicted a positrelationship between the value of the firm

and the dividend tax rate and found sufficient ewitk to support this prediction.
2.3.3.3. Tax Regime Changes and Payout Policy

Payout tax rates and regulatory laws vary from tguto country and the effect dividend
changes have on share prices may vary acrossgemea® Although tax codes vary from country
to country, in many countries dividend income ibjeat to two types of tax; corporate income

taxes and personal income taxBsgwell and Shoven, 1989)

According toStiglitz(1983shareholders will consistently change their investirportfolios to
incorporate the changes in tax laws and to haventhst tax efficient portfolios. In order to avoid
the double taxation of dividends, it would appesid if firms opted for repurchases since tax on
the capital gains may be deferred until they aadized. Despite the comparative disadvantage of
dividends, some empirical studies have confirmed dividends have remained a dominant form
of payout over repurchasegAmihud and Maurizio, 1997)Several tax models have been

developed in an attempt to explain the choice yopapolicy.

Benito and Young (2003)eported that the proportion of firms in the UKthwaere omitting

dividend payments had increased from 17.9% in #ag ¥992 to 25.2% in 1999. The authors
attribute these findings to the change in the UK ggstem in 1997 which did away with the
refund on dividend income payable tax-exempt ingtihal investors. This evidence supports the

notion that tax reforms can change payout poliofdgms.

" Some studies have shown that dividends have bedessepopular as a form of payout and have
reported significant growth repurchase activityartla & French, 2001), (Grullon & Michaely, 2002),
(DeAngelo, DeAngelo, & Skinner, 2004) and (Skinr&g08).
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Chetty and Saez(20Gtudied the impact of the 2003 Tax Reform in thednSpayout policies.
The tax reform reduced the tax on dividend incof@lowing the tax reform, the authors
reported that there was an increase in the totatehds paid, and moreover there was an
increase in the number of dividend initiation feliag the reform. Another clear-cut finding was
that firms with large institutional owners respoddeell to the dividend tax, suggesting that

agency issues play an important role in dividenltcp's response to tax changes.

Dai(2007studied dividend policies of firms in Norway betwe#989 and 1998, a period that
underwent two different tax regimes. The authoasgle period was able to capture the impact
of the Norwegian Tax Reform of 1992 on dividendigek. Before the introduction of the tax
reform, corporate income faced both corporate ardgmal taxes, and after the implementation
of the reform dividends became tax exempt. Theastfound that dividend payout increased in
the tax regime where dividends were tax exemptsé&hesults imply a negative relationship
between tax rates and the level of payout polioptradictingBernheim and Wantz (1995)'s

results a positive relationship between bag-for-the-bucland dividend tax rates.

Korkeamaki et al.(2010pbbserved whether changes in Finnish tax regimeseal dividend

policies of firms.The authors studied the periodween 2003 and 2006, a period where
dividends in Finland ceased to be tax-free at peistevel and now faced double taxation at
corporate and personal levels.The main purposéeotudy was to examine whether investor

clientele and payout policies in Finland adjustethe tax reform of 2004.

Korkeamaki et al.(201@und results confirming that firms adjusted theiividend and

repurchase payout ratios to the tax reform. Thaastreported an increasing level of payout a
year before the reform for firms whose owners wdwdadversely affected by the tax increase,
but a declining dividend payout level and an inshe@ repurchase payout level post the reform.
These results complement those @iyetty and Saez(20CG)d show that ownership structures

and tax changes affect firms’ payout policies.
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2.3.3.4. Payout Policy and Tax in South Africa

Although dividend tax in South Africa has been moistent since 1990, companies declaring
dividends are not that fortunate to escape thétaden, and in fact they face Secondary Tax on
Companies(STC henceforth) over and above the catgoncome as required by the Income
Tax Act (Act 58 of 1962jdeGoede, 2007)

In 1993 when STC was introduced, it was set at AB&has since fluctuated. It was set at 25%
in 1994, 12.5% in 1996 and is currently 1Q%rer, Gilbert, & Maytham, 2008)The income tax

is currently 28%. Although there were talks of esphg the STC with dividend tax in
201QVanek, 2009) this study assumes that individual investors &e exempt as the
introduction of dividends tax in South Africa fatisitside the sample period of this study.

2.3.4. Other Determinants of Payout Policies

Fama and French(200Bnd Renneboog and Trojanowski(20€@)nd an association between
firm characteristics and the likelihood of payiniyidends, and the authors specifically noted
that firms that pay dividends were usually mattaeger firms that were profitable and had fewer
investment opportunities, whilst those that repasehwere smaller, youngerand less profitable.
Benito and Young(2003joncurred that firm size played a major role iir@’s decision to pay
out. Because of the signalling ability inherentdividend models, larger firms refrain from
omitting or decreasing dividends whilst smaller évdesser costs of signalling, thus they may
adjust their payouts as desired.

Fargher and Weigand(20@®servedthe impact that various firm charactesstitad on

payoutpolicies. The authors lookedlitg-cycle theoriedo explain the relationship between firm
characteristic and payout policies.The authorsirdjatshed that lower market-to-book ratio,
young firms with slower growth and investment oppoities were at a different stage in their
life-cycle than mature firms with higher marketdoek ratios and poor investment
opportunities. The authors further unravelled tlager firms had the highest response to
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dividend initiation, implying that these firms gamore from initiations as the market rarely
expects them to initiate dividends at that stageer@ll, the results confirmed that dividend

paying firms were larger, mature and had very feswgh opportunities.

Behavioural finance has also been used to explam d¢hanging pattern of dividend
policiesBaker and Wurgler(200éxplained that investors had time-varying demand fo
dividends and managers paid dividends to catenvestors’ demand for dividends. The authors’
catering theory of dividengsedicted that when investors demand dividendspané high price
on dividend-paying firms, managers will cater testidemand by paying dividends, but if
investors prefer non-paying firms, then managetsneit pay dividends. The authors turned to
this hypothesis to explain the changing trend oid#ind payout. The authors examined the
propensity to pay dividend trends over four subiquEr and reported that periods with high
dividend payout were matched with high investor dedhfor dividends and premium on paying

firms whilst periods with dividend omissions coited with negative premium on paying firms.

Ferris, Jayaraman and Sabherwal(2@g8jnined whether theatering theory of dividendsould
explain global payout policies, looking at both ecoon and civil law countries to incorporate the
level of shareholder protection in the demand ferdénds by investors. The authors found that
common law countries offered shareholders moreeptimin and that the shareholders were at
liberty to demand higher dividends to ensure tihatrtinterests were in line with those of
managers, thus in such countries managers catevesl tminvestors demand for dividends and

payout out higher dividends.

Hoberg(2009poked at thecatering hypothesis to explain théepatof declining dividends over
the years. The author examined the role of firmegperisk in explaining the declining
propensity to pay dividends. The author explairted firms increased their payout policy when
they were certain about expected cash flow, thggesting a negative relationship between
dividend payout ratio and the perceived risk. Tagar concurred witlrama and French(2004)
thalisting firms have become more risky and have loswgwival rates and this perhaps explains

why dividends have declinetioberg(2009)’'sesults confirmed that firm-specific risk was the
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most powerful explanatory variable of dividend pgland that the increase in firm-specific risk
was responsible for most of the declining propsgrsitpay dividends. The author further showed
that catering explained dividend initiations whésk was not controlled for, but once risk was

controlled for, the author found that managers ubeidends to cater to temporary investor fads.

2.4.  The Shift from Dividendsto Repurchases. Are Repurchases Replacing

Dividends?

Barclay and Smith(1988peported that cash dividends was by far the mostneon type of
distribution followed by open-market repurchasesvieen the years 1983 and 1986. However
during this period, repurchases became increasipgiyular and the total expenditure on

repurchases had increased.

Bagwell and Shoven(198&plained that even with dividend income facingpooate-level and
personal-level taxes, firms continued to pay dimie when there were other ways of
distributing cash such as repurchases and mergeaeqguisitions with lesser tax implications.
The Tax Reform of 1986 in the US that increasedtéixeon capital gains implied that the tax
advantage of repurchases over dividend would becesti The authors found that the aggregate
expenditure on both dividends and repurchasesrugdi to rise after the reform. These results
do not suggest that dividends replaced repurchaféeisthe reform since both forms of payout

continued to increase.

Fama and French(200Xstudied the occurrence of dividends between 192% E99 and

reported a 46.7% fall in the proportion of firmsypay dividends between 1978 and 1999. The
authors explained that the characteristics of fithad used to pay dividends had changed over
the years. The authors noted that firms that paidehds were usually mature, larger firms that
were profitable and had fewer investment opportesiitwhilst those that repurchase were

smaller, younger, less profitable and had greaterstment opportunities.
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Fama and French(20qdjint out that the listing requirements of exchanbave evolved over
the years, and that the nature of listing firms tilted towards smaller, less profitable firms with
great investment opportunities. This change in atteristics of listing firms is said to be
responsible for the drop in firms paying dividend$iese characteristics resemble those of
repurchasing firms, and suggest that firms payiagfor the first time are more likely to adopt

repurchases as their form of payout.

Stock exchanges with lower listing requirementshsas the Nasdaqg in US and the Altex in
South Africa have made it easier for many firmdé¢oeligible to list and because most of these
firms were poor performers before listing they ace only less likely to pay dividends, but to
fail and delistFama & French, 2004nd(Peristiani & Hong, 2004)

Fama and French(20Gaund that although the number of dividend payezslided over the
sample period,repurchases had a very small rolexplaining this reduction. The authors
showed that firms that were likely to start repasihg shares had a dividend policy already in
place, thus implying that firms were not reducihgit dividends to fund repurchases. These
results do not suggest that firms considered diddeand repurchases as substitutes, but rather

as complements since they were paired up to inergiatribution to shareholders.

DeAngelo et al.(20049und that the aggregate expenditure on dividerdsihcreased overtime
althoughFama and French(20Q&pvided evidence that the number of dividend payeere
reduced over the same peri@teAngelo et al.(200€xplained that firms that had small dividend
payout ratios had were likely to stop paying owmidknds completely whilst those that had very
high dividend payout ratios continued to pay. Tééuctions on total expenditure on dividends
as a result of the small payers dropping theirddind policies was exceeded by the increases in
total expenditure on dividends from top-paying Strifthe results posed that even if the number
of firms paying dividends had declined, the tothd amount spent on dividends had not, and
thus there was insufficient evidence that firmsucsgl their dividends and used the funds to

repurchase shares.
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On the contraryGrullon and Michaely(2008howed that the total expenditure on dividends had
decline over time whilst the total expenditure epurchases had increased. The authors argued
that the increase in repurchases was financedéettuction in dividend spending. The authors
alsoinvestigated whether dividends and repurchasese substitutes by estimating the
correlation between dividend forecasting errors mmlirchase activity, and revealed a negative
correlation implying that the greater the repurehastivity, the smaller the divergence between

the predicted and the actual dividend payment, tihei$wo forms of payout are substitutes.

Grullon and Michaely(2008)d not stop there and further conducted a testxamine whether
tax played any role in inducing the substitutiommzen dividends and repurchases. The authors
observed how the tax reform of 1986 affected payalities in the US. The reform resulted in
an increase in capital gains tax and the authaweti that this tax burden caused dividends and
repurchases to be substitutes. These results aomsistent withChetty and Saez(2004)'s
findings who found that after the Tax Reform of 20@he reduction of dividend tax was
followed by an increase in the aggregate spendimpih dividends and repurchases, suggesting

that the two were complements rather than subssitut

Julio and Ikenberry(200dpncurred that there was a decline in the propetsipay dividends
from the 1980s until the 1990s and this period a@®mpanied with a surge in the propensity to
repurchase shares. The authors make an interdsiaigg that the decline in dividends was
reversed post-millennium and provide several exgilans for switch. The authors found that the
tax cuts as a result of the tax reform of 2003 eduBvidends to increase. Secondly, it was found
that many of the listed firms were at a stage eirtlife cycle where they had fewer investment
opportunities and thus chose to distribute cagthenform of dividends. The authors found that
some of the investors’ demand for dividends wasxplaned by tax, signalling and agency
theories of dividends. Overall, firms found thayat levels increased after 2000, as a result of
an increase in both dividend and repurchase pagwets, thus implying that the two former

substitute methods were no longer substitutes pdinnium.
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Renneboog and Trojanowski(208&)died the trends of payout policies in the UKmi&ir to
Barclay and Smith(1988), Fama and French(2&0drullon and Michaely (2002he authors
found sufficient evidence to support the swellirsg wf repurchases over the years, but reported
that the vast majority of firms in UK still usedvdiends as their choice of payout form.
Renneboog and Trojanowski(20053ti1dy revealed that the propensity to pay dividemds not
declining in the UK as it was in US. The authorswéd that dividends had remained the most
dominant form of payout and showed that firms tnétated repurchases were most likely to
have a dividend policy in place. These results sagthat dividends and repurchases were not
substitutes in the UK.

Brav, Graham, Harvey and Michaely (200&)nducted a survey on executives of firms and
asked them whether they considered dividends teubstitutes, complements or neither. The
executives only considered the two payout methabstgutes if repurchases were funded by the
foregone increases in dividends, but even with ithatind, the executives made it clear that the
first thing they would do with the funds from dieidd reduction is to settle their debt. The
managers’ next popular answer was to repurchaseeshaith the funds from dividend
reductions. The authors noted that because oftitliiness of dividends, this was probably a
one-way substitution as none of the executives waimg to use the reduction on repurchases
to fund an increase in dividends. This is becaepaenchases are usually funded from temporary

cash flows and dividends are paid off from permécash flows because of their stickiness.

Blouin, Raedy and Shackelford(20pr@dicted that there would be a shiftfrom repureba®

dividends after the implementation of the tax refaf 2003resulted in a cut in dividend tax that
exceeded the cut in capital gains tax. The autfuarsd that firms increased both dividend and
repurchases during the two years after the taxmehut the shift toward dividends began in the
second quarter following the tax reform, implyirgt firms needed time to adjust their payout

policies.

Although there is overwhelming evidence of incregsiepurchase activity on an international

scale, not everyone agrees that repurchases hasmbesubstitutes for dividends, in fact there is
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another independent school of thought that argues tlividends and repurchases are
complementgFirer, Gilbert and Maytham(2008he authors conducted a survey to see whether
management regarded dividends and repurchasedsstiges and most of the respondents in
the survey said that they would rather participateergers and acquisitions than repurchases if
they had to reduce their spending on dividends.révthe survey indicated little evidence that
South African managers regarded repurchases dssttate for dividends as did their American

and European counterparts.

Overall, this literature review points outtherenis single theory that can explain the dividend
puzzle but rather there are numerous competingidgeattempting to explain why firms payout
dividends. Perhaps the best way to unravel thizlpug to invent firm-specific models that are
able to incorporate firm-specific variables to eipldividend policies of individual firms as
suggested bigaker et al.(2003)
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CHAPTER I11

3. Sample Selection and Definitions

This study uses a sample of 116 firms that aredisin the Johannesburg Securities Exchange
(JSE). The sample period is from 2002 to 2009 arid chosen for two reasons. Firstly, the
period post-1994 when trading information of firtided on the JSE is easily obtainable than
pre-1994 information. Secondly it covers a perideere firms were allowed to purchase their
shares back (repurchases were only allowed aftene JA999)Blouin, Raedy and
Shackelford(2008howed that firms needed time to adjust their paymlicies following
adjustments to fiscal regulations and tax refortmgs this study choose 2002 instead of 1999 as

the start of the sample period to allow for adjustis in payout policies.

Banks, insurance and utilities firms are not inelddh the sample because firstly, some financial
items listed below were not available for them aedondly, the dividend decisions by utility

firms are often regarded as a consequence of teguléFama and French, 2001)

Data items of the sampled firms were retrieved ffomancial statements retracted from I-Net
Bridge. An initial sample of 200 firms listed onetlSE is collected. In order to remain in the
final sample each firm-year observation must havermation available on the following

variables during the sample period 2002 to 2009:

1. Market Value V) — Defined as the market value of common stocthatend of the
year, measured as the product of the number of @ymshares outstanding and the

closing price at the end of the calendar year.
2. RepurchasesREPO- Defined as the decrease in the number of comstock

outstanding times the closing price at the endhefdalendar year, as usedStephens
and Weisbach(1998)
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Jagannathan et al.(200@)scuss several flaws of using the decrease imtimsber of
common stock outstanding as a proxy for the raridevaf repurchases. Amongst other
reasons the authors argued that this proxy didadpist for the number of shares re-
issued.

The authors also discuss the estimated amount pdirceases from repurchase
announcement as an alternative measure of rep@xhéise disappointing fact about the
value predicted in the announcement is that it eyely a figure indicating a firm’s
intentions and they are not obliged to do so. bt the authors report that usually most
firms repurchase fewer shares than stated in thelanrtement.

Despite the disadvantages of using the declin@emumber of shares outstanding, this
study adopts it as a measure for repurchases keaduthe difficulty of finding the
accurate measure of actual repurchases and I-NeégeBdoes not provide actual share
purchases in their database.

3. Earnings EARN — Defined as headline earnings before extraordi@ms.

4. Dividends DIV) — Defined as total rand amount of dividends dedan the common

stock of the firm during the year.

The following variables are also created:

5. MB (Market-to-Book ratio} Defined as the book value of the total assets {hle market
value of equity minus the book value of equity ded by the book value of the total
assets. [(Book value of total assets + market vatpety — book value of equity)/ book
value of total assets].
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6. CASH- Defined as the book value of cash and short texestments, divided by the

book value of the total assets.

7. ROA- Defined as the operating income before depreciativided by the book value of

the total assets.

8. o(ROA)- Defined as the standard deviationR@A.

9. NOPER- defined as the non-operating income before @eyren, divided by the book
value of the total assets.

10.DEBT - Defined as the book value of total long term g®#bs short term debt, scaled by

the book value of the total assets.

11. ASSETDefined as the book value of the total assets.
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3.1. TestableImplications

PROPOSITION I

Over the last decade, an increasing number of finage been distributing cash payouts to their

shareholders as share repurchases instead of didisle

PROPOSITION I1

Over the last decade, firms have been using re@seh as a substitute for dividends.
Particularly, the increase in the number and raniaunt of repurchases has been used as a

substitute for dividends.
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3.2. Research Methodology

The methodology used in this study was adopted feoollon and Michaely (2002).

3.2.1. Testing Proposition I

Proposition | foreshadows that an increasing priborof firms distribute cash to shareholders
in the form of repurchases as opposed to divideimderder to test Proposition | the trends of
payout policy between 2002 and 2009 are examingdnEial statements of firms within the

sample are gathered from I-Net Bridge and the Walig yearly data is compiled; the book value
of total assets, the book value of total debt, ajreg income before depreciation, income before
extraordinary items, dividends expenditure on commsbares, repurchase expenditure, total

book value of equity and market value of equity.

In order to see the payout trends, both dividend payout ratios are measured and the
behaviour of these ratios is observed over the Eamperiod. Dividend payout ratio in this
context is defined as the aggregate rand amouttiviofends expressed as a fraction of aggregate
earnings for every firm on yearly observation psirfsimilarly, the repurchase payout ratio is
calculated by the aggregate rand amount spentpamaieases expressed as a fraction of value of
aggregate earnings. Another way of observing teds is by measuring aggregate repurchases
or dividends as a fraction of the total market eabf equity. In order to be included in this
analysis the firm must have positive earnings at ylear observation, as it is assumed that firms
will only distribute cash to their shareholderghiéy have sufficient earnings to do so. In order to
avoid spurious results the outlier effect is rembiag excluding observations with payout ratios
higher than 1.

An extension of this test is to observe whether ¢hange in the proportion of firms paying
dividends, if any, is attributed to by various ficharacteristics and to see if there is any relatio
between payout ratio and firm characteristics. fiitme characteristics in question are the firm’s

market value, book value of assets, cash, returassets, age and non-operating income.
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The relationship between the abovementioned chaisiits and the disbursement of cash by
firms through either dividends or repurchases ahbs scrutinized over the following eight
cohort periods: 2002-2003, 2004-2005, 2006-20072808-2009. There are four distinct payout
policies that are considered;a dividend paying fma a repurchasing firm is classified are then
classified as @IV> 0) and REPO> 0), respectively and a non-dividend paying andoa-
repurchasing firms are defined &V = 0) and REPO=0), respectively.

The following conditions are set uplV= 0, REPG-= 0 (for firms paying neither dividends nor
repurchases in that specified perio@)V> 0, REPG= 0 (for firms paying dividends but not
repurchasing their shares in that specified peribdy= 0, REPC> 0 (for firms not paying
dividends but repurchasing their shares in thatifpd period,DIV> 0, REPCG> 0 (for firms
paying dividends and repurchasing their sharesattspecific period).

Once theabovementioned conditions are set upansutinenary statistics are drawn in order to
reveal the relationship between payout policy ant tharacteristicsMV, ASSET(the book
value of assets)yIB (the market-to-book ratio]CASH, ROAg(ROA), NOPER, AGE 8 (the
proportion of firms that have been traded on the &8 more than eight year€)]V/TOTAL (the
total amount of dividends in each cohort scaledth® aggregate amount of dividends) and
REPO/TOTAL(the total amount of share repurchases in eachrtcasaled by the aggregate
amount of share repurchases).

If there is indeed a relationship between the pribgo of firms paying dividends and those
paying dividends, a supplementary test is run tmrere whether this relationship is influenced
by the variability in earnings. This is done asesal findings have shown that mature and
profitable firms prefer dividends whilst smallerdaless profitable firms fancy repurchasesna
and French (2001Baker et al. (2003Benito and Young (2003JRenneboog and Trojanowski,
2005) and Fargher and Weigand (2086)ceage affects firms’ choice of payout form, due
differences between dividend paying firms and repasing firms are controlled for and the
liaison of changes in earnings and the propensityaly dividends is observed.This is done by
computing the following variablegROA), NOPER, DIV/EARENd REPO/EARNoOr the sub-
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periods. In addition to this, a cross-section regi@ on the change in payout ratio against the

change irs(ROA)over the sub-periods is estimated.

A more formal and inclusiveanalysis is performedet@luate the evolving nature of payout
policies over the sample period and to confirm rbgdsition | is valid.This is done by
determining the transition probabilities of champgiimom payout policyi at timeT to payout
policy j at time T+1 for each of the sub-periods. Four payout pdicee considered: a) no
dividends payments and repurchases, b) dividendsngat as the only form of cash
redistribution, c) repurchases only and d) bothddimds and repurchases. For the purpose of this
study the probability of transition is defined hse humber of firms changing their payout policy
from payout policyi to] divided by by the total number of firms with payqalicyi at timeT.

3.2.2. Testing Proposition I1

In order to test Proposition 1l of whether firmsarsing share repurchases as a substitute for
dividends it is observed whether firms are diveggaway from their past dividend policy and
using thereduction in the rand amount spent orddindl to finance repurchase activity. This is
done by calculating expected dividend payment Bwhefirm based on its dividend data and
evaluating the forecasting error (the differencereen actual dividend payment and expected
dividend payment. The intuition is that if indeexpurchases are substitutes for dividends then
the correlation between the forecasting error dradesrepurchase activity is negative, implying

that repurchases are financed with the potentigledse in dividends.

The following equation is used to find the impaétrepurchases on the dividend forecasting

error:

ERROR:i = [ADIVy (B1i+ B2EARNy + B3DIVer)]/ MVezi (1)
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where A DIV,;is the actual dividend change in yeafARN; is the earnings in ye&rDIV ;.;;iS
dividend level at yeat — 1, andMV ., is the market value of equity in year— 1. The
forecasting error is divided by the market valuesqtiity to enable the comparison to dividend
yield and repurchase yield.

The coefficientsf;; and fz; are parameters of earnings and lagged dividendstlaey are
estimates fromLintner(1956)s traditional dividends model. Lintner’s tradit@n model is

expressed by the following equation:

A Divij = fo,i + f1, EARN i+ £2 Divey i+ Py (2)

Grullon and Michaely(2002¢xplain thatLintner(1956)s model assumes that a firm’s dividend
policy is a function their targeted payout policydathe speed of adjustment of the current
dividends.The coefficient8,,8; andfSzare derived using Linter’s regression model asedtat
by Equation (2)and are then substituted inEmuation (1)to calculate the dividend forecasting

error term.

Additionally, the relation between the dividenddoasting error anRYIELD (epurchase yield
defined as the total expenditure on share repueshastimet divided by the market value of
equity at timet —1) andDYIELD (dividend yield defined as the total expendituredondends at
time t divided by the market value of equity at tihe-1) respectively, is determined. If the
substitution effect is evident in this sample, ¢heill be negative correlation between dividend
forecasting error andRYIELD, implying that as firms repurchase more, and hendeiga
repurchase yield, the actual dividend is lower ttienexpected dividend.
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To control for certain factors that may influencdiran’s payout decision (in other words to
control for different firm characteristics that camfluence the substitution effect) a cross-
sectional regression of dividend forecasting emar the RYIELD, LogMV, ROA o(ROA)
NOPER and the debt-to-total assets ratio is perforniMdiltiple regressions are also used to
estimate the coefficients and standard errors andetluce the effect of cross-correlated
residuals.
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CHAPTER IV

4. Empirical Results

This chapter reveals the results of the hypothdississed in the previous chaftéFhe first
sub-section introduces the measures of payout fant the trends across time. It offers
descriptive statistics and regression analysidhefvariables. The second sub-section discusses
whether dividends have been gradually replacedepyunchases and it also provides descriptive

statistics and regression analysis to back upitiainigs.
4.1. Resultsfor Proposition |

In order to determine the above proposition, teadrof payout policies of firms between 2002
and 2009 is observed. This is achieved by aggreg#tie calendar year data on the rand amount
of dividends paid ou{XiDIV), repurchase¢2;REPO) total earningg2Z;EARN) and the total
market value of equity2iMV), wheret is the year observation per variable. Aggregatopa

ratio is calculated for each payout form for evgeqar observation.

Firstly Table | confirms that South African firmsypout a substantial amount of their earnings,
whether it be by dividends or repurchases. It cardiculated that the firms paid an average of
33.24% of their earnings in 2002 and 37.82% in 2G8% increment implies that the rand
amount expenditure on both dividends and repurchiaae grown by roughly 5% in that period.

Table | also illustrates that dividends was the thamsninant form of payout in all years in the
sample period excluding 2002, 2003 and 2009. In420@ aggregate rand amount spent on
paying dividends was approximately 2.3 times gretiten the aggregate rand amount spent on

repurchases that year. The average dividend pasadid (aggregate dividend expenditure

®The statistical component of this section was getedrby SAS Enterprise Guide and Microsoft Excel.
The figures were specifically plotted using Micrfidexcel.
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divided by aggregate earnings) for 2004 was 17.Wifst the average repurchases payout ratio
was 7.66%Barclay and Smith(1988) Allen and Michaely(2002) and Grullon and
Michaely(2002)were able to show that dividends was a dominamt fof payout at least for the
first half of the authors’ sample period. Dividendsnot the only increasing payout method in
the sample period 2002-2009.

Table | also shows that the aggregate rand amoxpéneliture on repurchases increases

alongside dividends, although this figure drop003 and 2007 it can be seen that the rand

Tablel
Aggregate Distributionsto Shareholders

The table below provides annual information on aggte cash payouts to shareholders for a sample of
116 firms listed on the JSE. The data consist#of ébservations retrieved from |-Net Bridge anders

the sample period 2002 to 2009. The variables asedEARNdefined as earnings before extraordinary
items,DIV.defined as the total rand amount of dividends dedlan common stoclkREPQdefined as the
decrease in the number of common stock outstartidimgs the closing price at the end of the calendar
yearandvVdefined as the market value of common stock catedlas the product of the market price of
the common stock and the number of shares outstguadia particular point in time. The sample corgai
9000 firm year observations and excludes bankdremglance companieSyrepresents the aggregation of
data by calendar year,DIV, ZIREPQ ZEARNandXMV are expressed in millions of rands.

zDlv/  XZREPO/  XDIV/  XREPO/ X REPO/

ZEARN DIV ZREPO
Y ear ZEARN  ZEARN MV ZEARN DIV
Rand(million) Rand(million) R(million)
(%) (%) (%) (%) (%)
2002 84 922 12 135 16 188 14.28 18.96 2.91 3.86 .8232

Table | continued....
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2LREPO  ZDIV/  XREPO/ DIV ZREPO/  XREPO/

2:EARN 2:DIV

Year 2EARN X EARN MV 2EARN 2 DIV
R(million
Rand(million) Rand(million)
) (%) (%) (%) (%) (%)

2003 105 351 16 372 34178 15.54 32.44 4.20 8.76 8.780
2004 105 147 18 621 8 055 17.71 7.66 3.40 1.47 643.2
2005 130 480 24 352 23594 18.66 18.08 2.92 2.83 .8996
2006 163 716 33483 65 894 20.45 40.25 2.91 572 6.809
2007 178 697 37 368 31183 20.91 17.45 2.44 2.4 4583.
2008 243 483 42 699 42 161 17.54 17.32 2.58 2.55 .7498
2009 270 295 44 320 57 897 16.40 21.42 3.29 429 0.6383

amount on repurchases was increasing on averagegtiout the period. This is not out of the
ordinary asAllen and Michaely(20028ndGrullon and Michaely(2002eport that the second half

of their sample periodswere characterized withéasing repurchases. This finding is the first
step to proving Proposition |. Although it does pobve that firms were repurchasing instead of
paying dividends, it does show that during the darperiod, more firms were increasing their

repurchase activity.
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Figure 1 demonstrates the time-series patternyoyiaatios for the sample firms between 2002
and 2009.These ratios are calculated by findingpingout ratios for each firm at each yearly
observation and then finding the average yearlyopayatios for the firms. A dividend payout

ratio for a firm at a particular point in time isfthed as the rand amount expenditureon
dividends, scaled down by total earnings and tipaindhase payout ratio is the rand amount
expenditure on repurchases divided by total easiife total payout ratio is the sum of rand
amount of dividends and repurchases, scaled dowthéytotal earnings. The sample only

includes observations with positive earnings.

Figure 1 plots increasing trends in both payouti®rconfirming the results on Table I. It can be
seen from Figure 1 that the dividend payout ratas wonstant between the year 2002 and 2003
and increased smoothly until to reach its peakdf@62and then declined gradually thereafter
until the end of the sample period. But the genila is that the dividend payout ratio curve
exhibits an upward trend during the sample peridds finding is similar toRenneboog and
Trojanowski(2007)who found an increasing trend in the dividend paymtio in the UK
between 1992-1998, contrary Adlen and Michaely(2002nd5rullon and Michaely(2002vho

reported a decline in the number of dividend-payirgs in theUS around the same period.

In 2006 the dividend payout ratio declined from rapgmately 21% to 18% in 2009. This
decline in the dividend payout ratio from 2006 @02 period is consistent with the findings by
Fama and French(2001)Allen and Michaely (20G2)d Grullon and Michaely (2002perhaps
the decline in payout ratio was sparked by the cediearnings during the 2008 financial crisis.
Reddemann, Riegler and von der Schulenburg(26f6jted dividend cuts by Italian insurance
firms as they tried to preserve their cash durhgrecession. The same reason might apply for
the low payout ratios at the beginning of the s&ngdriod as there was a global recession in the
early 2000.

Although the repurchase payout ratio curve in Feguexhibits an increasing trend over the
sample period, it takes a much steeper knock betweeperiod 2008 and 2009.The repurchase

48



Payout Ratios Between 2002-2009
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Figurel: Cash Distributionsto Shareholder

The figure above shows the average dividend pagtotrepurchase payout ratio and total payoub rati
for a sample of 116 firms listed on the JSE.Thed®s are calculated by finding the payout ratims f
each firm at each yearly observation and thenfiigdihe average yearly payout ratios for the firfibe
sample only includes observations with positivenggys.The data consists of firm observations redde
from I-Net Bridge and covers the sample period 202009. The variables used aEARNdefined as
earnings before extraordinary itenislV.defined as the total rand amount of dividends dedlaon
common stock anREPQdefined as the decrease in the number of commahk statstanding times the
closing price at the end of the calendar year. S&mple contains 8763 firm year observations and
excludes banks and insurance companies. To remathei sample the firm observation must have
positive earnings as it is assumed that firms aidyribute cash to shareholders if they have sSefiiic
cash to do so. Banks, insurance companies antlegtilvere eliminated from the sample as some of the
financial items were not reported on their finahstatements.
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payout ratio curve shows that the repurchase tattbdoubled from 5.1% in 2002 to 10.2% in
2007 but falling back to the 5% margin at the ehthe period. 2008 and 2009 was harsh both
the level of dividend payout and repurchase payatitis, once again this pattern may have been
influence by the financial recession.

The increasing trend in repurchase payout ratisinslar to that ofBarclay and Smith(1988).
The authors studied the payout ratios to sharelwldg firms listed on the New York Stock
Exchange (NYSE) and reported that open-market obaise payout ratio had increased from
4.65% in 1983 to 29.85% in 1986nberry, Lakonishok and Vermaelen (20&@Kooli and
L'her(2010)also report evidence of increasing repurchase ygawio trend in Canadian firms
over the sample period.

Another pattern standing out in Figure 1 is thatrpurchase payout ratio pattern has influenced
the total payout ratio a great deal. Figure 1 @ihién increasing trend in the total payout ratio
during the sample period. This is contraryGoullon and Michaely (2002 observation of
constant total payout ratio throughout the samm@egop.The authors’ total payout ratio was
maintained at a constant level because as the clegme payout ratio was increasing, the
dividend payout ratio was decreasing during theparmperiod, therefore the two ratios were
cancelling each other’s effect on the total payatib. The total payout ratio was not constant in
Figure 1 as dividend and repurchase payout rateys wioving together in the same direction for

most parts of the sample period.

Finally, using Table | and Figure 1 jointly, onenaaonclude that the increase in the total payout
ratio was contributed to by both the increase eartbmerator (an increase in the aggregate rand
expenditure on both repurchases and dividendspardcrease in the denominator (an increase
in the total earnings). Table | shows that aggeegatrnings have increased by approximately
3.18 times, whilst the aggregate dividend expenelihas increased by approximately 3.65 times
and aggregate repurchase expenditure has increggedximately 3.58 times from 2002 and

2009. UnlikeGrullon and Michaely (2002 finding of a constant total payout policy rangin
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between 23% and 26% between the sample periodreFigexhibits an upward trend between
2002 and 2009, with a trough in the region of 18% a peak of roughly 32%.

Table 1l illustrates the impact of firm charactéds on the choice of payout policy. The
relationship between payout policy and firm chagdstics is observed over the eight cohort
periods; 2002, 2003, 2004, 2005, 2006, 2007, 20@B82809. The table gives a combination of
payout forms that make up four types of payoutquedi. The first payout policy is for firms that
neither pay dividends nor repurchase their shéddg=0, REPO=0) the second policy is for
firms that pay dividends but do not buy back tlssiaregDIV>0, REPO=0),the third policy is
for firms that do not pay dividends but buy backittsharegDIV=0, REPO>0)and the fourth
and last policy is for firms that pays dividendsl aapurchase their shar@3l\vV>0,REPO>0)

Table Il looks at the relationship between the @&moentioned payout policies and the following
characteristicsMV (market value of the common stock)B (the market-to-book ratio]CASH
(the book value of cash and short term investméintded by the book value of the total assets),
ROAoperating income before depreciationdivided bylbek value of the total assetdROA)
(the standard deviation ®&0A), NOPERthe non-operating income before depreciation édid
by the book value of the total assets) &@E>8 (the proportion of firms that have been traded
on the JSE for more than eight yeaBIV/TOTALIs the total amount of dividends in each group
divided by the aggregate amount of dividenBEPOTOTAL is the total amount of share

repurchases in each group divided by the aggregateint of share repurchases.

Table Il brings to light that firms that pay diviats, that is firms with either one of these
payoutpolicie{DIV>0, REPO>0)or(DIV>0, REPO=0),tend to be relatively larger and more
profitable than those that pay no divider(@V=0, REPO=0) and (DIV=0, REPO>0) The

average market value for firms that pay dividend ao repurchases is R2260 million and for
firms that pay both dividends and repurchase isSR28illion, whilst the median market value
for firms that pay dividends only is R3311milliomdafor firms paying both dividends and
repurchases is R379 million during the sample pef602-2009. The mean market value of

firms not paying dividends is roughly half the meaarket value of firms that pay dividends.
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More specifically, the mean market value of firmst paying dividends nor repurchases is
R1140 million and the mean market value of firmpurehasing shares but not paying out
dividends is R1390 million.This finding is in lin&ith that of Kooli and L'her(2010).The
authors find that dividend-paying Canadian firmsdi¢o be larger, well established with more
stable earnings compared to their repurchasingtecuerts. On a broader international scale,
Osobov and Denis(200@)d evidence that the propensity to pay divideigidigher among
larger firms in the US, Canada, UK, German, Fraarod Japan.

In addition to the comparison between the mean etarklues of dividend payers and non-

payers, it can be learned from Table Il that firimat pay dividends have higher book value of
total assets compared to those that do not distrilmash to shareholders in the form of
dividends. The table shows that the average bodkevaf total asset for firms that paid

dividends alone is R4370 million and R5395 million firms that repurchase and pay dividends.
For firms that repurchased shares only, the megheobook value of the total assets is R1610
million and R1262 million for firms that neither yalividends nor repurchase shares. These

results are consistent witrullon and Michaely (2002)

It also appears that firms that pay dividends Hageer cash reserves compared to those that do
not disgorge cash through dividends and thoseubatrepurchases as the only form of payout.
Table Il shows that on average firms that pay dris only hold 18.92% of cash (as a fraction
of their total assets) whilst those that pay diadie and repurchase hold 15.81%. Firms that do
not pay dividends or repurchases hold 14.65% cagtirese that repurchase only hold 15.38%.

The level of cash flow or liquidity as it is sommats referred to, is an important determinant of
payout policyKanwal and Kapoor(2008xplained that liquidity was important becauseria f

would only commit to payout its cash only if it hady. The authors studied large information
technology firms in India between 2000 and 2006] aien the dividend payout ratio was
regressed against cash flow (amongst other indepé¢ndariables) a positive and significant
correlation was reported, verifying that cash flawas indeed a determinant of the dividend

payout policy. On the contraBrockman, Howe and Mortal(2008)und that for firms that are
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initiating a payout policy for the first time, th@s$hat choose a repurchasing policy have higher
cash flows than those that adopt a dividend policy.

Thus, it may not be surprising that firms that payh dividends and repurchase shares have the
highest non-operating income figure (expressed faction of the book value of total assets)
and firms with no payout policy have the lowkstand Lie(20063how a strong positive
affiliation between operating income and the leMgbayout ratio, and find that firms were most

likely to cut down their payout ratios if their mme had been reduced.

Jagannathan et al.(2008g non-operating income as a gauge for temporaggme, and

discover that when a large proportion of total imeois made up of non-operating income a firm
is likely to repurchase and when a large proportbriotal income is made up of operating
income then it is most likely to pay dividends. Tiesults on Table Il show that firms using a
repurchase-only payout policy have a higher nonaipey income scaled down by the book
value of asset§NOPER) averaging 1.51, whilst those using a dividends-qguolicy have a

slightly lower NOPERLiljeblom and Pasternack(20Gaund that repurchases were paid out

from permanent operating income and not from noer&aing income.

Other interesting revelation by Table Il is thabfs that do not have any payout in place seem to
be younger firms. It appears that 47.67% of firmheut payout policy have been listed on the
JSE for a minimum of eight years. 79.9% of firmattpay dividends and repurchase have been
listed on the JSE for over eight years. Over 50%effirms that repurchase only are mature and
have been listed on JSE for longer than eight years

Agyei and Marfo-Yiadom(201&kplained that older firms used dividends for ttekes of
reputation building and that older firms often dat have as much growth opportunities, thus
they do not have as many investment opportuniteethay used to. The authors tested age as
determinant of dividend payout on a sample of Glzenfirms and found a negative relationship
between the firm’s age and dividends because dides in Ghana were still pursuing growth
opportunities.
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Tablell
Firm Characteristics by Payout Policy

The table below provides descriptive statisticsdaample of 116 firms listed on the JSE and thetioaship between
payoutpolicy and firm characteristics is observBge sample period is divided into 8 cohort peric2302, 2003, 2004,
2005, 2006, 2007, 2008 and 2009. The data consisfism observations retrieved from I-Net Bridgedanovers the
sample period 2002 to 2009. The variables use®frg:REPQMV,,ASSETSMB, defined as the book value of the total
assets plus the market value of equity minus tluk kalue of equity, scaled by the book value ofttital assetsSCASH
defined as the book value of cash and short temesiments, scaled by the book value of the tos#tagROA,defined as
the operating income before depreciation, scalethbybook value of the total assetROA) defined as the standard
deviation ofROA, NOPERdefined as the non-operating income before degtien, scaled by the book value of the total
assets amdiGE>8 defined as the proportion of firms that have béewled on the JSE for more than eight years.
DIVITOTALIs the total amount of dividends in each groupdbd by the aggregate amount of dividerREPOTOTAL

is the total amount of share repurchases in eamlpgiivided by the aggregate amount of share rbpses.

DIV=0,REPO=0 DIV>0,REPO=0 DIV=0,REPO>0 DIV>0,REPO>0

N= 67 N= 56 N=367 N=403

Mean Median Mean Median Mean Median Mean Median
MV 1104 121 2260 331 1390 222 2350 379
ASSETS 1262 312 437( 111C 161C 65¢€ 539¢ 1266
MB 0.5¢ 0.57 0.6¢ 0.6t 0.5¢ 0.5¢ 0.62 0.5¢
CASH (%) 14.6¢ 10.2¢ 18.9- 14.67 15.3¢ 12.5¢ 15.81 12.8¢
ROA (%) -16.8¢ 18.0¢ 14.4( 12.6( 19.9¢ 19.8¢ 23.1¢ 22.0¢
a(ROA) (%) 10.17 9.11 9.13 751 9.€0 7.62 9.21 7.8€
NOPER (%) 1.50 0.65 151 0.6t 135 0.72 2.1¢5 0.8¢
AGE>8 (%) 47.7¢ - 55.3¢ - 52.11 - 79.9( -
DIVITOTAL (%) O - 35.91 - 0 - 64.0¢ -
REPO/TOTAL 0 - 0 - 5.9( - 93.6: -

(%)
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However the authors found that this negative retethip was reversible once these older firms

ran out investment opportunities.

The results that repurchasing firms are usuallyngew than dividend-paying firms are in line
with Pacheco(2009)who find a negative and significant relationshigween firms that are

repurchasing their shares for the first time and, agplying that firms that repurchase for the
first time tend to be younger on@&sullon and Michaely (20023lso find that repurchasing firms

are younger than firms paying dividends.

Another alarming recovery from Table Il is thatnis that pay dividends have lower earnings
volatility, measured byy(ROA) compared to those that repurchase their shates.aVerage
o(ROAYor firms that pay dividends and repurchase is ®24dnd 9.13% for firms that pay
dividends only. The meas(ROAJor firms that do not have a payout policy 10.1266 8.90%
for firms that use repurchases only. Although thigeence between the earnings volatility
between the firms that pay dividends and thosedbatot is not huge, it is however statistically

significant.

Jagannathan et al. (20@@d Grullon and Michaely (2002jind a positive relation between
earnings volatility and repurchase, implying thatng with higher earnings volatility have
tendencies of buying back their shares than thasgelawer earnings volatility, and in fact those
with lower earnings volatilities had tendencies gbaying dividends.Similarly,
Skinner(2008&pundsmall positive relationship between earningtawity and dividends and
reported a larger positive relationship betweemiegs volatility and repurchases. The authors
point out at the changing nature of accountingdsess, changing nature of listing firms and
changing economic variables over time as possipéaaations for firms’ uncertain earnings for

the past fifty years.

On the other hand, the difference between the mgsniolatility of firms that pay dividends is a

negligible 3%, implying that there is no evidentaittfirms that pay both repurchases and
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dividends have more volatile earnings than thos¢ play dividends alone. This is consistent
with Grullon and Michaely (2002)'8ndings.

Lastly, Table Il shows that firms that pay bothidands and repurchagBsV>0, REPO>0)
account for 64.09% of the total aggregate experaittn dividends and 93.63% of the total
aggregate expenditure on repurchases.Firms thatlipadends only account for 35.91% of the
dividend activity and firms that repurchase onlgamt for 5.90% of repurchase activity. These
results imply that firms that use pay dividends asplurchases simultaneously are responsible
for most of the dividends paid and those that usivalend-only policy contribute a lesser
amount to the total amount of dividends paid. Sany, firms that use a dividend-and-
repurchase policy contribute a significantly largenount to the total amount of repurchases

compared to those that adopt a repurchase-onlgypoli

In summary, it appears (from Table II) that firntgtt use repurchases as their only form of
payout seem to resemble firms that do not redigiilcash to their shareholders. Table I
reduces that both groups have are smaller (almaltthe size of their dividend-paying
counterparts), less profitable and have higher iegsnvolatility than their dividend-paying

counterparts.

Based on the above findings about the type of pagolicy and earnings volatility, it may be
complicated to observe the pattern and true relabietween each of the payout policy and
earnings volatility. AsGrullon and Michaely (2002¢xplained, the maturity of a firm plays a
major role in its preference for repurchases oveiddnds and hence the high variability of
earnings attached to repurchases. In order toa@dotrthe age effect, policies are reviewed over
the entire sample period, and it is observed whdthe variability of earnings had any play in

the inclination to repurchase.

In order to obtain unbiased results by controllfog the age effect in finding the relationship
between earnings volatility and the propensitydpurchase, the sample period is divided into
four cohort periods: 2002-2003, 2004-2005, 20056280d 2007-2008. For each of the cohort
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periods, the standard deviation of the return @etasg(ROA), the non-operating income before
depreciation expressed as a fraction of the bodkevaf total assetsNOPER, the dividend
payout ratio and repurchase payout ratio are catied! The locations are then recorded on Table
I

Table Ill supports Table | in its finding that dieind payout ratio and repurchase payout ratio
have increased throughout the sample period, eftencntrolling for the size effect. Table Il
exhibits the impact that cash flow volatility has the choice of payout policy after controlling
for firm maturity. It can be noted that the averagenings volatility increased by a statistically
significant 5.5% from 10.96% to 16.48% betweengample perio&kinner(2008)as also able

to show that earnings volatility has increased ificantly over a fifty-year sample period. This
increase in the earnings volatility was coupledbly jump from 5.15%(in Panel A) to 8.08% (in

Panel D) in the repurchase ratio between the sapgpled.

The results above imply that mature firms demotsteapositive relationship between share
repurchases and earnings volatility. This conttadiimdings byGrullon and Michaely (2002)
and Brockman, Howe and Mortal(2008hat it was the younger firms that had a positive
relationship between earnings volatility and repases. The latter authors examined the impact
of liquidity on payout decisions and that firmstthepurchase for the first time condition their

decision to do so on the historical earnings vittati

Bradley, Capozza and Seguin(19@Xamined the relationship between dividend payatibs
and the cash flow of real estate investment trbsteseen 1985 and 1992 and the authors also
found a negative relationship between dividend paymtios and cash flow volatility,
specifically that firms with uncertain cash flowwd not tamper with their dividend payout

ratios because of the signalling ability inherentlividend policies.

All of these findings follow the normal suggestithrat firms that repurchase are those that are
usually smaller, younger with higher earnings vbtgtand those that pay dividends are bigger,

older with stable earnings because dividend pdiare very often conservative because of their
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Tablelll

The Relationship between Cash Flow Volatility and Payout Policy

The table below provides information on the effemsh flow volatility has on the payout policies gample of 116
firms listed on the JSE. The data consists of filmservations retrieved from I-Net Bridge and cowvbies sample
period 2002 to 2009. The variables used BARN, REPQ, MV,.The other variables that are used R@A,defined

as the operating income before depreciation, sdayethe book value of the total assettROA) defined as the
standard deviation dROA.s(ROA)is calculated over the cohort periods 2002-20@®422005, 2006- 2007 and
2008-2009 NOPER,defined as the non-operating income before degtieni, scaled by the book value of the total
assets.DIV/IEARN is the dividend payout ratioREPO/EARNis the repurchase payout rati@lV/EARN
REPO/EARNandNOPERhave been condensed at the 99th perceR{liAhas been shortened at the 1st and 99th
percentiles.

a(ROA) (%) NOPER (%) DIV/EARN (%) REPO/EARN (%)

Panel A: Period 2002-2003

Mean 10.96% 16.72 13.4¢ 5.1E

Median 0.87 10.8: 0

Panel B: Period 2004-2005

Mear 14.71% 17.9¢ 18.4% 8.5¢

Mediar 0.9¢ 15.5( 0

Panel C: Period 2006-2007

Mear 15.82% 17.0% 20.5¢ 9.2¢

Mediar 0.9C 17.4¢ 0

Panel D: Period 2008-2009

Mear 16.48Y% 22.2: 18.6¢ 8.0¢

Mediar 0.97 14.7¢ 0
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signalling ability. It is worthwhile to note ther@gular finding in Table III that older firms have

higher earnings volatility and repurchase activity.

To supplement the findings in Table Ill, a graphimaalysis of the distribution of firms by their
choice of payout policy is also provided. Figurdlustrates the method which firms use to pay
cash to its shareholders over the sample perio@ 80009, and shows trends of the proportion
of firms pursuing a certain type of payout out pplduring the period. The proportion of firms
employing a particular policy (it could be payinyidends alone, paying repurchases alone or
using both forms of payout) is calculated by dimglthe total number of firms pursuing a certain

payout policy in a specific year by the total numbgfirms within the sample.

Figure Il exhibits a declining trend in the propont of firms paying dividends for the first six
years of the eight year sample period, and an asang trend in the last two years. Prior to 1999
South African firms relied solely on dividends as bnly form of cash distribution to its equity-
holders. Perhaps the reason for the downward timenthe proportion of the firms paying
dividends from 2002 to 2007 was that firms were Igeimtroduced to repurchases as an
alternative payout method and some abandoned Iheg adopted payout form for newer

options.

The proportion of firms repurchasing depicts a eathonstant trend throughout the sample
period. However, it is clear that the proportionfioms that payout with both dividends and

repurchases parade an increasing trend from 20020 and this trends takes a dip from 2007
onwards when the proportion of firms using dividerdione increases. Although Figure Il does
not support the notion that share repurchases are preferred than dividends during the period
as the repurchase-only trend is constant, it doegepthat for most parts of the sample period

dividends as the sole form of payout had becongegdepular amongst firms.

Fama and French (200&nd Grullon and Michaely (2002)so showed that the proportion of
firms paying dividends was decreasing but the dattghors were able to attribute their findings

to a substitution of dividends by repurchases bgwaig that whilst there was a declining

59



proportion of dividend paying firms, there was acreasing proportion of firms repurchasing
during the same period. Figure Il shows that ndy arere dividends becoming less popular but
that the preference for a payout policy that repased shares and paid dividends simultaneously

grew throughout the years.

The Distibution of Firms by Payout Policy
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Figurell: The Proportion of Firms Adopting Various Payout Policies

The figure above illustrates the distribution afrfs by the different types of payout policy adopkmda
sample of 116 firms listed on the JSE. The dataistof firm observations retrieved from I-Netdye

and covers the sample period 2002 to 2009. Theas used areEARNdefined as earnings before
extraordinary itemsDIV.defined as the total rand amount of dividends dedlaon common stock,
REPQdefined as the total rand spent on purchases ofmmmstock and preferred stock less any
reduction in the value of the net number of prefrstock. The proportion of firms employing a
particular policy (it could be paying dividends 1o paying repurchases alone or using both forms of
payout) is calculated by dividing the total numbéfirms pursuing a certain payout policy in a spec

by the total number of firms within the sample.
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A more solid and wholesome study of the dynamicthefpayout policies for the 116 JSE firms
between 2002 and 2009 is given in Table IV. Table provides information about the
probability of firms changing from one payout pglio another. This is achieved by determining
the transition probabilities of changing from patypolicyi at timeT to payout policy at time
T+1 for each of the sub-periods: 2002- 2003, 20@B52 2006- 2007 and 2008- 2009. Four
payout policies are considered: a) no dividendsmsts and repurchases, b) dividends payment
as the only form of cash redistribution, c) repasdgs only and d) both dividends and
repurchases. The probabilities of transition artndd as the number of firms changing their
payout policy from payout policy to j divided by by the total number of firms with payout
policy i at time T. The results on the four panels of Table IV shdw tnean transition

probabilities for the sub-periods.

Panel A of Table IV illustrates that57.89% of tlrenk that did not have a payout at time 2002
continued to not have a payout policy in 2003, 4%4of firms that only repurchased 2002
continued to repurchase in 2003, 64.71% of firmeg fhay dividends in 2002 stuck with same
policy in 2003 and finally 64.86% of the firms thzdid both dividends and repurchases in 2002
sustained their policy in 2003.

Panel B of Table IV shows that 50.00% of the firtimat did not distribute cash to shareholders
in 2004 did not pay cash to their shareholdersO®52 whilst 63.64% of those that repurchased
only maintained their repurchase-only policy. 43464df firms that paid dividends and 74.42%
that paid both dividends and repurchases in 2004raged to do so 2005.

Panel C of Table IV shows that 14.29% of firms thatl no payout policy in place in 2006 did
not have a payout policy in place in 2007. It isoashown that 40% of the firms that used
repurchases as its only form of disbursing cadgtstehareholders in 2006 continued to do so in
2007. 50% of the firms that paid dividends only2006 continued to do so in 2007 whilst
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82.76% of the firms that used both dividends arglirehases in 2006 remained loyal to that
payout policy in 2007.

TablelV
The Probability of Changing from One Payout M ethod to Another

The table below provides information about the piulity of firms changing from one payout policy another for
a sample of 116 firms listed on the JSE. The datwsists of firm observations retrieved from |-Neidge and
covers the sample period 2002 to 2009.This is aelidy determining the transition probabilitiescbinging from
payout policyi at timeT to payout policy at timeT+1 for each of the sub-periods: 2002- 2003, 20@952 2006-
2007 and 2008- 2009. Four payout policies are densd: a) no dividends payments and repurchasebyidends
payment as the only form of cash redistributionregurchases only and d) both dividends and repsesh The
probabilities of transition are defined as the nemiif firms changing their payout policy from pay@olicyi to |
divided by by the total number of firms with payq@alicyi at timeT.

T
DIV=0, DIV=0, DIV>0, DIV>0,
REPO=0 REPO>0 REPO=0 REPO>0
T-1 Panel A: Period 2002-2003
DIV =0, REPO =0 57.89¥% 5.26% 31.58% 5.26%
DIV =0, REPO >0 22.22% 44.44Y 11.11% 22.22%
DIV >0, REPO=0 1.96% 5.88% 64.71% 27.45Y%
DIV>0,DIV>0 8.11% 2.70% 24.32% 64.86%
Panel B: Period 2004-2005
DIV =0, REPO =0 50.00% 16.67% 33.33% 0.00%
DIV =0, REPO >0 9.09% 63.64Y 9.09% 18.18%
DIV >0, REPO =0 0.00% 0.00% 44.64Y% 55.36%
DIV>0,DIV>0 0.00% 0.00% 25.58% 74.42%
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Table IV continued....

T
DIV=0, DIV=0, DIV>0, DIV>0,
REPO=0 REPO>0 REPO=0 REPO>0
T-1 Par&l Period 2006-2007
DIV =0, REPO =0 14.29Y% 28.57% 14.29Y% 42.86%
DIV =0, REPO >0 0.00% 0.00% 40.00¥% 60.00%
DIV>0,REPO =0 6.52% 4.35% 50.00% 39.13%
DIV>0,DIV>0 1.72% 1.72% 13.79Y% 82.76%
Panel D: Period 2008-2009
DIV =0, REPO =0 50.00¥% 20.00% 20.00¥ 10.00%
DIV =0, REPO >0 75.00¥ 25.00% 0.00% 0.00%
DIV >0, REPO =0 7.50% 0.00% 65.00% 27.50%
DIV>0,DIV>0 4.84% 8.06% 46.77Y 40.32%
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Panel D of Table IV depicts that 50% of firms with@ payout policy, 25% of the firms that
repurchased shares only, 65% firms that paid dnddeonly and 40.32% of the firms that paid
both dividends and repurchases in 2008 sustaireadgayout policies in 2009.

Table IV shows that the proportion of firms initreg dividends alone was higher in the
beginning of the sample than it was at the endeports that 31.58% (Panel A) of the firms
initiated dividends between 2002 and 2003 and aendisappointing 20% (Panel D) between
2008 and 2009. Table also shows that 5.26% (Panef the firms that had no payout policy in
place initiate repurchases between 2002 and 2008asdigure increase to 20% (Panel D)
between 2008 and 2009.

Table IV shows that 64.71%(Panel A) of the firmatthreviously used a repurchase-only policy
changed their policy to a dividend-only policy. $Higure is 44.64% in 2004-2005, 50% in
2006-2007 and 65% in 2008-2009. These findingsyrtipat roughly over half of the firms that
repurchased only in the previous period abandoneid policy for a dividends-only policy each

year.

Of the firms that previously used a payout polibgttpaid dividends and repurchases, 8.11%
(Panel A), 0% (Panel B), 1.72% (Panel C) and 4.8R&nel D) shifted to not distributing cash at
all. 2.7% (Panel A), 0% (Panel B), 1.72% (Panela@) 8.06% (Panel D) of the firms that
previously paid both dividends and repurchases saitched a repurchases-only policy. This
implies that it was very unlikely for a firm with payout policy that paid dividends and
repurchased simultaneously to change to a repwrabidy policy and even more unlikely to
change to a policy that did not payout in the failog year.

Still on the firms that paid both dividends andueghased, 24.32% (Panel A), 25.58% (Panel B),
13.79% (Panel C) and 46.77% (Panel D) shifted dovidends-only policy. Finally, of the firms
that paid both dividends and repurchases, 64.86#aired loyal to their policy in 2002-2003.
This number changed to 74.42% in 2004-2005, 82.ir62006-2007 and 40.32% in 2008-20009.

These results indicate that firms that paid bothdéinds and repurchases simultaneously were
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less likely to dump this policy for a repurchaséyguolicy and were slightly less likely to give
up distributing to shareholders. In fact, thesailtesstrongly imply that such firms are more
likely to remain using that payout policy and thdses that do change from this policy will
change to a dividends-only policy.

The most striking finding of Table 1V is thatin tliest four years of the sample period most
firms initiating payout would pay dividends andtire latter four years firms that were initiating
payout had a higher probability of doing so witpuechases rather than dividends.This finding
is analogous tdGrullon and Michaely (2002)Although the probability of initiating payout
through repurchases is higher than the probalafiipitiating through dividends, the probability
of initiating via dividends is not declining as s\toin Grullon and Michaely (2002)n fact,
Table IV shows that the probability of firms intiiag via dividends is increasing for most parts
of the sample period, although at a lower magnithde repurchases.

Another finding that is not extraordinary is thectfahat most companies paying dividends,
whether using a dividend-only policy or repurchasé-dividend policy will continue using
those policies. Once again this finding confirmattimanagers are reluctantto change their
dividend polices because of signalling effects rehein themBhattacharya, 1979jMiller &
Rock, 1985) (Asquith & Mullins, 1986) (Michaely, Thaler, & Womack, 199%nd (Bernartzi,
Michaely, & Thaler, 1997[irer et al.(2008tonducted a survey on a sample of South African
directors and found that many of them initiatingyquat for the first time preferred doing so by

using dividends and repurchases simultaneously.
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4.2. Resultsfor Proposition ||

In order to determine the above proposition, thib-section investigates whether the South
African firms view share repurchases as substittdeglividends. This investigation involves
using (Lintner, 1956)’s traditionaldividend polidg determine the firm’s expected dividend
payment and comparing it to the actual dividend sma@bserve whether firms are diverging
from their past dividend policies. This deviatianreferred to as the dividend forecasting error.
A negative correlation between the dividend foréngserror and repurchase activity implies
that firms can be financing their repurchases Withreduction in dividend payment, confirming
the substitution effect. A positive relationship wa imply that dividends and repurchases

complement each other.

Table V exhibits the relationship between the diwvid forecasting erroERRORAnd the share
repurchase yieRYIELD,defined as the total expenditure on share repueshastimet scaled
by the market value of equity at tihe 1.

Table V illustrates that there is a positive catiein between the dividend forecasting error and
the share repurchase vyield for the entire periaglying that as firms repurchase more (hence
the higherRYIELD) the actual dividend payment is higher than thedasted one (hence a
higher ERROR) The relationship between repurchase yield anddeind forecasting error is
scrutinized more closely when the repurchase agtisidivided into five groups, ranging from
the lowest repurchase activity (Groupl) to the Bgiltepurchase activity (Group 5). The average
forecasting error when the repurchase activitytigsalowest (Group 1) is 0.2989%, when the
pre-forecasting period is 2002-2009, and it is statistically significantly different from zero at
a 1% significance level. The average forecastingrevhen repurchase activity is high (Group
5) is 0.2047% and is statisticallysignificantlyfdiient from zero at a 5% significance level. The
difference in the forecasting errors between Grbuand Group 5 are negative but statistically

insignificant.
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TableV
The Relationship between Dividend Forecasting Errorsand Share Repurchase Yields

The table below provides information about the eiogi relationship between dividend forecastingoesrand
repurchase yield for a sample of firms on the JSt& following equation is used to define the dividdorecasting
error:

ERROR,; = [ADIV,~ (B,;+ B,;EARN,; + B3 ,DIV,_; )]/ MV, ;

where ADIV; is the actual dividend change in yéaEARN,; is the earnings in yedr DIV, ;is dividend level at
yeart — 1, andMV, ;; is the market value of equity in yelar 1. The coefficient®,; and g, are parameters of
earnings and lagged dividends and they are estnfiam (Lintner, 1956)’s traditional dividends mada order to
be included in the sample, each firm must have gaidlends continuously over the entire pre-foréogsperiod.
In order to reduce the effect of extreme valuesplagervation is eliminated if the absolute valuehaf forecasting
error is greater than five perceRIYIELDis the total expenditure on share repurchasemat tcaled by the market
value of equity at timé— 1.DYIELD is the total expenditure on dividends at titrezaled by the market value of
equity at timet — 1.

Rankings by Share Repurchase Yield

Pre- Entire 1 (low) 2 3 4 5 (high) 51
forecasting Sample

Period

2002-2009

ERROR

Mean 0.211% 0.298% 0.12586  0.19086  0.2380  0.2049%* -0.00%

Median 0.144%% 0.221% 0.104&%0 0.142%  0.149%  0.14406 -

N 427 85 85 85 85 87 -
RYIELD

Mean 0.053% 0% 0% 0.001% 0.016:%  0.676%* 0.623%%
Median 0.047(% 0% 0% 0.000¢%c  0.013%  0.135%* -

N 427 85 85 85 85 87 -
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Table V continued....

Rankings by Share Repurchase Yield

Pre- Entire
forecasting 1 (low) 2 3 4 5 (high) 5-1
Sample
Period
2002-2009
DYIELD
Mean 0.141%% 0.068240 0.0426% 0.0462% 0.0556¢% 0.053(@s -0.0882%

Median 0.000¢% 0.057% 0.0419%  0.043¢%  0.050%6  0.044(% -

N 427 85 85 85 85 87 -

These results only confirm a positive relationshgiween dividend forecasting error and high
repurchase activity, but there is insufficient @nde to assume that this relationship holds at
lower repurchase activity. Nonetheless, this figdgoes against that @rullon and Michaely
(2002which reported a negative relationship betweenciastng errors and repurchase yields.
Firer et al. (20085 survey on dividend policies in South Africa foutitht South African
directors did not deem dividends and repurchaslestitutes. The authors reveal that in fact the

directors found mergers and acquisitions as theeslosubstitute to dividends.

Therefore the results above imply that at repureb@se not substitutes but rather compliments.
Firms that pay high cash dividends are most likelyrepurchase their sharégon Eije and
Megginson (201@Iso showed that repurchases and dividends in Euvegre complements
rather than substitutes between the sample pef00 a2nd 200%ee and Rui(20049und that
dividends and repurchases were both substitutescamgphlement®&illet and Xue(2007#pund
that dividends and repurchases were neither congplesmor substitutes and that they were

merely correlated.

68



Grullon and Michaely (2002)oted that the relationship between dividend faséng error and
repurchases can well be influenced by firm chareties, for instance the decision to
repurchase shares can be determined by the fimn‘srg volatility. Thus, it may be possible for
firm characteristics to drive the substitution effef repurchases and dividends. The next test

involves controlling for firm characteristics thagay influence the choice of payout policy.

Table VI reports the cross-sectional regressiongdivoflend forecasting error on the repurchase
yield (RYIELD), the logarithm of sizelog(MV)), the return on assef®ROA), the standard
deviation on return on assdig§ROA)), non-operating incom@NOPER)and total debt scaled
down by total asse{®EBT).

The results on Table VI confirm the results repdbrd@ Table V that indeed there is a positive
relationship between the dividend forecasting srrand repurchase activity even when firm
characteristics have been controlled for. The aeeragression coefficient &YIELDis 0.0035

and is statistically significant at 1% significaniexel. This implies that the forecasting error
increases by 0.0035 for every marginal increaseepurchase activity thus confirming that

indeed repurchases and dividends are complimeptgryut forms.

Table VI shows that the average regression coefficiof Log(MV) is -0.0929 and it is

statistically significant at a 5% significance lgveuggesting that larger firms have smaller
dividend forecasting errors. This finding is paghlio the observation that larger firms tend to
have a more conservative dividend policy and areeniikely to have stable payout ratios

through the years.

Table VI exhibits that the average regression adefft of s(ROA)is 0.9169 and is statistically
significant at a 1% significance level. This imglignat firms with higher earnings volatility tend
to deviate from their dividend payment target, mewehat the more volatile the firm’s earnings

the more dividend activity that firm would indulge
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TableVI

Cross-Sectional Regressions of Dividend Forecasting Error on Several Factors

The table below provides information about the eiogi relationship between dividend forecastingoesrand
repurchase vyield for a sample of firms on the JSt& following equation is used to define the dividdorecasting
error:

ERROR,; = [ADIV,~ (B,;+ B:EARN,; + B3 DIV,;)]/ MV, ,;

where 4DIV,; is the actual dividend change in y¢éaEARN,; is the earnings in yedr DIV, ;is dividend level at
yeart — 1, andMV, ;; is the market value of equity in yer 1. The coefficient®,; andf,; are parameters of
earnings and lagged dividends and they are estnfiatan (Lintner, 1956)'s traditional dividends mbde order to
be included in the sample, each firm must have gaidlends continuously over the entire pre-fordogsperiod.
In order to reduce the effect of extreme valuesplagervation is eliminated if the absolute valuehaf forecasting
error is greater than five perceRlYIELDis the total expenditure on share repurchasemat caled by the market
value of equity at timé— 1.DYIELD is the total expenditure on dividends at titrszaled by the market value of
equity at timet — 1. Log (M) is the logarithm of the market value of equiROAis the operating income before
depreciation scaled by the book value of the tataletss(ROA) is the standard deviation 8fOA over the three
years surrounding the firm-year observatiNQPERIs the non-operating income before depreciatiotegichy the
book value of the total asseBEBT is the book value of total long-term debt plus boek value of total short-term
debt scaled by the book value of the total asdétdtiple regressions are used to estimate the wiefits and
standard errors. First, year-by-year annual avecagdficients are estimated, followed by estimdtdime-series
averages for each coefficient.

*significant at a 5% significance level
*significant at 1% significance level

Dependent Variable: ERROR

Pre-forecasting Period

2002-2009

Intercept 0.3647

RYIELD 0.0035*
Log(MV) -0.092¢
ROA 1.081&
o(ROA) 0.91€9**
NOPER -0.755*
DEBT 0.264¢
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Another interesting finding revealed in Table VlItlgat the average regression coefficient of
DEBT is equal to 0.2640 and is statistically significaha 5% significant level. This positive
coefficient signifies that the firm’s debt-to-tofadset ratio increases as the firm diverges frem it
dividend policy. This may suggest that the incraasdividend activity is financed by debt. This
finding disputes the negative relationship betwaebt-asset ratio and dividend forecasting error
that was discovered b@rullon and Michaely (2002)An earlier study bylensen, Solberg and

Zorn(1992)also found a negative relation between dividengptand debt ratio.
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CHAPTER V

5. Limitations, Summary and Conclusion

5.1. Limitations

This study only concentrates on cash dividends pgidirms and does not account for other
possible forms of dividend payment such as stoelddnd, special dividends, extra dividends,
bond dividends and property dividends, if any, #mg the amount dividends is this study may

be understated and may not be a true representdtiotal dividends paid in South Africa.

A second limitation of this paper is the difficulty measuring repurchases. The original paper
on which this study was based up@rullon and Michaely (2002Yefines repurchases as the
total expenditure on common and preferred shares day reduction in the value of the net
number of preferred shares outstanding. The datasion which repurchases are calculated from
are readily available on the database from w@Biciion and Michaely (2008purced their
data.Since these items are not availableon I|-NetlgBr this study adopféephens and
Weisbach(1998)method of calculating repurchases, which is singgfmated by the decrease
in the number of common shares outstanding timesclbsing price at the end of the calendar
year. Jagannathan et al. (2008p not favour this measure as it does not reptetbentrue
amount of repurchases because the declining anodweimmon shares outstanding is not offset
by the increasing amount of common shares outstgn@éven more so when the increase of
common shares outstanding is as a result of exeromnagerial stock options. The number
shares reissued upon exercising stock options nih toaestimated, thus repurchases are always

underestimated by this figure.

Although other studies measure repurchases byumbder that was announced by the firms, this
estimate has proven to be unreliable asthe fighe¢ ts announced by the firmis merely
intentions on the firm’s part and it are not obtigeo abide by it, thus that figure could

overestimate the measure of repurchai@gannathan et al. (2000).
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The third limitation is that a few firms were onaitt from the sample due to fact that some
financial data itemswerenot available for them. IBannsurance companies and utilities were
removed from the sample for this reason and perttapgpossibly led to a sampling bias, thus

the results in this research may not truly represtrer sectors or industries.

Lastly the increase in the number proportion ofnfir repurchasing is South African was
influenced by the fact that share repurchases weleintroduced two years before the start of
sample period. The sample period in this study(8222009 and other studies that examine
payout trends do so over longer periods. For exay@slullon and Michaely (200Bad a sample
period of twenty-eight years (between 1972 and 2000e short period studied in this paper
obviously reduces the number of observations ambaps subjecting this research to a small
sample bias.

5.2. Areas of Future Resear ch

The impact of tax on payout policies remains arrggting and fruitful area to study, more
especially after the implementation of the antitgpatax reform where dividends would be
taxable in South Africa. It would be interestingdbserve if the tax reform will cause dividend
payout to decline and whether this would cause rofyases to have a comparative advantage
over dividends and if repurchases would becometigutes for dividends in the South African
context.
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5.3.  Summary and Conclusion

The implementation of the Companies Amendment AttoB 1999 has made it possible for
companies to implement open market stock repurchesgrammes in South Africa, and since
then, share repurchases have become an intricatefgaayout policy for South African firms.
The decision to distribute cash through dividenai$ share repurchases is motivated by various
factors. This study observes the trends of payolitgs in South Africa and the factors driving
these trends. Even with the generous amount oarelsen this field, optimal payout policy and
choice of wealth distribution to shareholders remaipuzzle and is still controversial in finance
literature.

This study uses a sample of 116 firms that aredisin the Johannesburg Securities Exchangefor
the sample period 2002-2009. UnliBarclay and Smith(1988RAllen and Michaely (2002and
Grullon and Michaely (2002)who confirmed that dividends was the most dontifarm of
payout for the first half of the authors sampleigebrthis study finds dividend more dominant

than repurchase for the entire sample period.

As in previous studies, it was found that the aggte rand expenditure on repurchases had
increased and so had the aggregate rand expenditudévidends, implying that total payout
ratio also exhibited an increasing trend throughtbet sample period. These results still stand
even after controlling for the size effect. Unlikdlen and Michaely (200&ndGrullon and
Michaely (2002) who found that the reduction in the aggregatéad@xpenditure on dividends
financed the increasing aggregate dollar experefiton repurchase, this study finds that both
dividends and repurchase aggregate rand expenditooeease during the sample
periodRenneboog and Trojanowski(208Ko found an increasing trend in the dividend payo
ratio in the UK between 1992 and 1998.

The paper further studies whether firm characiesshad any play in the observed payout
trends. It is revealed that firms that pay divideade bigger, older with stable earnings because

dividend policies are often conservative becaustheif signalling ability. It is also found that

74



majority of the firms that did not have a payouligoin place were younger and majority of the
paid dividends or used a policy that paid both abvids and repurchased where older. After
controlling for the size effect, it is found thatatare firms demonstrated a positive relationship
between share repurchases and earnings voladiiggimilar toGrullon and Michaely (2002nd
Brockman et al.(2008y’ findings who found that it was the younger firthat had a positive

relationship between earnings volatility and repases.

It is shown that the probability of initiating paytothrough repurchases is higher than the
probability of initiating through dividends, thegirability of initiating via dividends in not
declining as shown iGrullon and Michaely (2002)n fact, the probability of firms initiating via
dividends is increasing for most parts of the samariod, although at a lower magnitude than
repurchases. Most companies paying dividends, whetising a dividend-only policy or

repurchase-and-dividend policy will continue usihgse policies.

The study finds a positive relationship between dhedend forecastingerrors and repurchase
activity even when firm characteristics have beemtwlled for. The average regression
coefficient ofRYIELDis 0.0035 and is significant at 1% significanceele This implies that the

forecasting error increases by 0.0035 for everygmat increase repurchase activity thus

confirming that indeed repurchases and dividendsamplimentary payout forms.

There is evidence suggesting that larger firms rsmwaller dividend forecasting errors and this
finding is parallel to the observation that larfjems tend to have a more conservative dividend
policy and are more likely to have stable payouiosathrough the years. This positive
relationship between dividend forecasting error teddebt-to-total asset ratioimplying that the
firm’s debt-to-total asset ratio increases as i fliverges from its dividend policy. This may

suggest that the increase in dividend activityniariced by debt.

Overall this study tests the two Propositions parthi. Proposition | is confirmed and it is
revealed that use of share repurchases has indreabstantially in South Africa, although this

increase was not financed by the decrease in did&leProposition Il is rejected, and there is
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sufficient evidence that repurchases and dividemdscertainly not substitutes in South Africa,
in fact the use of dividends and repurchases hasreased and most firms have changed their

payout out policies to one that pays both repuehaand dividends, thus making the two
complements.
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