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Abstract
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1. Introduction

A commonly-held belief that has informed most fic@niterature is the notion that
corporate insiders possess more complete informaiio their firm than corporate outsiders.
While this is a reasonable belief, we cannot rulé the possibility that outsiders may hold
information unknown to insiders that could allowsthatter group to make better and more
informed decisions. For instance, foreign investoay benefit from information specific to their
country’s economy that a multinational firm invesfiin such country does not possess. Firms
frequently hire consultants to gain informationttinaay be valuable in the decision-making
process. More generally, professional fund manageay be better than industrial firms at

analyzing publicly-available information and prothguseful private information.

One important channel through which managers canrgavel information on their firm
is the observation of the level and dynamics of fim’s valuation on secondary financial
markets (Dow and Gorton, 1997; Subrahmanyam anghahif 1999; Bond et al., 2012). As
emphasized by Dow and Gorton (1997) and Chen €2@07), stock prices can convey private
information possessed by traders on the demand finm’s products, the firm’s investment
opportunities, the competitive environment in whitbperates, and the implications of the past
decisions of the firm’s managers. In contrast, dradunlike the firm’s managers, may lack
detailed information on the technologies used lyfihm. This suggests that stock markets may
provide information that is complementary to thatdhby corporate insiders. Thus, financial
markets may not simply be a side show in that tin@y influence decision makers in the real

side of the economy through an informational channe



The existing literature on dividend policy, whégtensive, has essentially overlooked the
role that private information conveyed by stockcps may play as a determinant of cash
dividends. Managers can take into account bothipuld private information when deciding
dividend payments. It is well-established in therature that publicly-available information on
variables such as profitability, growth opportugsti and firm size influences dividend policy
(e.g., Fama and French, 2001; Grullon and Micha2d@?). Yet, the link between the private
information conveyed by stock prices and divideontqgy has received little attention. The main
objective of this paper is to fill this gap in theerature. In other words, our study provides
important insights into the determinants of dividepolicy by taking informed trading into
account. To this end, we investigate whether thgrese of informativeness of stock market
valuations affects the relationship between pastoabal changes in stock prices (i.e. past

abnormal returns) and current dividend changes.

We argue that past abnormal stock returns may dmsidered by managers when
deciding whether, in which direction, and to whateat cash dividend payments should be
revised. This is because unexpected changes ih\sdses are informative in that they should
reflect news about cash flows and/or discount régags, Campbell and Shiller, 1988; Chen and
Zhao, 2009). News on larger than expected cashsflanwd/or unexpected decreases in discount
rates should generate positive market reactions raagl lead managers to increase cash
dividends. Thus, consistent with previous evidefecg., Grullon et al., 2002; Brown et al., 2007;
Chemmanur et al., 2010), we expect current dividdmghges to be positively related to lagged
abnormal stock returns. However, reporting thistp@srelationship is not sufficient evidence of
managerial learning of private information conveymdstock price changes. Market investors

can, in fact, react to both novel public and pevatformation. In order to distinguish between



these two types of information we consider severabsures of private information in stock
prices. Assuming that managers use private infoomaearned from abnormal revisions in
market valuations, we expect current dividend ckantp be more strongly related to past

abnormal returns when more private informationmpaunded into stock prices.

Despite this, managers could be reluctant to aszedividend payments even after
learning novel private information. As highlightbyg Jensen (1986) among the others, dividends
can be costly to managers because they reducdrinsiiom to pursue empire-building strategies
and engage in other activities that mainly bertbBimselves at the expense of their shareholders.
Cash dividends can also reduce financial flexipilfotentially leading to underinvestment costs
and causing financial distress and managerialgsbds (Blau and Fuller, 2008; Bonaimé et al.,
2014). However, there is evidence that shareholcnssuccessfully put pressure on managers
and force them to be responsive to their demanddifodends, at least in strong investor
protection environments (Allen and Michaely, 20@8Angelo et al., 2008). For instance, La
Porta et al. (2000) show that stronger minorityrshalder rights are associated with higher
dividend payments. More importantly, managers #elyl to also consider the benefits that
accrue to them when dividends are paid. They codlle dividend payments to shareholders in
order to reduce agency costs and boost firm valudigher firm valuation would benefit
managers by decreasing the likelihood of intenaerstiand disciplinary actions by shareholders
and making hostile takeovers less probable (Alkeh ichaely, 2003; DeAngelo et al., 2008).
Moreover, executive compensation is often linke@daity valuations and managers with large

equity investments in their companies may be etmeeceive cash dividends to diversify their

1 Even though cash can also be disbursed by reminchatock, buybacks are seen by managers andtinsess
being more flexible than cash dividends. Hences generally argued that paying dividends is a nooeelible and
effective strategy to mitigate agency conflicts amdease firm value.



portfolios (Allen and Michaely, 2003; Brown et &007). When weighing the costs and benefits
of cash dividends, news of larger than expectedh ¢asvs and/or unexpected reductions in
discount rates should make managers more willinopndcease dividends mainly owing to the

greater availability of cash, higher financial fileikty, and decreased financial distress risk.

Our expectations are tested by using a sampleuafteyly dividend changes over the
period 1962-2010 for non-financial and non-utilltys industrial firms with shares listed on
NYSE and AMEX. For a particular firm, the variabthvidend change is defined as the
difference between the current and the previoustea dividend payment, divided by the prior
quarterly dividend payment. The average abnormdy daturn over the period between the
current and the previous quarterly dividend is usegroxy for the lagged abnormal revision in

the value of the firm’s stock.

Consistent with previous evidence and with our tezhs, we report that the likelihood
of a dividend increase and the magnitude of a dividchange are both positively related to
lagged abnormal stock returns. In contrast, higlast abnormal returns make a dividend cut less
likely. More importantly, we find that the degrekinformativeness of stock prices, as measured
by firm-specific stock return variation (Roll, 1988&trengthens the relationship between lagged
abnormal stock returns and dividend changes. Ababrevisions in the value of a stock are
more strongly positively (negatively) associatedhwiuture increases (decreases) in dividends
when the market valuation of the stock containsammiivate information that managers can
exploit. These relationships are robust to the afselternative private information measures,
namely the illiquidity ratio by Amihud (2002), theading measure developed by Llorente et al.
(2002), and the probability of informed trading Nip| Further, findings are qualitatively similar

when we include a proxy for managerial private infation to control for the private



information conveyed by stock price changes thalrisady possessed by managers. Finally, we
report that the relationships between past retanascurrent dividend changes become weaker if
stocks are overvalued, probably because changesiket valuations are less informative for
these stocks that tend to be misvalued. More imapdst, after controlling for stock

overvaluation in our regressions, we still confilme main findings of the study.

We can conclude that managers seem to rely mongashabnormal variations in the
value of their stock when deciding current dividestchnges if such variations are likely to be
more informative. Our evidence supports the notiost managers take advantage of novel
private information impounded in stock prices wisatting the dividend policy of their firms.
Consistent with Kau et al. (2008), our study suggésat managers “listen to the market” since
changes in corporate policies are sensitive to atarkactions. More generally, our study
contributes to the growing literature on the efeat secondary market stock prices on corporate
financial decisions. Notable previous studies fooasnvestments (e.g., Wurgler, 2000; Durnev
et al., 2004; Chen et al., 2007), CEO turnover @ndf and Hung, 2004), mergers and
acquisitions (Luo, 2005), and cash savings (Fres20d2)? Our findings fill a gap in this
literature by highlighting that dividend decisiomse affected by information learned by

managers from stock price changes.

Moreover, our study focuses on a policy that finanmanagers consider as important as
the investment policy of their firms (Brav et &Q05). Dividend payments involve large sums
of money, are quite frequent transactions (i.eryegearter in our study) that can generate large

market reactions, and are interconnected with kegntial decisions regarding real investments,

2 Qur study is related to the catering theory of diivids developed by Baker and Wurgler (2004) in ithsttows
that stock market valuations influence dividend meamts. Yet, while Baker and Wurgler (2004) consitiere-
varying market-wide measures of investor demanddioidends, we focus on firm-specific changes iockt
valuations and argue that dividend changes aréy/@msociated with the information conveyed by scichnges.



issues of debt and equity, mergers and acquisjtiand the retention of earnings (Allen and
Michaely, 2003). Enhancing our understanding of awhvariables affect dividend policy is,

therefore, useful to build better theories and axations concerning other corporate finance
decisions. Important implications, both for managand shareholders, arise from our study. It
highlights the notion that managers can potentiafitimize their dividend policy by exploiting

information conveyed by stock price changes. Sladdeins can also use such information to
ascertain whether the future prospects of thamdiare improving and larger dividend payments
should be expected. Overall, this study offersmapartant contribution to the corporate finance

literature.

The paper is structured as follows. In Section 2resew the existing literature and
discuss the research questions. Section 3 desthbatata used in this study and the empirical
methods. In Section 4 we present and discuss thariead findings, including those from

several robustness tests. Section 5 provides cdinguemarks.

2. Related literatur e and research questions

In this section, we summarize prior studies of tdlationship between the information
content of stock prices and corporate decision-ntgakivVe also analyze literature on the inter-
relations between stock returns, price informatessy and dividend changes. Our research

guestions are discussed and motivated at the etfiscfection.

2.1. The informational role of financial market @#s in managerial decision-making



In recent years, there has been growing interetareffects of secondary market prices
on decisions taken by individuals in the real saithe economy. For instance, an argument that
is often advanced is that corporate insiders cdan gaeful information from stock market
valuations to make better and more informed degsside.g., Dow and Gorton, 1997;
Subrahmanyam and Titman, 1999). In their comprafiensview of the existing literature,
Bond et al. (2012) posit that financial market ps@re significantly meaningful to “real decision
makers” for three main reasons. First, market pricenvey useful information to decision
makers. For instance, stock prices contain infoionadbout the firm’s investment opportunities
and the managers’ past decisions (Dow and Gor@8i/)1 Second, decision makers take market
prices into account even if they do not learn aeguinely novel information from them. Third,
behavioral biases affect decision makers and leanh to irrationally rely on market prices and

use them as anchors.

In this paper, we focus on the first argument &and, more specifically, on the links
between stock market prices and decisions by catpananagers. As highlighted by Bond et al.
(2012), while a corporate insider is probably mo®rmed than the average outsider, stock
market prices may still be useful to imperfectlyormed managers simply because they may
not have some information that traders have. mheket value of a company, in fact, reflects
aggregate information from a very large set of idetsnvestors. Further, corporate outsiders
may possess more complete external information ithgiders that can also be important in the

context of managerial decisions.

The existing empirical literature supports theioothat corporate decision makers learn
useful information from financial markets. Seveaalthors have studied corporate investment

policy. For instance, Wurgler (2000) studies theaficial markets of 65 countries and reports



that the efficiency of capital allocation is pos#lly correlated with the amount of firm-specific
information in stock returns. He argues that maoffermative prices allow managers to better
distinguish between good and bad investment oppibies through more reliable Tobin’s Q
measures. Similarly, Durnev et al. (2004) find supgor the prediction that more informative
stock prices should enhance capital budgeting i@ssChen et al. (2007) show that stock price
informativeness has a positive effect on the seitgitof corporate investment to stock price.
They also report that price informativeness measare associated with future firm operating
performance. This evidence suggests that privdtenmation conveyed by stock prices allow
managers to learn about their firms’ fundamentats @nhance managerial corporate investment
decisions. Relatedly, Foucault and Fresard (204dont a stronger positive relationship between
a firm’s investments and the valuations of its peamen the firm’s stock price is less
informative and when the firm’s managers possess ilgformation. Bakke and Whited (2010)
show that while stock market mispricing does ndiuance investments, managers use private
information in stock market prices when decidingithinvestment policy. From a related
perspective, Kau et al. (2008) document that masdgen to the market and tend to abandon

investment projects when the market reacts nedgtiveghe related announcements.

The real effects of financial markets have alsanbs&adied in relation to other corporate
events and policies. For example, in countries witbng law enforcement, there is evidence of
a more significant relationship between CEO turmaval poor stock performance when stock
prices are more informative (Defond and Hung, 2004)s finding indicates that executives are
more likely to be evaluated using the stock mapgertormance of their companies when more
firm-specific information is impounded in stock ges. A relationship between the market

reaction to an M&A announcement and the completibthe deal is reported by Luo (2005). It



appears that companies involved in an M&A dealaxttinformation from the investor reaction
to the announcement of the transaction in ordeletdde how to proceed with the deal. Finally,
Fresard (2012) concentrates on cash savings amutse@ higher savings-to-price sensitivity
when stock price is more informative. On the whalegrowing literature documents that the
information content of stock prices is endogenausdrporate decisions such as investment and

cash policy decisions.

2.2. Stock returns, price informativeness, anddgind changes

Managers can use both public and private informatio decide their companies’
dividend policies. There is no lack of literatueporting significant relationships between lagged
and current values of publicly-known variables sashprofitability, growth opportunities, and
firm size and cash dividends (e.g., Fama and Fre2@®l; Grullon and Michaely, 2002). Since
managers may learn from stock prices when makiegdas, an important research question to

address is whether such learning influences dewso dividend changes.

It has been argued that managers change the léwbVidend payments for different
reasons. Some authors argue that dividends cavegdnformation about future cash flows
(Miller and Modigliani, 1961) and that managers nusg dividend changes as costly signals of
future earnings changes (Miller and Rock, 1985;tiicaarya, 1979; John and Williams, 1985).
Based on their arguments, we could expect dividenteases (decreases) to be followed by
positive (negative) changes in profitability andgltdlows. However, with few exceptions (e.g.,
Nissim and Ziv, 2001), the research on dividenddases has not provided support to this
expectation. For example, Benartzi et al. (19979 that companies that increase dividends do

not benefit from unexpected future positive changesarnings. Similar evidence on firm



performance has been reported by DeAngelo et 886)1 Grullon et al. (2002), and Grullon et
al. (2005)3 As for dividend cuts, while DeAngelo et al. (19%how that they may be useful to
predict future earnings, other studies show in$icamit or even positive changes in firm
performance after a reduction in cash dividends. (8enartzi et al., 1997; Grullon et al., 2005;

Jensen et al., 2010).

Changes in dividend payments may also convey irddon about future risk levels.
Grullon et al. (2002) find that the systematic ridKirms that increase (decrease) their dividends
significantly declines (rises) after the dividendange. They highlight that these empirical
results are consistent with the argument that fistast paying higher dividends when they
become more mature and have fewer investment appbes. This “maturity hypothesis”
explains both the declining systematic risk follogidividend increases and the lack of a
positive association between dividend changes atuef profitability. Other related studies find
that operating income volatility (Lie, 2005) andfalét risk (Charitou et al., 2011) decline

around dividend increases.

In summary, the existing dividend literature suggekat companies use information on
lagged and current values of several variables (@dfitability) together with expectations on
other variables (e.g. systematic risk) when degdivhether, to what extent, and in which
direction they should adjust their dividend poli@oth public and private information can help
companies optimize their dividend payments. As imeed above, the usefulness of private
information conveyed by outside investors througading has been overlooked in prior

research. In this paper, we aim to fill this gap ibyestigating whether private information

3 Studies of dividend initiations offer mixed condhluss. For instance, Healy and Palepu (1988) firad ihitiations
signal future earnings growth whereas Bulan ef28l07) show that profitability and growth do notprove after a
company starts paying dividends.
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conveyed by lagged abnormal changes in the maikefatron of a company is used by the
company’'s managers to decide changes in dividenlicypoThis is because dividend
announcements are generally made every quarter.ai@uis to investigate whether managers
take private information in stock prices into accbwhen they make frequent decisions. We
focus on abnormal stock returns because unexpebgrijes in asset values should reflect and,
therefore, convey news about cash flows and/or reesit discount rates (e.g., Campbell and
Shiller, 1988; Chen and Zhao, 2009). For instatice,empirical study of Chen et al. (2013)
reports that both cash flow and discount rate naffect unexpected movements in stock prices

in a significant way.

When investor expectations on the cash flows preduxry a stock are revised upward,
the market value of the stock should increaseoMtrast, higher expectations on discount rates
should depress market valuations. We thus expedintb a positive relationship between
dividend changes and lagged abnormal stock retalss, in light of prior empirical findings
(e.g., Grullon et al., 2002; Brown et al., 2007;e@manur et al., 2010). However, identifying
such relationship is not enough to conclude thahpamies exploit new private information
learned from stock price movements when setting theidend policy. New public information
from other sources may, in fact, drive both amendsén dividend policy and variations in

stock market valuations.

In our study, we go a step further and test wheldigged abnormal returns have more
significant effects on dividend changes when stmages are more likely to impound and convey
investor private information. Assuming that managean learn useful private information from
variations in stock prices, we expect that moregte information in stock prices would make

the positive relationship between dividend chareyes lagged abnormal stock returns stronger.
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When testing this prediction, we also attempt tate® for managerial private information in

order to separate the effects of this informatiamm¥ that potentially learned by managers from
past stock price changes. Finally, since stockrmstare likely to be less informative when
stocks tend to be misvalued, in some of our analyse investigate the robustness of our

findings to the inclusion of market misvaluatioroxyies.

3. Sample, data and empirical methods

3.1. Sample of dividend changes

We consider announced dividend payments to computeDividend changevariable.
Dividend announcements are selected from CRSP ynfhbwing the filters of Grullon et al.
(2002). To be specific, we include dividend ann@aments made by NYSE and AMEX firms

between 1962 and 2010 that satisfy the followintga:

a) The announcement is for a quarterly cash dividenanent in US dollars;

b) The dividend payment is not an initiation (i.e.rthes a quarterly cash dividend payment in
the previous quarter);

c) The previous quarterly cash dividend payment wagenvethin a window of 20 to 90 days
before the current dividend announcement;

d) The dividend payment is not made by a firm thaeitber a utility firm (SICs 4900 to
4949) or a financial firm (SICs 6000 to 6999);

e) The CRSP share code for the firm announcing thieleind payment is either 10 or 11.

12



Dividend changes the quarterly dividend announced in the currgmarter minus the
quarterly dividend announced in the previous quaet divided by the quarterly dividend for
the previous quarter. This variable can take pasithegative, and zero values. After excluding
observations with missing values for the otheralags used in the study, our baseline sample
includes 98,535 observations for 2,510 unique fimits valid values of the variablBividend
change In this sample, there are 16,240 observations1f884 unique firms with non-zero

values ofDividend change
3.2. Baseline specification and data sources

In order to study how the sensitivity of dividendaoges to lagged abnormal returns

varies with private information in stock prices, employ the followingraseline model:

Dividend change; ,
= Bo + B1Abnormal return; , + B, Private information,,
+ B3 (Abnormal return; ;X Private information; ;) + p,Dividend yield,; 4
+ BsMarket capitalization; ; + BeDebt; 4 + p;Cash; 4
+ Bg Market-to-book; ; + ByOperating income; ; + B1oDividend premium, 4

+ Ei,q (1)

wherei identifies the firm that is announcing the quastelividend payment angis the quarter
when the announcement takes place. The inclusidheointeraction terrdbnormal return X
Private information allows us to test whether the level of private infation in stock prices
has a significant impact on the relationship betwderidend changes and lagged abnormal

returns.
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Stock market data such as quarterly dividend paysnetock returns, trading volumes,
turnovers, dividend yields, and market capitalmasi are collected from CRSP. Compustat is our
source of accounting data. Our study also useenShvidkjeer's data, available from his
websité, to measure the probability of informed tradingNPas one of our alternative proxies
for stock price informativeness. Definitions fof tile independent variables can be found in the
following sections.

In all our regressions we control for two-digit St@lustry dummie8.Standard errors are
adjusted for two-way clustering by firm and calendenth. In order to minimize the influence
of very large abnormal stock returns that couldspgayg reflect major corporate events, we trim
1% of the observations from each tail of the dstiion of Abnormal return Similarly, both tails
of the distributions of all the other variables dise this study are winsorized at the top and

bottom 1% level.

3.3. Abnormal return

We follow a method similar to that used by Faulkemand Wang (2006) to compute the
abnormal returns. Specifically, we define the abmadrreturn as the return in excess of the
value-weighted return for the relevant Fama-Frebehchmark portfolio. For eachividend
changeevent, the benchmark portfolio is selected from gké of 25 Fama-French portfolios
formed on size (i.e. market value of equity ME) dwbk value over market value of equity
(BE/ME). To identify the relevant portfolio, we csider firm-specific ME and BE/ME values

and use matching criteria in accordance with thehods originally followed to create the

* https://sites.google.com/site/hvidkjaer/data.
5 Results are qualitatively similar if we also cahfior calendar month dummies. The only significdifterence is
that coefficients fobividend premiunmbecome insignificant in all regressions when mahtimmies are included.
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portfolios® Over the pre-event perioAbnormal return which is expressed ipercent terms, is
the average daily difference between the returnthenstock and the return on the relevant
benchmark portfolid. The pre-event period for this computation is theriqul between the
previous and the current quarterly dividend anneurents. However, we do not use data for the
five trading days before the current dividend ammaiment and the five trading days after the
previous dividend announcement. These exclusiomsraant to minimize and/or eliminate the
impact of the market reactions to dividend annouorer@s on our abnormal return estimates.

A positive (negativepbnormal returncan be seen as an indication that, during the gerio
between the current and the previous dividend amcements, market investors have increased
(decreased) their valuation of the stock followthg acquisition of novel information that was

unknown to investors at the time of the previowsd#ind announcement.
3.4. Measures of private information in stock magkéces

A widely used measure of private information ioct prices is firm-specific stock return
variation (or price nonsynchronicity). This measwriich was firstly developed by Roll (1988),
reflects the variation in the return on a stock tennot be explained by market and industry
returns. For a generic stock firm-specific return variation can be defined as=

In((1 — R?)/R?), whereR? is estimated from the following regression:

6 Each calendar year, the Fama-French portfoliostlaeid respective breakpoints are generated a¢nideof June.
For daily stock returns of a firm between Jufydf yeart and June 30of yeart+1, we use the yedrbreakpoints
and the following firm-specific variables to selecsuitable benchmark portfolio. The firm’s ME igasured at the
end of June of yearwhile BE/ME is the ratio between BE for the fisgakr ending in calendar yelat and ME as
of the end of the same year. Portfolio value-wetdhteturns and portfolio breakpoints are obtairrechfKenneth
French’s websitehttp://mba.tuck.dartmouth.edu/pages/faculty/kendrs.

7 For the same period, we consider several altematigasures of abnormal return. First, we simplythseaverage
daily return on the stock, essentially assuming the benchmark portfolio produces a zero retusto®d, we run
daily time-series regressions to estimate two wessiof Jensen’s Alpha, one based on the three Faemech risk
factors and one augmented by the momentum facterreplicate all our analyses replaciignormal returnwith
these alternative measures and find qualitativietyiar results.
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Tijt = Qi + bimTme + by jTie + & (3)

wherer; ;. is the return for firm that is part of industryat timet, ;,, . represents the market
return at timet, andr; . is the return for industryat timet. The market return is based on the
CRSP value-weighted market portfolio and firms gn@uped into industries using 3-digit CRSP
SIC codes. We exclude firinfrom the market and industry indices when we dateumarket
and industry returns. For each dividend change amrement in our sample, we estimate its
firm-specific return variation ) using daily stock, market, and industry returnserothe

calendar year before the announcement tate.

Roll (1988) argues that firm-specific return véioa may be correlated with private
information. He, in fact, finds that identifiablews releases do not drive firm-specific return
variation. Since movements in stock prices are igdigecaused by either releases of new public
information (e.g. corporate earnings and GDP figurer by trades of investors possessing
private information, Roll's findings may suggesttlonly this latter type of information is
associated with price nonsynchronicity. However, camceded by the author, trades by
uninformed noise traders could also produce chamgst®ock prices that are unrelated to market

and industry returns.

Despite this cautionary note, a large and growdogy of empirical research lends
credence to the notion that firm-specific returnaton is a valid measure of private information
in stock prices. The empirical research that vadislahis measure in the most convincing way is

probably Durnev et al. (2003). This study reporteegative relationship betwe®&3 and the

8 This period could overlap with that for the cald¢ida of Abnormal return We evaluate whether this circumstance
affects our findings by using, instead, lagged ealwf firm-specific return variation and the othaivate
information measures. We confirm that the mainifigd of our paper are qualitatively similar whegdare used.
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strength of the association between current stetkms and future earnings. This result implies
that the information impounded in current stoclcesiis more useful to predict future earnings

when firm-specific return variation representsrgda fraction of total return variation.

Relatedly, Morck et al. (2000) provide evidenceadbwer level of firm-specific return
variation in low-income economies and of a dechntrend in price synchronicity in the U.S.
Durnev et al. (2004) report that the efficiencycofporate investments is an increasing function
of firm-specific return variation. This empiricaégularity suggests that less synchronous prices
convey more private information that managers assnhance their investment policy. Piotroski
and Roulstone (2004) find price synchronicity to gmsitively associated with the activity of
financial analysts. In contrast, they show thatds by insiders have a negative effect on
synchronicity. Finance researchers have very fretlyyehosen firm-specific return variation as

a measure of private information in stock pries.

In spite of firm-specific return variation being widely used measure of private
information in stock prices, some recent studiest daubts on the reliability of this measure.
Through a simple model and consistent empiricalifigs, Dasgupta et al. (2010) show that,
contrary to conventional wisdom, a more transpar@fdrmation environment should be
associated with higher stock return synchronicking and Anderson (2011) report a non-
monotonic relationship between price synchronicitgd proxies of public firm-specific

information. Assuming an inverse association betwgmivate and public firm-specific

% The measure can be found in empirical studiesapftal allocation and investments (Wurgler, 2008eg et al.,
2007; Bakke and Whited, 2010; Foucault and Fres20tl4), cash savings (Fresard, 2012), CEO turn(iefond
and Hung, 2004), private benefits of control (Dyeld Zingales, 2004), analyst coverage (Chan andelddn2006;
Crawford et al., 2012), stock market opaquenessadd Myers, 2006; Hutton et al., 2009), corporgieernance
characteristics (Ferreira and Laux, 2007; Ferrefral., 2011), cross-listings (Fernandes and Re;r2D08), block
ownership (Brockman and Yan, 2009), insider tradengs (Fernandes and Ferreira, 2009), and the iasi®oc
between asset growth rates and stock returns (\Ma¢aet al., 2013).
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information, this finding undermines the notion ttipsivate information varies monotonically
with synchronicity. Similarly, Lee and Liu (2011gport U-shaped relations between firm-
specific return variation and several alternativieginformativeness measures. Chan and Chan
(2014) report a negative relation between stockrnesynchronicity and SEO discount and
conclude that the informativeness of stock priaesvg with return synchronicity. In light of the
recent studies above and to evaluate the robustfessr findings, in our study we consider

several alternatives to stock price nonsynchronicit

The illiquidity ratio (llig), introduced by Amihud (2002), has been recenfigduas a
price informativeness measure by Ferreira et 81112 and Fresard (2012). This variable is the
average (multiplied by0°) of the daily ratio between the absolute valu¢hefreturn on a stock

and the stock’s dollar volume:

D;
1 |75 e

llliq; = E = Volume;, )

whereD; is the number of valid daily observations for fitraver the period, Whi|¢ri't| and
Volume;, are, respectively, the absolute value of the retind the dollar volume for firmat
time t. Illiqg is computed for each dividend change announcemsimig daily data for the
calendar year before the announcement as longeas #ne at least 200 trading days with non-
zero trading volume. The application of this filldfows us to discard observations for thinly
traded stocks. The illiquidity ratio is a proxy ftive price impact of trades because it measures
the extent to which stock transactions cause spoides to change. Thus, in the spirit of the
model by Kyle (1985), this ratio should also reflebe informativeness of stock market

transactions.
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We also consider the private information tradingaswe of Llorente et al. (2002).
Examples of studies that have chosen this measerEeareira and Laux (2007), Fernandes and
Ferreira (2008), Fernandes and Ferreira (2009), Fredard (2012). We run the following

regression to estimate the measure of informatased trading:
Tie = @ + bityeoq + Ctme + Vi(Tiem * Vigo1) + & (5)

wherer; ; is the return for firm at timet, r,,,, represents the market return at titr@ased on
the CRSP value-weighted market return), af¢l , is the logarithm of firm’s turnover at time
t — 1, detrended by subtracting its average value in pghevious 200 trading day$.The
coefficients of the regression above are estimétedach dividend change announcement using
daily return and turnover data for the calendar peaceding the announcement. In the model by
Llorente et al. (2002), the coefficieptis normally interpreted as a measure of inforrmabased
trading. The intuition behind this interpretatianthat stock returns should be more positively

serially correlated when trades by informed investwe more frequent.

The final price informativeness proxy we consigethe probability of informed trading
(PIN) measure of Easley et al. (2002). This measubased on a market microstructure model
in which trades can be executed by noise or infdriredersPIN has been chosen as a proxy of
private information in stock prices by many studidstable examples are Chen et al. (2007),
Ferreira and Laux (2007), Brockman and Yan (20@a8y Ferreira et al. (2011). We obtain all
available yearly estimates of ti®éN, from 1983 to 2001, for our sample of NYSE/AMEX

common stocks from the aforementioned source —nSiwedkjeer's website. For a particular

101n order to keep observations with zero daily twers, we follow Llorente, et al. (2002) and addo®@0255 to
the actual turnover before applying the logarithimimsformation.

19



dividend change announcement, we considerPildefor the latest calendar year before the

announcement.

3.5. Control variables

We control for several variables that have beewshto be significant determinants of
changes in quarterly dividends in the previougdiigre. In particular, we rely on the set of
controls used by Li and Lie (2006) that includ@isidend yield Market capitalization Debt,

Cash Market-to-bookOperating incomgandDividend premium

Dividend yieldis the CRSP annual return from dividend paymeviewket capitalization
(in billion US dollar and deflated to 1980 usingt@PI) is the CRSP market value of equity.
Debtis the ratio of long-term debt (Compustat item®)dtal assets (Compustat item Gashis
cash and short-term investments (Compustat itenovey total assets (Compustat item 6).
Market-to-bookis the market value of assets divided by the boalkers of assets (Compustat
item 6). The market value of assets is definechasbok value of assets minus the book values
of common equity (Compustat item 60) and deferee@$ (Compustat item 74), plus the market
value of equity (Compustat item 199 times Compuiséaih 25).Operating incomes operating
income before depreciation (Compustat item 13)estddy total assets (Compustat item 6).
Following Baker and Wurgler (2004), we defiDezidend premiunas the difference between the
log of the value-weighted average market-to-bodik raf dividend payers and the same measure
for non-dividend payers. We carefully replicate sheps followed by Baker and Wurgler (2004)
to compute this variable for every year in our skengeriod. However, in order to be consistent
with our sample of dividend changes that only idels observations for NYSE and AMEX

firms, we exclude data for NASDAQ companies wheitding the Dividend premiunvariable.
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Except forMarket capitalizatiorandDividend premiumwe consider lagged values of all
control variables for fiscal periods ending befthe date of the current quarterly dividend
announcement that is used to compute Biddend changevariable. The variabléarket
capitalization is based on data from one day prior to the currquéarterly dividend
announcement. Dividend premiumis for the latest calendar year immediately beftre

announcement of the current quarterly dividend.

4. Empirical findings

4.1. Descriptive statistics

The descriptive statistics for all the variablesliled in our baseline specifications are
presented in Table 1. The average valu®wnidend changg?2.2%) shows that, on average,
companies increase their quarterly dividends ratthemn cutting them or keeping them
unchanged. However, the median valu®ofidend changes 0 and this variable ranges from a
minimum that is just below zero to a very largeueabf 40%t! Only in 1,366 cases the change

in quarterly dividends is negative while a zerorgfein dividends is very common.

[Insert Table 1 here]

It is also worth noting that announcements of qrgrtdividend changes are generally
preceded by positive abnormal changes in stockegrgince the meaAbnormal returnis
0.0018%. However, the range of variation of thigalae is very wide. The descriptive statistics

for some of the other variables indicate that, eerage, théividend yieldis 3.66%, and long-

11 The winsorization that is applied to the extremkei@s ofDividend changsignificantly increases the minimum
value of this variable. The pre-winsorization minim value of the variable is around -0.9792.
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term debt and cash and short-term investments geptrel8.72% and 8.13% of total assets

respectively. Finally, the mean (median) valu®©gpkrating incomés 16.74% (15.97%).

4.2. Firm-specific stock return variation and dieittd changes

In our first set of multivariate analyses, we cdesifirm-specific stock return variation
(w) as proxy for the private information impoundedsiock prices. Also, we use Multinomial
Logit regressions to estimate the baseline spatifioc of equation (1). To build our categorical
dependent variable, we consider the following thpessible outcomes based on the variable
Dividend changethe value ofDividend changds zero (no changes in dividends), positive
(dividend increases), or negative (dividend de@gasWe focus on dividend increases and
decreases separately by using the first outcomeclfaage in quarterly dividends) as the base

case!? Empirical estimates for three Multinomial Logit dels can be found in Table 2.

[Insert Table 2 here]

In columns (1) and (2) of Table 2, the set of peledent variables comprisé®normal
return together with all the standard controls. As expecthere is a positive and statistically
significant relationship betweeAbnormal returnand the likelihood of a dividend increase
(column (1)). In contrast, an increase Abnormal returnmakes a dividend cut less likely
(column (2)). Firms tend to increase (decreasepdinds after a period of strong (weak) stock
market performance. However, these findings mayneaessarily indicate that managers learn

new information from recent stock price changeg thay exploit when determining dividend

2We have also estimated a Logit model in which dependent variable is a dummy that is set to onenwh
Dividend changeés not equal to zero. Otherwise, the dependentbbriis set to zero. Since the great majority of
non-zero dividend changes are increases, the sesfulhe Logit model are qualitatively similar teetMultinomial
Logit findings for positive dividend changes.
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changes. For instance, the disclosure of unexgewte/s on a company may, at the same time,

affect its market valuation significantly and caf@isteire variations in dividend payments.

Next, we consider a measure of private informatiorstock prices. By adding this
measure to our models, we can test whether mamahgeyout decisions are more consistent
with the sign and magnitude of recent stock pribanges when such changes convey more
private information. In columns (3) and (4), we lee@ Abnormal returrwith the firm-specific
stock return variationy. We find that this measure of private informatianstock prices has a
statistically significant negative effect on dividkincreases. The empirical findings suggest that
positive changes in quarterly dividends become rlikedy if the stock of the firm conveys less
private information. In columns (5) and (6), welude Abnormal return the firm-specific stock
return variation, and, more importantly, the int#i@n between these two variables. The signs of
the coefficients oMbnormal returnandy confirm the conclusions from the previous columhs o
Table 2. Of greater importance, in column (5), ¢befficient on the interaction terAbnormal
return x y is positive and highly statistically significanthi§ suggests that firm-specific stock
return variation strengthens the positive relatmmdbetween the likelihood of a positive change
in dividends and the recent abnormal stock perfageaA similar conclusion can be drawn in
relation to the probability of dividend cuts (colon(6)): the negative impact of the pre-event
abnormal return on such probability becomes lavgegny increases. Since firm-specific stock
return variation measures the extent to which peiwvaformation is impounded in stock prices,
these findings suggest that managers are morg ligadlter dividend levels following abnormal

changes in stock valuations when stock returnsepmore private information.

In Table 2, coefficient estimates for other indegest variables generally have the

expected signs. High dividend yields make divideats more likely and reduce the probability
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of dividend increases. In contrast, large and table firms tend to increase dividend payments
whereas the likelihood of a dividend cut is gre&ddersmall firms with low profits (see findings
for Market capitalizationand Operating income There is a negative (positive) relationship
betweenMarketto-book and the likelihood of dividend increases (decréasesplying that

firms with better investment opportunities teng&y lower dividends as they value cash more.

Table 3 replicates the three specifications of @@busing Ordinary Least Squares (OLS)
regressions. The dependent variable in Table Bdsr¢lative change in successive quarterly
dividends Dividend change As noted above, in the great majority of occoces quarterly
dividends are not changed in our sample. Sincerev@@marily interested in dividend increases
and decreases following abnormal changes in stocks in our continuous models we drop the

observations with zero changes in quarterly divitiéa

[Insert Table 3 here]

Confirming the empirical outcomes of the Multinoimiagit regressions, in column (1)
of Table 3 we find that the coefficient on the wahie Abnormal returnis positive and
statistically significant. Larger recent abnormialck returns lead to greater changes in quarterly
dividend payments. In column (2), we report a statlly significant negative impact @f on
Dividend change Companies with more private information in stqukices tend to choose

smaller relative changes in their quarterly dividen More importantly, we show that firm-

13 We test whether our key findings are driven by ttfioice and estimate several regression modelg saimples
that also include observations with zero changepiarterly dividends. An econometric challenge aexfis due to
the fact that the distribution of dividend chan@@s a mass point at zero. At the same time, dididdranges can
also be negative, even though dividend decreaseseay infrequent. We, therefore, rely on two diffet types of
Tobit models to re-estimate the specifications abl€s 3 and 5. In the first type of Tobit model, se¢ the variable
Dividend change¢o zero whenever there is a dividend decreasddrsécond, observations with dividend decreases
are dropped. Hence, the distributions of the sasnpke use in the Tobit regressions have a cornatignloutcome

at zero. A Tobit estimation technique is particiyl@uitable in this case. Overall, the estimatethef Tobit models
provide findings for the interactions betwedhnormal returnand the measures of private information in stock
prices that are qualitatively similar to those mépd in Tables 3 and 5.

24



specific stock return variation amplifies the effe€ the pre-event abnormal returns on current
quarterly dividend changes (see the result foritiberaction term in column (3)). Dividend-
setting managers seem to find stock price changee meaningful and informative when stock

prices are more likely to impound and convey pevatormation.

Other statistically significant findings from Tabl® indicate that quarterly dividend
changes tend to decrease with bigidend yield the Market-to-bookratio, and, surprisingly,
Market capitalization On the other hand, companies with greater vahfeshe variables

Operating incomeandDividend premiunthoose larger changes in quarterly dividend paysaent

4.3. Alternative measures of private informatiorstock prices

To investigate the robustness of our results, wépa additional tests. We consider a
set of alternative measures comprising the illiguidcatio (lliq) by Amihud (2002), the private
information trading measurey| created by Llorente et al. (2002), and the prdivabof
informed trading PIN). Increases in the values of any of these measlresld be associated
with more private information in stock prices. Ometwhole, the key findings, although
statistically weaker than when considering the fgpecific return variation, are qualitatively

unaffected by the use of these alternative privdt@mation measures.

Estimates for several Multinomial Logit models danfound in Table 4. Coefficients on
Abnormal returnare generally statistically significant and theyéghe expected signs. They are
positive in regressions of dividend increases awegative in models for dividend cuts.
Interaction terms betweeAbnormal returnand private information measures are positively
related with the likelihood of dividend increaséairther, these relationships are statistically

significant at standard levels except in the sjpeatibn for y. While the results for positive
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dividend changes confirm what is reported in Tdhleegressions findings for dividend cuts are

less supportive since they are statistically inicpnt.
[Insert Table 4 here]

Moving on to models with the continuoDsvidend change&lependent variable (Table 5),
we again find that greater recent abnormal chamgstck prices are followed by larger relative
changes in quarterly dividend payments. More inguly, this relationship gets stronger when
stock price changes are more informative, i.e. wétenk market valuations reflect and convey
more private information that managers may not @ssslt is, in fact, the case that the
coefficients on all the interaction terms betwe®bnormal returnand measures of private
information in stock prices are positive. Howewée coefficient oMdbnormal return X PIN

is not statistically significant possibly owingttee smaller sample size.
[Insert Table 5 here]

After further investigating our research questiop éxploiting several alternative
measures of private information in stock prices, @@ state that the conclusions drawn in
relation to the firm-specific stock return variatibold. Past abnormal stock returns exercise a far
more significant impact on the extent of curreMidknd changes when they are more likely to
be informative for managers. To wit, private imf@tion in stock prices strengthens the impact

of past revisions in stock prices on current varte in dividend payments.
4.4. Managerial private information

The empirical findings we have highlighted so faggest that managers learn from

recent stock price changes and obtain preciousnm#tion that they take into account when
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deciding changes in quarterly dividends. Howewes,drivate information measures of this study
do not allow us to distinguish between informattbat is in the exclusive domain of outside
investors and information that is shared by insdand outsiders at the same time. Abnormal
increases in stock prices may be caused by trades dutside investors acting upon recently-
acquired private information. Following such prickanges, managers may go ahead with
dividend increases either because they learn nfasniation from the recent variations in stock
prices or because they more directly possess the gg€ormation that outsiders exploited when

trading stock.

We recognize that it is not feasible to precisadpasate the private information that is
directly and independently acquired by managerstha period preceding a dividend
announcement from what is learned from recent symite changes. Nevertheless, in our
empirical tests, we attempt to control for the lewé private information that is held by
managers. To do so, we follow Chen et al. (200%® Bresard (2012) and use the variable
earnings’ surpriseHRQ as a proxy of managerial private information. Tiithe average of the
absolute market-adjusted returns generated byotlvequarterly earnings announcements (from
Compustat) that precede the current announcememntjaarterly dividend payment. We use the
CRSP value-weighted market return and three-dagoviis around the earnings announcements
to compute the market-adjusted returns. Intuitiv@é)RC should reflect the extent to which
investors are surprised by earnings announceméntsanagers do not possess significant
private information that gives them a large infotimiaal advantage over outsiders, investors’
reactions to earnings announcements should be guited. In contrast, when managers hold

very significant private information, earnings sugps should be quite substantial.
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In order to control for managerial private informat and following the approach of
Chen et al. (2007) and Fresard (2012), we add #rmble ERC and the interaction of this
variable with Abnormal returnto all our multivariate specifications' Starting from the
Multinomial Logit models of Table'8, we observe a statistically significant negatipestive)
effect of ERC on the probability of a dividend increase (decrga3ée coefficient on the
interactionAbnormal return X ERC is positive but insignificant in most models. Epten
models fory, consistent with the results from Tables 2 ancbéfficients on the interaction terms
betweenAbnormal returnand the measures of private information in stodkesrare positive
and statistically significant at standard levelghe specifications for dividend increases. They

are negative and significant in dividend cut speatfons.

[Insert Table 6 here]

The OLS models reported in Table 7 use the contiswariableDividend change After
controlling forERC the results confirm the positive relationshipsaeenDividend changend
the interaction terms ofbnormal returnwith the measures of private information in stock
prices. Overall, our evidence shows that the pex&bnormal returnhas a larger influence on

dividend change decisions for managers acquiringlngrivate information from stock prices.

[Insert Table 7 here]

4.5. Stock market overvaluation

14 By including this interaction term we essentidtigt whether the findings for the interactions lesmAbnormal
return and the measures of private information in stodkgsr are actually driven by the availability of yate
information by managers that could be correlatetth wiich measures. In untabulated analyses, wedesswhether
the findings presented in this section are robwushé inclusion of interaction terms betwdeRCand the measures
of private information in stock prices. We can éonfthe robustness of our main results. Furthethd triple
interaction term betwee\bnormal return private information in stock prices, arfRC is added to our
specifications, the coefficients on this term dveags statistically insignificant.

15 For the sake of brevity, in Tables 6-9 we do egiort coefficients for the full set of control vaies. Findings

for the omitted variables are qualitatively similarthose in Tables 2-4.
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In a market with well-informed, rational investoranexpected changes in stock
valuations are driven by reliable novel informatiom future cash flows and discount rates. In
our study, we essentially assume that past abnomhains may affect managerial choices on
future dividend changes since abnormal returngpanearily generated by trades from informed
investors. While this assumption may be plausile, cannot rule out the possibility that
transactions by poorly informed noise traders calkb produce significant effects on stock
market valuations. The several private informatio@asures we use should help us distinguish
between informative and uninformative past charnigestock prices. The findings we report
above suggest that these measures successfullgvacthis goal since we report a stronger
relationship between past abnormal returns andecurdividend changes when stock price

changes convey more private information.

Nevertheless, to directly control for the poteng#fects of noise trading, we extend our
baseline analyses by considering a measure of steekvaluation. We follow the method
devised by Rhodes—Kropf et al. (2005) to computd sueasure. Like Hertzel and Li (2010), we
rely on the third valuation model of Rhodes—Kropfaé (2005) that considers book value of
equity, net income, and market leverage ratio &sragnants. Our overvaluation measuvé'\()
is the logarithm of the ratio between the markdueaf a firm and its “true value”. The fitted
estimate of the valuation models is consideredfitn@s true value. The measure reflects two
different sources of overvaluation that are botevant in our study: the firm-specific error and
the time-series sector error. Higher valuedvid¥ indicate more overvaluation, and vice versa.

For a particulaDividend changesvent,M/V is computed using the market value of the firm at
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the end of the sixth day before the event. Theisl@hosen because it precedes the event and it

is the final day of the measurement period&bnormal returnt®

In Table 8, we re-estimate the Multinomial Logit siets of Tables 2 and 4, addiMfV
and the interaction term betweAbnormal returnandM/V. Most coefficients on this interaction
are statistically significant. The signs of the fieeents suggest that firm overvaluation weakens
the positive (negative) relationship between recaimormal returns and the likelihood of
positive (negative) changes in dividend paymeniss €vidence seems to support the notion that
managers are less likely to consider past retutrenvinvestors tend to misvalue their company
and are unreasonably optimistic about its prospéttsther words, managers seem to be able to
recognize and disregard changes in stock pricets diea driven by transactions from noise
traders. More importantly, even after controllimy §tock overvaluation, we can still confirm the
results of Tables 2 and 4 regarding the interactesms betweerbnormal returnand our

private information measures.

[Insert Table 8 here]

Table 9 includes OLS regression models wWMAY and Abnormal return X M/V .
Coefficients for this interaction term are alwaysyative and statistically different from zero in
three cases out of four. These results supportahelusions we have drawn above. Moreover,
by analyzing the coefficients on the interactioesaeen pre-event abnormal returns and private
information measures, we can again confirm the nfiaicdings of this study: when deciding
guarterly dividend payments, managers seem torgiwe credence to the information conveyed

by past stock price changes if they are likely¢armore informative.

16 We obtain qualitatively similar results if we ube market value of the firm at the start of thésipd, i.e. on the
sixth day after the previous quarterly dividend @amcement.
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[Insert Table 9 here]

5. Conclusion

We study the effect of private information in stqekces on the relationship between
past abnormal stock returns and current changegiamterly dividends. Both cash flow and
discount rate news on a firm should lead investon®-estimate the value of the firm and trade
its shares accordingly (e.g., Campbell and Shillég8; Chen and Zhao, 2009). Thus, abnormal
changes in the market value of a firm are likelydfiect novel information about the firm and
should be correlated with future variations in demd policy. In line with this argument, we
report that recent abnormal stock returns haves#ipe (negative) impact on the likelihood of a
quarterly dividend increase (decrease). Furthex, dlarrent change in quarterly dividends is

positively related to past abnormal returns.

More importantly, we find that all these relatioipshare stronger when stock returns are
more likely to convey private information that iew to managers. As measures of private
information in stock prices we consider firm-specgtock return variation, the illiquidity ratio
by Amihud (2002), the trading measure developedIbgente et al. (2002), and the probability
of informed trading RIN). Our results are robust to the inclusion of axgréor managerial
private information that we use to control for inf@tion conveyed by stock price changes that
is already possessed by managers. Similarly, whencentrol for a measure of stock
overvaluation on the market, we can still confitme tnain findings of the paper. We also report
weaker effects of past returns on current dividemahges when stocks are overvalued. A set of

standard determinants of dividend changes is aldedto all our specifications.
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The findings reported in this study suggest thateh@rivate information conveyed by
stock returns are exploited by managers when degittie dividend policies of their companies.
Our study, therefore, shows the importance of peiveaformation in stock prices as a
determinant of dividend policy. Moreover, consisterith Kau et al. (2008), our empirical
evidence supports the idea that managers “listethéomarket” since corporate events and
changes in corporate policies are sensitive to atarkactions. Our study contributes to the
growing literature highlighting the notion that te®ck market is not simply a side show but it
has, instead, a significant effect on real econantwity through the informational role of stock
prices (Bond et al., 2012). In particular, thisdstthighlights that very frequent and significant
corporate financial decisions such as dividend paysiare affected by changes in financial

market variables through an informational channel.
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Tablel

Descriptive statistics.

The table shows descriptive statistics for the ddpat and independent variables used in the basedigression models.
Dividend changes the difference between the quarterly dividermyrpent announced in the current quarter and the
quarterly dividend payment announced in the previquarter, over the announced quarterly dividendtde previous
quarter. Abnormal returnis the average daily percent abnormal return owverperiod starting from the sixth trading day
after the announcement of the quarterly dividendhim previous quarter and ending on the sixth midiay before the
announcement of the quarterly dividend in the aurpiarter. Daily abnormal return is the daily &toeturn in excess of
the daily value-weighted return for the relevanasdéd on firm size and book-to-market ratio) Famer€h benchmark
portfolio. y= In((1 — R?)/R?), whereR? is for a regression of the daily stock return ailydmarket and industry returns.
Illig is the average daily value of the illiquidity ratiy Amihud (2002)y is the private information trading measure by
Llorente et al. (2002). It is the coefficient oktnteraction term between the lagged daily stetkrn and the lagged daily
detrended log-turnover from a regression of théyddiock return on the interaction term, the lagdedy stock return, and
the daily market returnPIN is the probability of informed trading measure askey et al. (2002). For each value of
Dividend changgthe values ofy, llliq, y, andPIN arefor the latest calendar year before the announcecete of the
current quarterly dividendViarket capitalization(in billion US dollar and deflated to 1980 usingt&PI) is the market
value of equity.Market capitalizationis measured on the trading day before the day efctirrent quarterly dividend
announcementividend yieldis the annual return from dividend paymenBebtis the ratio of long-term debt to total
assetsCashis cash and short-term investments over total adderket-to-bookis the market value of assets divided by the
book value of asset®perating incomes operating income before depreciation over thekbealue of assetDividend
premiumis the log of the value-weighted average markeieiok ratio of dividend payers minus the log of tlsue-
weighted average market-to-book ratio of non-dinti@ayers (Baker and Wurgler, 2004). The valueBiofdend yield,
Debt Cash Market-to-book and Operating incomeare for the latest fiscal periods ending befor diate of the current

quarterly dividend announcement whidévidend premiunis for the most recent calendar year.

Obs. Mean Min Median Max Skewness  Kurtosis  St. Dev.
Dividend Change 98,535 0.0225 -8E-07 0 0.4 3.6239 6.86R 0.0674
Abnormal return 98,535 0.0018 -0.625 -0.0023 0.6983 0.123 3.1336 0.2237
] 98,535 1.8549 -0.9315 1.8061 5.3702 0.2978 3.20521.2162
Illiq 98,535 7.2026 0.0039 1.8535 62.6883 2.55 989 11.9604
Y 94,479 -0.0025 -0.2845 -0.0009 0.2646 -0.0864 3821 0.1035
PIN 35,359 0.1853 0.0731 0.18 0.3566 0.5174 2.99680.0597
Dividend yield 98,535 0.0366 0.0006 0.0251 0.135 1126 3.4593 0.0326
Market capitalization 98,535 1.6609 0.0114 0.3528 0.3873 4.8858 29.6319 4.2273
Debt 98,535 0.1872 0 0.1802 0.5521 0.51 2.905 ®.126
Cash 98,535 0.0813 0.0016 0.0518 0.441 1.9797 $.3420.0845
Market-to-book 98,535 1.4693 0.6306 1.2143 5.3315 .3423 9.6826 0.8167
Operating income 98,535 0.1674 0.0205 0.1597 0.3987 0.6995 3.7927 0.0704
Dividend premium 98,535 0.0024 -0.0244 0.0029 08033 -0.0729 2.204 0.0142
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Table2

Firm-specific return variation and dividend chanddsltinomial Logit models.

The table presents Multinomial Logit regressiorulissfor the likelihood of an increase (columns, (B), and (5)) or a
decrease (columns (2), (4), and (6)) in quarteitydénd payments on the pre-event abnormal retinen firm-specific
return variation ), the interaction between these two variables, asdt of control variables including two-digit SIC
industry dummies (not reported in the table). Thseboutcome in the model is the zero change ineadividend
payments. The dependent variable is based on titenaous variabldividend changeDefinitions for this and all the
other variables can be found in Tablezktatistics adjusted for clustering by firm andecalar month are reported in

parentheses. ***, ** and * denote statistical sfgrance at the 1%, 5%, and 10% level, respectively

Dividend Dividend Dividend Dividend Dividend Dividend
change > change < change > change < change > change <
0 0 0 0 0 0
1) (2) 3 4) ) (6)
Abnormal return 0.501**  -1.081*** 0.260*** -0.523
(9.719) (-6.133) (2.893) (-1.612)
1 -0.064*** 0.021 -0.069*** 0.007
(-4.773) (0.656) (-5.144) (0.216)
Abnormal return xy 0.138**  -0.267**
(3.813) (-2.008)
Dividend yield -1.460**  12.900*** -1.035 12.660*** -1.018 12.855***
(-2.129) (10.473) (-1.483) (10.313) (-1.451) (10.46)
Market capitalization  0.016***  -0.078*** 0.010**  -0.073*** 0.010***  -0.073***
(4.219) (-3.026) (2.577) (-2.8) (2.581) (-2.807)
Debt 0.074 0.203 0.036 0.232 0.030 0.218
(0.556) (0.747) (0.269) (0.849) (0.224) (0.799)
Cash 0.172 -0.466 0.203 -0.491 0.182 -0.462
(1.046) (-0.911) (1.221) (-0.959) (1.092) (-0.906)
Market-to-book -0.052**  0.286*** -0.052**  0.295*** -0.050**  0.287***
(-2.233) (3.385) (-2.252) (3.568) (-2.152) (3.406)
Operating income 4.576**  -5,089*** 4.523%*  .5.112%* 4.524*%*  -5.069**
(19.123) (-7.062) (18.974) (-7.108) (18.874) (-7.028)
Dividend premium 0.541 -3.154 0.188 -3.197 0.031 -3.061
(0.369) (-0.583) (0.129) (-0.595) (0.021) (-0.566)
Constant -2.443%*% -4 203** -2.312%*%  -4,222%* -2.310%*  -4.229%+*
(-40.935) (-28.047) (-36.212) (-23.776) (-36.117)  (-23.833)
Observations 98,535 98,535 98,535 98,535 98,535 98,535
Pseudo-R 0.0210 0.0210 0.0192 0.0192 0.0219 0.0219
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Table3

Firm-specific return variation and dividend chang@kS models.

The table presents Ordinary Least Squares regresssallts for the change in quarterly dividend pegta on the pre-event
abnormal return, the firm-specific return variatip#), the interaction between these two variables, ars#t of control
variables including two-digit SIC industry dummigmt reported in the table). Observations with ztixddend changes are
excluded from the sample. Definitions for all therigbles can be found in Tabletistatistics adjusted for clustering by
firm and calendar month are reported in parenthé$gs**, and * denote statistical significance #te 1%, 5%, and 10%

level, respectively.

Dividend change

) 2 3)
Abnormal return 0.128*** 0.076***
(13.637) (4.512)
U -0.008*** -0.009***
(-3.451) (-3.994)
Abnormal return xy 0.029***
(3.472)
Dividend yield -1.555%* -1.507*** -1.495%**
(-13.710) (-13.066) (-13.174)
Market capitalization -0.000 -0.001*** -0.001***
(-1.199) (-2.888) (-2.687)
Debt 0.022 0.022 0.018
(1.020) (1.003) (0.809)
Cash 0.205** 0.215%** 0.209***
(6.326) (6.668) (6.434)
Market-to-book -0.032*** -0.032*** -0.031%**
(-8.708) (-8.877) (-8.653)
Operating income 0.534*** 0.533*** 0.526***
(11.506) (11.326) (11.319)
Dividend premium 1.359%* 1.306*** 1.300%*+*
(5.674) (5.445) (5.434)
Constant 0.233** 0.253*** 0.254***
(5.202) (5.872) (5.533)
Observations 16,240 16,240 16,240
Adjusted R 0.091 0.075 0.094

39



Table4

Alternative private information measures and dindiehanges: Multinomial Logit models.

The table presents Multinomial Logit regressiorulssfor the likelihood of an increase (columns, (B), and (5)) or a decrease (columns (2), (49, @&)) in quarterly

dividend payments on the pre-event abnormal retummgasure of private information in stock pricalse¢native to the firm-specific return variatiotfge interaction

between these two variables, and a set of contmaébles including two-digit SIC industry dummies{ reported in the table). The base outcome inmtbdel is the

zero change in quarterly dividend payments. Theeddent variable is based on the continuous varlablielend changeDefinitions for thisand all the other variables

can be found in Table Z:statistics adjusted for clustering by firm andecalar month are reported in parentheses. ***, g & denote statistical significance at the

1%, 5%, and 10% level, respectively.

Dividend Dividend Dividend Dividend Dividend Dividend
change > 0 change < 0 change > 0 change < 0 change > 0 change < 0
1) (2) 3) 4) (©) (6)
Abnormal return 0.400%** -1.117%* 0.5171%** -1.076*** -0.049 -0.063
(6.558) (-5.535) (9.704) (-5.942) (-0.188) (-0.069)
g -0.001 0.007**
(-0.803) (2.455)
Abnormal return x lllig 0.013*** 0.003
(3.746) (0.304)
Y -0.248*** -0.515*
(-2.863) (-1.726)
Abnormal return x 0.296 -1.680
(0.766) (-1.103)
PIN 0.011 -2.315*
(0.029) (-1.861)
Abnormal return x PIN 3.202** -6.386
(2.542) (-1.338)
Dividend yield -1.367** 12.131%** -1.364* 12.943*** -5.458** 44, 737***
(-1.984) (9.415) (-1.958) (9.967) (-2.156) (8.568)
Market capitalization 0.015%** -0.068*** 0.015*** -0.074*** 0.024*** -0.134***
(3.895) (-2.86) (3.964) (-2.97) (3.688) (-2.724)
Debt 0.068 0.274 0.084 0.212 -0.642*** 0.957**
(0.511) (1.012) (0.618) (0.737) (-3.108) (2.073)
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Cash 0.178 -0.505 0.182 -0.839 -0.252 -0.995
(1.082) (-0.997) (1.055) (-1.566) (-0.948) (-1.45)
Market-to-book -0.053* 0.302%+ -0.051%* 0,294 0.046 0.474%*
(-2.254) (3.656) (-2.112) (3.272) (1.255) (3.98)
Operating income 4,588 -5,175%* 4.654%+ -5.669% 4,501+ -6.547%**
(19.062) (-7.241) (18.517) (-7.636) (11.008) (-5.853)
Dividend premium 0.625 -3.900 0.758 -2.873 -13.654%+ 21.876++
(0.423) (-0.706) (0.515) (-0.515) (-5.552) (3.438)
Constant -2.437% -4.250% -2.465%* -4.113%* -2.512%* -4.590%**
(-40.57) (-27.674) (-40.539) (-26.753) (-19.977) (-13.608)
Observations 98,535 98,535 94,479 94,479 35,359 35,359
Pseudo-R 0.0213 0.0213 0.0216 0.0216 0.0320 0.0320
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Table5

Alternative private information measures and dindiehanges: OLS models.

The table presents Ordinary Least Squares regresssallts for the change in quarterly dividend pegta on the pre-event
abnormal return, a measure of private informatiorstiock prices (alternative to the firm-specifitura variation), the
interaction between these two variables, and aokebntrol variables including two-digit SIC indagtdummies (not
reported in the table). Observations with zero déimid changes are excluded from the sample. Defisitfor all the
variables can be found in Tabletistatistics adjusted for clustering by firm andecalar month are reported in parentheses.

*x *% and * denote statistical significance dte 1%, 5%, and 10% level, respectively.

Dividend change

1) 2 3
Abnormal return 0.103*** 0.131*** 0.088*
(9.601) (13.485) (1.776)
Illig 0.001**
(4.706)
Abnormal return x lllig 0.003***
(3.288)
Y 0.000
(0.001)
Abnormal return > 0.207**
(2.524)
PIN 0.301***
(5.014)
Abnormal return x PIN 0.196
(0.768)
Dividend yield -1.679*%* -1.539%** -7.331%*
(-15.119) (-13.151) (-13.858)
Market capitalization -0.000 -0.000 0.004***
(-0.598) (-0.802) (5.624)
Debt 0.028 0.021 -0.097***
(1.272) (0.924) (-2.777)
Cash 0.197*** 0.220*** 0.099**
(6.084) (6.641) (2.240)
Market-to-book -0.029*** -0.032*** -0.037***
(-8.118) (-8.611) (-5.789)
Operating income 0.524*** 0.536*** 0.599***
(11.229) (11.277) (7.820)
Dividend premium 1.261%* 1.349** -2.617%*
(5.312) (5.467) (-6.183)
Constant 0.222%* 0.198*** 0.357***
(5.544) (5.291) (13.070)
Observations 16,240 15,534 5,203
Adjusted R 0.095 0.091 0.150
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Table6

Private information in stock prices, earnings amuament return, and dividend changes: Multinoma@lit models.

The table presents Multinomial Logit regressiorulssfor the likelihood of an increase (columns, (B), (5), and (7)) or a decrease (columns (2), (@), and (8)) in
quarterly dividend payments on the pre-event ababreturn, a measure of private information in ktpdces, the interaction between these two vaemlthe average
absolute market-adjusted return generated by amingsrannouncemenERQ), and the interaction between this variable ardidigged abnormal return. Other control
variables (not reported in the table) &iwidend yield Market capitalization Debt Cash Market-to-book Operating incomgDividend premiumand two-digit SIC
industry dummies. The base outcome in the modéhdaszero change in quarterly dividend payments. dégendent variable is based on the continuoushlari
Dividend change. ERG the average of the absolute market-adjustedn®@round quarterly earnings announcements (frayntito day +1) for the previous calendar
year. Definitions for all the other variables canfbund in Table 1z-statistics adjusted for clustering by firm andecalar month are reported in parentheses. ***, **

and * denote statistical significance at the 1%, & 10% level, respectively.

Dividend Dividend Dividend Dividend Dividend Dividend Dividend Dividend
change > change < change > change < change > change < change > change <
0 0 0 0 0 0 0 0
1) (2) 3 4) (5) (6) (1) (8)
Abnormal return 0.196 -0.964* 0.335** -1.524%** 0.356*** -1.828*** -0.210 0.038
(1.283) (-1.934) (2.556) (-3.536) (2.71) (-4.176) (-0.608) (0.033)
\ -0.075*** 0.017
(-5.661) (0.463)
Abnormal return >y 0.112%** -0.344**
(2.869) (-2.458)
llliq 0.003** -0.005
(2.176) (-1.253)
Abnormal return x lllig 0.010** -0.034**
(2.507) (-2.457)
Y -0.132 -0.566
(-1.46) (-1.572)
Abnormal return > 0.125 -2.531
(0.289) (-1.459)
PIN 0.045 -2.256*
(0.121) (-1.797)
Abnormal return x PIN 3.624*** -8.214*
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(2.643) (-1.732)

ERC -6.154%** 9.907** -6.469***  10.280*** -6.367***  10.155*** -8.663*** 7.883**
(-12.511) (8.042) (-13.112) (8.041) (-12.295) (8.035) (-9.331) (3.496)

Abnormal return x ERC 2,543 6.005 2.124 7.751 3.032 8.476* 1.580 4.287
(1.381) (2.217) (1.144) (1.556) (1.595) (1.664) (0.505) (0.489)

Observations 81,407 81,407 81,407 81,407 78,520 78,520 34,017 34,017
Pseudo-R 0.0270 0.0270 0.0262 0.0262 0.0264 0.0264 03 0.0379
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Table7

Private information in stock prices, earnings amuament return, and dividend changes: OLS models.

The table presents Ordinary Least Squares regresssallts for the change in quarterly dividend pegta on the pre-event
abnormal return, a measure of private informatiostock prices, the interaction between these tartables, the average
absolute market-adjusted return generated by aringsr announcemenERQ), and the interaction between this variable
and the lagged abnormal return. Other control aldes (not reported in the table) abdvidend yield Market
capitalization Debt, Cash Market-to-book Operating incomeDividend premiumand two-digit SIC industry dummies.
Observations with zero dividend changes are exddiden the sampleERCis the average of the absolute market-adjusted
returns around quarterly earnings announcemerus (ffay -1 to day +1) for the previous calendar yBafinitions for all

the other variables can be found in Tablé-dtatistics adjusted for clustering by firm andecalar month are reported in

parentheses. *** ** and * denote statistical sfgrance at the 1%, 5%, and 10% level, respectively

Dividend change

1) 2) 3) (4)
Abnormal return 0.011 0.041* 0.060** -0.003
(0.431) (1.711) (2.375) (-0.039)
1 -0.010%**
(-3.827)
Abnormal return xy 0.026***
(2.792)
llliq 0.001***
(5.894)
Abnormal return x lllig 0.003***
(2.836)
Y 0.008
(0.463)
Abnormal return > 0.162*
(1.808)
PIN 0.322%**
(5.164)
Abnormal return x PIN 0.291
(1.097)
ERC 0.069 -0.071 0.016 -0.271
(0.572) (-0.578) (0.132) (-1.485)
Abnormal return x ERC 1.230*** 1.081** 1.196*** 1.268
(2.837) (2.485) (2.625) (1.639)
Observations 13,864 13,864 13,339 5,008
Adjusted R 0.089 0.092 0.086 0.155
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Table8

Private information in stock prices, stock ovenedion, and dividend changes: Multinomial Logit misde

The table presents Multinomial Logit regressiorulssfor the likelihood of an increase (columns, (B), (5), and (7)) or a decrease (columns (2), (@), and (8)) in
quarterly dividend payments on the pre-event ababreturn, a measure of private information in ktpdces, the interaction between these two veemhthe log of
the ratio between the market value and the “fdue/aof equity (M/V), and the interaction between this variable aredalgged abnormal return. Other control variables
(not reported in the table) aRvidend yield Market capitalization Debt, Cash Market-to-book Operating incomgDividend premiumand two-digit SIC industry
dummies. The base outcome in the model is the deange in quarterly dividend payments. The depdndamable is based on the continuous varidbiedend
change.Definitions for this and all the other variablescept M/V can be found in Table M/V is estimated following Rhodes—Kropf et al. (2005y dheir third
valuation model. The variable is the sum of thefgpecific error and the time-series sector effbe market value of equity used to findV is that at the end of the
measurement period @bnormal return z-statistics adjusted for clustering by firm andevalar month are reported in parentheses. ***, tid & denote statistical

significance at the 1%, 5%, and 10% level, respelti

Dividend Dividend Dividend Dividend Dividend Dividend Dividend Dividend
change > change < change > change < change > change < change > change <
0 0 0 0 0 0 0 0
1) (2) 3) 4) (5) (6) @) (8)
Abnormal return 0.372%* -0.569* 0.503***  -1,145*** 0.588**  -1.016*** 0.286 -0.125
(4.034) (-1.772) (7.8481) (-5.622) (10.694) (-5.834) (1.024) (-0.135)
1 -0.070*** 0.011
(-5.245) (0.34)
Abnormal return >y 0.118*** -0.215*
(3.239) (-1.659)
g -0.002 0.007**
(-1.607) (2.466)
Abnormal return x lllig 0.010%** 0.010
(2.815) (1.019)
Y -0.244%** -0.486
(-2.826) (-1.637)
Abnormal return > 0.257 -1.525
(0.657) (-1.045)
PIN -0.003 -2.441**
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(-0.008) (-2.016)

Abnormal return x PIN 2.219* -5.718
(1.698) (-1.209)
M/V -0.146**= -0.086 -0.145%*=* -0.064 -0.139*** -0.081 -0.071 -0.239
(-3.549) (-0.703) (-3.531) (-0.5259) (-3.359) (-0.665) (-1.32) (-1.357)

Abnormal return x M/ -0.317*** 0.800** -0.299%*** 0.918** -0.367*** 0.902*** -0.550*** 0.285
(-3.949) (2.566) (-3.685) (2.968) (-4.471) (2.844) (-4.285) (0.504)
Observations 98,535 98,535 98,535 98,535 94,479 94,479 35,359 35,359
Pseudo-R 0.0227 0.0227 0.0220 0.0220 0.0225 0.0225 032T. 0.0327

47



Table9

Private information in stock prices, stock ovenedion, and dividend changes: OLS models.

The table presents Ordinary Least Squares regresssults for the change in quarterly dividend pegta on the
pre-event abnormal return, a measure of privaterimtion in stock prices, the interaction betweleasé two
variables, the log of the ratio between the mavedtie and the “fair value” of equityM/V), and the interaction
between this variable and the lagged abnormal metudbther control variables (not reported in thblea are
Dividend yield Market capitalizationDebt Cash Market-to-book Operating incomgDividend premiumand two-
digit SIC industry dummies. Observations with zeliwidend changes are excluded from the samigld/ is
estimated following Rhodes—Kropf et al. (2005) #imeir third valuation model. The variable is thensaf the firm-
specific error and the time-series sector erroe ftarket value of equity used to fiMiV is that at the end of the
measurement period éfbnormal return Definitions for all the other variables can berd in Table 1t-statistics
adjusted for clustering by firm and calendar moath reported in parentheses. ***, ** and * denetatistical
significance at the 1%, 5%, and 10% level, respelsti

Dividend chang

(1) (2) ) (4)
Abnormal retur 0.084*** 0.106*** 0.133*** 0.109**
(4.858 (9.365 (13.430 (2.074
1 -0.009***
(-3.900
Abnormal return >y 0.025***
(3.030
llliq 0.001***
(4.825
Abnormal return x lllic 0.002***
(2.659
Y -0.001
(-0.093
Abnormal return >y 0.196**
(2.394
PIN 0.309%**
(5.114
Abnormal return x Pl 0.112
(0.429
MV 0.00¢ 0.00¢ 0.00¢ 0.01¢
(0.567 (2.079 (0.565 (1.314
Abnormal return x MN -0.053** -0.048* -0.061*** -0.05(
(-2.477 (-2.254 (-2.742 (-1.193
Observation 16,24( 16,24( 15,53¢ 5,20¢
Adjusted F 0.09¢ 0.09¢ 0.09: 0.151
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