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Introduction
T h e  analysis w hich  is u tilised  is based  on  the  L in tn e r  (1956) m o d e l. 
L in tn e r, fro m  a  s tu d y  o f  28 com pan ies over a  seven y e a r  p e r io d  
(1947-1953), developed  th e  follow ing m odel o f  d iv id en d  p a y m e n t;

D it  = A i + C i (D *it -  D i(t-l)) + U it

T h is  e q u a tio n  sta tes th a t th e  change in  the  cu rren t d iv id e n d  level (D it)  is 
a  fu n c tio n  of;

—  A  co n stan t (A i) w h ich  w ill generally  be positive to  re flec t th e  g re a te r  
re lu c tan ce  of firm s to  red u ce  th e n  to  ra ise  d iv idends.

—  A  p a ra m e te r  (C i) re flec ting  th e  d ifference betw een  a f irm ’s ta rg e t  
p ayou t ra tio  a n d  th e  ac tu a l p ay m en t m ad e  in  th e  p re v io u s  p e r io d  
(D i(t-l)) .

—  T h e  expected  c u r re n t  p e rio d  d iv id en d  (D *it) if  it w ere  b a s e d  o n  th e  
ta rg e t p ay o u t ra tio  X  c u rre n t year p ro fit a fter tax .

— A  resid u a l te rm  (U it)  rep re sen tin g  the d isc rep an cy  b e tw e e n  th e  
observed  value fo r D it a n d  th e  value expected  g iven  th e  o th e r  te rm s  
in  the  eq u a tio n .

L in tn e r  finds e a rn in g s  to  be  a  p rim e  d e te rm in a n t o f d iv id e n d  policy , w ith  
th e  re la tio n sh ip  b e in g  one  o f  a p a r tia l ad ju s tm en t in  d iv id e n d  p a y m e n ts  
in  re sponse  to c h a n g e s  in  th e  level o f  a fte r ta x  ea rn in g s . T h is  is b a s e d  o n  
L in tn e r ’s o b se rv a tio n  o f  m a n a g e m e n ts ’ b e lie f th a t th e  m a rk e t  p u ts  a  
p re m iu m  o n  shares o f  com pan ies ex h ib itin g  stab ility  o r  g ra d u a l g ro w th  in  
th e ir  d iv id e n d  rrate. T h e  p rin c ip a l m ean s o f  ach iev ing  th is  is b y  c h a n g in g  
d iv id en d s  in  any  g iven  y ea r by only  a  p e rcen tag e  o f  the ' c h a n g e  in  
e a rn in g s . F u r th e r  p a r tia l  ad ju s tm e n ts  a re  m ad e  in  s u b s e q u e n t y e a rs  i f  
a p p ro p ria te .

T h is  ty p e  o f d iv id en d  po licy  m ean s th a t changes in  d iv id e n d  p a y m e n ts  a re  
less v a riab le  th a n  chan g es in  ea rn in g s. For exam ple, in  a  p e r io d  w h e n
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e a rn in g s  decrease, the  ra te  o f  d iv id en d  p a y m e n t cou ld  be  m a in ta in e d  o r  
even  increased , as the  la tte r  w ill be  adverse ly  affected  to  som e ex ten t by 
th is  p e r io d ’s earn ings decline, b u t also fav o u rab ly  in fluenced  by increases 
in  p rev io u s  periods’ ea rn in g s  w hich (because  o f  the  p a r tia l a d ju s tm e n t 
po licy ) have yet to be reflected  in  th e  d iv id e n d  ra te .

L in tn e r  estab lished  th a t the d iv id en d  policy  o f  th e  firm s in  h is  sam ple  w as 
b a se d  on  w ell estab lished  p ractices a n d  policies. H e  fo u n d  th a t the ex is tin g  
ra te  o f  d iv id en d  was the  b en c h m a rk  in  d e te rm in in g  th e  d iv id en d  o f the  
fo llow ing  period . I t  w as also a p p a re n t th a t  th e re  was m o re  o f a  g enera l 
re lu c ta n c e  to  decrease th a n  to  increase  d iv idends.

L in tn e r ’s m odel h as  b een  tested  on m a n y  occasions, a n d  in  all cases a  very  
g o o d  fit o f  th e  L in tn e r  eq u a tio n  has b een  fo u n d . In  a  s tu d y  b ased  o n  U .K . 
d a ta , R y an  (1974) sta ted  th a t in te rf irm  v a ria tio n  in  d iv id en d  policy w as 
w ell ex p la in ed  by an  ex tension  o f  th e  L in tn e r  m odel.

S te w a rt (1987) found , u sin g  Irish  d a ta  a t  th e  ag g reg a te  level over the  
p e r io d  1964-1984, th a t th e re  w as s ign ifican tly  g re a te r  v a ria tio n  in  ea rn in g s  
th a n  in  d iv idends. T h is  w ould  a p p e a r  to  b e  con sis ten t w ith  the  stab ility  
o f  d iv id e n d s  im plied  by the L in tn e r  m odel.

B r i t ta in  (1964) m a in ta in ed , th a t b ecau se  o f  changes in  th e  ta x  laws 
re la t in g  to  dep rec ia tio n  in  th e  post w ar years, the  d ep rec ia tio n  figures 
in c lu d e d  in  firm s’ accoun ts w ere in v a lida ted . H e  suggested  th a t  a fte r  1941 
f irm s  w o u ld  be m o re  likely to  use cash  flow (n e t incom e + d ep rec ia tio n ) 
in s te a d  o f  ea rn in g s  in  d e te rm in in g  th e ir  d iv id e n d  policy. A lte rn a tiv e ly  n e t 
in c o m e  a n d  d ep rec ia tio n  could  be u sed  separately .

F a m a  a n d  B ab iak  (1968), b ased  on  a  test sam p le  o f  392 U.S. firm s, fo u n d  
th a t  L in tn e r ’s m odel p e rfo rm ed  well in  e x p la in in g  th e  d iv id en d  changes 
o f  in d iv id u a l firm s. O n  th e  o th e r h a n d  th e ir  test resu lts  show ed th a t 
B r i t ta in ’s m odel w as u n re liab le  w hen  ap p lied  to  in d iv id u a l firm s (B ritta in  
h a s  u se d  it w ith  aggregate  da ta ).

F a m a  a n d  B abiak  how ever c la im  th a t  L in tn e r ’s m odel can  p red ic t 
d iv id e n d s  m ore  successfully w hen  th e  level o f  e a rn in g s  fo r (t-1) is ad d ed , 
a n d  th e  c o n s tan t te rm  Ai is suppressed .

T h is  p a p e r  takes the  follow ing a p p ro ach ;

(A ) In  the  first section, the L in tn e r m odel is app lied  to  the earn ings and  
d iv id en d  d a ta  o f a  sam ple of Irish  public  m an u fac tu rin g  com panies (cover­
in g  the  period  1980-1984). T h e  results a re  th en  com pared  w ith  Fam a and  
B ab iak ’s tests o f the  L in tner m odel-
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(B) In  sectiom tw o th e  tests a re  ex tended  to in c o rp o ra te  th e  lagged  
e a rn in g s  v a riab le  suggested  by F am a an d  B abiak , a n d  th e  re su lts  o f  th e  
Ir ish  d a ta  a re  co m p ared  w ith  those o b ta in ed  by F am a a n d  B ab iak  u s in g  
U.S. d a ta .

(C ) C h a n g e s  hr e a rn in g s  su b seq u en t to  changes in  d iv id e n d  a re  an a ly sed  
to  estab lish  ■whether changes in  d iv id en d  are  a  lead  in d ic a to r  o f  ch an g es 
in  earn in g s.

(D ) T h is  section  su m m arises  the resu lts  o f  o u r f in d in g s a n d  co n sid e rs  
som e v ariab les w hich  m ay  have an  ex p lan a to ry  value.

Database
T h e 'd a t a  u s e d  for th e  em pirica l tests in  the fo llow ing sec tio n s w as 
co llected  on  fo rty  p u b lic  com pan ies in  the m a n u fa c tu r in g  sec to r over th e  
5 y ea r^p erio d  1980-1984.

Tests of the T intner M odel
T h e  ab so lu te  an d  p e rcen tag e  change in  b o th  eq u ity  p ro fit (a f te r  ta x  a n d  
befo re  e x tra o rd in a ry  item s) a n d  d iv id en d  was ca lcu la ted , o n  a  “ year-on- 
year” basis, changes in  cap ita l s tru c tu re  w ere analy sed  a n d  in c o rp o ra te d  
to  p ro v id e  d iv id e n d  a n d  ea rn in g s  p e r  share , g iv ing  a  to ta l o f 160 p a ire d  
observations ®f changes in  ea rn in g s  an d  o f  d iv id en d . T h e  c h a n g e  in  
a n n u a l d iv ide nd fo r all co m p an ies  was analysed  ag a in st th e  a n n u a l  c h an g e  
in  p ro fits . T h e se  re su lts  a re  given in  Table 1.

Table 1:

Percentage: o f  C o m p an ie s  w h ich

D ire c tio n  o f M a in ta in e d
C h a n g e  in In c reased C o n s ta n t R e d u c e d
E a rn in g s D iv id en d s D iv id en d s D iv id e n d s

+ 40 54 6
- 19 56 25

In  th is  single p e r io d  an a ly sis  th e re  is a s tro n g  ten d en cy  fo r c o m p a n ie s  to  
m a in ta in  the  i t  d iv id en d  a t th e  level o f  th e  p rev ious y e a r  re g a rd le s s  o f  th e  
d ire c tio n  o f  -tie  ch an g e  in  ea rn in g s . T h is  will in ev itab ly  re s u lt  in  
d iv id en d s b e in g  less vo la tile  th a n  ea rn in g s . D u rin g  y e a rs  o f  p ro f it d ec lin e  
56%  o f  the  c o m p an ie s  o b se rv ed  ho ld  th e ir  d iv id en d  c o n s ta n t, w h ile  19%  
ac tu a lly  increas-e it. F o r  co m p an ies  w hich  exp erien ce  a  p ro fit in c re a se , 
94%  e ith e r  in c rease  th e ir  d iv id en d  o r  ho ld  it co n s tan t. H o w e v e r  o f  th e  
40%  o f  th ese  com pan ies w h ich  ac tu a lly  increase  th e ir  d iv id e n d , th e  r a te  
o f increase  in  profits w as o n  av erag e  93 % w hile the av e rag e  in c re a se  fo r  
such co m p an ie s  in  d iv id e n d s  w as 27 % . T h e re  w ere b u t  th re e  c a se s  w h e re
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th e  a n n u a l p ercen tage  increase  in  d iv id en d  w as g re a te r  th a n  th e  a n n u a l 
in c rease  in  earn ings. T w o  fu rth e r  p o in ts  a re  n o tew o rth y ; firstly , th a t  o f 
th o se  co m p an ies  w hich  actually  do ch an g e  th e ir  d iv id en d , it is u su a lly  in 
th e  sam e d irec tio n  as th e  change in  p ro fits , secondly , co m p an ies  are  
re la tiv e ly  m o re  re lu c tan t to  reduce  th e ir  d iv id en d s  w hen  th ey  exp erien ce  
a  re d u c tio n  in  p ro fit th e n  they  a re  to  in c rease  d iv id en d s w h e n  they  
e x p erien ce  an  increase in  p ro fit.

S uch  p a tte rn s  o f b eh av io u r w ould  a p p e a r  to  be  co n sis ten t w ith  th e  L in tn e r  
M o d e l (1956) o f the  p a rtia l a d ju s tm e n t theory . L in tn e r  a rg u e d , in te r  alia  
th a t m a n a g e m e n t “avoid making any changes which might have to be 
reversed in  a year or so” i.e. d iv id en d s  a re  b u t  p a rtia lly  a d ju s te d  to 
chan g es in  c u rre n t levels o f  ea rn in g s, fu r th e r  p a r tia l  a d ju s tm e n t tak in g  
p lace  in  fu tu re  years, if  ju stified . T h u s  a  stepw ise process o f  d iv id en d  
a d ju s tm e n t takes place w hich  has th e  a d v a n ta g e  th a t  shou ld  p ro fits  decline 
in  th e  follow ing year(s) a  cush ion  exists w h ich  p rev en ts  an  e ro sio n  o f 
d iv id en d . T h is  red u c tio n  in  d iv id en d  b e in g  p a rtic u la r ly  avo ided  given the  
possib ility  th a t the  m ark e t m ay view  d iv id en d  change as an  in d ica tio n  o f 
fu tu re  p ro fit change.

T h e  resu lts  show n above fo r the Ir ish  d a ta  can  b e  co m p ared  w ith  those 
re p o r te d  by  Fam a an d  B ab iak  (1968) w ho  fo u n d  th a t  th e ir  tests w ere also 
su p p o rtiv e  o f the L in tn e r  m odel. T h e  F am a  a n d  B ab iak  single p e rio d  
analy sis  is given in  Table 2 below.

T able 2:

P e rcen tag e  o f  C o m p an ie s  w hich;

D ire c tio n  o f M a in ta in
C h a n g e  in In c rease C o n s ta n t R ed u ce
E a rn in g s D iv id en d s D iv id en d s D iv id en d s

+ 66 14 20
- 43 18 39

A  co m p ariso n  o f  Table 1 a n d  Table 2 in d ica tes  a  m u c h  m o re  p ro n o u n c e d  
te n d e n c y  am o n g  Ir ish  com pan ies to  m a in ta in  d iv id en d s  a t co n stan t levels 
as o p p o sed  to  the U S  com pan ies, a n d  also  a  re la tiv e ly  w eaker ten d en cy  
fo r I r is h  co m p an ies  to ch an g e  th e ir  d iv id en d s  in  th e  opposite  d irec tio n  to 
th e ir  ch an g e  in  earn ings.

Tests using Lagged Earnings Variable
T h e  p a r tia l  ad ju s tm en t m odel does how ever suggest th a t th e  c u rre n t 
d iv id e n d  is a  fu nc tion  n o t on ly  o f  th e  c u r re n t p ro f it o f  th e  com pany  b u t  
a lso  o f  th e  p ast p ro fits  o f  th e  com pany. F a m a  a n d  B ab iak  tested  th e  ex ten t



o f  th e  d is tr ib u te d  lag  by  ex am in in g  the com bined  im p ac t o f  changes in  
p ro f it in  p rev io u s years a n d  in  the  c u rre n t year on th e  changes in  d iv id e n d  
in  th e  c u rre n t year. T h e  resu lts  o f the  two period  an a lysis  i.e. the  im p a c t 
o f  tw o years ch anges in  ea rn in g s  on  the  change in d iv id e n d  in  the  second  
y ea r a re  show n below  in  T able  3 w hich gives the  F am a  a n d  B ab iak  resu lts  
o f  th e  U S  d a ta , a n d  in  T able  4 w hich  gives the  analysis o f  th e  Ir ish  d a ta .
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T able 3: Fama and. Babiak

D ire c tio n  o f P ercentage o f C o m p an ies  w h ich  is th e
C h a n g e  in  E a rn in g s cu rren t year;

C u r re n t  P rev io u s Increase M a in ta in R ed u ce
Y ear Year D iv idends D iv id en d s D iv id en d s

+ + 75 11 14
+ — 54 17 29
-  -+ 50 17 33
- 32 19 49

T able 4: Irish Data

D ire c tio n  of Percen tage o f C o m p an ies  w h ich  in  th e
C h a n g e  in  E a rn in g s c u rren t year;

C u r re n t  P rev io u s Increase M a in ta in R ed u ce
Y ear Y ear D iv idends D iv id en d s D iv id e n d s

+ 42 58 —

+ r- 40 50 10
T- 23 62 15

- 16 58 26

A  co m p ara tiv e  an a ly s is  o f  th e  resu lts ind icates, as w as also n o te d  in  th e  
case o f  the sing le  p e rio d  analysis, a very  m u c h  s tro n g e r tendency , across 
all rows, for Irislh co m p an ies  to  m a in ta in  co n stan t d iv id en d . In  fact fo r  th e  
Ir ish  d a ta  in  a t least fifty p e r  cen t o f  cases d iv idend  is m a in ta in e d  c o n s ta n t 
regard less o f  the  d ire c tio n  o f  the changes in  ea rn in g s over b o th  th e  c u r re n t  
a n d  p rev ious year.

T h e re  is ev idence  o f  a  c lea r p a tte rn  in  the  Irish  d a ta  i.e. th e  p a t te rn  o f  
changes in  ea rn i ngs w h ich  ran k s  the  o rd e r  o f  increases in  d iv id e n d  is th e  
converse o f  the  p a t te rn  w h ich  ran k s the  o rd e r o f dec reases  in  d iv id e n d .

H ow ever th is p a t te rn  is n o t co nsisten t w ith  a  d is tr ib u te d  la g  effect, i.e. 
w hile th e  o rd e r  o f th e  last two row s conform s to  th e  d is tr ib u te d  lag  
p a tte rn , the  o rd e r  o f  th e  first tw o rows does no t. W e w ould  fo r in s ta n c e  
expec t in  th e  p re sen ce  o f  a  d is tr ib u te d  lag  th a t th e  (+  + )  p a t te r n  o f
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e a rn in g s  w ould  co rrespond  w ith  a  h ig h e r  p ro p o rtio n  o f d iv id e n d  increase  
th a n  th e  (+  -  ) p a tte rn . S uch  is n o t th e  case. W ith  the  la s t tw o rows we 
w ould  expec t th a t in  the  p resence o f  a  d is tr ib u te d  lag  th e  p a tte rn  in  
e a rn in g s  o f  ( —  ) w ould co rrespond  w ith  a  h ig h e r  p ro p o r tio n  o f  d iv id en d  
d ecreases  th a n  w ould  the  ( - + )  p a tte rn  o f  ea rn in g s . S u ch  is th e  case.

G iv en  th e  am b ig u ity  in  th e  resu lt o f  th e  tw o p e rio d  analysis, the  
re la tio n sh ip  betw een d iv id en d  ch an g e  in  o n e  y ea r a n d  e a rn in g s  changes 
over a  th re e  year perio d  was exam ined . O n c e  ag a in  we have th e  b en efit 
o f  b e in g  ab le  to p e rfo rm  a co m p ara tiv e  analysis w ith  the  F a m a  a n d  B ab iak  
resu lts . T h e  F am a an d  B ab iak  resu lts  a re  g iven  in  T able 5, th e  Ir ish  d a ta  
is an a ly sed  in  Table 6.

Table 5: Fama and Babiak

D irec tio n  o f C h an g e  
in  E arn in g s

Two
C u r re n t  P rev ious Years 

Y ear Years P rev ious

P ercen tag e  o f C o m p an ie s  w h ich  in  
th e  c u rre n t year;

In c re a se  M a in ta in  R ed u ce  
D iv id en d s  D iv id en d s  D iv id en d s

+ + + 81 8 11
+ + - 67 15 18
+ - + 58 17 25
- + + 54 15 31
+ - 49 17 34
- + 45 19 36
- - ■ 35 17 48
— — - 25 25 50

Table 6: Irish Data

D irec tio n  o f  C h an g e  
in  E arn in g s

Two
C u r re n t  P rev ious Years 

Y ear Year P rev ious

P e rcen tag e  o f  C o m p an ie s  w h ich  
in  th e  c u rre n t year;

In c re a se  M a in ta in  R ed u ce  
D iv id e n d s  D iv id en d s  D iv id en d s

*4- + + 44 44 12
+ - + 44 56 —
- - + 39 38 23
+ + - 38 54 8
+ - - 27 64 9
- + 25 37 38
- + • 25 75 —
- - - — 89 11



F ro m  the  U S  d a ta  a  p tte rn  clearly  em erges, w h ich  su p p o rts  th e  
d is tr ib u te d  la g  effect. A s F am a a n d  B ab iak  state “i f  tw o out o f  three o f  the 
profit changes . . . are negative, the proportion o f negative (changes in dividend) fo r
the sequence (  T)  is higher than fo r  the sequence ( -  + —)  which in turn is higher
than fo r  the sequence (+  — ) ” i.e. in  the  case o f  red u c tio n  in  d iv id e n d , th e  
im p ac t o f a  sing le  in crease  in  ea rn in g s  decreases over tim e, w h ich  is 
s tro n g ly  su p p o rtiv e  o f  th e  lagged response.

By co n stra s t w ith  th e  U S  d a ta , the  Irish  d a ta  shows (once  a g a in )  a  very  
s tro n g  ten d en cy  a m o n g  th e  com pan ies to m a in ta in  d iv id e n d  a t a  c o n s ta n t 
level. A lso the Irish  d a ta  does n o t show any  s tro n g  ev id en ce  th a t  th e  
p a tte rn  o f e a rn in g s  w h ich  ran k s  the  increase in  d iv id e n d s  is th e  inverse 
o f  th e  p a tte rn  w h ich  ran k s  the red u c tio n  in  d iv idends. A lso  th e  p a tte rn s  
w h ich  ra n k  eiher th e  in c rease  in  d iv idends, o r  the re d u c tio n  in  d iv id e n d s  
a re  n o t co n sis ten t w ith  th e  lagged response a rg u m e n t o n  w h ich  th e  p a r tia l  
a d ju s tm e n t th e o ry  rests. I t  w ould therefo re  ap p e a r th a t  th e  I r is h  d a ta  is 
n o t su p p o rtiv e  o f th e  a rg u m e n t th a t, d u r in g  the p e r io d  1980-1984, I r ish  
m a n u fa c tu r in g  co m p an ies  w ere co n fo rm in g  to the p a tte rn  w h ich  w ou ld  
suggest th a t they  w ere u tilis in g  the  p a rtia l a d ju s tm en t m o d e l o f  d iv id e n d  
p ay m en t.
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D ividend change as a lead indicator of earnings change
G iv en  th e  lack  o f  ev idence  w hich  is supportive  of th e  p a r tia l  a d ju s tm e n t 
theory , the  a b ility  o f  a ch an g e  in  d iv id en d  to  p red ic t a  ch an g e  in  e a rn in g s  
w as tested . In itia lly  th e  change in  d iv id en d  in  th e  y e a r im m e d ia te ly  
p re c e d in g  the  ch an g e  in  e a rn in g s  was tab u la ted . T h e  d a ta  co n sis ts  o f  120 
m a tc h e d  o b se rv a tio n s a n d  th e  resu lts a re  given in T able 7 below :

Table 7:

D irec tio n  o f  C h a n g e  in  
D iv id en d s

P rev ious Y ear

D irec tio n  o f  C h a n g e  in  
P ro fits

C u rre n t  Year

+ - T ota l

N o. 14 13 27
+ % 52% 48 % 100%

N o. 35 33 68
0 % 51% 49 % 100%

N o. 17 8 25
- % 68% 32% 100%

1 2 0
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C a su a l inspection  o f T ab le  7 above w o u ld  in d ica te  th a t in  the  case o f 
e ith e r  p o sitiv e  change o r no  change in  d iv id en d s in  the  p rev io u s  yea r, the  
d ire c tio n  o f  change in  profits in  the  su b se q u e n t y e a r is d iv id ed  very  n ea rly  
o n  a  50 :50  basis betw een  increases a n d  decreases in  e a rn in g s  i.e . the  
d ire c tio n  o f  the  change in  ea rn in g s is in d e p e n d e n t o f the  d irec tio n  o f  the  
ch an g e  in  d iv idends in  the  p rev ious y ea r. T h is  w ould  in d ica te  little  
p red ic tiv e  pow er in  these tw o cases. In  the  final case, th a t  o f a decrease  
in  d iv id e n d  in  the p rev ious yea r, in  68%  o f  these  cases, such  a decrease 
in  d iv id e n d  was followed by an  increase  in  ea rn in g s  in  th e  su b seq u en t 
yea r.

O n  th e  assu m p tio n  th a t the o b serv a tio n s a re  in d e p e n d e n t, th e  C h i S q u are  
te s t w as ap p lied  to  the  in d iv id u a l row s o f th e  find ings in  T a b le  7. U sin g  
th e  n u ll hypo thesis  th a t the change in  e a rn in g s  is in d e p e n d e n t o f  the  
d ire c tio n  o f  the change in  d iv idends in  the  p rev io u s  y ea r, th e  C h i S q u a re  
va lu es  o f  th e  rows a re  ca lcu la ted  at 0 .0 3 7 , 0 .0 5 8 8  a n d  3 .2 4 , w hich  values 
w o u ld  su p p o rt the nu ll hypo thesis a t th e  0 .0 5  level o f sign ificance. H o w ­
ev er, a t th e  0.01 level o f  significance th e  nu ll h y p o th esis  w ould  in  the  case 
o f  ro w  N o . 3 be re jected . In  the  case o f row  N o . 3 the  u se  o f  the  ch an g e  
in  d iv id en d s  as a  lead  in d ica to r  w o u ld  in d ica te  th a t it is a neg a tiv e  
in d ic a to r  i.e . decreases in  d iv id en d  in  a  p a r tic u la r  y e a r  a re  u sua lly  
asso c ia ted  w ith  an  increase  in  ea rn in g s  in  th e  fo llow ing year.

H o w e v e r su p p o rt for the  p red ic tiv e  ab ility  o f  row  th ree  is w eak , an d  we 
a re  in c lin ed  to  accept the  nu ll h y po thesis  th a t  th e re  is no ab ility  o f  chan g es 
in  d iv id e n d  in a p a r tic u la r  y ear to  p red ic t the  d irec tio n  o f  ch an g e  in  
e a rn in g s  in  the follow ing year.

T h e  an a lysis  was ex ten d ed  to  ex am in e  w h e th e r th e re  w as an y  p red ic tiv e  
in fo rm a tio n  re la tin g  to  fu tu re  e a rn in g s  c o n ta in e d  in  th e  p a tte rn  o f 
ch an g es  in  d iv idend  over tw o y ears . T h e  resu lts  a re  g iven  in  T a b le  8 
below .

C a su a l in sp ec tio n  o f  the  in d iv id u a l row s o f  Table 8 w ould  in d ic te  very  
little  su p p o rt for the  pred ic tive  ab ility  o f  an y  p a tte rn  o f d iv id en d  change.

In  o rd e r  to  utilise a  C h i S q u a re  test, o n  th e  a ssu m p tio n  th a t the  
o b se rv a tio n s  are in d ep en d en t, the m a tr ix  w as co llapsed  as show n in  Table 
9, a n d  th e  C h i S q u a re  value for the  in d iv id u a l row s was ca lcu la ted . T h ese  
a re  show n in  Table 10 below.
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T ab le  8:

D ire c tio n  o f C h a n g e  in  
D iv id e n d

P rev io u s C u rre n t  
R o w  Y  e a r  Y e a r

D irec tio n  o f  C h a n g e  
E a rn in g s

Increase  In  D ecrease  In  
E arn in g s  E a rn in g s

in

T o ta l

1 +- + N o. 6 7 13
% 46% 54% 100%

2 +■ 0 3 1 4
75% 25%.

3 -P - 2 5 7
29% 71%

4 0 + 2 2 4
50% 50%

5 0 0 18 16 34
53% 47 %

6 0 — 3 1 4
75% 25%

7 - + 7. 1 8
88% 12%

8 - 0 . 1 2 3
33% 67 %

9 - - - 3 3
100%

80

T able 9:

D iv id e n d  P a tte rn D irec tio n  o f C h a n g e  in  E a rn in g s

In c rease D ecrease

A t least one p lu s , n o  m in u s 11 10
0 0 18 16

A t lea s t 1 m in u s 13 12

42 38 80
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8 6  IBAR — IR IS H  B U SIN ESS A N D  A D M IN IS T R A T IV E  R E SE A R C H

T able 10:

C h i S q u a re  V alue

R ow  1 .047
R ow  2 .117
R ow  3 .04

C h i  S q u a re  C ritica l V alue

0.05  level o f significane 3.84
0.01 level o f  significance 6.63

T h e  n u ll hypothesis th a t changes in  d iv id en d  in  p r io r  years is in d e p e n d e n t 
o f  changes in  ea rn in g s is su p p o rted  in  all cases a t th e  0.05 level o f 
s ign ificance . We a re  therefo re  s tro n g ly  in c lin ed  to  accep t th e  nu ll 
h y p o th esis . A cceptance o f th is  hypo thesis is in  effect a re jec tion  o f the  
p ro p o s itio n  th a t changes in  the  sign  o f  p a s t d iv id en d s  have a  p red ic tiv e  
a b ility  in  fo recasting  the  d irec tio n  o f ch an g e  in  fu tu re  earn in g s.

Sum m ary and Interpretation
T h e  resu lts  o f  o u r tests suggest th a t th e  L in tn e r  single p e rio d  m odel 
p ro v id es  a  reaso n ab le  re p re sen ta tio n  o f  th e  d iv id e n d  policies o f  com pan ies 
in  o u r  sam ple. H ow ever, the  resu lts  u s in g  th e  Ir ish  d a ta  do  n o t su p p o rt 
th e  p a r tia l  ad ju s tm en t m odel w h en  a  lagged  v a riab le  is in tro d u ced . In  
p a r tic u la r , the  Ir ish  d a ta  shows a  sig n ifican tly  g re a te r  tre n d  o f  
m a in ta in in g  d iv idends a t th e  sam e level as in  p rev io u s  years.

C o n s id e ra tio n  o f how  the stab ility  o f  d iv id en d  policy o f Ir ish  p u b lic  
c o m p a n ie s  m ig h t be  exp la ined  m a y  p ro v id e  avenues fo r fu r th e r  
e x p lo ra tio n .

T h e re  is a  s ign ifican t a m o u n t o f  ev id en ce  in  th e  fin an ce  l i te ra tu re  o f  the 
re lu c ta n c e  o f  m an ag em en t genera lly  to  red u ce  d iv id en d s, L in tn e r  (1956), 
G riff in  (1976), K alay  (1980). T h is  is p r im a r ily  because  o f  the  adverse 
effect w h ich  such a  signal m ig h t have on  a  f irm ’s sh a re  price . T h e  
fo llow ing  m ay  be ex p lan a to ry  v ariab les  as to  w hy Ir ish  com pan ies 
d isp lay ed  a  m ark ed  p re fe ren ce  fo r m a in ta in in g  d iv id en d s  c o n s ta n t d u rin g  
th e  p e r io d  1980-1984;

(A ) T h a t  a  n u m b e r o f  factors in  th e  p e r io d  1980-1984 c o m ih n ed  to  d is ­
c o u rag e  the com pan ies in  o u r  sam p le  fro m  genera lly  in c reas in g  th e ir  
level o f  d iv id en d  and ,

(B ) T h a t  a lth o u g h  th e  factors in  (A ) m ig h t have m e rite d  a  red u c tio n  in  
d iv id en d s , m an a g e m e n t was re lu c ta n t to  do  so b ecau se  o f  the  p e r ­
ceived  adverse effect w hich  it w o u ld  have  o n  sh are  prices.



D IV ID E N D  ST RA T EG Y  O F  IR IS H  M A N U FA C T U R IN G  C O M P A N IE S 87

T h e  re m a in d e r  o f th is  p a p e r  is devoted  to  an  e x p lo ra to ry  su rv ey  to  
id en tify  is su ch  factors as those described  in  (A) above p rev a iled  d u r in g  
th e  1980-1984 period ;

Taxation
T h e  g enera l case is th a t  low er d iv idends are  favoured b ecau se  o f  d iv id e n d s  
b e in g  m o re  heav ily  tax ed  th a n  cap ita l gains, L itz e n b e rg e r  a n d  
R a m asw am y  (L980). E m pirically , however, a s tro n g  case h as  n o t  b e e n  
fo u n d  to  su p p o rt the  id ea  o f  low er d iv idends being  p re fe rre d  fo r ta x a tio n  
reaso n s, (M ille r  a n d  Scholes 1982).

P o te rb a  a n d  Sti m m ers  (1984) how ever fo u n d  th a t changes in  th e  ta x a tio n  
o f d iv id en d s h av e  a  sign ifican t effect in  c rea tin g  a p re m iu m  re q u ire d  by  
investors to  accep t cash  d iv idends. A s the  U K  and  Ir ish  ta x a tio n  sy stem s 
a re  b ro a d ly  sim  ilar, th e  find ings o f  P o te rb a  a n d  S u m m ers w h ich  a re  b a se d
o n  B ritish  d a ta , m ay  be  m o re  re levan t in  ev a lu a tin g  o u r  resu lts .

(

In  th e  1980-1984 p e r io d  th e re  w ere a t least fo u r tax -re la ted  re a so n s  w h ich  
m ay  have d isco u rag ed  Ir ish  m a n u fa c tu r in g  com pan ies fro m  in c re a s in g  
th e ir  d iv id en d  levels. Two o f these effects are  ou tlin ed  here , a n d  th e  o th e r  
tw o a re  d iscu ssed  u n d e r  th e  h e ad in g  o f  ‘In v es tm en t’ below.

Advance Corporation Tax (A C T ) was in tro d u ced  in  th e  R e p u b lic  o f  
I re la n d  in  J u n e  1983. A C T  is a fo rm  o f d ifferen tia l p ro fits  ta x  in  th a t  
co m p an ies  p a y in g  d iv id en d s  a re  obliged  to  pay  A C T  w hile th o se  w h ic h  
m ake n o  d is tr ib u tio n  from  profits  have no  liab ility  fo r  A C T . A n y  A C T  
p a id  can  be offset a g a in s t a  c o m p an y ’s m a in s tre a m  c o rp o ra tio n  ta x  
liability , b u t in the  case o f  m a n u fa c tu rin g  com pan ies c la im in g  100%  
cap ita l allow ances on  fixed asset ad d itio n s  d u rin g  th e  1980-1984 p e r io d , 
th is  set-off m ay  n o t  have b e e n  of any  benefit. T h e  ex istence  o f  A C T  w o u ld  
have a m o u n te d  to  a  ‘distribution penalty’ on  those co m p a n ie s  u n a b le  to  
offset th e ir  A C T  liability , a n d  it is likely th a t it m ay have led  to  a  freeze  
in  th e ir  d iv id en d  levels. O n  the  o th e r h an d , th e  fact th a t  a  re d u c tio n  o f  
50%  o f the  fu ll A C T  w as allow ed as a  tran s itio n a l m e a su re  co u ld  a rg u a b ly  
have h a d  the o p p o site  effect.

T h e re  is co n flic tin g  ev idence  in  th e  lite ra tu re  re la tin g  to  th e  e ffec t o f  
d iffe ren tia l p ro fits  tax . R u b n e r  (1964) covered the p e r io d  1947-1958 a n d  
found  no  ev idence  o f  a  lin k  betw een  the level o f  d is tr ib u tio n s  a n d  
d iffe ren tia l p ro fits  tax . H e  observed  a re la tively  sm all rise  in  p ay  o u t  ra tio s  
in  the  U K  a f te r  1958 w h en  d iffe ren tia l tax  ra tes  w ere re p e a le d . F e ld s te in  
(1967) c ritic ised  th e  m eth o d o lo g y  used  by R u b n e r  a n d  c o n c lu d e d  th a t  h is  
resu lts  w ere u n w a rra n te d . F eldstein  m a in ta in e d  th a t d iffe re n tia l ta x  ra te s  
d id  have a subst a_ntial effect on  d iv id en d  policy. M o re  recen tly  B r is to n  a n d
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T om kins (1970) m a in ta in  th a t ta x a tio n  does n o t rad ica lly  a lte r  the 
d iv id e n d  policy o f com panies.

A  fu r th e r  effect o f  the  in tro d u c tio n  o f A C T  w as to  red u ce  th e  tax 
efficiency o f  ‘S ec tio n  84  le n d in g ’, w hich  w as in ad v e rten tly  p e rm itte d  by 
th e  1976 F in an ce  Act. T h is  section  specified  th a t  th e  in te re s t p a id  on 
c e r ta in  loan s w ould be d eem ed  to  be a  d is tr ib u tio n  a n d  th e re fo re  (u n d e r  
I r is h  tax  leg isla tion) w ould  no t be sub jec t to  ta x  in  the  h a n d s  o f  the 
f in a n c in g  in stitu tio n . F ro m  1983 onw ards, co m p an ies  ra is in g  th is  fo rm  of 
f in an ce  w ere liable for A C T  on th e  lo an  in te res t. S tew art (1987) d o c u ­
m e n ts  how  th is h ad  the effect o f  red u c in g  th e  a m o u n t o f  S ection  84 loans 
ra ise d  a fte r  M ay  1983. I t  is possible th a t, b ecau se  th is  m ay have m a d e  it 
m o re  costly  for com pan ies to  finance  d iv id en d  p ay m en ts , th e re  w as a 
d is in cen tiv e  to  fu rth e r  increase  d iv id en d  levels in  1983 a n d  1984.

A  second  tax a tio n  effect occu rred  d u r in g  o u r  re sea rch  p e rio d , b u t  this 
tim e  a t a  perso n a l level. In  1981 the  c o rp o ra tio n  ta x  ra te  on  th e  p ro fits  o f 
m a n u fa c tu r in g  com pan ies was red u ced  to  10%. D is tr ib u tio n s  to  p e rso n a l 
sh a re h o ld e rs  were how ever subject to  very  h ig h  levels o f  incom e ta x  as the  
ta x  c red it allowed to  shareho lders w as o n ly  1/18 o f  th e  d iv id en d  pa id . T h e  
im p o r ta n c e  o f  th is fac to r in  in flu en c in g  d iv id e n d  policy  d ep en d s  largely  
o n  th e  e x te n t to w hich shares w ere ow ned  by  p riv a te  investors. A  s tu d y  
b y  th e  D u b lin  Stock E xchange re p o rte d  by  K e a n e  (1988) show ed th a t  in  
1986 21.6%  o f to ta l shares w ere held  by p riv a te  investors.

Investment
A lth o u g h  investm en t in  assets an d  d iv id en d  p a y m e n ts  a re  n o t necessarily  
in te rd e p e n d e n t, it is likely th a t they  a re  to  som e ex ten t in te r-re la ted .

F a m a  (1974) m a in ta in s  th a t th ere  is n o  ev idence  o f  in te rd ep en d en ce . 
P o g u e  (1971) found  th a t m o n e ta ry  policy  m ay  in fluence  d iv id en d s th ro u g h  
its effect o n  a  n u m b e r  o f  variab les, in c lu d in g  in v estm en t. H ig g in s’ (1972) 
re su lts  suggest th a t b o th  fu n d  re q u ire m e n ts  fo r in v estm en t pu rp o ses  a n d  
d e b t  fin an c in g  affect f irm s’ payou t ra tio . M c C a b e  (1979) finds s tro n g  
¡evidence o f  in te rd ep en d en ce  b e tw een  th e  sp e n d in g  (investm en t a n d  
d iv id e n d )  decisions an d  the  fund  ra is in g  d ec ision  (new  debt).

D u r in g  th e  perio d  o f  o u r  s tu d y  G o v e rn m e n t m o n e ta ry  policy was a im ed  
a t e n c o u ra g in g  re investm en t in  m a n u fa c tu r in g  co m p an ies  a n d  also a t 
p ro v id in g  tax a tio n  reliefs to  co m p en sa te  co m p an ies  fo r the  ex ten t to  
w h ic h  th e  h isto ric  cost conven tion  oversta tes p ro fit in  tim es o f  ris in g  p rice  
levels. Two such reliefs w ere acce le ra ted  cap ita l allow ances a n d  stock 
relief.
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Free depreciation in  c la im in g  cap ita l allowances o n  c e r ta in  fixed  assets 
w as in tro d u c e d  in  1971. I t  is possible th a t this m ay  have p ro v id e d  an  
in cen tiv e  for co m p an ies  to  m a in ta in , ra th e r  th an  in c rease  d iv id e n d s  in  
p e rio d s  show ing  in c reased  earn ings.

S to c k  r e l ie f  w as in tro d u c e d  in  1975. A fter 1978, m a n u fa c tu r in g  
co m p an ies  w ere given a re lie f  ca lcu la ted  as the  in crease  in  th e  v a lu e  o f 
stock d u r in g  tk e  p erio d , less 20%  o f taxab le  incom e fro m  tra d in g . S tock  
re lie f  m ay  have en co u rag ed  a  policy o f m a in ta in in g  c o n s tn t d iv id e n d s  in  
th e  sam e w ay as acce le ra ted  cap ita l allow ances describ ed  above.

A  sp in -o ff effect o f  these  tax a tio n  policies could  have b e e n  to  m a k e  th e  
a fte r  tax  cost o f  deb t (to  rep lace  payouts) m ore  expensive. T h is  w o u ld  be  
the  case if a  firm ’s tax ab le  incom e was red u ced  to  zero  by  c ap ita l 
allow ances an d  stock  relief.

Shareholder diversification
U p  to 1988 Ir ish  re sid en ts  w ere p ro h ib ited  from  in v es tin g  in  secu ritie s  
d e n o m in a te d  in fo re ig n  currencies . T h e  o p p o rtu n ity  to  ach ieve  risk  
d iversifica tion  m ay have b een  p a rtia lly  im p ed ed  by th is  leg is la tio n , 
p a rtic u la rly  in  view  o f  th e  size o f  th e  Ir ish  S tock E xchange a n d  its  g en e ra l 
lack  o f  liquidity .

In  these  c ircu m stan ces  the  com pan ies in  o u r  sam ple m ay  h av e  a ttra c te d  
a sh a reh o ld e r c lien te le  w h ich  p laced  a p re m iu m  on s ta b ility  in  te rm  o f  th e  
co m p an ie s’ d iv id e n d  policy.

Demand fo r  dividends
A lth o u g h  th e  Ir ish  sh a re  p rice  index  fell by ap p ro x im a te ly  21% b e tw een  
the  b e g in n in g  o f 1980 a n d  th e  m idd le  o f  1982, it rose  by  a p p ro x im a te ly  
82%  b e tw een  the  m id d le  o f  1982 to  the en d  o f 1984. T h e  su b s ta n tia l  
overall rise  in  t t e  index  d u r in g  th is p e rio d  could  have re su lte d  in  s h a re ­
h o lders re g a rd in g  cap ita l gains as b e in g  o f g re a te r  im p o r ta n c e  th a n  
d iv idends.

T h e  fact th a t th e  level o f  p riv a te  co n su m p tio n  fell in  v o lu m e  te rm s  by 
4 .75%  over th e  p e rio d  1980-84 m ay  also in d ica te  a d ep re ssed  d e m a n d  fo r 
d iv id en d  in c o m e  d u r in g  th e  period .

T h e  variab les d iscussed  above m ay  possib ly  be e x p la n a to ry  fac to rs  fo r  o u r  
find ings u s in g  th e  I r ish  d a ta . F u r th e r  research  is how ever r e q u ir e d  to  
co n firm  if  in  fact th is  is th e  case.

T h e  p red ic tive  ab ility  o f  d iv id en d  change as a lead  in d ic a to r  o f  e a rn in g s



ch an g e  w as also tested . T h e  resu lts suggest th a t  th e  d irec tio n  o f  ch an g e  in 
d iv id e n d  o f  the  com panies in  o u r  sam ple  d id  n o t have any  p red ic tiv e  value 
as a n  in d ic a to r  o f  su b seq u en t changes in  ea rn in g s .
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