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Abstract

The aim of this study is to examine listed Jordanian firms in terms of the issue of dividend policy stability. In
more specific terms, the paper complements the econometric analysis of dividend stability with a survey of the
Chief Financial officers (CFOs). Based on a total of 40 industrial firms and the time period 2002-2013, the
results of the panel data analysis indicate that Jordanian firms follow stable dividend policy. In addition, the
survey results support the econometric conclusions. Based on the results of this paper, it is recommended that
future research should examine the issue of what really determines the dividend policy of Jordanian firms. In
addition, given the fact that the industrial firms follow stable dividend policy, it would be extremely interesting
to investigate whether or not these firms manage earnings in order to meet their dividend stability objective.

Highlights:
e  Examining listed Jordanian industrial firms in terms of if the firms adopt stable dividend policy?

e  The results reveal that the sample of firms do follow stable dividend policy Do Chief Financial officers’
(CFOs) views on dividend policy support or contradict the actual behaviour of dividend policy?
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1. Introduction

Standard textbooks teach students that the subject matter of corporate finance deals with three long-term
financial decisions. First, in what real assets should firms invest? Second, how firms determine their structure of
capital? Third, what proportion of their net incomes should firms distributing in the form of cash or stock
dividend to their shareholders?

To give answers to the above-mentioned financial decisions, corporate finance has developed a myriad of
concepts and techniques to help financial managers in the process of maximizing firms’ stock prices. These
include, for example, capital budgeting techniques, optimal capital structure, cost of equity capital, the weighted
average cost of capital, and many others.

As far as dividend policy is concerned, the classical literature provides us with two viewpoints. First, based on
the arguments put forward Miller and Modigliani (1961) dividends policy has no impact on the value of firms.
Indeed, this view is supported by Black (1976) whom declared that the harder we look at the dividends image,
the further it seems similar to a puzzle with pieces that just don’t fit mutually. In contrast, Gordon (1959) and
Lintner (1956) argue that dividend policy is an important determinant of stock price.

Irrespective which argument is more relevant, it is interesting to note that the “empirical evidence on whether
dividend policy affects a firm’s value offers contradictory advice to corporate managers” (Baker et al., 2011).
These contrasting views have led to the publication of many papers that examine dividend policy. This literature,
it can be argued, relies on three main approaches. The first approach relies on econometric analysis of what
determines dividend policy. The second approach relies on questionnaires whose aim is to understand how chief
financial officers set the dividend policy of their firms. Finally, the third approach examines whether or not firms
follow stable dividend policy.

Relative to the above brief account of dividend policy, this paper examines listed Jordanian industrial firms in
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terms of two questions:
(1) Do firms adopt stable dividend policy?

(2) Do Chief Financial officers’ (CFOs) views on dividend policy support or contradict the actual behaviour of
dividend policy?

The rest of the research is structured as follows. Section 2 in brief reviews the relevant literatures. In section 3,
the data and methodology, and empirical results are presented and discussed. Finally, the last section summarizes
and concludes.

2. Dividend Policy: Literature Review

The issue of dividend policy has managed to keep its important standing in the finance literature. Indeed, this
puzzling financial decision has led to the formulation of many theories. These include the bird in the hand theory,
agency costs, firm life cycle, asymmetric information and signaling, tax and clienteles, and the catering theory.
These, and other theories, have resulted in the publication of many empirical papers. Indeed, the number is too
large to review in any single paper. However, this literature can be classified under three main approaches.

The first approach uses econometric analysis of published financial data to test one or more hypotheses. In other
words, typically this literature regresses a measure of dividend policy on a set of variables including company
profitability, firm leverage, size, growth opportunity, and firm liquidity. In addition, this econometric analysis
includes tax rate, systematic risk, legal constraints, structure of ownership, and market power as possible
determinant of dividends policy. To name but a few, this literature includes Bhattacharya (1979), Aharony and
Swany (1980), Asquith and Mullins (1983), DeAngelo et al. (1996), Benartzi et al. (1997), Grinstein and
Michaely (2005), Amidu and Abor (2006), Barclay et al. (2009), Afza and Mirza (2010), Gill et al. (2010),
Thanatawee (2013), Booth and Zhou (2015), and many others. Relative to this literature, it is useful to note that
Baker and Weigand (2015) provide a review of the literature which concerns dividend policy.

The second approach relies on surveys of financial officers. Based on pioneering work by Graham and Harvey
(2001), many papers examine whether or not financial officers use the recommended tools, techniques, and
concepts, including dividend policy, explained in standard finance textbooks. Some of the American survey
studies are Gitman and Forrester (1977), Moore and Reichert (1983), Poterba and Summers (1995), Shao and
Shao (1996), Bodnar et al. (1998), Bruner et al. (1998), and Graham and Harvey (2001). Surveys of executive
views on finance issues in the UK, Australia, New Zealand, Singapour, Hong Kong, Indonesia, Thailand, and
Ireland have also been carried out. These studies include Kester et al. (1999), and Parry (2001), Dhanani (2005),
McCluskey (2007). In addition to the above, more recent papers have also been published including those by
Troung et al. (2006), Butt et al. (2010), Mutairi et al. (2012), Baker et al. (2013), and Ozo et al. (2015).

The third approach follows the publication of the classic paper by Lintner (1965) which examines the stability of
dividend policy. In other words, this paper attempts to examine if companies do not tend to increase dividends
unless they believe that the increase in their profits is “permanent”. This finding has also been supported by
many papers including Cheung and Roy (1985), Lowntein and Kato (1995), Lasfer (1996), Dewenter and
Warther (1998), Aivazian (2001), Nisim and Ziv (2001), Farsio et al. (2004), Amiedu (2007), Howat et al. (2009),
Ajanthann (2013), Leon and Putra (2014), and Tran et al. (2014).

As far as the stability issue of dividend policy is concerned, the empirical literature estimates two main models
and these are referred to as the Lintner Model (1956) and Fama and Babiak Model (1968). These are outlined
below.

DPSiy = o + BEPSiy + BoDPSipy + &y 1)
DPS;y = a1 + BIEPS;y + BoDPSiy ++ BEPS;1y + &y 2

where DPS is the dividends per share (i) in time period t, EPS is earnings per share.
Based on the estimated results, the literatures conclude that firms pursue stable dividends policy if the
coefficients of the lagged value of dividend per share (DPS) are positive and statistically significant. In other

words, this positive coefficient implies that firms do not increase (decrease) their dividend per share unless they
think the increase (decrease) in their net income is permanent.

As mentioned above, the Lintner (1956), Fama and Babiak (1968) model have been estimated by many
researchers. On average, this literature provides plenty of evidence whoch shows that firms do follow stable
dividend policy. However, within this aspect, it is interesting to note that few papers reported high instability in
dividend policy including that published by Adaoglu (2000). Based on the time period 1985-1997 and a total of
76 industrial and commercial listed Turkish firms, it is stated that “any variability in the earnings of the
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corporation is directly reflected in the level of cash dividends. In other words, earnings instability results in
instability in dividends” (Adaoglu, 2000).

3. The Data, Methodology and Empirical Results

To examine dividend policy in terms of its stability aspect, the researchers examined the dividend per share of all
listed industrial firms (65 in total) and managed to collect the necessary data for a total of 40 firms during the
period 2002-2013. Based on this time period 2002-2013, these firms (40) had a total of at least 8 years of cash
dividends.

Naturally, the inclusion of firms with zero dividend per share would bias the estimation results. However,
following Dwenter and Warther’s (1998) methodology, the presence of 8 years out of 13 years positive dividend
per share is chosen so that the estimated coefficients would not “suffer” from the zero dividend per share. Based
on this principle, the analysis is based on a total of 480 balanced observations.

The classical paper by Lintner (1956) put forward the following model:
TDit = r; P;; 3)
TDit—Dir1 = 0i + i (TDit— TDir1 ) + &it 4)

where TD;; is the target and optimum level of dividend in time period t of a company i, and r; is the targeted
payout ratios, P;; is the rank of net profit, D;; is the real dividend imbursement in time period t, and &;; is the
error term.

Expression (4) implies that dividend payment do not adjust to their optimum level immediately. This adjustment
process is partial. Also, the positive constant a; indicates that firms are unwilling to cut dividend. The coefficient
(c;) indicates that dividends policy is stable and also implies that firms may not desire to instantly alter dividend
payments to the target ratio (r;). If we merge expression 3 and expression 4, we can write the following
expression:

TDit = aix + bPj¢ + dTDi; + &y )

where b is equal to cr and d is equal (1-c). In addition, and to test the stability of dividend policy, expression 5
can be re-written as:

DPSit = a1 + BEPSi; + B.DPSii1 + &y (6)

As previously stated, if the coefficient (B,) is positive and statistically significant, one can conclude that firms do
follow stable policy.

In Table 1 and Figure 1, we report the overall mean values of dividend per share and earnings per share and their
annual mean values respectively. On average, the mean values of dividend per share (0.150) and earning per
share (0.232) imply that our sample of firm distributed about 65 percent of their net income in the form of cash
dividends. In addition, it is interesting to note the annual fluctuations in both dividend per share and earning per
share (Figure 1). Clearly, the Figure reflects the observation that earning per share fluctuates more than dividend
per share. Indeed, the maximum and minimum mean annual values of earning per share are equal to 0.344 and
0.211 respectively. The maximum and minimum values of dividend per share, on the other hand, are equal to
0.181 and 0.143.

Table 1. Divided per share and earnings per share: basic statistics

DPS EPS

Mean 0.150 0.232
Median 0.100 0.150
Maximum 1.500 1.962
Minimum 0.000 -0.671
Std. Deviation 0.186 0.297
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Figure 1. Annual DPS and EPS

The estimates of Lintner’s, Fama and Babiak’s models are presented in Table 2. This Table reveals a number of
interesting findings.

First, the reported results reveal that the constant term is consistently positive and significant. This result
indicates that the sample of firms is reluctant to reduce their dividend per share. Indeed, this is consistent with
the original finding of Lintner (1956).

Second, as far as the coefficient of the lagged dividend per share is concerned, again, it is consistently positive
and statistically significant. While these findings imply that firms do follow stable policy, it is important to note
that the speed of adjustment is equal to 0.414 (Lintner model) and 0.370 (Fama and Babiak model). These values
are higher than the 0.30 reported by Lintner (1956) for US firms and the 0.33 reported by Brav et al. (2005) for
US firms (1984-2002), and lower than the 0.71 reported by Pandey and Bhat (2007) for Indian firms, and the
1.00 reported by Adaoglu (2000) for Turkish firms. The fact that high rapidity of adjustments indicates lesser
smoothing and a lesser amount of stability, we can conclude that our sample of firms do follow stable dividend
policy.

Finally Table 2 reveals the observation that our sample of companies that have a target dividend payout ratio
equal to 0.659 (Lintner model) and 0.721 (Fama and Babiak model). These ratios are higher than the 0.50
reported by Lintner (1956), and the 0.459 reported by Fama and Babiak (1968) and close to the 0.697 reported
by AlYahyaee et al. (2010) for Omani companies.

Table 2. Regression results: fixed-effect model

Lintner Model Fama and Babiak Model
Variable Coefficient Coefficient

C 0.035" 0.030"

EPS 0.273" 0.267-
DPS(-1) 0.341" 0.279"

EPSC-1) 0.065™"
Adjusted R? 0.749 0.752
D-W Statistic 2.237 2.108

F-Statistic 27.203" 26.955"
Target Payout Ratio 0.659 0.721
Speed of Adjustment 0.414 0.370

Note. *, ** *** signify significance at the 99 percent, 95 percent, and 90 percent levels respectively.

In addition to the above econometric analysis of the stability issue of dividend policy, and based on the existing
(survey) studies, we developed a survey and distributed it to the CFOs of the 40 industrial firms. To assess the
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CFOs views on dividend policy, they were asked to point out their level of contract with a number of statements
that are based on a five point scale. To develop the reaction rate, all the CFOs were then track up with a phone
call and later on by a individual appointment to gather the “filled” photocopy of the review. In Table 3, we report
the main findings. Based on the reported mean values, the following comments can be provided.

Table 3. Dividend policy: levels of agreement

Disagreement — Agreement
Statement 0 1 2 3 4 Mean
Dividend payout affects share price 0% 3% 22% 40% 35% 3.07
Firm should maintain uninterrupted dividends 1% 2% 15% 46% 36% 3.14
Reason for dividends policy changes should be explained to
2% 11% 14% 41% 32% 2.90
shareholders
Dividends payments is a signal mechanism of firm projection 5% 27% 19% 24% 25% 2.37
Dividend announcements are used by the market in determining
. 2% 5% 18% 41% 34% 3.00
share prices
Management must be responsive to owners’ attitudes towards
S . 6% 8% 20% 25% 41% 2.87
dividend policy
Financing new investment projects must be secured before
3% 10% 31% 3% 19% 2.59

dividend distributions

Note. The mean scores are designed by multiplying the % in each category with values 0 throughout 4 for ratings strongly disagree to
strongly agree.

First, the CFOs scale the importance of dividend payout ratio relatively high (mean of 3.07). In other words,
dividend payout is relevant.

Second, as far as the stability of dividend policy is concerned, we find that 82 percent of the CFOs agree that the
company should adopt uninterrupted dividend payments. Indeed, the mean value of this statement is the highest
(3.14).

Third, we find that 73 percent of the respondents agree with the statement that any changes in dividend policy
must be explained to shareholders (clientele effect). An implication of this (clientele effect) is that the residual
policy should not be adopted. Indeed, such a policy (residual) results in unstable dividend policy.

Finally, when we asked the CFOs whether new investment projects’ finance must be secured before any dividend
distributions, we find that the mean value of this statement is the lowest (2.59). This observation complements
the responses that support dividend policy stability.

4. Summary and Conclusions

This paper examined a total of 40 listed Jordanian industrial firms in terms of the stability issue of their dividend
policy. Based on the time period 2002-2013 and panel data analysis, the results reveal that the sample of firms do
follow stable dividend policy. Furthermore, the survey questionnaire supports this empirical finding.

Based on the results of this paper, it is recommended that future research should examine the issue of what really
determines dividend policy of Jordanian firms. In other words, factors like firm leverage, size, growth
opportunity, firm liquidity, systematic risk, and ownership structure can be considered as possible determinants
of dividend policy. Finally, the fact that our sample of industrial firms follows stable dividend policy, it would be
extremely interesting to investigate whether or not these firms manage their earnings. Indeed, such management
may be adopted to meet their dividend stability objective.
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