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Abstract

Based on a total sample largely uncontaminated lbgres repurchases we find that the
characteristics of dividend payers are: Positivaiags, high ROE (net earnings to book equity),
low volatility in ROE, high retained earnings, lardirm size, and whether the firm paid out
dividends in the previous year. MV/BV, leverage amher structure play no role in whether a firm
pays dividends or not.

Among the dividend payers the generosity of themmyts (relative to market value of equity
measured in fixed prices) is positively relatedROE and previous year’s generosity with respect to
dividend payments, and negatively related to comated owner structure and firm size. That is,
the payer characteristics differ from the genemmayger characteristics.

In Denmark share repurchasers are also dividendrpaZompared to pure dividend payers these
firms are larger, have higher ROE, lower growth antore concentrated owner structure. Finally,

the share repurchasers are also among the mosbgsrdividend payers.



1. Introduction

Following the influential paper by Fama and Fre20601) we have seen an upsurge in dividend
studies where the main object of study is the ataritics of dividend payers respectively non-
dividend payers (see for example DeAngelo et &062, Denis and Osobov (2006), and Ferris et
al. (2005)). We have learned that the dividend attaristics of US firms are: high ROE (net
earnings to book equity), high retained earnings, MV/BV, large firm size, and whether the firm
paid out dividends in the previous year. We hawe darned that the dividend characteristics of
non-US firms may differ from the dividend charactics of US firms. See for example Denis and
Osobov (2006), Eije and Megginson (2006), Ferriale{2005), and Renneboog and Trojanowski
(2005). However, a caveat about the non-US studidlat they are not based on total country
samples. For example, Eije and Megginson (200@) firat retained earnings are not significantly
related to the propensity to pay out for Europeanobl firms whereas Denis and Osobov (2006)
find that retained earnings are also a significhwidend characteristic for non-US firms including
UK, German, and French firms. We attribute thipéotial samples. This study is based on a total
Danish sample covering the period 1988-2004

All most no studies of the propensity to pay divide control for simultaneous share repurchases,
even when it is known that share repurchases amortant payout channel. An exception to this
is the study by Renneboog and Trojanowski (2008)this study we are able to control for share
repurchases. There have been no institutional gulasory hindrances to share repurchases in
Denmark, and from a tax point of view payouts byansof share repurchases is a better way to
pay out than by means of dividends. Nevertheldwsetwere no share repurchases in Denmark
until 1999, and during the period 1999-2004 the benof share repurchases was relatively low.
This means that it is relatively easy to contral $hare repurchases in this study. However, the
share repurchases in the last part of the sampiedpallow us to come up with some conclusions
regarding the characteristics of the firms that patyby means of share repurchases.

We find that the propensity to pay out dividendmffuenced by earnings on three dimensions. The
propensity to pay is positively correlated with thgn of earnings, high ROE, and low volatility in
ROE. According to Danish Company Law a Danish faamnot pay out to shareholders if retained
earnings are negative, i.e. if book equity is belslhare capital. Like Bechmann and Raaballe

(2007) we find that the propensity to pay out dérids is strongly positively correlated to retained

L A further exception is Grullon and Michaely (200Rlpwever, their focus is not on dividend charastis.



earnings. The same holds in the US. However, ind8dahe explanation of the result is not linked
to a hard payout constraint (see DeAngelo et &062 and Bechmann and Raaballe (2007)). In
Denmark it is the “old fashioned” firms that payidends: Firms with high and stable earnings and
who have enough retained earnings are the dividpagsrs. Earnings can become negative for a
year or two. However, if earnings continue to bgatwe, dividends will be omitted. Large firms
are more likely to pay out dividends than small sonEinally, the propensity to pay dividends
correlates positively to whether the firm paid demds in the preceding year or not.

A second objective of the study is to answer thestjan: What are the characteristics of the
generous respectively not so generous dividendrpay&/e are aware of only one example where
the amount of dividends paid out is the objecttoélg. In their working paper Eije and Megginson
(2006) useotal dividendspaid out by the firm as their dividend measure. Blaprisingly, large
firms are more generous dividend payers than sorek. We want a dividend measure that is
scaled with some sort size and that is suited hopewe generosity over time as well as across firms.
A candidate is the dividend yield of the firm. Hoxee, this is a problematic measure because it is
also influenced by the development in a firm’s shprice over time. Fama and French (2002),
among others, somewhat ad hoc normalize total eindd with book value of assets. Instead of this
we (see also Bechmann and Raaballe (2008)) comeitipa new measure: Dividend yield with
equity measured in fixed market prices. We find #raong the dividend payers the generosity of
the payments (relative to market value of equityasueed in fixed prices) is positively related to
ROE and previous year's generosity with respeditaend payments, and negatively related to
concentrated owner structure and firm size. Thatthe payer characteristics differ from the
generous payer characteristics.

With respect to share repurchases we find thateshepurchasing firms in Denmark are also
dividend payers. Compared to pure dividend payersd firms are larger, have higher ROE, lower
growth, and a more concentrated owner structumeallyi the share repurchasing firms are also
among the most generous dividend payers.

In the conclusion we argue that our findings suppossignaling explanation in addition to an
agency explanation for the dividend payouts.

As a service to the reader we summarize previogsrigs on dividends in Denmark in appendix A.
The characteristics of dividend payers are theatlgestudy in subsection 2, whereas the generous
payer characteristics are the object of study ibseation 3. In subsection 4 we conclude and

discuss our findings.



2 Characteristics of dividend payers and non-payers

This study is based on a total sample of firm&dsin the Copenhagen Stock Exchange (CSE), the
only stock exchange in Denmark. The sample pesotdB8-2004. All data concerning dividends
(paid once a year in Denmark), accounting figurasd share prices are based on the
Dividenddatabase-Adfr Data concerning share repurchases are BtmokWisewhich contains all
company announcements for firms listed on the Ci8Hisg in 1995. We identified 4219 (firm-
year) dividend observations collected from 356 §rm5 observations were omitted due to lack of
accounting data, 41 observations were omitted dueegative book equity. Finally we omitted all
observations from and after the first time a firrada a share repurchase, in total 155 observations.
Hence, the final sample contains 3948 observatiotiected from 356 firms. Some investigations
are based on a lower number of observations. Fample, an investigation conditioned on the
firms’ previous four years of dividend status ingglia smaller sample, since Diwidenddatabase-
Aar contains no information before 1988 and the yeaferb a firm was listed on CSE.

In the next subsection we identify dividend chaggstics by means of a series of tables and figures
that show the relation between a single charatiteasid the propensity to pay dividends. Due to
space constraints we only report significant ref&i These findings are confirmed by means of

logit-regressions in a succeeding subsection. &fiables used in this paper are defined in table 1.
(Insert table 1)

2.1 Characteristics

Since Lintner (1956) it is well recognized thatréags are an important dividend determinant.

Figure 1 depicts the relation between the firms’ER@nhd dividend status throughout the sample

period.

(Insert figure 1)

2 Most of the data in thBividendedatabase-Adrave been manually collected. We th&dater of Analytical Finance,

University of Aarhudor financial support.



The median dividend payer has an ROE around 10%e&bkehe median non-dividend payer only
has an ROE around 0%. It is noteworthy that thedst® a group of non-payers (the 90%
percentile) with an ROE around 15%. However, fiimshis group typical do not have permanent

high earnings or are dividend-constrained by lotaireed earnings.

(Insert table 2)

From table 2 we observe that the groups of perntaaed non-permanent payers have almost
identical ROEs, whereas the group of permanentrpayes more stable earnings. For the groups of
non-payers we find that the previous payers haweildcearnings and more stable earnings than
permanent non-payers. The conclusion is that stdieings are a dividend characteristic, and there
are indications (which will be confirmed later) thdividend payers are likely to omit dividends
when they realize negative earnings.

According to Danish Company Law a Danish firm canpay out to shareholders if retained
earnings are negative, i.e. if book equity (BE&ow share capital (SC). Hence, a necessary
condition for dividend payout is that the consttgi8C/ BE) <1 holds true.

(Insert table 3)

Table 3 shows that whether a firm has positive egative earnings, payers/non-payers are
associated with a low/highC/BE-ratio We investigate this further in figure 2 where vVee
intervals ofSC/BE-ratiosdepict the fraction of firms that pays dividendisTis done for firms that

have positive as well as negative earnings.

(Insert figure 2)

The higherSC/BE-ratiq the lower fraction of firms pays dividends. Fowl SC/BE-ratiosalmost
all firms with positive earnings pay dividends, wéas only 40-50% of the firms with negative
earnings pay dividends. Independent of earningssfdo not pay dividends for hi@C/BE-ratios
DeAngelo et al. (2006) find a similar result for Ui8ns. Crawford et al. (2005) argue that an
SC/BE-constrainis almost irrelevant in the US, the argument betimgt it does not constrain

payout possibilities due to soft constraints. Quitaturally then, DeAngelo et al.’s (2006)



explanation for their findings differs from our dapation. In the words of DeAngelo et al. (2006):
“Dividends tend to be paid by mature, establishedd, plausibly reflecting a financial life cycle i
which young firms face relative abundant investmapyportunities with limited resources so that
retention dominates distribution, whereas maturmdi are better candidates to pay dividends
because they have higher profitability and fewdraative investment opportunities. ... The
earned/contributed capital mix is a logical promy the life-cycle stage at which the firm currently
finds itself because it measures the extent to lwthie firm is self-financing or reliant on external

capital.”

(Insert table 4)

From table 4 we learn that Danish firms are ratt@rservative with respect to dividend policy.
Among the dividend payers more than 90% will alsy put dividends next year, whereas more
than 80% among the non-dividend payers will not palydividends next year either. If a firm paid
out dividends in the previous year and realizestipesearnings this year, it will almost surely
remain a dividend payer. However, if the firm reafi negative earnings this year, there is a 57%
chance that it will omit dividends this year. Digitd status is highly dependent on the sign of
current earnings. If a firm did not pay out dividsrthe previous year and realizes negative earning
this year, it will almost surely remain a non-dieidl payer. However, if the firm realizes positive
earnings this year, there is approximately 25% cadhat it will initiate dividends and this is more
likely the lowerSC/BE-ratio

Nissim and Ziv (2001) and Lee and Yan (2003) fihdttdividends provide information about
future profitability, incremental to accounting dafTable 4 indicates that the same holds true for
Danish firms. Were previous year’s earnings posjtithen simultaneous positive dividends/no
dividends indicate that next year’s earnings argtpe with 90%/75% probability. Were previous
year's earnings negative, then simultaneous pesitiwidends/no dividends indicate that next
year’'s earnings are positive with 70%/45% probgbilA more detailed analysis (with respect to
previous year'’s earnings) confirms this.

Previous dividend payers that realize negativeiegsrthis year omit dividends with a 57% chance.
This is in contrast to US where according to DeAag al. (1992) only 15% of the corresponding
firms omit dividends. For Germany, Goergen et 2006) find that 80% of the corresponding firms

omit dividends. However, the findings by DeAngeloat (1992) are based on firms that have



experienced positive earnings and paid dividendinduhe preceding 10 years. Goergen et al.
(2005) use a 5-year period. Based on a 5-year ghevid find that 48% of the Danish firms omit
dividends when they realize negative earnings. §afirms are more flexible than US firms, but
more conservative than German firms. In many otéspects Danish firms are situated somewhere
between the Anglo-Saxon and the Continental Eunopealition.

In general we find that non-dividend payers indiatividends when they experience relatively

stable and positive earnings and a sufficiently 8@WBE-ratio

(Insert table 5)

Table 5 shows that payers on average are fouwéotiines larger than non-payers. Among payers
we do not observe a major difference between peemtarespectively non-permanent payers.
However, among non-payers we find that previousmagre far lager than permanent non-payers.
We have investigated whether other dividend charastics exist, for instance MV/BE, leverage,
net investments, owner structure, age of firm, enddistry sector. Except for industry sector these
characteristics play no role in whether a firm pdiyédends or not.

In summary we have found that payers have positelatively stable earnings and a |I&C/BE-
ratio. If a payer realizes negative earnings for a y@atwo it may continue to pay dividends,
especially if it has a lov8C/BE-ratio However, if the negative earnings are more peengrihe
firm omits dividends. Two conditions have to be nretorder to initiate dividends: a series of
respectable earnings and a sufficiently IS®/BE-ratio® On the other hand, very few non-payers
meet these conditions. The overall conclusion @t thayers can permanently afford to pay

dividends out of their earnings.

2.2 Logit regressions

In this section we verify that the dividend chaearstics identified in the previous section are
significant and robust to changes. Furthermorenvestigate whether other dividend characteristics
may be identified. We have run a series of logjressions. However, due to space constraints we

only report the basic ones. Our basic regression is

% In this respect it is very illustrative to congidefirm’s time series of earningSC/BE-ratiosand dividend status.



(1): Y, = B, +BROE, +f,Posearn + f,5d.ROE, + f5,(SC/ BE),

+ LB INMV, + B(MV/BV), + B,Y,1 + &>

wherey, is an indicator variable that is equal to 1 ifffir pays dividends in fiscal ye&rotherwise
it is equal to 0.Posearn is an indicator variable that is equal to 1 ifffir has positive net earnings

in fiscal yeart; otherwise it is equal to 0. The remaining vamabhre defined in the previous
section. The reader may also consult table 1. Wiertest for significance we apply the method
developed by Fama and Machbeth (1973), see als@ awh French (2001) and Petersen (2005).

The result of the regression is reported in table 6

(Insert table 6)

We note that all variables (except MV/BV) are sigint at the 1% level and confirm our previous
findings. However, we find that higher MV/BV impres the propensity to pay dividends
(significant at a 10% level). This is opposite t8 Where lower MV/BV improves the propensity to
pay dividends — see e.g. Fama and French (2001w&¥e able to isolate this finding to a subset of
small and persistent dividend payers. For otherdino effect is found.

When we omit previous year's dividend status frdva tegression we find qualitatively identical
results, both with respect to the size and sigaifae of the coefficients. The same holds true when
we include variables for industry sector. Howewenne industry sectors are more inclined to pay
out dividends than others. Banks are an examplthief but whether we include banks in the
sample or not we get almost similar results. Frbemappendix we learn that dividends in Denmark
have increased rather dramatically since 1995. Wherdivide the sample into a sample before
1995 and a sample after 1995 we get almost simekults for the two samples. We have included
variables for liquidity, leverage, net investmentsyner structure, and age of the firm in the
regression and find no significance of these végmlwhile the variables in regression (1) remain
qualitatively unchanged and significant. Hence, fthdings (except MV/BV) in table 6 are rather
robust.

As mentioned, we have omitted all observation frand after the first time a firm made a share
repurchase. Due to the relatively low number ofrsheepurchases the results are virtually

unchanged if we include these observations in dmepge. It turns out that all Danish firms making



share repurchases, except three, also pay divid&vidsiow consider the subsample of firms that
pay dividends and investigate whether firms thab gday out by means of share repurchases have
other characteristics than the pure dividend payarsrder to investigate this we run a regression

similar to regression (1) with an indicator variala, on the left hand side of (1) that is equal to 1 if

firm i pays dividends and repurchases shares in fisaaltyand is equal to O if firmh only pays
dividends in fiscal yeat. Since there were no share repurchases in Denbeftke 1999 the
sample is now restricted to the period 1999-2004ekwe test for significance we again use the
method developed by Fama and Machbeth (1973). Wigteahinsignificant variables from the

regression and the results are reported in table 7.

(Insert table 7)

Concentrated ownership (CO) is an indicator vaedhht is equal to 1 if firnn has concentrated
ownership ultimo fiscal yeat; otherwise equal to 0. In Denmark it is ratherficifit to get
ownership data for all firms. An often used proxy toncentrated ownership in Denmark is the
existence of dual class shares (see e.g. BechmahiRaaballe (2003)). The two types of shares
only differ with respect to the number of votesaalted to each share. The difference in votes
means that the shares are divided into superiangyshares, A-shares, and ordinary voting shares.
In all cases ordinary shares are the most commdmast traded shares in Denmark. In this paper
we use the existence of A-shares as a proxy fazengrated owner structure.

From the regression we learn that firms that pay lmu means of dividends as well as share
repurchases are larger, have higher ROE, exhdstdeowth (measured by net investments to book
value of assets primo fiscal yegr and have a more concentrated owner structure te pure
dividend payers. A more concentrated owner strechaints to the idea that these firms have less
need to signal than firms with a more dispersed eswstructure. Hence these firms are more
inclined to use less costly (from a tax point @w) share repurchases than more costly dividends.
The overall conclusion of this subsection is theatgrs can permanently afford to pay dividends out
of their earnings. Payers have a I8@/BE-ratig high and stable ROE. These characteristics are th
key determinants of whether a firm continues to gaydends or omits dividends when the firm
realizes negative earnings. Danish firms are murknied to omit dividends than US firms but less
inclined to omit dividends than German firms. Danigms are conservative in the sense that

previous years’ dividend status is an importantatizristic of the current dividend status. We also

10



found that dividends provide information about fetprofitability, incremental to accounting data.
There is evidence that dividends serve as a sigméhis respect it is interesting that the projigns
to pay dividends depends strongly on the sign oER®inally, larger firms are more likely to pay
dividends than smaller ones. Interestingly we fthat growth opportunities, leverage, owner
structure, liquidity, and age of firm do not affélse propensity to pay dividends. Finally, we found
that large firms with high ROE, low growth, and centrated owner structure were the firms most
inclinedalsoto pay out by means of share repurchases. Oneatiwh is that these firms pay out by
means of share repurchases in addition to divideAd®ther indication is that firms with
concentrated owner structure substitute dividenitls share repurchases. This is confirmed in the

next section.

3. Characteristics of the generous dividend payers

Our main objective in this subsection is to ansthkerquestion: What are the characteristics of the
generous respectively not so generous dividendrpayd secondary objective is to investigate
whether those that pay out by means of share repses are generous dividend payers or not? An
answer to these questions requires a dividend medkat is suited to compare generosity over
time as well as across firms. Below we argue tbatected dividends per share (CDPS) scaled with
the price of the share measured in fixed pricesgeod measure.

We will first discuss the comparison of dividendngeosity over time for a specific firm. A
candidate for such a measure is dividends per ql#S). Suppose a firm doubles its dividend
payments. If the firm has also doubled its markatue of equity by means of a share issue at
market prices (and hence has also doubled the nuaib&hares), the DPS is unchanged. In this
case DPS is a good measure. However, in Denmank asny other countries shares are most
often issued below market price, a rights issuehis case the DPS in the example will decrease
since the rights issue more than doubles the nuwfbanrares. Hence, DPS is not a proper measure

of dividends generosity in case shares are issedmlvbmarket price. The solution is simply to

* Firms with permanent negative earnings do not gigiglends. Instead of supplying information by meaf costly
dividend-signaling, a conjecture is that these $inmay find it cheaper to supply information moreedily when they

visit the market for new financing.

11



correct the dividends per share such that we acamata for issues at a price below the market

price® We define
(2): CDPS =d, =k!DPS =k!d,.

How should the correction factok;, be defined? We simply ask the question: If hyptitally all
share issues (share repurchases) had taken platarkst prices instead of below (above) market
prices, what would the number of sharg§, be? Based on this we calculdg=n, /1’, wheren,

is the actual number of shares at tim#/e note that these definitions are consistertt {@j. In the

following examples we assume that the number ofeshbefore the share issue is equal to 100.

First, we take the trivial case where the sharesissued at market prices. Here we haye=n,

= k; =1 = CDPS =DPS. Second, suppose the firm makes a 1 to 1 shase sprice 0 (a
stock dividend) or a 1 to 1 stock split. We asstina total dividends after the share issue arelequa
to total dividends before the share issue. In loattes we hav@’ = 10@ince the proceeds from
the transaction is equal to 0), and the new nurabshares is equal to 200. Henég,= . 12 both

cases the DPS after the issue is equal to 0.5 xli2R8e the issue, whereas CDPS comes up with
the correct result that CDPS is unchanged. Thirdpase the firm makes a 1 to 1 share issue at a

price equal to 0.5 x market price. This correspotuds. 50% issue at market prices and hence
A’ =150. We assume that total dividends also increaseOBy. Bince the number of actual shares

after the issue is 200, DPS after the share issumly 75% of the DPS before the share issue.

However, CDPS comes up with the correct result,hanged dividend generosity. We have
k; =200/150= 4/3 and henceCDPS" = (4/3)DPS’ = (4/3)x 075DPS = DPS =CDPS .
Hence, the series of CDP8;,k:d,,k>d,,kd,... is a measure of dividend generosity over time for
a specific firm. We can give this time series dadént interpretation since we also haker each
share owned a time Ck(t,, is the number of shares an investor owns at tinifethe investor keeps

the investment in the firm’s equity unchanged at simare issueA proof of this can be found in

Bechmann and Raaballe (2007). The intuition isoflews: When an investor keeps the investment

® A similar correction applies for share repurchasea price above market price. However, such aection is not

necessary in Denmark since all share repurchaseshizen executed at or close to market prices.

12



in the firm's equity unchanged, the investor wilbtnparticipate in any share issues/share
repurchases that take place at market prices. Henvaxhen for example a share issue takes place
at a price below market price, the investor willybhis share of the shares issued and exactly

finance the transaction by selling some of his efan the firm. In this way the investor owns —

“free of charge” —k; shares at timé per one unit of share owned at time 0. Hence, hiestor

receives the series of dividendd;,k:d,,k’d,,k3d,... per one share owned at time 0. This is
exactly the series of corrected dividends per share

It is now straightforward to measure dividend ges#y over time as well as across firms. We
simply normalize the series of CDPS for a spedifim with this firm’s share price at time @,.

We denote this measure of dividend generosity aslehd yield with equity measured in fixed

market prices.

kod,

@): ¥ = :
Po

We note that when we use (3) to compare the diddgmerosity of a specific firm over time, this
comparison is independent of the base year’s ghwace. However, when we use (3) to compare
across firms, we note that the comparison dependbBeorelative share prices of the firms at time O.
If a different base year, , was chosen, the comparison would depend on thiéveeshare prices of
the firms at timer . It is straightforward to show that the relativengrosity to pay dividends is
independent of the base year if and only if thatre¢ market prices of the firms’ shares corrected
for share issues below market prices are condtamtigh time. This simply confirms our intuition:
If the relative prices are unchanged, the relagigaerosity to pay dividends is independent of the
base year chosen. This is a standard indexing result

There are also more practical considerations irtiogldo the choice of base year. When we want to

use the generosity to pay dividendg,, in panel-data regressions, we will find that albfirms are

listed on a stock exchange during the entire periibde want to include all firms listed on the

stock exchange during the period in the samplemwst somehow come up with an estimatepgf

for firms not listed on the stock exchange at tiine

13



We have correction factorskf‘() for all years and firms back until 1994. Hence, mow use 1994-

2004 as our sample periBdVe choose 1993 as our base year (yed@y. firms not listed on the
CSE at this point of time we have two choices.tFinge could omit them from the sample. This
introduces a bias due to a relative lack of netinlys. However, this is not a major disadvantage
since there were relatively few new listings on Ci8Ehe sample period, whereas there was
relatively many delistings. Second, we could in€eldlde new listings in the sample. This requires a
1993 share price, i.e. a share price before thiadisWe suggest deflating the share price atithe t

of the listing back to 1993 by means of the CSEeiindex. Fortunately, whether we omit or
include new listings in the sample we get very Emiesults, and we have chosen to present the
results based on the stock of existing firms atsthet of year 1994.

In this study (like most other studies of dividendge omit extraordinary dividends from the
sample. We consider dividends as extraordinary wtien firm management declares these
dividends extraordinary or they are unusually lacgenpared to previous and future dividends of
the firm. Finally, in this sample of dividend pagievents we again omit all observations from and
after the first time a firm made a share repurchase

In the next subsection we identify the charactesaf the generous dividend payers by means of a
series of tables and figures that show the reldistmveen a single characteristic and the generosity
to pay dividends measured by (3). Due to spacet@nts we only report significant relations.
These findings are confirmed by means of regressiores succeeding subsection. All variables

used in this subsection are defined in table 1.
3.1 Characteristics

Figure 3 depicts for all dividend paying firms tredation between the firm’s dividend yield with
equity measured in fixed market prices (DYFP) drelfirm’s ROE.

® We also investigated the period 1988-1993 anddoery similar results, although not as significastfor the period
1994-2004.

71993 was a recession year with low stock pricee @so appendix A). This implies that the dividesield with
equity measured in 1993-prices (see expressiorig3@ther high. However, this is the case folyalrs and firms and
is of no importance. We could multiply the denontimain (3) with any positive constant. See also ptevious

discussion of the choice of base yesr,

14



(Insert figure 3)

We observe a positive, although not strong relalietween DYFP and ROE. The high DYFP at
negative ROE reflects our previous finding thamnBrmay continue to pay dividends if they realize

negative earnings for a year or two, especialtiieffirm has a lov6C/BE-ratio

(Insert table 8)

Table 8 shows that 84% of the firms either increaseold DYFP unchanged compared to previous
year. Even if earnings have decreased comparewops year the corresponding number is 75%.
This confirms that Danish firms are reluctant to ditidends. However, when Danish firms
experience negative earnings this year, 16% cudeiins to a still positive level and 61% omit
dividends. When US firms experience negative egmithis year, 51% cut dividends to a still
positive level and only 15% omit dividends (DeArmeit al. (1992)). Again we find that Danish
firms are more flexible than US firms with respeot dividend payout. When German firms
experience negative earnings this year, 11% cutelinvs to a still positive level and 80% omit
dividends (Goergen et al. (2005)). Again we findttDanish firms are less flexible than German
firms with respect to dividend payout.

When Danish/US/German firms experience positiveiags this year 90%/99%/86% of the firms
either increase or hold dividends unchanged condptreprevious year. Again, Danish firms are
more flexible than US firms and less flexible tiaarman firms with respect to dividend payouts.

In the previous section we found that large firrme enore likely than small firms to pay out
dividends. In table 9 we investigate whether Idiigas are also more generous payers than small

ones.

(Insert table 9)
For all payers we note that average DYFP basechagaal weighting is larger than DYFP based
on a value weighting. The most liquid (and largé3tnish firms constitute the KFX-index. We

note that these firms are less generous dividegdrpahan other Danish firms. Hence, among the

dividend payers the evidence is that small firngsthe most generous payers.
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Firms characterized by concentrated ownership hes® need to signal their quality than firms
characterized by dispersed ownership. A hypothedisat firms with concentrated ownership will

pay out fewer dividends than firms with dispersechership. In table 10 we have calculated DYFP,
ROE, and MV/BYV for the two types of ownership.

(Insert table 10)

We observe a large difference in DYFP betweenwlwegroups. The difference does not seem to be
due to differences in ROE between the two groupsvéver, we note that the group of firms with
large owners has higher MV/BV than the group wigpdrsed ownership.

We investigated whether other generous dividenceipaharacteristics exist such as volatility in
ROE, SC/BC-ratiq leverage, age of firm, industry sector, and gloviixcept for industry sector
these characteristics play no role in whetherra f& a generous dividend payer or not.

In summary we have found (until now) that the gesiy of the dividend payments is positively
related to ROE and negatively related to concesdratvner structure and firm size. Compared to
US and German firms, Danish firms’ flexibility wittespect to dividend changes is somewhere in
between.

3.2 Cross-section regressions

In this section we verify that the generous dividigrayer characteristics identified in the previous
section are significant and robust to changes.hEamore we investigate whether other generous
dividend payer characteristics may be identifiece YWave run a series of regressions, but due to

space constraints we only report the basic onesb@sic regression is:

(4): y; =B, + BPosearn + B,ROE, +S,(MV/BV), +B,InMV, + B.CO, +¢,,

where y? is the dividend yield measured in fixed prices,FPY(note thaty, > Qsince only firms

that pay dividends in yedris included in the sample). The remaining variatdee defined in the
previous section. The reader may also consult thbi&hen we test for significance we apply the
method developed by Fama and Machbeth (1973),Isee=ama and French (2001) and Petersen

(2005). We have included posearn in order to captioe effect that some firms may continue to
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pay dividends when they realize negative earningsfyear or two (see figure 3). The result of the

regression is reported in table 11.

(Insert table 11)

The regression confirms our previous findings andddition comes up with a new significant
variable, MV/BV. However, this variable should i emphasized too much since its significance
is entirely due to banks in the samplé.we exclude banks from the sample the variabl@o
longer significant in the regression while the otkariables still have about the same size and
significance. The reason for the significance ofwagable MV/BV when banks are included in the
sample is that banks in general exhibit low MV/BWehigh DYFP. However, in the following we
still include MV/BV in the regressions since wdlsticlude banks in our sample.

We note from the regression that firms with a com@ed owner structure have a 2.0% lower
DYPF than firms with a dispersed owner structures Bupports the hypothesis that firms with a
concentrated owner structure have less need taldigan firms with a dispersed owner structure.
When we include industry sectors in the regressienfind that DYFP differs across industry
sectors. Besides banks, trading firms are genepayers whereas industrial firms are not so
generous. However, the other variables in the esgpa still have about the same size and
significance.

When we include previous year's DYFP in the regmssve find that this variable is highly
significant in the regression and the (numericel ®f the other variables are slightly reduced but
maintain their significance.

In summary we find that among the dividend paybes DYFP is positively related to ROE and
previous year's DYFP, and negatively related tocemrated owner structure and firm size. That is,
the payer characteristics differ from the genenuayger characteristics. We find no other significant
variables except industry sector.

As mentioned we have omitted all observations feomd after the first time a firm made a share

repurchase. In order to investigate whether firha tilso make share repurchases are more or less

8 In general all results remain unaffected whetherimelude or exclude banks from the sample. Acpuahiis is the
only example where we find different results.

® When we include previous year's DYFP in the resj@ss, the averag®? in the yearly regressions doubles from
around 12% to around 24%.
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generous dividend payers than the pure dividenensaye now include observations from and
after the first time a firm made a share repurchiaseir sample. From the first time a firm makes a
share repurchase it is assigned a share repurcidisator variable of 1. Based on this, we run a

regression similar to (4). The result of the regi@s is reported in table 12.

(Insert table 12)

The important thing to note is the large and higibnificant coefficient to the share repurchase
indicator variable. Firms that make share repurebdmve a DYFP around 7.5% points higher than
that of pure dividends payers. Firms making shapmurchases are in general among the most
generous dividend payers. Danish firms that maleeshepurchases typically do not pay out by
means of share repurchases every year. Hence ahlegm (that we can only confirm or reject
when we get more data on share repurchases) isthbaarge payouts of firms making share

repurchases are composed of binding dividends andpoof that not binding share repurchases.

4 Conclusion and discussion

We find that the characteristics of dividend payaes. Positive earnings, high ROE, low volatility

in ROE, high retained earnings, large firm size, avitether the firm paid out dividends the

previous year. MV/BV, leverage, and owner structlegy no role in whether a firm pays dividends

or not.

Among the dividend payers the generosity of thenpayts (relative to market value of equity

measured in fixed prices) is positively relatedROE and previous year’s generosity with respect to
dividend payments, and negatively related to comated owner structure and firm size. That is,

the payer characteristics differ from the genefmayger characteristics.

In Denmark firms making share repurchases are dilsdend payers. Compared to pure dividend
payers these firms are larger, have higher ROEelagvowth, and a more concentrated owner
structure. Finally, firms making share repurchaaes also among the most generous dividend
payers.

From a tax point of view share repurchases aretrbeay to pay out to shareholders than by

means of cash dividends in Denmark for the wholepa period. At the same time there has been
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no institutionally or regulatory hindrances to shaepurchases in Denmark. Hence, payouts to
shareholders in Denmark are also subject to whatkB(1976) has termed the dividend puzzle. See
also Brealey et al. (2005) for comments on thed#ind puzzle.

Dividends give money to shareholders and drain fihme of cash and hence management of
resources (see e.g. Jensen (1986)). However, the shjectives can be achieved by means of share
repurchases at less tax costs to shareholdersradhnged costs to management. Hence, agency
costs cannot be the sole explanation for the nunseamd large dividend payouts. Signaling is an
alternative/additional explanation. The hypothesithat tax costly dividends signal high quality of
the firm and hence high value of the shares. Thenisdvantage for shareholders when they are
going to sell shares and a disadvantage for a pak@cquirer.

We find support for a signaling explanation in dibdi to an agency explanation. First, firms with a
concentrated owner structure should be less lit@ebignal since these owners have better access to
information. In support of this we find that firnvgith a concentrated owner structure are less
generous with respect to dividend payments and ntikedy to pay out by means of share
repurchases. In line with this Laustrup and Raab@006) find no dividend announcement effect
on share prices for firms with a concentrated owsiucture whereas they find a dividend
announcement effect in line with US/UK announcenedffécts for firms with a dispersed owner
structure'® Second, we found that dividends provide infornmatiabout future profitability,
incremental to accounting data. Third, we found thatdividend payers could permanently afford
to pay dividends out of their earnings. They havéow SC/BE-ratiQ high and stable ROE.
However, if earnings permanently deteriorated thed did not hesitate to cut or omit dividends. In
addition we found that firms making share repurelalsave high earnings and were among the
most generous dividend payers. It thus seems thidedd payout is a credible signal for traditional
and healthy firms. On the other hand, firms withthagse characteristics, specifically those with
permanent negative earnings, do not pay dividemdsead of supplying information by means of
costly dividend-signaling, a hypothesis is thasthérms may find it cheaper to supply information
more directly when they visit the market for newatfincing. Finally, the development in Danish
dividends and share repurchases after the samptedpEhow no evidence that share repurchases

replace dividend$:

19| austrup and Raaballe (2006) investigate all Dadisidend announcements during the period 1995:200
1 When data are also sampled for the period 2005-#0€re are enough share repurchase events thagidgssible to

make a payout study based on a total sample ofsbBdinims.
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Appendix A. Previousfindings on dividendsin Denmark

This appendix is based on a total sample of firstedi on Copenhagen Stock Exchange (CSE), the
only stock exchange in Denmark. However, the sarpeteod may differ in length with some years

for the different findings.

Development in total dividendDuring the period 1987-1994 total dividends weaknost
unchanged. In 2001 total dividends were aroundtfimes as large as in 1995. The same holds true
when we correct total dividends for new listingsl atelistings as well as changes in firms’ equity
capital. The rise was not due to a higher fractidrfirms paying dividends but to increased
payments from existing dividend payers. During pleeiod 1987-2001 long term total net earnings

more than tripled.

Fraction of firms paying dividend$srom figure A we observe only a slight decreasempared to
US and other non-US countries) in the fractionioh$ paying dividends during the period 1988-
2006. 1992-1994 and 2002-2004 were recession ye&snmark. This is reflected in the figure as

decreases in the fraction of payers these years.

(Insert Figure A)

Dividends and earnings concentratidrke in other countries (see e.g. DeAngelo e(2004) and
Eije and Megginson (2006)) there has been someatidisl and earnings concentration in Denmark.
In 1989 the top 20% of the firms accounted for 88%4otal dividends and 85% of total net
earnings. In 2004 these figures had increased%a $bwever, we do not observe (compare to US)

a growing fraction of firms having negative netreags.

Patterns in DividendsLike US firms Danish firms have stable and preatie dividends patterns.
Previous years’ dividend payouts are good indicatdrcurrent dividend payouts. However, during
the mid nineties, it became more likely that adigrid payer would increase dividends compared to

unchanged/decreased dividends.
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Announcements Effects for the period 1995-2084dw were these higher dividends received?
Controlling for simultaneous earnings announcemantsinexpected dividend increase leads to a
significant announcement effect of 2.6%, whereasmxpected decrease leads to an insignificant
announcement effect of -0.9%. There are indicatitm® owner structure may explain the

asymmetric announcement effect of unexpected ises#decreases in dividends. For dispersed
ownership (including institutional investors) thésea symmetric announcement effect, whereas for
firms with large owners there is almost no annoumeat effect. The last finding is in line with

results from Continental Europe (see e.g. LasferZzambnos (2004)).

Figure A. Fraction of firms paying dividends
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Table 1. Variables used

BE, :
ROE;:
s.d. ROE;:

SG:
ME, :
BV, = A:
MV, :

dAt =A A

Yit -

Z,:

Posearn :

CO,

Paid,_, :

Firm’s net earnings in fiscal year
Firmi’s book equity ultimo fiscal yedr
Firmi’s return on book equity in fiscal yetar2E, /(BE,_, + BE,)
Historical standard deviation dROE, based on the preceding 4 yedrs,(t-
3,t-2,t-])
Firmi’s share capital ultimo fiscal year
Firmi’s market value of shares ultimo fiscal year
Firmi’s book value of assets ultimo fiscal yaar
Firm i's market value of assets ultimo fiscal ygaWaluation of equity is
based on market prices whereas valuation of othieitities is based on book
values
Firmi’s net investments in ultimo fiscal yetar
Indicator variable that is equal to 1 if firnpays dividends in fiscal year
otherwise it is equal to O
Indicator variable which is only used for firntgat pay dividends. Equal to 1

if firm i pays dividends and repurchases shares in fisealty&qual to O if
firm i only pays dividends

Indicator variable that is equal to 1 if firnfas positive net earnings in fiscal
yeart; otherwise it is equal to O

Indicator variable that is equal to 1 if firmhas concentrated ownership

ultimo fiscal yeat; otherwise it is equal to O

Indicator variable that is equal to 1 if firnpaid dividends in fiscal yedr1;

otherwise it is equal to O

Firmi’s dividends per share for fiscal ydait is defined as total dividends

scaled with the number of shares at the time obpay
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ki Firm i’s correction factor for fiscal yedr It corrects the dividends per share
for new equity issues that have taken place aeprixelow market prices (i.e.
rights issues, stock dividends, and stock splits)

an ; Firmi's corrected dividends per share for fiscal yeé}t =k, d,

ye: Firmi's dividend yield with equity measured in fixed nmetrkrices for fiscal

yeart

Figure 1. Earnings percentilesfor payersand non-payers
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Table 2. Earningsratios for

different dividend groups

Number of
obser vations Average ROE Median ROE Averages.d. ROE Median s.d. ROE

All Firms 2684 4.13% 8.28% 10.99% 5.53%
Payers 1811 11.31% 10.52% 6.73% 4.05%
Permanent payers 1389 10.99% 10.41% 4.78% 3.40%
Non-permanent payers 422 12.34% 10.86% 13.16% 9.55%
Non-payers 873 -10.75% -0.27% 20.11% 11.93%
Previous payers 436 -14.70% -5.76% 15.92% 10.16%
Permanent non-payers 437 -6.81% 2.69% 24.61% 13.37%
Permanent payers have paid dividends in each gfréweding 4 years.
Permanent non-payers have not paid dividends iro&thye preceding 4 years.
Table 3. Earnings and SC/BE-ratiosfor ear nings/dividends groups

Number of Average | Median Average Median

observations | Number of firms ROE ROE SC/BE-ratio SC/BE-ratio

Positive earnings & positive dividends 2502 291 23% 10.78% 0.24 0.21
Positive earnings & no dividends 675 192 12.31%  4%7 0.59 0.47
Negative earnings & positive dividends 153 104 7807 -5.49% 0.24 0.22
Negative earnings & no dividends 618 201 -36.96% 6.871% 1.03 0.50
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Figure 2. Per centage paying dividends as a function of SC/BE-ratio
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Table 4. Dividend flexibility for different dividend groupsin year t-1 and t

Positive earnings

Negative earnings

Positive earnings & Positive earnings &

No. obs. positive dividendst no dividends t

Negative earnings & Negative earnings &
positive dividends t

no dividends t

Positive dividends & positive earnings t-1 2330

Positive dividends & negative earnings t-1 147

87.8% (0.211)

64.6% (0.214)

2.4% (0.294)

4.1% (0.214)

4.2% (0.185)

13.6% (0.237)

5.6% (0.266)

17.7% (0.289)

No dividends & positive earnings t-1 619

No dividends & negative earnings t-1 528

18.4% (0.410)

13.6% (0.336)

57.8% (0.509)

32.6% (0.581)

0.3% (0.475)

0.8% (0.221)

23.4% (0.449)

53.0% (0.490)

Numbers in (..) state average SC/BE-ratio.
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Table5. Firm sizefor different dividend groups, mill. DKK.

No. Obs. Average BV Median BV Average MV Median MV
All Firms 2614 7,893.60 747.35 9,000.98 838.50
Payers 1781 10,537.01 1,213.65 12,109.97 1,300.31
Permanent payers 1364 10,933.91 1,264.38 12,924.55 1,390.44
Non-permanent payers 417 9,238.74 907.47 9,445.49 959.64
Non-payers 833 2,241.85 306.47 2,353.80 331.41
Previous payers 417 3,963.86 517.20 4,166.64 560.66
Permanent non-payers 416 515.70 156.18 536.60 174.99

Permanent payers have paid dividends in each giréweding 4 years.
Permanent non-payers have not paid dividends iroathe preceding 4 years.

Table6. Logit regression (1)

Coefficien t-statistic P-values

Constant -11.29 -6.98 0.00%
ROE 8.24 4.90 0.00%
Posearn 2.59 5.61 0.00%
s.d.ROE -5.31 -4.94  0.00%
SC/BE -2.87 -5.88  0.00%
In MV 0.39 5,51 0.00%
MV/BV 0.49 1.65 9.91%
y (t-1) 4.5¢ 16.2¢  0.00%
Number of ob: 2814
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Table 7. Difference between pure dividend payers and firms also paying by

means of share repurchases

Coefficient t-statistic P-values

Constant -12.67 -6.95 0.00%
ROE 2.40 274  0.63%
dA/A -2.72 -4.29  0.00%
In MV 0.48 551 0.00%
Cco 0.52 3.10 0.20%
Number of obs 769

Figure 3. DYFP asafunction of ROE for the period 1994-2004

0.14
0.12 A /
0.1 /
& 0% Average
> 0.06 - \ ; .
- — —
o 0.04 A\ >~ ——  — = — — — < Median
= —_—
0.02 - -~
0
P @ N » (o2} ® = = = = = ) N
3 NA ) N @ N N ©® o o
[ X X X X Q 5 N 5 5 N h
H s 3 8 8 8 2 B
[¢)
ROE

30



Table 8. Dividend flexibility for firmsthat pay dividendsin year t-1, for the

period 1994-2004

Unchanged Increased
Reduces dividends inl dividends in | dividends in
Omits year t compared to year t year t
No. dividends | year t-1, still positive | compared to| compared to
obs. in year t dividends year t-1 year t-1
All firms that pay in year in year t-1 1425 6.67% .88% 42.74% 41.75%
Increased earnings in year t compared 659 1.06% 3.64% 38.39% 56.90%
to year t-1
Decreased earnings in year t compared 766 11.49% 13.32% 46.48% 28.72%
to year t-1
Decreased earnings and negative o o 0 o
earnings in year t 105 60.95% 16.19% 17.14% 5.71%
Decr_ease_d earnings and positive 661 3.63% 12.86% 51.13% 32 38%
earnings in year t
;'ergr‘st that have negative earnings in| ;14 61.11% 15.74% 16.67% 6.48%
;'ergr‘st that have positive earnings in | ;554 2.20% 8.28% 44.87% 44.65%
Table 9. Average DYFP, for the period 1994-2004
No. Average DYFP Median DYFP Average DYFP
Obs. - equally weighted - value weighted
All payers 1303 5.97% 4.36% 3.13%
Payers in KFX 112 3.99% 3.01% 3.57%
Payers not in KFX 1191 6.16% 4.45% 2.14%

Table 10. DYFP for firms having concentrated owner ship/disper sed owner ship

No. Average Median Average Median Average Median
Obs. DYFP DYFP ROE ROE MV/BV MV/BV
All payers 1303 5.97% 4.36% 11.93% 10.939 1.32 1.0
Payers —concentrated ., 4.49% 3.33% 12.20% 11.349 1.64 1.11
ownership
Payers — dispersed 740 7.11% 5.40% 11.73% 10.759 1.07 0.99
ownership
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Table 11. Cross-section regression (4)

Coefficient t-statistic P-values

Constant 0.128 7.16 0.00%
Posearn -0.029 -1.28  20.08%
ROE 0.152 3.56 0.04%
MV/BV -0.006 -4.75 0.00%
In MV -0.002 -3.35 0.08%
Cco -0.020 -9.52  0.00%
Number of obs. 1286

Table 12. Cross section regression (4) including firms making shar e repur chases

Coefficient t-statistic P-values

Constant 0.2114 2.82 0.49%
Posearn -0.0287 -1.45  14.73%
ROE 0.1592 3.71 0.02%
MV/BV -0.0098 -2.10 3.59%

In MV -0.0060 -1.88 6.03%
Cco -0.0232 -8.87 0.00%
Share repurchase 0.0759 2.62 0.89%
indicator

Number of obs. 1380
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