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ABSTRACT

This thesis attempts to provide a comparative and comprehensive understanding of corporate
dividend policy in European Countries. I examine the dividend policy of the firm in the UK,
Germany, France and Italy. The thesis is motivated by the importance of dividend policy
theory in the area of finance, the mixed theoretical and empirical evidence, the predominately
US based literature and by the financial, institutional and corporate governance differences

between European countries.

The thesis examines the “big three imperfections” of the dividend policy: taxation,
asymmetric information and agency costs. The uniqueness of the thesis is its European

character. The main argument is that differences in taxation and corporate governance

systems between European countries can prove a useful tool for providing some answers to

the dividend puzzle. With respect to dividend taxation systems the UK operates a partial
imputation system while Germany, France and Italy operate full imputation systems. With

respect to the corporate governance systems the UK is characterised as a market-based

country while Germany, France and Italy are characterised as bank-based systems.

In general results show that there are significant differences between dividend taxation
systems in European countries that result in variations of the tax discrimination variable. In
all countries ex-day returns are positive and significant suggesting that ex-day prices fall by
less than the amount of dividends. Results confirm that in countries where the differential
taxation between dividends and capital gains is high, ex-day returns are high. Also, I find that
changes in the tax systems that affect taxes on dividend and/or capital gains alter

significantly ex-day returns.

Furthermore, the corporate governance differences between market-based and bank-based
countries result in different levels of information asymmetries and/or agency conflicts.
Results in all the countries show significant share price reaction on the dividend
announcement days. Evidence provides support to the information content of dividend
hypothesis. Moreover, I do not find evidence to reject the signalling hypothesis over the

overinvestment hypothesis.
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) YEND ’C \ ROPE UN D KINGDOV RMAN RAN ANL

“The effect of a firm's dividend policy on the current price of its shares is a matter of
considerable importance, not only to the corporate officials who must set the policy, but to
investors planning portfolios and to economists seeking to understand and appraise the

functioning of the capital markets”

Miller and Modigliani, 1961

This thesis empirically investigates the dividend policy in Europe and particularly in the United
Kingdom,' Germany, France and Italy. My interest in this topic arose not only from the
importance of dividend policy in the area of finance, but from the fact that explaining dividend
policy has been one of the most difficult challenges facing financial economists. Despite decades

of study, theoretical and empirical literature has yet to completely understand the factors that

influence dividend policy and the manner in which these factors interact. Two decades ago, Black
(1976) noted that *“The harder we look at the dividend picture, the more it seems like a puzzle,
with pieces that just don’t fit together” (page 3). The situation is pretty much the same today. In a
recent survey of dividend policy, Allen and Michaely (1995) conclude, “Much more empirical
and theoretical research on the subject of dividends is required before a consensus can be

reached” (page 833); while Brealey and Mayers (2003) list dividends as one of the ten important

unsolved problems in finance.

Nevertheless, the literature has to offer valuable and significant theories and explanations to the
dividend puzzle and the dividend theory of the firm. The different theories developed, can be
categorised into three major areas - Taxation Effect Hypothesis,” Signalling Information
Content of Dividends Hypothesis,’ and Agency Conflict Hypothesis.! However, studies mainly
concentrate on the US market and country comparative studies are limited. Since literature has
also proposed that dividend policy is significantly related to the market, financial, organisational,
institutional and legal characteristics of the firm,” the differences in corporate governance systems
and taxation systems between European countries constitute a major motivation for a cross-
country comparative study. The European countries under consideration are categorised into

market-oriented countries (UK) and bank-oriented countries (Germany, France and Italy) when

' Henceforth UK

2 Brennan (1970), Poterba and Summers (1985), Miler and Scholes (1978, 1982), King (1977), Auerbach (1979),
Bradford (1981), Elton and Gruber (1970), Kalay (1982), Lasfer (1995, 1996),

} Bhattacharya (1979), John and Williams (1985), Miller and Rock (1985), Ambarish, John and Williams (1987).
4 Jensen and Meckling (1976), Easterbrook (1984), Jensen (1986), Rozeff (1982), Lang and Litzenberger (1989)

> For example La Porta, Silanes, Shleifer and Vishny (2000), consider the legal protection of minority shareholders in
an attempt to explain the dividend policy around the world.
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considering the corporate governance systems;® while in terms of the dividend taxation systems,
these may be partial (as in the UK) or full imputation systems (as in Germany, France and Italy).
The purpose is to test whether dividend policy theories can be applied in markets outside the US,
as well as to observe and compare the differences of theory predictions under different taxation,
market and financial environments. Particularly, I test whether different dividend taxation systems
result in lower (higher) taxation burden when profits are distributed as dividends and whether this
is reflected in the share price on the ex-dividend day; therefore, the predictions of the taxation
hypothesis would differ in different countries. Similarly, I assume that under different corporate
governance systems, there exist lower (higher) information asymmetry and/or agency conflicts;
therefore, the role of dividend as a signalling mechanism to mitigate information asymmetry
and/or as a mechanism to alleviate agency conflicts between managers and shareholders is less
(more) important. According to the theory predictions the importance of dividends would be
reflected in the share price behaviour on the announcement days.” Rajan and Zingales (1995),

investigate the Capital Structure using international data and note that the extent to which other

countries are similar to the US, they provide an independent sample to test the theory and
evidence developed, whereas differences would increase the ability to discriminate among
alternative theories. Taking advantage of the recent improvement and availability of international
data I conduct a comparative study across European countries, the first of its kind, to investigate
the dividend policy in an attempt to shed light on the long existing and contradicting literature of

dividend policy.

In the next section of this introductory chapter I highlight the importance of the dividend policy of
the firm and discuss the major theories developed around this issue: the rightist position who
argue that dividends affect positively the value of the firm,® the leftist who argue that dividends
have a negative effect on the value of the firm,” and the Miller and Modigliani (1961) dividend
irrelevance proposition. Miller and Modigliani argue that under certain assumptions'® dividend
policy does not have any impact on the firm’s value and thus, it does not affect the shareholders’
wealth. Miller and Modigliani theory and assumptions are discussed in Section 1.2. Perhaps the
most important contribution of the Miller and Modigliani pioneer paper is the careful description
of the conditions under which dividend policy is irrelevant. The subsequent studies that have
relaxed the Miller and Modigliani assumptions are discussed in Section 1.3. In Section 1.4 the aim
and motivation of my study are discussed. European country differences in taxation systems and

corporate governance systems, which are described in Section 1.5, are expected to affect the

® See Franks and Mayer (1994, 1997), Berglof (1990), Zysman (1983)

" See for example Pettit (1972), Lang and Litzenberger (1989).

® This is generally known as the Bird-in-the-hand fallacy (Gordon, 1959).

? Mainly because of the higher taxation imposed on dividends as compared to capital gains. For example, in the US
dividends are taxed twice, firstly at the corporation level and secondly, as income in the hands of the investors.
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testing of dividend policy and the hypotheses to be tested in my study. In the last section, the rest

of the thesis is presented.

VMIPORTANCE ANI A DRY OF L DEND 1°C
Dividend policy continues to be a well-examined area of managerial decision-making. It is
interesting because a good descriptive model of a firm’s dividend policy is important for
managers and portfolio managers in studying aspects of firm behaviour such as interactions
between investing and financing decisions. More precisely, the attractiveness of the dividend
policy lies in the fact that the dividend decision is one of the three major categories of corporate
long-term financial decisions, that the firm's management face.'" Management can affect
shareholder wealth through Capital Investment, Capital Structure and Dividend Decisions. The
investment decisions of the firm determine the level of future earnings and future potential
dividend. Secondly, capital structure influences the cost of capital, which determines, in a way,
the accepted investment opportunities; and thirdly, dividend policy influences the amount of
equity in the capital structure of the firm through retained earnings. As a consequence it also
influences the cost of capital. Allen and Michaely (1995) strengthen the importance of dividends
as they note that theories of asset pricing, capital structure, mergers and acquisitions and capital

budgeting all rely on a view of how and why dividends are paid.

By the term “Dividend Policy”, one is referring to the practice that management follows in
making dividend payout decisions, or, the size and pattern of cash distributions to the
shareholders over time. When deciding how much to distribute to shareholders, financial
managers must keep in mind that the firm’s objective is to maximise shareholder value.
Consequently, the target payout ratio, defined as the percentage of net income to be paid out as
cash dividends, should be based on a large extent on investors’ preferences for dividends over
capital gains. Shareholders attach value to shares because they expect to receive a stream of
dividends and hope to receive an eventual capital gain. Other things being equal, shareholders
prefer higher to lower dividends, but issues such as capital investment strategy and taxation may
cloud the relationship between dividend policy and share value. Based on this reservation, the
Dividend Valuation Model (DVM) has been developed, which states that the value of a share
now, Py, is the sum of the future discounted dividends plus the value of the share when sold, in

the future:

D, D, D P,
+ t ot —— o —
(1+%,)"

f TU+k)  (A+k) (1+k )"

(1)

' Mainly under perfect market conditions
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Where, k. is the cost of equity, D is the amount of dividend and n is the year in which the share is
sold. Therefore, the value of the share at any time may be found by valuing all future expected
dividend payments over the lifetime of the company. If the company lifespan is assumed infinite

and the annual dividend is constant, then the value of the share would be equal to:

= D
P. = ———---L--—:—, 2
’ Z(1+k,)' k @

¢ =l

Where D, =D; =...D,

This model implies that the company is distributing all its earnings as dividends, thus D, = E; . It
is, however, too restrictive as dividends grow through time and companies do not pay all their
earnings as dividends. A simplified version of this case is to assume that dividends grow at a
constant rate g, implying that D, = Dy(1+g), D; = Di(1+g) = D(;.(1+g)2 , etc. In this case, Equation
(1) results in the following form, referred to as the Dividend Growth Model (DGM):

D,(1+ D
I% — 0(1 g) —_ ] (3)
(k,-g) (k,—g)
The growth rate, g, is usually expressed as the product of the return on equity (ROE) times the
retention ratio (earnings less dividends over earnings). The dividend growth model however, is

subject to some key assumptions namely, that dividends grow at a constant rate and that K. is

higher than g.

If the company increases the payout ratio, then dividend, D, increases. This increase in the
numerator, taken alone, would cause the share price to rise. However, if dividend is increased then
less money will be available for reinvestment, and consequently the expected growth rate, g, will
decline. This will tend to lower the share prices. Therefore, the company’s Optimal Dividend
Policy must strike a balance between current dividends and future growth so as to maximise the

share price.

However, the opinion of the economists as to whether dividend policy affects the value of the

firm differs. One endearing feature of economics is that it can always accommodate not just two

but three opposing points of view. And indeed this is the case with the controversy about dividend

' See Copeland and Weston (1992), Brealey and Myers (2001), Lease, John, Kalay, Loewenstein and Sarig (1999)
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policy. The question of whether paying dividends or paying larger than smaller dividends has a
positive, negative or neutral effect on share prices is yet to be answered. Three theories have been

developed.

Firstly, the conservative or rightist position represented by Graham and Dodd (1951),'? states that
dividends affect positively the value of the firm, that is, an increase in dividends, increases firm
value. According to the rightists, dividends are valued more by investors than capital gains,
mainly because of the risk involved in capital gains. In their security analysis, Graham and Dodd
(1934) propose that investors buy shares in order to receive dividends. That is, dividends
represent the return to the investor who puts money at risk in the corporation. At the same time,
paying dividends is the ultimate goal of the firm. Corporations pay dividends to reward existing
shareholders and to encourage others to buy new issues of common shares at high prices. Perhaps
investors pay attention to dividends because through dividends, or the prospect dividends, they
receive a return on their investment or the chance to sell their shares at a higher price in the future.
One of the most popular and durable arguments for dividends is the Bird-in-the-hand theory,"’
which posits that since share prices are highly variable, dividends represent a more reliable form
of return than capital gains. The greater certainty associated with dividends leads investors to
place higher value on dividends (bird in the hand) than on equivalent amount of uncertain and
riskier capital gains (bird in the bush), regardless of how much the birds enjoy themselves in the
bush.

Secondly, on the left, the radical economists believe that dividends affect the value of the firm
negatively. They support that whenever dividends are taxed more heavily than capital gains,'
firms should pay the lowest cash dividend they can get away with and then available cash should
be retained or used to repurchase shares. By shifting their distribution policies in this way,

corporations can transmute dividends into capital gains. If this financial alchemy results in lower

taxes, it should be welcomed by any taxpaying investor. This is the basic point made by the leftist

party when it argues for low-dividend payout.

Finally, the middle of the roaders, Miller and Modigliani, in their pioneering theoretical paper

show that in a world without taxes, transaction costs, or other market imperfections, the dividend

2 1n 1951, Graham and Dodd, highlighted the importance of dividends:

“... The considered and continuous verdict of the stock market is overwhelmingly in favour of liberal dividends as
against niggardly ones. The common stock investor must take this judgement into account in the valuation of stock for
purchase. It is now beccoming standard practice to evaluate common stock by applying one multiplier to that portion of

the earnings paid out in dividends and a much smaller multiplier to the undistributed balance”
13 See Gordon (1963), Lintner (1962)

' Even when the taxation rates on dividends and capital gains are equal, for example after the 1986 Tax Reform Act

(TRA) 1n the US, there is a tax disadvantage to dividends because capital gains are only taxed on realisation. See
Constantinides (1983, 1984)
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policy is irrelevant to the firm value. It is widely accepted that Miller and Modigliani made a
scientific inquiry into the motives and consequences of corporate dividend policy, which
constitutes the starting point of one of the longest and most intractable controversies in the

literature of finance.

\J TR AND V101 A I\ ) ) JEND IRRELEVANCE L) P( N

Miller and Modigliani (1961) content that a firm’s value is determined solely by its investment
decisions and that the dividend payout ratio is a mere detail, as the net payout is only a residual
i.e. the difference between earnings and investments. They maintain that the effect of any

particular dividend policy could be exactly offset by other forms of financing, such as the sale of

new common equity shares.

The essence of the Miller and Modigliani theory is that investors can create their own dividends

by selling shares of stock. If the firm retains earnings and invests them in new projects, existing

shareholders can sell stock and consume the proceeds, leaving themselves in the same position as
if the firm had paid a dividend. Alternatively, if management elects to pay a dividend, new stock
must be issued to undertake new projects. If shareholders prefer to reinvest rather than consume,
then they can do so by buying a pro rata share of the new stock issue with the dividends paid. In
this instance, shareholders would be in the same position that they would have been in, if no
dividend had been paid. Therefore, regardless, of corporate dividend policy, investors can create
their own dividend position costlessly. This is referred to as the home made dividend. The
situation will also lead to the “Clientele Hypothesis” according to which, the firms’ dividend
policy tends to attract “clienteles” consisting of those investors who are in favour of the firm’s

particular dividend policy. For these reasons, stockholders are indifferent to corporate dividend

policy; as a consequence, the value of the firm is independent of its dividend policy."

Perhaps the most important contribution of the Miller and Modigliani paper was the careful and

detailed description of the conditions under which dividend policy is relevant.'® Dividend policy

may be relevant if one or more of the assumptions underlying the Miller and Modigliani theory

are violated. The Miller and Modigliani assumptions are listed below:

¢ INDEPENDENCE OF TIIE COMPANY’S INVESTMENT AND DIVIDEND POLICIES: The firm’s
investment policy is fixed; known by investors and not affected by its dividend policy. The
firm follows a value maximising policy by accepting all Positive Net Present Value projects.

¢ PERFECT CAPITAL MARKETS:

'> A simple proof of the Miller and Modigliani dividend irrelevancy model is provided in Appendix 1.

16 See Allen and Michaely (1995) for a detailed discussion of the MM (1961) dividend irrelevance theory and the
underlying assumptions.
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= There are no taxes. The reason for this assumption is clear. Because dividends have
been traditionally taxed more heavily than capital gains, at least in the US, in the
absence of taxes investors are indifferent between receiving cash in the form of
dividends or capital gains.

» There is no information asymmetry. All investors have the same information and
that investors have the same information as the managers of the firm. However, in
practice this is rarely the case. Managers are insiders and are likely to know more
about the current and future prospects of the firms than outsiders. Dividends may
reveal some information to outsiders about the value of the firm, or may be used to
change the market’s perception about the firm's value.

= There are no contracting or agency costs associated with stock ownership. This
assumption means that there i1s no agency problem amongst managers and
shareholders.!” In this case, motivating management’s decisions is possible though the
use of forcing contracts. Without complete contracting possibilities, dividend policy
may, for example, help to ensure that managers act in the interest of shareholders.'®

» There are no transaction or flotation costs. If this is the case, firm managers could
distribute dividends and raise external funds to finance the investments of the
company.'’ Similarly investors are indifferent between dividends and selling their
shares to obtain cash.”

» Markets are complete. In order to realise the importance of this argument, assume
that because trading opportunities are limited, there are two groups with different
marginal rates of substitution between current and future consumption. By adjusting
its dividend policy, the firm may be able to increase its value by appealing to one of
these groups. Explanations along these lines, have received very little attention in the
literature.®’ Nevertheless, they may be important if some investors desire stocks with a

steady income stream, and markets are incomplete because of high transaction costs.

About forty years after the Miller and Modigliani dividend irrelevance proposition, dividend

policy has received considerable theoretical and empirical attention in the literature and great

'7 Or shareholders and other claimants in the company (for example, bondholders, creditors); Sce Jensen and Meckling
(1976).

'® A high payout ratio may force the management to be more disciplined in the use of the firm's resources and
consequently increase firm value. Sce Jensen (1986).

A number of studies violated this assumption, including Rozeff (1982), Dempsey and Laber (1992), Alli, Khan and
Ramirez (1993), Schooley and Barney (1994), Hansen, Kumar and Shome (1994), Moh'’d, Perry and Rimbey (1995),
Holder, Langrehr and Hexter (1998) found a negative relationship between dividends and issuing costs.

20 | evy and Sarnat (1990) noted that shareholders seeking to increase their investment in the firm would prefer not to
receive cash dividends, thereby increase his/her investment in the firm without incurring any transaction costs. By
contrast, investors who desire to decrease their investment in the firm would prefer to receive dividends thereby
avoiding transactions costs, which would apply to the alternative of selling shares on the market.
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amount of work has been done in an attempt to explain the dividend policy phenomenon. The
Miller and Modigliani proposition is today widely accepted, and the controversy around dividend
policy concentrates on the question of whether and how in the presence of market imperfections
such as taxes and/or information signalling dividend policy affects the value of the firm. Clearly,
the observed interest in dividends must be related to some violation of the Miller and Modigliani
assumptions. In the next section I provide a brief literature review, concentrating on relaxing each
of the Miller and Modigliani assumptions as well as other factors identified to affect the dividend

policy of the firm.

) YEND Y'C SEYONI D\ ‘R AND VMOIL ANI A \ ON

The principal conclusion of Miller and Modigliani dividend irrelevance theory is that dividend
policy does not affect the required rate of return on equity, k.. This conclusion has been debated
by academics. In particular, Gordon (1963) and Lintner (1962) argue that k. decreases as the
dividend payout is increased because investors are less certain of receiving the capital gains which
are supposed to result from retaining earnings than they are of receiving dividend payments.
Gordon and Lintner support that investors value a dollar of expected dividends more highly than a
dollar of expected capital gains because the dividend yield component, DY/P,, is less risky than
the capital gains, g, component in the total expected return equation, ke=(DY/Pg)+g. This theory is
today generally referred to as the “Bird-in-the-hand Theory.”** However, according to
Frankfurter (1999) the Miller and Modigliani thesis is just a special case of the bird-in-the-hand
model. In perfect markets, there cannot be two different opportunity rates, given risk. Therefore,
according both to Miller and Modigliant and the bird-in-the-hand theories, firms should be

indifferent between paying any, all, or some of their earnings as dividends.

Black (1976) examines each one of Miller and Modigliani assumptions in an attempt to solve the
dividend puzzle as to why firms pay dividends. When considering dividend taxation, Black notes
that investors and corporations are not indifferent to the level of dividends but they prefer smaller
dividends or no dividends at all. On the other hand, transaction costs do not tell us much about
why corporations pay dividends because if investors are concerned about transaction costs then
non-dividend paying companies can arrange for other forms of distributing cash, such as
automatic share repurchase plans. Moreover, dividend changes often convey information about
the management perception of the firm; therefore we are unable to answer the question of why
corporations pay dividends if dividend policy gives information to investors about the true

management beliefs. Black also considers the creditors of the company who are in conflict with

2! See Allen and Michaely (1995), Brealey and Myers (2001) for a discussion. Also DeAngelo and Masulis (1980)

amongst others.
22 One bird in the hand is better than two in the bush (regardless of how much the birds enjoy themselves in the bush).
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the shareholders. That is, what helps the creditors will harm the shareholders; therefore, if the
company pays dividends then the extra cash flow of the company will not end up in the hands of
the creditors. However, if the company pays no dividends, then creditors might agree to better
credit conditions and this would eliminate the negative effects of cutting the dividend on the
position of the shareholders relative to the creditors. Moreover, the puzzle of why firms pay
dividends gets more complicated when considering the investment policy of the company.
Dividend decreases is a low cost way to raise money for new investments but on the other hand,
dividend increases will prevent unprofitable investments. Black concludes that the harder we look
at the dividend picture, the more it seems like a puzzle, with pieces that just don’t fit together.
Studies that relaxed the Miller and Modigliani assumptions and dealt with the dividend policy of
the firm could be categorised in three major areas: Taxation, Signalling information content of

dividends, and the agency conflict, which are examined in this study.*

‘ & ‘ . t ‘ ‘B .
In the real world the Miller and Modigliani assumption of no taxation is violated. Three opposing

views have been developed as to the effect of taxation on the dividends. The “Tax Irrelevance

View” (Miller and Scholes, 1978) argues that taxes have no influence on dividends because
shareholders can avoid dividend taxes; the “New View”(Zadrow, 1991), supports that taxes have
no impact on dividends because dividends are simply the residual after investments have been
financed from post-corporate taxes. This view is also known as the “Capitalisation View.”
Thirdly, the “Traditional View” supports that dividend taxation is an additional cost on corporate
profits. Studies in the literature that compare between the three taxation views include McKenzie
and Thompson (1996); Poterba and Summers (1985); Harris, Hubbard and Kemsley (1999),
Hubbard, Kemsley and Nissim (2001); Allen and Michaely (1995, 2001) amongst others. The tax
related literature on dividends is extensive but remains inconclusive and mixed. Two basic tax

approaches to the dividend puzzle have been developed in the literature.

The first examines the relationship between (risk-adjusted) before-tax rates of return and dividend
yields. This is a variant of the Capital Asset Pricing Model (CAPM) first developed by Brennan
(1970). If the effective tax rate on dividends exceeds the effective tax rate on capital gains for the
marginal investor, then, all else equal, the before-tax (risk adjusted) rate of return on stocks with

higher anticipated dividend yields must be higher to compensate for the higher tax rate on

3 An additional view is provided by the behavioural models under which, the Miller and Modigliani
assumption that investors are rational (i.e. prefer more wealth to less wealth) is violated. However, this has
been a rare target of research in finance because this theory is not directly testable. The two major
contributions to this area of dividend policy are the work of Thaler and Shefrin (1981) and Shefrin and
Stateman (1984). The explanation presented is that investors prefer a managed dividend policy to provide
discipline in their investment and consumption decisions.
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dividends relative to capital gains. Tests of the Brennan relationship have been carried out by
Morgan (1982), Poterba and Summers (1984, 1985), Keim (1985), Rosenberg and Marathe (1979)
and Kalay and Michaely (1993, 2000) amongst others. Moreover, Litzenberger and Ramaswamy
(1979, 1980, 1982) test the Brennan (1970) CAPM and interpret the positive dividend yield
coefficient as evidence of a tax effect. Investor’s aversion to dividends should result in higher
expected returns and lower share prices. Litzenberger and Ramaswamy studies have been
supported by Blume (1980), Hess (1983), Keim (1985), Morgan and Thomas (1998) amongst
others. However, the empirical evidence based on this approach has been mixed. Black and
Scholes (1974) express strong scepticism about the logic of the tax case against dividends and
conclude that firms cannot influence the share prices by pursuing a high yield or low yield
dividend policy. Moreover, Gordon and Bradford (1980), Miller and Scholes (1982) and Chen
Grundy and Stambaugh (1990) amongst others find support for the notion that the

dividend/capital gains tax differential does not affect before tax returns.

A second approach to the dividend policy of the firm is to examine the ex-dividend day behaviour
of share prices and compare the expected price drop relative to the dividend per share. Without
personal taxes on equity, arbitrage arguments imply that share prices should fall by the full
amount of dividend on the ex-dividend day (Elton and Gruber, 1970). If the effective tax rate on
dividends exceeds that on capital gains, similar arguments suggest that the reduction in the price
should be less than the amount of dividend. Scholes and Wolfson (1992) provide a detailed
discussion of this approach and its shortcomings. Elton and Gruber (1970) find evidence that the
dividend and capital gains tax differential is important for the marginal investor. Evidence from
the US® shows that share prices fall by less than the amount of dividend, implying that the
dividend and capital gains differential was positive for the marginal investor. This is interpreted
as evidence consistent with the “Tax Effect Hypothesis”. Studies consistent with Elton and
Gruber (1970) include Lasfer (1995, 1996), Bell and Jenkinson (2001), Heath and Jarrow (1988),
Kaplanis (1986), and Barclay (1987).

However, these tax arguments were challenged by Kalay (1982) who developed the “Short-
Trading Effect Hypothesis’’, which implies that in the presence of dividends and capital gains tax
differential, arbitrage opportunities for short-term traders exist, for example for institutional
investors who are taxed at the same rate on dividends and capital gains.” These traders may enter

the market around the ex-dividend days in response to these arbitrage opportunities, effectively

*4 Dividends are capitalised into share prices, developed by King (1977), Auerbach (1979) and Bradford (1981).
*> Also see Campell and Barenek (1955)

% Dividend Capturing activities are prohibited in the UK under the anti-tax avoidance legislation dealers, tax-exempt
institutions and individuals are prevented from trading around the ex-day for the sole purpose of capturing dividends
and/or avoiding taxes. See Poterba and Summers (1984) for details on the 1970 Anti-Avoidance Act.
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becoming the marginal or price-setting investors around those days by virtue of their lower
transaction costs. In the presence of these traders, it may be difficult to infer the effective tax rate
on dividends by observing price drops, which could just represent transaction costs. Moreover, if
such traders are the price setters around ex-dividend days, the absence of a tax effect may not
mean that dividend taxes are irrelevant to dividend policy and investment decisions, as different
groups of investors, with different tax characteristics, may form the company’s usual marginal
investor clientele. Karpof and Walking (1988), Eades, Hess and Kim (1984, 1994), Lakonishok
and Vermaelen (1986), Koski (1996) find evidence in favour of the Short-Term Trading
Hypothesis in the US.

The ex-day hypothesis is also reflected by studies that focus on market microstructure effects.
Two studies recognise the fact that prices fall by less than the dividend, but they put forth
explanations, which are neither related to taxes nor to short-term trading around the event. Bali
and Hite (1998) argue that the drop in share prices by less than the dividend is due to discreteness
in prices rather than taxes. Frank and Jagannathan (1998) on the other hand, hypothesise that the
collection and reinvestment of dividends is bothersome for individual investors but not for market
makers who tend to buy before a stock goes ex-dividend and then sell on the ex-date. They argue
that the bid-ask bounce contributes to, if not totally to explain a phenomenon others interpret as

tax/short-term trading effects.

Studies overcome the problem of interpretation of ex-dividend day pricing by analysing changes
in the tax law. This provides natural experiments for investigating the impact of taxes on share
prices based on the notion that if taxes are relevant to the marginal investor, changes in the
differential tax treatment of dividends and capital gains should be reflected in share prices as soon
as the tax changes are announced or anticipated. Poterba and Summers (1985) use this approach
to analyse tax changes in the United Kingdom, and find that the impact of announcements of
dividend tax reductions on share prices is positively (although not statistically significant) related
to dividend yields. In effect, they find that changes in dividend taxation has a significant impact
on ex-dividend price movements while changes in capital gains taxes do not, suggesting while the
effective capital gains tax rate is close to zero, the effective tax rate on dividends is not. Lasfer
(1995) analyses the effect of the 1988 ICTA in the UK, which is equivalent to the US 1986 Tax
Reform Act that eliminated the preferential taxation of capital gains over dividends; and finds
strong evidence to support the taxation effect hypothesis. In contrast, Michaely (1991) finds an
ex-dividend price drop equal to dividend per share before and after the 1986 Tax Reform ACT,
suggesting that ex-day returns are not affected by taxes. Menyah (1993) tests the tax effect

hypothesis as opposed to the short-term hypothesis during four major tax changes in the UK and

11
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results hardly show any support for the taxation effects. In summary, the evidence regarding tax
effects and dividends remains controversial. Regardless of the methodology used, there is no clear
consensus in the literature and in fact some studies suggest that other economic forces might

explain dividend share price behaviour.

. INFORMATION SIGNALLING HYPC
The primary alternative explanation for why dividends are paid is that dividends send a signal to
the market about the management’s view on the future prospects of the firm. Studies, that analyze
the signalling effects of dividend policy attempt to violate Miller and Modigliani assumption of
no information asymmetry. Dividend signalling is an important topic because by paying dividends
a firm can prove it is able to generate cash, not just accounting profits.”’ In turn, by revealing its
profitability in this manner, the firm can be differentiated from less profitable firms. Another
reason signalling is important to management is that it has an incentive to perform well enough to
maintain its dividend and avoid the adverse consequences of a dividend cut or equity issues to

replace funds paid out.

The first major dividend signalling study is credited to Bhattacharya (1979). He assumes that
outside investors have imperfect information about the firm’s profitability, and that cash

dividends are taxed at a higher rate than capital gains. Under these assumptions, dividends

function as a signal of expected cash flows. Bhattacharya’s result concerning the shareholders’
planning horizon is that the shorter the horizons over which the shareholders have to realise their
wealth, the higher the equilibrium proportion of dividends to expected earnings. In his model, the
announcement effects of dividends increases (decreases) are positive (negative). Dividend payouts

are lower, with larger adverse tax consequences and higher flotation costs of external finance.

Bhattacharya’s work is followed by a number of papers, which hypothesise that dividends are
used by managers to transmit information to the capital market. The signalling paradigm for
dividends is used, inter alias, in Heinkel (1978), Miller and Rock (1985), John and Williams
(1985), Ambarish, John and Williams (1987) and Williams (1988). Typically in signalling models
there 1s a dissipate cost either in the form of higher taxation of dividends vis-3-vis capital gains as
in Bhattacharya (1979), or in the form of cost of raising external capital, as in John and Williams
(1985), Ambarish, John and Williams (1987) and Williams (1988); or in the form of reduced
investments, as in Heinkel (1978), Miller and Rock (1985). Kumar (1988), signalling paper shows

that dividends can support a semi-separating equilibrium.

12
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John and Williams (1985) explain why it might be optimal for a firm to pay cash dividends and
raise new equity financing or repurchase stock in the same planning period. In their model,
dividends are paid to reduce the under-pricing of the shares issued to raise new outside financing.
Miller and Rock (1985) demonstrate, from a theoretical point of view, that there exists a
signalling equilibrium under asymmetric information and examine dividends net of external
financing based on the earnings, dividend and financing announcements, and the impact of the
firm’'s policies on an optimal investment level. They find that eamings and dividend
announcements convey the same information, while the financing and dividend announcements
effects are of opposite sign. Ambarish, John and Williams (1987) construct an efficient signalling
equilibrium with dividends and investments identifying its properties in an attempt to provide

some explanation as to why dividends persist despite dissipative costs.

The signalling hypothesis is based on the “Dividend Smoothing Model” which is in turn based on
the work of Lintner (1956) who suggests a “Partial Adjustment Model” in an attempt to explain

corporate dividend behaviour. Managers focus more on dividend changes than on absolute levels,

and they smooth dividends changes to move gradually towards a long-run desired target dividend
level, in accordance with sustainable earnings. Smoothing models suggest that dividends are set

conditional on future earnings expectations that are formed based on the information available (at
time t-1), before the dividend decision is made (at time t). Dividend smoothing is conditional on
the managers’ earnings expectations, that is, if earnings conditions remain unchanged, the
managers’ past expectations is fulfilled and dividends are smoothed according to the managers’
original plans. Therefore, current dividends reflect the expectations on future earnings. Fama and
Babiak (1968) extend Lintner’s model and suppressing the constant term and adding a term for
the lagged level of earnings. They conclude that managers only increase dividends after they are

sure that they will be able to maintain them permanently at a new level.

Chen and Wu (1999) examine the predictive relations between corporate dividends, earnings and
prices and the implication of these relations for dividend signalling and smoothing. They find
dynamic relations between dividends, earnings and prices. They also find that dividend changes
are driven by both signalling and smoothing motives and that information about unexpected
changes in future earnings can be provided by dividend changes. Garrett and Priestley (2000)
provide evidence of dividend smoothing and dividends conveying information regarding

unexpected positive changes in current permanent earnings.

27 Kaplan and Roll (1972, 1973) argue that profits can be “manipulated” by clever accounting practices, and so may be
interpreted with scepticism by investors.
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Much of the literature on asymmetric information and dividends examine the effect of dividend
changes, i.e. increases/initiations and/or decreases/omissions, on share prices. Pettit (1972) finds
that announcements of dividend increases (decreases) are followed by significant share price
increases (drops). Aharony and Swary (1980) examine the dividend and earnings announcements

and stockholders returns and find strong evidence to support the hypothesis that changes in
quarterly cash dividends provide useful information beyond that provided by the corresponding
quarterly earnings numbers. They also observe that on average, the stock market adjusts in an
efficient manner to new quarterly dividend information. However, Penman (1983) finds that there
1s not much information conveyed by dividend changes themselves, after adjusting for
management’s future earnings forecasts. Healy and Palepu (1988) examine dividend initiations
and omissions and find evidence consistent with Petit (1972). Christie (1994) find that despite the
fact that dividend omissions trigger a substantial decline in share value, those losses are much
smaller in magnitude than cases where reduction of dividends was less than 100 percent. Other
studies that examine the information effect on dividends include Watts (1973), Brickley (1983),
Kalay and Lowenstein (1985, 1986), Kumar (1988), Lang and Litzenberger (1989), Bajaj and
Vijh (1990, 1995), Kao and Wu (1994), Lee (1995) amongst others.

Watts (1973) tests the hypothesis whether dividends could convey substantial information in
addition to the information conveyed by earnings. He developes the “Unexpected Change in
Dividends Hypothesis” according to which, the additional information must be reflected in the
difference between actual current dividends and the conditional expectation of current dividends
(conditional on current earnings). He concludes that in general, the information content of
dividends can only be trivial. DeAngelo, DeAngelo and Skinner (1992, 1996) provide arguments
against the use of dividends as a signal of the firm quality, as little evidence is found to support
the hypothesis that dividend decisions help to identify firms with superior future earnings. Results
In contrast with the predictions of the signalling hypothesis are also provided by Benartzi,

Michaely and Thaler (1997), Jensen and Johnson (1995) amongst others.

AGENCY MOL AND DIVIDEND PC
Relaxing the Miller and Modigliani assumption of complete contracts, different forces that
operate within firms may cause the interests of different groups in the firm to conflict. Literature
has identified three groups within the firm that may be affected by the dividend policy, namely,
the shareholders, the managers and the bondholders. The agency conflict literature can be divided
into two major categories. Firstly, studies that examine the relationship between shareholders and

managers, and secondly, studies concentrating on the conflict between shareholders and

debtholders. In this study I mainly concentrate on the shareholders-managers conflict while the
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study of the shareholders-bondholders conflict in European countries is a theme of further

investigation.

The essence of the agency problem is the separation of ownership and control.”® Jensen and
Meckling (1976) define an agency relationship as a contract under which one or more persons (the
principals/shareholders) engage another person (the agent/managers) to perform some service on
their behalf, which involves delegating some decision-making authority to the agent. If both
parties to the relationship are to maximise utility, there 1s good reason to believe that the manager
will not always act in the best interests of the shareholders. The shareholders can limit

divergences from his interest by establishing appropriate incentives for the management and by

incurring monitoring costs designed to limit their atypical activities.

One of the best-known studies to find an empirical relationship between agency costs and

dividend policy is Rozeff (1982). He examines a number of unregulated firms in 64 different

industries and finds that if a firm has a high percentage of insider share ownership, it will pay a
small dividend and in the opposite case where a firm has greater number of shareholders, a high
dividend policy would be adopted in order to reduce agency costs. An optimal dividend policy
may exist even when tax considerations are ignored. Moreover, he argues that increased dividend
payments would reduce the volume of funds over which management has discretionary control,
therefore the agency costs would be reduced, but the transaction costs of external financing
increase. Therefore, there 1s an optimal dividend payout, which minimises the sum of these
opposing costs. Rozeff ‘s conclusions (1982) were later supported by Jahera et al (1986),

Dempsey and Laber (1992), Schooley and Barney (1994), Hasen, Kumar and Shome (1994), Rao
and White (1994), Holder et al (1998), to name a few.

Grossman and Hart (1982), and Easterbrook (1984) address the management-shareholder conflict
and suggest that shareholders can minimise the cash that managers control, and this will prevent
managers from investing in negative net present value projects. One way of minimising the
managers’ access to free cash flows is through increasing dividend policy.”’ In effect the dividend
payout increase would cause an increase in the firm value by reducing potential over-investment.
Moreover, dividends may keep firms in the capital market, where management monitoring is

available at lower cost and may be useful in adjusting the level of risk taken by managers and

different classes of investors (Easterbrook, 1982).

8 See Jensen and Meckling (1976), Fama and Jensen (1983), Coase (1937) and Shleifer and Vishny (1997) for a
discussion.
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The “Free Cash Flow IHypothesis” suggests that there are some interrelationships between a
firm’s investment and dividend decisions. The greater the amount of new investment undertaken
by the firm, the smaller the cash dividend can be paid out, or the more new equity must be issued.
The important point is that firms that have more growth options are expected to pay lower cash
dividends. The starting point of Jensen's (1986) free cash flow analysis is that managers with
large balances of free cash flow may use this money for purposes that do not serve the best
interests of the shareholders. Therefore, Jensen argues that shareholders’ best interests might be
served if cash balances not needed for investment are minimised by dividends, which extract
surplus cash from management control. Alternatively, a way of reducing management control
over free cash flow is to increase the firm’s leverage, which would result in regular interest

payments.

Lang and Litzenberger (1989) attempt to distinguish between the predictions of the free cash

" flow/overinvestment hypothesis as opposed to the cash flow signalling hypothesis by

investigating the share price behaviour around dividend change announcements. They use the
Tobin’s Q as a proxy of investment opportunity and distinguish between overinvestment (Q<1)
firms and value maximising firms (Q>1). They show that Q<1 firms had greater price reactions,
on average, to dividend changes than Q>1 firms which provides direct support of the free cash
flow hypothesis over the cash flow signalling hypothesis.”’ Further tests of the revisions of the
analysts’ earnings forecasts provide further support of the Jensen's (1986) free cash flow
hypothesis. Yoon and Starks (1993) use the same methodology to examine Q>1 and Q<1 firms.
Overall, they note that although results indicate that the free cash flow hypothesis does not
explain the information effects of dividend change announcements,”” the free cash flow
hypothesis cannot be completely ruled out as it explains the observed cross-sectional differences
in dividend policy. The fact that low Q firms have higher dividend yield and larger dividend
change that high Q firms is consistent with the implications of the free cash flow hypothesis.
Moreover, Barclay, Smith and Watts (1995) find evidence to support that dividend policy and
growth have an inverse relationship and that large firms have significantly higher dividend yields.
Further they reject the taxation and the free cash flow hypotheses in favour of the signalling
hypothesis. Lie (2002) investigates the relationship between excess funds and firm’s payout

policies and finds evidence that dividend-increasing (or repurchase) firms have cash in excess of

2 These theories suggest significant departure from the original MM assumption that dividend policy and investment
gyolicy are inter-related.

° Tobin's Q is the ratio of the market value of the firm to its replacement cost of assets
3 Lang and Litzenberger (1989) note that under the cash flow signaling hypothesis, for firms with Q>1 the predicted
impacts on returmns of announcements of dividend changes is larger in absolute value for dividend decreases than for
dividend decreases. However, the overinvestment hypothesis predicts a symmetrical impact. For firms with Q<I, the
two hypotheses predict a significant impact on return in both dividend increase and decrease cases.

32 Their results provide more evidence to support the free cash flow signaling hypothesis. Also see (Denis, Denis and
Sarin , 1994)
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peer firms in the industry. He also finds that the market reaction to the announcement of special
dividends (and repurchases) is positively related to the amount of excess cash the firm has, and

negatively related to the firm’s investment opportunity measured by Tobin's Q.

: AIM AND MOTIVATION C L
The long existing dividend puzzle as well as the importance of dividend policy in the area of
finance constitute the primary motivation of my study. Almost half a century after the Miller and
Modigliani (1961) dividend irrelevancy theorem and a considerable number of years after Black’s
(1976) statement, the literature has not proved to be successful in providing strong and widely
accepted theoretical and empirical evidence to the controversies around the dividend policy of the
firm. However, despite the fact that the dividend policy discussion is an enigma with no obvious
optimal strategy, literature has identified some broad recommendations to guide both financial

managers and investors. Three major theories have been developed namely the Taxation Theory,
Signalling Theory and Agency Conflict Theory. As shown above™ the empirical evidence is

mixed and contradictive therefore, the need for further research constitutes a great challenge for

this study.

Secondly, a great motivation is the fact that the majority of studies in the literature mainly
concentrate on one market, namely the US, and to a lesser extent the UK. A number of other
studies examined the dividend policy in other single countries, for example, Japan,** Australia®*
and Canada;*® but dividend policy has not been examined extensively in European countries.” An
important motivation for this study is the question of whether the dividend policy theories

developed in the US can be applied to European countries.

Studies that looked at cross-country analysis of dividend policy are very limited.”® Given that
dividends are likely to be affected by differences across countries in financial, structural,
institutional, accounting, legal and political environments, I carry out a European cross-country

comparative study to test whether these differences (and/or similarities) can provide some insight

into the long existing dividend controversy.

33 Most of these results are summarised in Appendix 2.

34 See for example Prowse (1992), Bergloff and Perotti (1994), Kato and Loewenstein (1995).

35 See for example Graham (1989), Justin (1997), Brown, Clarke, How and Kadir (2000).

36 See for example Booth and Johnston (1984), Morgan and Jacques (1978).

37 See for example, Michacly and Murgia (1995) for Italy, Lasfer (1995, 1996) for the UK, Romon (2000) for France,
Gugler and Yurtoglu (2001), Amihud and Murgia (1997) for Germany.

® The exemption is, Aivazian, Booth and Cleary (2001) who compared the dividend policy of developed versus
emerging markets.
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It is difficult to generalise regarding the dividend policy of the firm. Efforts to develop a dividend
policy must reflect consideration of a variety of issues. The future capital requirements of the
corporation, the expected stream of earnings and cash flows and variability of these flows,
shareholder expectations and attitudes, changes in corporate tax policy, the future cost and

availability of capital, the strategy of corporation with respect to investment and new product
development, the cash requirements and tax position of both the corporations and shareholders all

play a role in determining a dividend policy. Some of these factors tend to differ between
countries while other factors appear to be similar. This constitutes an ideal opportunity to test the

effects of these factors on the dividend policy of the firm. Moreover, a consideration of dividend
policy in different countries across time, that is, comparisons between different periods of time
where factors observed to affect the dividend policy have changed (for example, changes in the

dividend taxation systems) would be able to provide some concluding results to the controversy.

In addition it should be noted that the results may not only provide a comparative basis against

which prior empirical studies carried out in the US can be evaluated, but also help stimulate

further tests of the dividend policy in European markets. Because various imperfections affect

firms differently, dividend policy may vary substantially from one firm to another, from one
market to another, from one country to another. Although researchers focus on each market
imperfection in isolation, complex interactions may exist among these frictions. If the
imperfections are insignificant or offsetting, the Miller and Modigliani (1961) dividend
irrelevance proposition may hold. Otherwise, these market imperfections may be relevant to the

dividend setting process and to the value of the firm.

Also, it could be argued that the dividend puzzle is studied in the literature from two points of
view. The first group of studies seeks those factors considered by the managers of the firm when
setting the rate of dividend distribution of the companies they manage, i.e. the allocation of the
shareholders’ returns in terms of immediate and/or future benefits; while a second group attempts
to discover the relationship that exists between the dividends distributed by a company amongst
its shareholders and the price the shareholders are prepared to pay for the company's shares. It
follows that a study of dividend policy is not only important for the managers who take decisions
about the firm, but also to the shareholders. The study will also provide useful information to both
international and domestic investors. The analysis of dividend behaviour across countries, besides
being helpful to improve international portfolio management, is likely to provide an
understanding of how country’s regulatory, financial and economic environments affect the

corporate dividend policy. Therefore, the study is not only useful to different types of investors

and managers, but could also prove important to policymakers who determine the laws and rules

of the market. To the best of my knowledge there is neither a comparative study comparing the
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dividend policy in European countries and particularly in the UK, Germany, France and Italy, nor
a study to provide a detailed description/analysis of the dividend taxation (and or governance)
systems in these countries. The sample countries are selected to provide both an economic and
political balance. Also, the UK, German, French markets, and to a lesser extent the Italian market

are amongst the most important markets in Europe (and the rest of the world).

In Rajan and Zingales (1995) terminology, the cost of using an international sample is that some
time has to be spent in analysing the differences between countries ranging from accounting
practises to legal and institutional environments. The purpose of the following section 1is
threefold. I describe the differences in the factors affecting the dividend policy between the UK,
Germany, France and Italy. I give further insight to the reasons of selecting these particular

countries and I provide a further discussion of the motivation of my study.

4.1 L DEND 1 AXATION ‘MS 1IN ROPE AND IR LFFE ON L DENDS
The dividend puzzle becomes even deeper when taxation is considered. The issue relates to the
fact that since dividends are usually taxed more heavily than capital gains (for example in the
US), companies should retain all of their earnings and provide returns to the shareholders through
increases in share prices.”® Under the classical system, mainly adopted in the US, corporation tax
operates separately from personal tax; consequently dividends are subject to double taxation, first
at the corporation level and then in the hands of shareholders at their personal income tax rate.
However, in European countries, the classical system was replaced by the imputation tax system,
under which shareholders are entitled to a partial/full tax credit for the corporation tax paid on the
underlying profits distributed; but no tax credit is provided on capital gains. Thus, imputation
systems are designed to alleviate the double taxation on dividends and reduce the shareholders’
preference for retained earnings (i.e. shareholders are expected to reward high dividend payout
companies). Yet there are major differences in the dividend taxation systems between the four

European countries under consideration.

In the UK a partial imputation tax system was adopted in 1973, under which when a company
distributes profits it must also pay Advanced Corporation Tax,* equivalent to the basic income
tax rate, on the gross dividend. The distributing company pays ACT to the Inland Revenue
fourteen days after the quarter in which the announcement of dividend is made and then ACT 1s

deducted from the firm’s corporation tax liability.*" At the shareholder level, income tax is levied

¥ See Allen and Michaely (1995), Poterba and Summers (1985)
“0 Henceforth, ACT.

1 The difference between the company’s total corporation tax liability and ACT paid (on gross dividends) is the
Mainstream Corporation Tax Liability and is usually payable nine months after the end of the accounting period. Other
things equal, the corporation tax liability remains the same regardless of the company’s dividend policy, but there is a
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on the gross dividend received and the related tax credit.* The UK imputation tax system is
complex in the sense that imputation is granted at the basic rate of tax; therefore, due to the
progressive marginal rate of income tax structure, shareholders who are taxed at the higher tax
rate are required to pay additional tax on dividends received, whereas lower taxpayers are
refunded the tax credit. Basic income tax payers have no further tax obligations as to the
dividends received. Capital gains in the UK are taxed at the shareholders’ personal income tax
rate. Since 2 July 1997, the dividend tax credit is no longer refundable to pension funds (who are

tax exempt investors) and corporations receiving dividends.

The current German dividend taxation system was adopted in 1977 and combines the features of a
split rate system with those of a full imputation system. At the company level, distributed profits
are subject to a lower corporation tax rate than retained profits. As from 1998 headline tax rates of
40 percent on retained profits and 30 percent on distributed profits were augmented by a 5.5

percent solidarity surcharge and additional local taxes on corporate profits ranged from around 13

percent to 20 percent. Shareholders are entitled to a tax credit on dividends received equal to the
full amount of tax paid at the company level, which is credited against their tax liability. Tax-
exempt shareholders are not entitled to the tax credit and are liable to no further tax liability on
dividends received; while foreign investors are not entitled to any tax credit.*’ Capital gains for

corporations in Germany are taxed as ordinary income; in contrast, individuals are not liable to

capital gains tax if the holding period exceeds six months (twelve as of 1999),4

In France a full imputation tax system was introduced in 1993 following a partial imputation
system since 1966. The French system remains very different from those of other European
countries, as the top marginal income tax rate is amongst the highest in Europe, but the average

rate of this tax is one of the lowest. This paradox is one example of the uniqueness of the French
tax system.* Companies are liable to corporation tax on their annual profits at the rate*® of 36%,
percent while net profits available for distribution are grossed up by the Avoir Fiscal (imputation
tax credit rate) and then taxed at the corporate income tax rate of 36%, percent. Dividends
distributed out of profits that have not borne the full corporation tax (for example, profits not

generated in France) are subject to equalisation tax, the “précompte”. Shareholders are entitled to

timing difference; Lasfer (1996) documents that firms who are unable to recover their ACT (are in surplus ACT
?osition) pay lower dividends.

2 Income and Corporation Taxes Act 1988 §20. Henceforth, ICTA

4 However, it should be noted that in Germany dividend stripping remains possible as corporate and individual non-
residents may sell their shares to German residents who are entitled to the dividend and credits attaching thereto. In
contrast, in the UK dividend stripping 1s subject to institutional regulation introduced by the 1970 Finance Act and
could incur tax penalties.

“ Short-term capital gains are taxed at the individuals’ income tax rate.
* See Bond and Chennells (2000), Ault (1997)
‘¢ See taxation rates table in Appendix 3
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the avoir fiscal?’ (the dividend tax credit fraction of corporation tax already paid by the company).
The avoir fiscal is added to the shareholders’ taxable income and its amount is deducted from the
tax chargeable to the shareholder in order to avoid economic double taxation borne by distributed
corporate profit. Capital gains from the sales of shares (or bonds) are taxed at a rate of 16 percent

plus a 3.9 percent social contribution tax.**

As Germany and France, Italy operates under a full imputation system adopted in 1977. Italian
companies are subject to IRPEG,* the corporate income tax; and ILOR,” a so-so called local
income tax, which in effect is best thought as an additional levy on corporate profits. To foster
company capitalisation, Dual Income Tax®' has been introduced in 1997, which carries a
reduction for part of corporate gains and applies in the event of any increase in net assets in the
form of capital conferment by business partners or out of undistributed dividend reserves. Since
1998 companies must form two separate baskets “A™ and “B” when preparing their income tax
return and calculate the tax credit of the dividends received. Tax credit basket A consists of the
amount of income tax actually paid by the company that distributes dividends®* while basket B is
the “figurative tax™ corresponding to the receipt of tax-free profits distributed as dividends.
Shareholders are taxed on the grossed-up dividend received and they are entitled to a full dividend
tax credit including a credit of 10 percent withholding tax on the dividend payment. Moreover, it
should be noted that in the Italian market companies issue two different types of equity firstly, the
Common Stocks and Preferred stocks, which are registered stocks and the shareholders have to be
listed in the company’s book also provided to the tax authorities and; secondly, convertible and
non-convertible savings which are bearer stocks and shareholders can maintain their anonymity.
These shares do not provide any voting rights but provide a privilege for yearly dividends of no
less than 5 percent of par value or the common stock dividend plus 2 percent of par value

whichever is the greater™. Capital gains accrued from substantial holdings are taxed at 27 percent,

while capital gains on all other equity holdings are taxed at 12.5 percent.

Appendix 3 provides the corporation, imputation, income and capital gains taxation rates in the
UK, Germany, France and Italy for the period 1987 to 2002; while Appendix 4 illustrates the four

taxation system mechanisms both at the corporation level and shareholder level in the case where

47 Until 1993 the Avoir Fiscal was only half of the French corporate tax paid by the distributed company. Since 1993
France is operating a full imputation tax system where the Avoir Fiscal is exactly equal to corporation tax.

8 As of January 1, 1999 capital gains are generally taxable as ordinary income.

“ Imposta sul reddito delle persone giuridiche

50 Imposta locale sui redditi. In 1997 IRPEG was equal to 37% and ILOR rate was 16.2 percent. In 1977 ILOR was
made deductible from IRPEG and in 1991 the deductibility rate was reduced to 75% while in 1993 was totally
abolished.

5! Henceforth, DIT

32 The rational of this provision is to grant full imputation tax credit to the Italian resident shareholder but only to the
extent that corporation tax has been actually paid by the distributing company.
53 See Michaely and Murgia (1995)
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a company generates 100 units of profits. It is illustrated that in each of the four European
countries under consideration, the dividend taxation suffered both at the corporation and the
shareholders’ level differs as a result of the imputation system differences. Therefore, it would be
reasonable to argue that higher/lower taxation suffered when profits are distributed would result to

lower/higher changes in the value of the distributing company depending on the preferences of the

shareholders.

My analysis of the tax impact of dividends is based on the tax discrimination variable (King,
1977), which is defined as the opportunity cost of retained earnings in terms of post-tax earnings
foregone, that is, the additional disposable income a shareholder would receive if one unit of
retained earnings were distributed. The tax discrimination variable is generally expressed as {(1-
m)/[(1-s)(1-z)]}, where m is the marginal income tax rate, s is the imputation tax rate and z is the
capital gains tax rate. King (1977) argues that if cash in the hands of the company and cash in the
hands of the shareholder can be interchanged without attracting an additional tax liability (or
credit), then there is no discrimination and the value of tax discrimination variable equal to unity.
If the tax discrimination variable is less than unity, dividends are taxed more heavily than capital
gains, whereas capital gains (retentions) tax burden is higher when the tax discrimination variable
exceeds unity. Additionally, Lasfer (1995) shows that the overall tax burden on dividends and
capital gains is a function of corporation tax, the dividend payout ratio and the differential
taxation of dividends and capital gains. Therefore, it would be reasonable to argue that in
countries where the overall tax burden on dividends is higher (lower) than the overall tax burden
on capital gains shareholders would reward lower (higher) dividend payout policies. The
European taxation systems briefly discussed above (and considered in greater detail in Chapter
2) constitute a great motivation for further research on the Taxation Effect Hypothesis. The
purpose is to test whether existing differences between the four systems under consideration
would result in higher/lower tax differential between dividends and capital gains which would
affect the shareholder preferences and consequently differences in the value of the distributing
firm.
HYPOTIIESIS: In countries where dividends are taxed more heavily than capital gains,

companies pay lower dividends and thus, ex-day returns are expected to be higher.
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. ' ROPEAN DRPORATE ¢ NAN MS_ON_L DENT.
POLICIES
Corporate Governance has been defined™ as the system in which business corporations are
directed and controlled by shareholders and other stakeholders. Accordingly, corporate
governance specifies the distribution of rights and responsibilities among different participants in
the corporation, such as the board of directors, managers, shareholders and stakeholders and spells
out the rules and procedures for making decisions on corporate affairs. Zingales (1997) provide a
broader definition of corporate governance mechanism. He states that this mechanism may
include allocation of ownership, capital structure, managerial incentive schemes, takeovers, board
of directors, pressure from institutional investors, product market competition, labour market
competition and organisational structure. The corporate governance system also incorporates the
financial system since the latter has a role to play in conditioning the behaviour of corporate
sector. The financial system is the structure of financial contracts that governs the distribution of
claims on all cash flows generated from productive assets in the economy. Therefore, it provides
the structure through which corporate objectives are set, and it also provides the means of

attaining those objectives and monitoring performance™.

Studies argue that international differences in dividend policies are likely to be caused by
differences in corporate governance structures across nations. Dewenter and Warther (1998) find

that dividend announcements between US and Japanese firms are associated with distinct levels

of information asymmetry and agency conflicts, which were in turn related to the types of
corporate governance structures in each country. Once we move away from a model of perfect
capital markets in which financial decisions and real investment decisions are separable, we raise
the possibility that different financial systems may have different effects on company’s dividends.
Heterogeneity across European countries has been well documented,’® for example in patterns of
investment finance, corporate ownership patterns, corporate governance rules,” the market for
corporate control and the relative importance of the financial markets and institutions.”®
Monitoring of managers and the monitoring of entities vary as a function of the ownership
structure of the equity, the structure of corporations, the role of the banking system in the
economy, business circumstances, the efficient functioning of capital markets and the level of

product market and capital market competition, both domestic and international.

3 OECD (1999). Definition also consistent with the Cadbury Committee (1992) definition.
33 See Halpern (1999) for a full discussion.
3 See Stoneman (2001), Schmidt (1999), Danthine, Giavazzi and Thadden (2000)

*7 See Gregory (2001) for intemnational comparison of corporate governance
58 See Mayer (1990, 1994)
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The differences between the Anglo-American “market-oriented” and Japanese, Continental
Europe “bank-oriented” systems have received particular attention. In this study I suggest that the
arms-length relation between firms and suppliers of finance that tends to characterise the market-
oriented systems may be less effective at dealing with problems of asymmetric information or
principal-agent conflicts. Consequently dividends would play a more vital role in market-oriented
countries than in bank-oriented countries. I test this prediction by investigating and comparing the
share price reaction to dividend change announcements; higher excess returns are expected in
market-oriented countries than in bank-oriented countries. Perhaps, surprisingly, there has been
little investigation of the role of dividend policy in the European corporate governance. Moreover,
the question whether differences in European dividend policy are related to differences in

financial systems has received little empirical attention.

According to Zysman (1983) the financial systems vary in three ways: the importance of different
financial markets, the way prices are set in these markets, and the role the government plays in the
financial system. He categorises the US and the UK as capital-market based systems where the
level of debt to equity ratio™ is low, stocks and bonds are the main source of long-term financing,
owners exercise influence through selling of their shares and prices are established in competitive
markets. In contrast Continental Europe and Japan are categorised as credit-based systems where
the debt to equity ratio is high (1.e. debt is the main source of finance), owners exercise influence
through voting rights and prices are established 1n non-competitive markets. Berglof (1988, 1990)
distinguishes between market-oriented and bank- oriented systems. He shows that in market-
oriented (bank-oriented) systems, the size of the financial markets is high (low), the degree of
internal finance is low (high), the ratio of bank credits to total liabilities is low (high), the
importance of bond financing is low (high), the degree of concentration is low (high), commercial

banking is insignificant (significant) and institutional shareholding is less common (wide spread).

Franks and Mayer (1994, 1997) distinguish between the outsider system in the US and the UK
and the insider system in Continental Europe and Japan. The outsider systems are characterised
by dispersed equity ownership with large institutional holdings, the recognised primacy of
shareholders interest, a strong emphasis on the protection of minority investors and relative strong
requirements of disclosure. These systems are market-oriented systems, inasmuch as they rely
heavily on the capital market as a means of influencing behaviour. They are also characterised by
a legal regulatory approach that favours countries with outsider systems, as the legal framework

supports clearly the right of shareholders to control the company and makes the board and the

? Henceforth, D/E ratio

24




City University Business School
Dividend Policy in Europe: Chapter 1

management explicitly accountable to shareholders.”” Secondly, in the insider systems few
companies have publicly traded shares, ownership and control are largely and closely held by
identifiable and cohesive groups of insiders who have long-term stable relationships with the
company. Insider groups are relatively small, their members are known to each other and they
have some connection to the company other than their financial investment, such as banks or
suppliers. Groups of insiders typically include some combination of family interests, allied
industrial concerns, banks and holding companies. Insider systems are usually bank-oriented. In
these systems banks tend to have more complex and longer-term relationships with corporate
clients. Capital markets are in general less developed than outsider systems. In contrast to the
market-based systems, which insist upon public disclosure of information, the insider system is
more willing to accept the way a bank interacts with borrowers.®' Reflecting the reliance on bank
finance and the lack of sophisticated institutional investors in the insider systems, the range of
financial assets available to the public has been comparatively narrow and banks have dominated

financial intermediation.%

The discussion indicates that views on the financial system overlap each other to a large extent
but they all discuss the differences between the two aforementioned types: market-oriented and
bank-oriented systems. It is well documented that the UK system is typified as a market-oriented
system in contrast to the German systemf:’ which is a bank-oriented system. France and Italy, also
follow the characteristics of bank-oriented systems. This is illustrated in Table 1.1 which
considers the corporate governance characteristics in the countries under consideration and

distinguishes between the two systems.

% See LaPorta et al (1997). They also argue that the legal environment might be a more meaningful distinction between
different corporate governance systems around the world.

5! See Schmidt (1998) and Charkham (1994)

62 See Bhattacharya and Thakor (1993), Diamond (1984)
63 See Franks and Mayer (1995)
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MARKET-
ORIENTED
SYSTEMS

PANEL A: GENERAL SYSTEM CHARACTERISTICS

GERMANY | FRANCE |  ITALY

| | .
Market Capitalisation/GDP' | 2.25 i 067 1.17 0.68
Number of Listed '

-
e

-}
W
[ —

L7
Companies | ;. _
Accounting Standards { 087 | 069 | 077 | 069
Equity OwnedbyBanks | 002 § 014 | 006 [ 006
GDPGrowth® | 227 2.82

Source: Carlin and Mayer (1998), Rajan and Zingales (2001)

'Rajan and Zingales (2001); 1999 Figures; Market Capitalisation to GDP is the aggregate market value of equity of
domestic companies to GDP. According to Rajan and Zingales (2001), market capitalisation/GDP is a good proxy for
the fraction of fixed capital finance via public traded equity.

2 All listed domestic companies. Source: European Stock Exchange Statistics, 2002; Federation of European Stock
Exchanges, Table 5, April 2002. For France the Euronext number of listed companies is reported.

3Is the number of accounting standards on a scale from 0 to 90 reported in Rajan and Zingales (1998) from a survey
conducted by the Centre for International Financial Analysis and Rescarch normalised to lie in the range O to 1.

4 LaPorta and Silanes (1998), is the average percentage of common shares owned by the three largest shareholders in
the ten largest non-financial, privately owned domestic firms in a given country. A firm is considered privately owned if
the State is not a know shareholder in it.

*The proportion of total equity capitalisation in different countries held by banks. Carlin and Mayer (1998) note that
l there is no single source of data is available for this series.

%La Porta and Silanes (1998), is the average annual percent growth per capita gross domestic product for the period
1970-1993

PANEL B: SOURCES OF FUNDS

UK GERMANY | FRANCE

ITALY

—

S —
—

|
i
J

Grour 4.44 9.26 2.21 9.59
Privates 6.65 2.37 3.50

028 | 5.6l
2185 | 52.24

Public Sector
Banks

0.76 2.50
31.15 ' 71.18

Pension Funds | 34.64 E _ 2.33 0 |
Insurance Companies 12.11 1.50
Others | 437 ] 1409 0

Self Financing | 1693 | | 3836 | 1171
TOTAL | 100 | 100 . 100

Source: European Venture Capital Association (EVCA) Yearbook 2000; All listed companies included.
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PANEL C: OWNERSHIP STRUCTURE

— 1 Uk | Gerwawy | France | Trawy
Financial Companies I 578% | 37.2% 23 % 22.2 %

Of Which Banks | 1% | 14% _ 6% N/A
Non-Financial Companies |  15% | 309% 16.4 % 21.6 %
PrivateInvestors: | 248% | 168% | 321% 25.8 %
PublicSector I 00% §  29% | 64% 23.8 %
‘Foreign |

—_ —_— —

15.9 % 12.2% 22.1 % | 6.6 %

Foreign |
Source: Oslo Stock Exchange (1998).
The study was conducted on behalf of the Federation of European Stock Exchanges (FESE). Financial Companies
represent the domestic institutional investor segment; the category covers holdings by listed companies, limited
companies and private organisations and trusts. Non-Financial Companies include holdings by listed companies, limited
companies and private organisations and trusts. Private investors mainly represent houscholds' ownership, while public

sector category includes both central and local government holdings.

PANEL D: OWNERSHIP CONCENTRAION
FRANCE ITALY

———— ——— —————— e~ p— vl @ e k-l

UK .” GERMANY

UK __FRANCE __

f
Toul Mean | 408 | More than6s 68.4
Ownership _ :! f
Largest Mean | 152 } NA | 294 | 519
Shareholding |Median _ § 109 § 521 | 20 | 545
Number of Companies in | 250 Listed' | 374 Listed? 40 CAC® 216 Listed
Studies : 1 All

Disclosure Threshold : 3% ’i 5% - 5% 2%

Source: Crama, Leruth, Lenneboog, Urbain (1998). All studies are included inBarca and Becht (2000): Georgen et al
(2000) for the UK, Becht and Boechmer (2000) for Germany, Bloch and Kemp (2000) for France and Bianchi, Bianco

and Enriques (2000) for Italy.
' Random Sample of all Non-Financial Firms listed on the London Stock Exchange

2 All Listed From the Official Market

> For All 680 French Listed Firms, the Largest Owner controls an average of 56% if voting rights. Companies, which
are part of an index, have to assure sufficient liquidity.

Another important imperfection when determining dividend policy is the legal environment under
which firms operate, therefore it 1s important to consider the differences of this factor between the
countries when a cross-country analysis 1s to be done. La Porta, Silanes, Shleifer and Vishny
(1998) do not directly provide an explanation but they offer a possible reason for the stylised fact
that dividend policies vary considerably across the world, as well as an interesting insight into the
role of institutional mechanisms; the legal system, the importance of which may lead managers to
feel compelled to pay dividends to shareholders. They distinguish between the common law
(including the UK) and the civil law tradition® (including Germany, France and Italy) and
examine the laws governing investor protection, the quality of enforcement of these laws and
ownership concentration in 49 countries around the world. They observe that laws differ markedly

around the world; in common law countries investors are better protected than in civil law

countries.
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Recently, La Porta, Silanes, Shleifer and Vishny (2000) compare the corporate dividend policy
across 33 countries. They distinguish between two models. Firstly, under the outcome model
dividends are paid because minority shareholders pressure corporate insiders to disgorge cash,
therefore stronger minority shareholder rights would be associated with higher dividend payouts.
Shareholders who feel protected would accept low dividend payouts, and high reinvestment rates,
from a company with good opportunities because they know that when this company’s
investments pay off, they could extract dividends. Secondly, under the substitute model insiders
interested in issuing equity in the future pay dividends to establish a reputation for decent
treatment of minority shareholders.®” They provide evidence to support that dividend policy is
dependent on the effective legal protection of shareholders, which enables minority shareholders
to extract dividend payments from corporate insiders (supporting the outcome model). Empirical
evidence showed that dividend policies vary across legal regimes in ways consistent with the

outcome model “version” of the agency theory of dividends.

La Porta, Silanes, Shleifer and Vishny (1998) provide evidence to support that countries develop
substitute mechanisms for poor investor protection, for example, mandatory dividends (e.g. in
Greece) or legal reserve requirements; more importantly, they find that good accounting standards
and shareholder protection measures are associated with lower concentration of ownership,
indicating that concentration is indeed a response to poor investor protection. Indeed Table 1.1
Panel D illustrates that in the UK where shareholder rights are well protected by the UK common
law system, ownership concentration is low in contrast to Germany, France and Italy. Ownership
concentration is important because monitoring is only cost effective if a single party becomes
large enough to internalise the costs of corporate control. Such costs are borne by the monitoring
shareholder individually, but the financial benefits resulting from corporate governance actions
are only reaped in proportion to the cash flow rights.® Concentrated ownership mitigates free-
riders problem®’ of corporate control and as a consequence, owners are more active in exercising

control over managers.

Gadhoum (2000) argues that ownership concentration creates a stronger link between managers
and shareholders, decreases information asymmetry and the need to signal the firm’s prospects
through frequent changes in dividends. Generally, literature suggests that the less concentrated the

structure of a company, the higher the dividends paid. Walker and Petty (1978) and Dwyer and

% The civil law tradition has three main families, the French family (including France and Italy), the German family
(including Germany) and the Scandinavian family. This further distinction of the civil law is beyond the scope of my
study.

% LaPorta, Silanes, Shleifer and Vishny argue that a reputation for good treatment of shareholders is worth more in

countries with weak legal protection of minonity shareholders, who have little else to rely on; therefore, all else equal, in
these countries dividend payouts should be higher than in countries with good legal protection.
66 Grossman and Hart (1988)
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Lynn (1989) examine a sample of US firms and provide evidence that closely or privately held
companies rarely pay dividends in contrast with public companies which pay a substantial
fraction of their earnings as dividends each year. Rozeff (1982) also finds a significant negative
relationship between dividend policy and the firm’s past and expected future growth rate of sales,
the beta coefficient and the amount of stock held by insiders, while a positive relationship
between dividends and the number of common shareholders is observed. In addition, Megginson,
Nash and Van-Randenbourgh (1994) find a significant increase in dividend payouts by newly
privatised firms in 18 different countries. Other studies, investigate the dividend policy of the
firms characterised by high foreign ownership. Dahlquist and Robertsson (2001) provide evidence
that foreign investors show preference for large firms paying low dividends and demonstrate that
most of the features associated with foreign ownership are driven by the fact that foreign investors
are mutual funds or other institutional investors; hence, they identify an institutional investor bias

rather than a foreign investor bias on the dividend policy of the firm.

Megginson (1996) observes that some of the international differences in dividend policies are, at
least partially, a reflection of the degree of reliance of companies on capital markets financing. He
observes that countries, which rely more on capital markets financing generally, tend to have
higher payouts than countries that rely more on intermediate financing. As compared to the other
countries, a higher proportion of UK firms have their shares listed and actively traded on the stock
market. In the UK a higher proportion of shares ts owned by financial institutions, in particular
pension funds, insurance companies and unit/investment trusts, and a smaller proportion of shares
is owned directly by individuals, or controlled by family blocks. Related to this, ownership tends
to be much less concentrated in the UK, since financial institutions themselves tend to own highly
diversified portfolios of shares in many different companies, rather than controlling stakes in
particular firms.® In the other three countries, financial companies are less important investors as
compared to the UK but still they hold an important share of the market. In Germany, financial
companies are the largest class of investors holding 37.2 percent of the market, while in France
and Italy financial companies hold 23 percent and 22.2 percent respectively and they are the
second largest shareholders on the market. Differences also exist between the countries in the
involvement of banks. Table 1.1 Panel A shows that banks provide a higher portion of equity
capital in Germany (13.6 percent), in France (6.4 percent) and in Italy (5.7 percent) than in the
UK where banks only hold 1.7 percent of the market equity. Further, differences between the four

countries exist when considering the importance of bank debt as a source of funds. Table 1.1

Panel B illustrates that companies bank debt in the UK only equals to 21.85 percent in contrast

%7 See Demsetz (1983)
%8 Detailed discussion in Edwards and Fisher (1994) and Franks and Mayer (1995)
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with their counterparts in Germany (52.24 percent), France (31.15 percent) and Italy (71.18

percent).

Moreover, it should be noted that in the UK banks limit their involvement in the companies to the
extend which they provide finance and typically they neither subscribe for shares in their
customers nor seek to exercise a control function via board representation.®” Berglof (1997) notes
that the Bank of England strongly discourages controlling stakes in manufacturing companies. In
contrast, German banks play a prominent role in financing and controlling of the companies, as
banks have traditionally viewed their relationship with clients as a long-term one, and they are
often willing to step in to help a company to avoid bankruptcy. Moreover, the control of equity
voting rights in large companies by German Banks and the bank’s associated representation on
the supervisory boards of such companies have been argued to permit them to constrain the
managements of large German companies to act more closely in accordance with shareholders’

wishes and hence reduce the agency costs involved in the owner-manager relationship of large

firms.”” However, the major source of bank’s voting power at shareholders’ meetings comes not
from their own holdings of equity, but from the proxy votes they exercise on behalf of those
shareholders who place their shares with a bank for custody.”! LaPorta, Silanes and Shleifer
(1999) characterised the France as a “strong bank” country where banks are allowed to both own
majority stakes in industrial firms and invest more than 60 percent of their capital in such firms.
Until 1993, however, the Bank of Italy precluded banks from acquiring significant shareholdings

in non-financial firms."

Leland and Pyle (1977) develop a signalling model that emphasises asymmetric information as a
primary reason to explain the existence of financial intermediaries. They argue that financial
intermediaries can signal the proprietary information of many borrowers at a cost that is lower
than that of each individual borrower attempting to signal alone. Diamond (1984) extends Leland
and Pyle (1977) and shows that private information about borrowers can be monitored more
efficiently by a financial intermediary on behalf of its depositors (as suppliers of funds) rather
than by many individual depositors acting as individual lenders. Diamond (1984) provides further
insight by showing that financial intermediaries possess a cost advantage in producing
information and that the monitoring function provided by intermediaries is cost effective in
resolving the financial contracting problems caused by asymmetric information. Rajan (1992)

explores the costs and benefits of borrowing from informed versus arm’s-length sources, and

° See Edwards and Fisher (1994), Charkham (1994), Solomon, Tylecote and Solomon (1999)

70 See Edwards and Fisher (1994), Brook, Hendershott, Sarin (1996), Edwards and Nibler for a full discussion on the
role of banks in Germany

"' Baums and Rainer (2001), also provide a discussion on voting as a management control mechanism
72 See Bianchi, Bianco and Enriques (1997)
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offers an explanation of why firms may seek alternatives to bank monitoring and control of firm
investment decisions. Other models of financial intermediaries’ suggest that in a market with
imperfect information, financial intermediaries have a comparative advantage in collecting private
information and monitoring the activities of borrowers relative to the direct monitoring by many
individual lenders. Fama (1985) distinguishes banks from other types of financial intermediaries
and argues that banks are indeed a special type of financial institution. He draws a distinction
between inside and outside debt and classifies bank debt as inside debt, defined as a contract in
which the creditor (the bank) gets access to private information about the borrowing firm that is
not available to other market participants. This confidential disclosure of information by mangers
allows banks to know more about the quality of the firm than any other investor. Recently, Low,
Glorfeld, Hearth and Rimbey (2001) establish a link between the theories of banking and dividend
policy in an examination of how bank monitoring and dividend signals complement one another
to resolve information asymmetries. Results indicate that, for small firms, investors interpret the
dividend decision as a function of bank monitoring and the dividend signals taken together.
Therefore, banks appear to have a comparative advantage in monitoring firms and close bank
monitoring would reduce managers’ opportunity to invest in negative net present value projects,

reducing the need to restrict management’s investment discretion.

Since both the ownership concentration and the involvement of banks would result in lower levels
of information asymmetry and agency conflicts in bank-oriented countries than in market-oriented
countries, dividends are expected to be less important as a mechanism to mitigate information
asymmetries and agency conflicts. Moreover, In France and Italy the ownership structure of
corporations can basically be characterised by family control, financial holding companies, cross-
shareholding companies and state ownership. For example in Italy, powerful families, such as the
Agnellis, have control over nearly all listed companies. According to Cobham, Cosci and
Mattesini (1999) the share of firms’ assets held by families in the late 1990s was 50.8 percent in
Italy, against 27 percent, 16.9 percent and 13.3 percent respectively in France, Germany and the
UK respectively. Jensen, Solberg and Zorn (1992) find support for the hypothesis that levels of
insider ownership differ systematically across firms, with high insider ownership firms adopting
lower levels of dividends. Lambert, Lanen and Larcker (1989) and Fenn and Liang (2001)
conclude that management stock options are related to the composition of dividend payouts and a

strong negative relationship between dividends and management options was observed.

Following this discussion it can be concluded that in market-based countries there is higher

information asymmetry between managers and shareholders than in bank-based countries.

’* Ramakrishnan and Thakor (1984), Boyd and Prescott (1986), Williamson (1986)
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Therefore, it would be interesting to test whether this information asymmetry is reflected in the
dividend policy of the firm. In other words, a great motivation exist to test whether in market-
based countries the role of dividends as a mechanism to mitigate these information asymmetries is
more vital than in bank-based countries. According to the signalling hypothesis of dividends it

should be expected that:

HYPOTHESIS: In market-based countries, where information asymmetries arc large,
companics are less likely to change their dividends and the market reaction to dividend

changes is stronger than in bank-based countries.

Generally, the information asymmetry models argue that managers know more than investors
about the firm’s prospects and that dividends reveal some information to the market.”® This
implies that dividend change announcements should be positively related to share returns because
a higher (lower) dividend signals higher (lower) current and/or future expected cash flow. A
number of studies report a significant positive relationship between dividends and excess returns
on the dividend announcement day.” Secondly, literature proposes the effect of agency conflicts
on dividend behaviour. Agency theories focus on the different incentives of managers and
shareholders and the role of dividends as a disciplinary mechanism. By reducing the amount of
free cash flow, dividends force managers to submit to the discipline of the financial markets.’
Lang and Litzenberger (1989) document lower excess returns when higher growth opportunities
exist indicating that agency conflict problem is less severe in the presence of high growth as
managers are less likely to invest in negative net present value projects. As in the information

asymmetry models, the agency models predict that dividend change announcements should be
positively related to stock returns because a higher dividend level reduces managers’ tendency to

waste free cash, even in negative net present value projects. Therefore, both explanations predict

that dividend changes should result in excess returns on the dividend announcement day, in the

same direction as the dividend change. In this study I argue that the magnitude of dividend
changes (cuts, increases, initiations and omissions) excess returns differs across Europe due to
differences in the corporate governance systems. In different countries corporate governance
systems provide alternative mechanisms to mitigate agency conflicts; t is difficult however to
distinguish between the predictions of the information signalling and the agency conflict theories.
[ test the agency conflict explanation of dividends in the light of Lang and Litzenberger (1989)

and I use the market to book ratio in order to distinguish between over-investing and value

maximising firms in order to test whether

74 See Bhattacharya (1979), Miller and Rock (1985), and John and Williams (19895)

3 See Pettit (1972), Aharony and Swary (1980), Asquith and Mullins (1983), Healy and Palepu (1988)
76 See Easterbrook (1984), Jensen (1986)
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HYPOTUESIS: The relationship between the market reaction to dividend changes and firms

growth opportunities is stronger in market-based countries.

JRGANISA ON OF { *

The rest of my thesis is organised as follows.

CHAPTER 2: “Taxes and Dividends: Evidence from the UK, Germany, France and Italy”

The purpose of this part of my thesis is to provide a detailed analysis and comparisons of the
dividend taxation systems in the UK, Germany, France and Italy for the period 1987 to 2002.
Moreover, I consider the dividend taxation changes during the years of my study in order to

enable inter-country comparisons under different taxation periods.

In Section 2.1, I provide an introduction of this part of my thesis. In Section 2.2, I compare the
Classical and the Imputation Tax Systems. The US classical taxation system discourages
companies to distribute profits in the form of dividends as they carry higher taxation as compared
to capital gains (i.e. dividends are subject to double taxation firstly at the corporation level and
secondly at the shareholder level as personal income). In contrast, the European imputation tax
systems provide tax incentives to shareholders since the taxation suffered at the corporation level

is reimbursed in the form of tax credits.

In Section 2.3, following Lasfer (1996) I analyse the capital gains and dividend taxation burdens
under the European imputation systems in an attempt to derive the tax discrimination variable
(King, 1977). Moreover, I provide an illustration of dividends and personal tax systems under the
imputation and classical systems. In Section 2.4, I introduce the European countries tax regimes.
Full descriptions of the dividend taxation systems in countries under consideration are provided
through ti<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>