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Underreaction to Dividend Reductions
and Omissions?
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ABSTRACT

Using a sample of 2,337 cash dividend reduction or omission announcements over
the 1927 to 1999 period, this study reports significant negative post-announcement
long-term abnormal returns, which last 1 year only. However, this long-term abnormal
performance is driven by the post-earnings-announcement drift. After controlling for
the earnings performance and the skewness of buy-and-hold abnormal returns, there
is no compelling evidence of a post-dividend-reduction or post-dividend-omission price
drift.

A number of studies present evidence of long-term return anomalies following
major corporate events that call into question the informational efficiency of
capital markets. In particular, these studies demonstrate that announcement-
period abnormal stock returns for various events are not unbiased revisions
in investors’ expectations.! Fama (1998) reviews this evidence and concludes
that these seemingly puzzling findings are the result of chance, or incorrect
statistical method, or a misspecified expected return model.? In particular, in
his review of the paper by Michaely, Thaler, and Womack (1995), who report a
stock price underreaction in samples of 561 dividend initiation and 887 dividend
omission announcements made over the 1964 to 1988 period, Fama contends
that changing the matching criteria might tell a different story, and hence he
calls for an out-of-sample test before drawing any inferences about long-term
returns following changes in dividend payments.
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I Major corporate events for which post-announcement long-term abnormal stock returns are
found include: corporate mergers (Agrawal et al. (1992)), proxy contests (Ikenberry and Lakonishok
(1993)), spinoffs (Cusatis, Miles, and Woolridge (1993)), initial public offerings (Loughran and
Ritter (1995)), seasoned equity offerings (Spiess and Affleck-Graves (1995)), new exchange listings
(Dharan and Ikenberry (1995)), earnings (Bernard and Thomas (1990)), stock splits (Desai and Jain
(1997)), share repurchases (Ikenberry, Lakonishok, and Vermaelen (1995)), and dividend initiations
and omissions (Michaely, Thaler, and Womack (1995)).

2 He does mention, however, that a couple of anomalies seem to be above suspicion.
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Boehme and Sorescu (2002) respond to Fama’s critique by examining the
long-term stock performance following announcements of dividend initiations
or resumptions using a sample of 2,886 cases over the period from 1927 to
1998. They report no evidence of any abnormal price drift for announcements
made prior to 1964 and find that post-announcement abnormal returns for
announcements in the 1964 to 1988 period are confined to small firms and dis-
appear when portfolios are value-weighted by market capitalization. Moreover,
their results using equally weighted portfolios are not robust across subsam-
ples. Their overall conclusion is that the price drifts reported by Michaely et al.
(1995) may be simply due to chance.

The conclusions of Boehme and Sorescu need not extend to dividend omis-
sions or reductions, however. Both theoretical studies (e.g., Bhattacharya (1979,
1980), John and Williams (1985), and Miller and Rock (1985)) and empirical
studies (e.g., empirical studies by Bajaj and Vijh (1990), Dielman and Oppen-
heimer (1984), Healy and Palepu (1988), and Ghosh and Woolridge (1988)) find
that these corporate events are very important signals about a firm’s value.
Moreover, given the reluctance of managers to reduce dividends, a dividend
reduction or omission announcement is arguably a bigger surprise to investors
than a dividend initiation or resumption. Michaely et al. (1995) find that the
announcement-period and the post-announcement abnormal returns of omit-
ting firms are greater in absolute terms than those of initiating firms.

We extend Boehme and Sorescu’s (2002) reassessment of the findings of
Michaely et al. (1995) by examining the post-announcement long-term ab-
normal stock returns following cash dividend reductions or omissions in a
sample of 2,337 announcements made during the period from February 1927
to December 1999 by firms listed on the NYSE, AMEX, and NASDAQ. We
address Fama’s (1998) methodological remarks by using two different ap-
proaches for measuring the long-term abnormal return of a dividend-event
firm. First, we measure the long-term abnormal performance by applying the
Fama—French (1993) three-factor model, using (i) equal-weighted and value-
weighted calendar-month event-portfolio returns and (ii) ordinary least square
and weighted least squares methods to estimate the parameters of the model.
Second, we compute the abnormal performance as the mean difference in the
stock price performance between the event-firms and non-event benchmark
firms over buy-and-hold periods that extend from 1 to 3 years. We select the
non-event benchmark firms according to seven different matching criteria: (1)
firm size; (2) size and industry affiliation; (3) size and prior stock price perfor-
mance; (4) industry affiliation and prior stock price performance; (5) size and
ratio of book-to-market value of equity; (6) percentage change in earnings; and
(7) size and percentage change in earnings.?

Using the Fama—French three-factor model, we find statistically significant
negative long-term abnormal stock returns following announcements of divi-
dend reductions and omissions. These significant long-term abnormal returns

3 See Barber and Lyon (1997), Fama (1998), and Mitchell and Stafford (2000) for a discussion on
the merits of each method for computing the post-announcement abnormal return.
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are confined to the first post-announcement year, and are robust to using the
equally or value-weighted returns and the ordinary or weighted least squares
methods. Using the matching method, however, the evidence is not as robust. We
find negative 1-year post-dividend-event abnormal returns, which are statisti-
cally significant using the ¢-test and the nonparametric Wilcoxon signed-rank
test when earnings’ performance is not a matching criterion.* When matching
by earnings or by size and earnings, the Wilcoxon signed-rank test results are
insignificant, but the ¢-test results remain significant.

To determine the persistence of the post-dividend-event price drift in different
time periods and to assess the role chance may play in our results, we split the
sample announcements into seven consecutive subsample time periods. The
post-announcement first-year abnormal returns are predominately negative
across subperiods using all estimates of abnormal performance, a finding that,
by itself, is not indicative of random chance. However, we find no evidence
of a consistently significant negative post-dividend-event abnormal return in
different subsample periods. We, therefore find no compelling evidence that the
long-term abnormal returns to dividend reductions or omissions persist across
all time periods. That said, we cannot state with certitude that the observed
abnormal returns are purely the result of random chance given the persistence
of negative average values for the abnormal returns.

Next, motivated by the “pseudo market timing” hypothesis posited by Schultz
(2003),5 we investigate whether our results above are related to the condition
of the stock market (i.e., bear or bull) when the dividend reduction or omission
announcements were made. It may be the case that the probability of observ-
ing long-term underperformance following announcements made during bull
(bear) markets is more (less) than 50% because of a likely reversal (rebound)
in the market. Therefore, it follows that if the post-announcement first-year
negative abnormal returns we find stem mainly from the dividend reductions
or omissions in our sample that were made during bull markets, then our find-
ings are not necessarily inconsistent with the efficient markets hypothesis. We
find that the post-announcement first-year abnormal return generally remains
statistically significantly negative following both bear and bull stock markets.
Therefore, our results cannot be attributed to the condition of the stock market
at the time of the dividend reduction or omission.

In our next analysis we examine the 1-year post-dividend-announcement
drift in five subsamples classified according to the market value of the event
firm relative to the distribution of the market values of all CRSP firms
in the pre-event month. We find that the results are not robust for firms
in the largest size quintile. We interpret this result as suggesting that if

4 Buy-and-hold abnormal returns may have a skewed distribution, which makes the ¢-test biased.

5 Schultz (2003) explains that the premise of the pseudo market timing hypothesis is that the
more capital firms can raise by issuing a certain number of shares, the more likely they are to make
an issue even if the market is efficient and managers have no ability to time it. As a result, equity
offerings cluster at market peaks, and the probability of observing long-term under-performance
ex-post in event time may far exceed 50%. Using simulations, he concludes that underperformance
of more than 25% in the 5 years following an equity offering is not unusual in an efficient market.
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post-dividend-announcement drift exists, it would most likely be found among
smaller firms, in which case its economic significance would be small because
the largest firms account for the bulk of trading volume (Boehme and Sorescu
(2002)).

Throughout our analysis, the evidence obtained from the Fama—French three-
factor model is consistently weakened by evidence from benchmark matching
based on percentage change in earnings. As dividend reductions and omis-
sions are often associated with deterioration in earnings performance, this sug-
gests that the post-announcement negative price drift we find using the Fama—
French three-factor model may be the post-earnings-announcement price drift
first identified by Ball and Brown (1968) and confirmed more recently by
Bernard and Thomas (1990) and Chan, Jegadeesh, and Lakonishok (1996). Con-
sequently, we examine the robustness of the findings from the Fama—French
three-factor model by controlling for the earnings performance of the dividend-
reducing or -omitting firms. We create a rolling portfolio using the difference in
the monthly returns between event and non-event firms with similar earnings
performance. We find no significant abnormal returns from regressions of this
rolling portfolio return on the Fama—French three factors. Our result indicates
that firms that reduce or omit their dividend have the same post-event price
drift as firms that have similar earnings performance but do not reduce or omit
their dividend.

Finally, we perform cross-sectional regression analyses of the post-
announcement first-year abnormal stock returns (estimated as buy-and-hold
abnormal returns and as cumulative abnormal returns). We include in the
model eight factors that are hypothesized or found in previous studies to be sig-
nificant determinants of the dividend-change-induced announcement-period or
post-announcement abnormal stock returns. The results show no clear or ro-
bust relation between the post-announcement abnormal return and any of the
variables included in the regression model. Therefore, it does not appear that
there is a simple empirical explanation for the negative post-announcement
price drift that we report.

Overall, the results of our various robustness tests indicate that after control-
ling for the earnings performance of the dividend event firms and the skewness
of the distribution of buy-and-hold abnormal returns, we find no compelling
or convincing evidence of a post-dividend-reduction or post-dividend-omission
price drift. Our findings suggest that investors do not exhibit cognitive biases
in interpreting or assessing the information conveyed at announcements of
dividend reductions and omissions (whatever it may be),® since their initial
reaction, as measured by the 2-day announcement-period abnormal return, is

6 The studies of Healy and Palepu (1988), DeAngelo, DeAngelo, and Skinner (1992), and Benartzi,
Michaely, and Thaler (1997) indicate a consensus about a very strong correlation between dividend
changes and changes in earnings performance in the year preceding and the year of the dividend
change. However, the evidence on the relation between dividend changes and subsequent earnings
changes is not conclusive (see Healy and Palepu (1988), Nissim and Ziv (2001), DeAngelo, DeAngelo,
and Skinner (1992), DeAngelo, DeAngelo, and Skinner (1996), and Benartzi et al. (1997)).
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not followed by a long-term abnormal return that is separate from the post-
earnings-announcement abnormal return.

We believe that our paper’s contribution to the literature is threefold. First,
we examine dividend reductions and omissions, events that have not been ex-
amined since the publication of Fama’s (1998) paper with its important frame-
work for conducting research on long-term stock price performance following
major corporate events. Our paper fills that gap in the literature and ad-
dresses Fama’s (1998) criticisms of long-term event studies. Second, our sam-
ple of dividend reductions and omissions covers the period from 1927 through
1999, which provides evidence pertaining to periods that precede and follow
the 1964 t01988 study period of Michaely et al. (1995). Third, we show that
the post-dividend-announcement price drift is actually the well-documented
post-earnings-announcement price drift (Ball and Brown (1968), Bernard and
Thomas (1990), and Chan et al. (1996)).

The remainder of this paper is organized as follows. Section I describes the
sample. Section IT examines the post-announcement long-term abnormal stock
return for the entire sample. Section III examines the persistence of this re-
turn in different subsamples. Section IV examines the relation between the
post-dividend-announcement drift and the post-earnings-announcement drift.
Section V presents the cross-sectional regression analysis of the abnormal re-
turns. Section VI concludes the paper.

I. Sample Selection and Description

We obtain announcements of cash dividend reductions and omissions by
searching the stock master file of the Center for Research in Security Prices
(CRSP) and Standard and Poor’s COMPUSTAT PDE tapes for firms listed on
the NYSE, AMEX, or NASDAQ system that reduced or omitted their regu-
lar cash dividend to their common shareholders during the period from Jan-
uary 1927 through December 1999. Firms from this list are included in the
final sample if they meet the following screening criteria: (1) the announcing
firm has sufficient data on the CRSP tape; (2) the cash dividend reduction or
omission is either the first in the company’s history or after continuous pay-
ments for at least 5 years; and (3) the announcement does not pertain to a
regulated industry, to an American depository receipt (ADR), to a Canadian
company, or to a firm undergoing liquidation or a merger. In addition, the sam-
ple of dividend omissions excludes announcements of stock dividends in lieu
of cash dividends and dividend omissions following dividend cuts in the prior
quarter. The resulting final sample consists of a total of 2,337 announcements
(1,073 omissions and 1,264 reductions) from February 1927 through December
1999.

Table I presents the distribution of the sample announcements by calendar
year. The announcements are not exactly evenly distributed over the 1927 to
1999 study period. However, the maximum number of events in any year is
141 (in 1931), which constitutes only 6.0% of the sample, and the distribution
is consistent with the general performance of the U.S. economy. Note that our
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Table I
Chronological Distribution of the Sample of Cash Dividend
Reductions or Omissions
The sample consists of 1,264 cases of cash dividend reduction and 1,073 cases of cash dividend
omission, or a total of 2,337 cases. These cash dividend reductions or omissions correspond to the
period from February 1927 to December 1999 by NYSE, AMEX, or NASDAQ listed firms with
sufficient data on the database of the Center for Research in Security Prices (CRSP). All the cash
dividend reduction or omission announcements in the sample are either the first in the company’s
history or after continuous payments for at least 5 years. None of the sample announcements
pertains to an American depository receipt, a Canadian company, a firm undergoing liquidation
or a merger, or a regulated industry. The sample excludes dividend omissions following dividend
reductions in the earlier quarter and announcements of stock dividends in lieu of cash dividends.

Number of Percent of Number of Percent of Number of Percent of

Year Events Sample  Year Events Sample  Year Events Sample
1927 14 0.6 1952 21 0.9 1977 30 1.3
1928 20 0.9 1953 23 1.0 1978 20 0.9
1929 14 0.6 1954 26 1.1 1979 39 1.7
1930 91 3.9 1955 11 0.5 1980 71 3.0
1931 141 6.0 1956 22 0.9 1981 46 2.0
1932 103 4.4 1957 75 3.2 1982 126 5.4
1933 18 0.8 1958 102 4.4 1983 43 1.8
1934 3 0.1 1959 10 0.4 1984 31 1.3
1935 4 0.2 1960 56 24 1985 30 1.3
1936 2 0.1 1961 41 1.8 1986 34 1.5
1937 6 0.3 1962 32 14 1987 17 0.7
1938 0 0.0 1963 43 1.8 1988 20 0.9
1939 5 0.2 1964 28 1.2 1989 21 0.9
1940 4 0.2 1965 20 0.9 1990 37 1.6
1941 10 0.4 1966 30 1.3 1991 52 2.2
1942 17 0.7 1967 30 1.3 1992 36 1.5
1943 3 0.1 1968 32 14 1993 16 0.7
1944 0 0.0 1969 53 2.3 1994 4 0.2
1945 1 0.0 1970 139 5.9 1995 11 0.5
1946 2 0.1 1971 96 4.1 1996 6 0.3
1947 9 0.4 1972 35 1.5 1997 5 0.2
1948 15 0.6 1973 26 1.1 1998 4 0.2
1949 30 1.3 1974 46 2.0 1999 10 0.4
1950 7 0.3 1975 73 3.1

1951 21 0.9 1976 18 0.8

Total for all years 2,337 100.0%

73-year study period ensures that no one year or economic cycle dominates or
biases our results.

Table II displays the industry representation of the sample. We find that
490 different four-digit Standard Industry Classification (SIC) industries are
represented in the sample. As Panel A of Table II shows, the manufacturing
sector represents about 73% of the announcements, but the distribution of
the number of announcements per four-digit SIC industry, shown in Panel
B of Table II, indicates that the maximum number of announcements in any one
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Table II

Industry Representation of the Sample of Cash Dividend Reductions

or Omissions

This table examines whether the sample dividend events exhibit any industry clustering. The
2,337 cash dividend reduction or omission announcements in the sample represent 490 different
nonregulated four-digit Standard Industry Classification (SIC) industries.

Panel A: Industry Representation of the Sample

Industry SIC codes Number of events Percent of sample
Mining 1,000-1,499 121 5.2
Construction 1,500-1,999 34 15
Manufacturing 2,000-3,999 1,711 73.2
Transportation 4,000-4,999 143 6.1
Wholesale trade 5,000-5,199 51 2.2

Retail trade 5,200-5,999 179 7.7
Services 7,000-8,999 98 4.2

Total 2,337 100.0%

Panel B: Frequency Distribution of Number of Dividend Reductions or Omissions

in a Four-Digit SIC Industry

Number of
dividend events
in a 4-digit SIC
industry

Number of 4-digit
SIC industries
having the above
number of
dividend events

The above number
of 4-digit SIC
industries as a
percent of the
490 sample
industries

Number of
dividend events
in a 4-digit SIC
industry

Number of 4-digit
SIC industries
having the above
number of
dividend events

The above number
of 4-digit SIC
industries as a
percent of the
490 sample
industries

1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16

171 76 48 44 23 21 22 18 8 11 8 6 1 7 5 1

349 155 9.8 9.0 47 43 45 3.7 16 22 16 12 02 14 1.0 0.2

17 19 20 21 22 24 25 27 28 30 31 32 49 51 58 68

1 1 13 2 1 2 1 1 1 1 1 1 1 1 1

02 02 02 06 04 02 04 02 02 02 02 02 02 0.2 0.2 0.2
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four-digit SIC industry is 68, and that industry accounts for less than 3% of the
sample.

II. Post-announcement Long-Term Abnormal Return
for the Entire Sample

A. The Rolling Portfolio Method

We estimate the post-announcement long-term abnormal returns for the
dividend-event firms using the rolling portfolio method, which Fama (1998)
recommends and Loughran and Ritter (1995), Brav and Gompers (1997), and
Boehme and Sorescu (2002) use. For every calendar month, we compute the
equally and value-weighted returns on the portfolio, which contains all firms
that reduced or omitted their dividend payment during the preceding 12, 24,
or 36 calendar months. We then use the calendar-time event-portfolio returns
in the following Fama and French (1993) three-factor model to estimate the
abnormal return of the rolling portfolio:

Rp,t — Rfi =0Up + ﬁp(Rm,t — Rf’t) + SpSMBt + thMLt + epﬂg, (1)

where R, ; represents the return on the event-portfolio in month ¢; Ry, is the
1-month U.S. Treasury bill rate in month ¢; R, ; is the return on the value-
weighted index of NYSE, AMEX, and NASDARQ listed stocks in month ¢; SMB; is
the difference between the returns on portfolios of small and big stocks (below or
above the NYSE median value) with about the same weighted average book-to-
market value of equity ratio in month ¢; and HML, is the difference between the
returns on portfolios of high and low book-to-market value of equity ratio (above
and below the 0.7 and 0.3 fractiles) with about the same weighted average size in
month £. The intercept o, is then interpreted as the average monthly abnormal
return of the event portfolio across all 12, 24, or 36 months, as corresponds to
the rolling portfolio.

Since the number of dividend-reducing or -omitting firms included in the
rolling event portfolio changes over time, we use both the ordinary least squares
(OLS) and the weighted least squares (WLS) methods to estimate the three-
factor model’s parameters, including the average monthly abnormal return «,,.
The weights we use in the WLS model are equal to the number of event firms
in the monthly portfolio. Also, we compute the value-weighted returns using
the market values of the firms in the rolling portfolio as of the end of the month
before the event date as the weighting vector. We have 875 calendar month
portfolio return observations, as the sampling period is from February 1927
through December 1999.

B. Post-announcement Abnormal Stock Returns Using
the Rolling Portfolio Method

Table III presents the post-announcement average abnormal monthly
stock returns, which we estimate using the rolling portfolio returns and
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Table III
Post-announcement Average Abnormal Monthly Returns Estimated
Using the Rolling Portfolio Method for Firms that Reduce or Omit
Their Cash Dividend

This table reports the post-announcement average abnormal monthly returns («;,), which are esti-
mated using the rolling portfolio method. For every month, the equally and value-weighted returns
on the portfolio, which contains all firms that reduced or omitted their cash dividend payment
during the preceding 12, 24, or 36 calendar months, are estimated. Then, the calendar-time event-
portfolio returns are used in the following Fama and French (1993) three-factor model to estimate
the portfolio’s abnormal returns:

Rp,t - Rf,t =0p +ﬁp(Rm,t _Rf,t)“l‘SpSMBt +thMLt +ep,t7

where R), ; represents the return on the event portfolio in month ¢; Ry ; is the 1-month U.S. Treasury
bill rate in month ¢; Ry, ; is the return on the value-weighted index of all NYSE, AMEX, and
NASDAQ listed stocks in month #; SMB; is the difference between the returns on portfolios of
small and big stocks (below or above the NYSE median value) with about the same weighted
average book-to-market value of equity ratio in month ¢; and HML; is the difference between the
returns on portfolios of high and low book-to-market value of equity ratio (above and below the 0.7
and 0.3 fractiles) with about the same weighted average size in month ¢. The intercept «,, is then
interpreted as the average abnormal monthly return of the event portfolio across all 12, 24, or 36
months, as corresponds to the rolling portfolio. In the last three columns of this table, the post-
announcement average abnormal monthly returns are estimated separately for post-event years
1, 2, and 3 to determine the duration of the announcements’ effect. Equally and value-weighted
calendar-time portfolio returns are computed each month for all firms that reduced or omitted their
dividend in the previous 1 to 12, 13 to 24, and 25 to 36 calendar months. Since the number of firms
included in the rolling event portfolio changes over time, both ordinary least squares (OLS) and
weighted least squares (WLS) estimates of the intercept o), are provided below. The weights used
in the WLS model are equal to the number of event firms in the monthly portfolio. Also, the value-
weighted returns are computed using the market values of the firms in the rolling portfolio as of
the end of the month before the announcement date as the weighting vector. The sample consists
of 2,337 cash dividend reduction or omission announcements made in the period from February
1927 through December 1999 (i.e., 875 calendar months). The statistical significance of each of the
average abnormal monthly returns («,) is tested using the parametric ¢-test. The null hypothesis
tested is that the estimate of «), is equal to zero. ***, **, and * denote significance at the 1, 5, and
10% levels, respectively, in a two-tailed test.

Event Parameter Post-announcement Period  Post-announcement Year
Portfolio Estimation
Return Method Statistic lyear 2years 3years 1styear 2nd year 3rd year
Equally OLS ap (%) —-0.97 -0.50 -0.30 -0.97 0.10 0.23
weighted t-statistic —6.1%* 3. T 2.4 6. 1% 0.7 15
WLS ap (%) -0.72 -0.31 -0.17 -0.72 0.11 0.14
t-statistic —5.8%* 3. 1%+ _—1.9* —5.8%** 1.0 1.3
Value OLS ap (%) —0.86 -0.30 -0.20 -0.86 0.29 0.05
weighted t-statistic —4.3%*  _1.7* -1.3 —4 3F* 1.7* 0.3
WLS ap (%) —0.59 —0.18 —0.11 -0.59 0.24 0.02
t-statistic -39 14 -1.0 —3.9%** 1.7* 0.2

Number of observations (months) 875 875 875 875 863 851
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the Fama and French (1993) three-factor model. We present these abnormal
stock returns for rolling periods that extend from 1 to 3 years and for post-
event years 1, 2, and 3, separately, to determine the duration of the announce-
ments’ effect. As shown in Table III, we find statistically significant nega-
tive post-announcement abnormal stock returns to the dividend-reducing or
-omitting firms. These abnormal returns are robust to the choice of equal-
or value-weighting and the OLS or WLS estimation procedure. However, it
is clear that the statistically significant abnormal returns are confined to the
first post-announcement year only. The post-announcement first-year average
monthly abnormal stock return is on a magnitude of between —0.59% and
—0.97% (all significant at the 1% level). This range for the monthly abnor-
mal return translates to —6.85% to —11.04% (compounded) for the entire first
year.

C. The Matching Method

The second method we use to compute the long-term abnormal stock return to
a dividend-reducing or -omitting firm is to compare its stock price performance
to that of a matched firm over a specified holding period. We use seven differ-
ent matching criteria since the significance of the long-run abnormal returns
may be sensitive to the matching criterion used (Fama (1998)). Our matching
criteria are: (1) firm size, which we measure by the market value of the event
firm as of 1 month before the announcement date, obtained from the CRSP
database; (2) size and industry affiliation, which we determine by the two-digit
SIC code of the event firm as indicated in the CRSP database; (3) size and prior
common stock price performance, which we measure over the 1 year before the
dividend event using the CRSP database; (4) industry affiliation and prior com-
mon stock price performance; (5) size and the book-to-market ratio, which we
measure as of the end of the fiscal year prior to the announcement date using
the COMPUSTAT database; (6) percentage change in earnings, which we mea-
sure by the percentage change in the income before extraordinary items during
the dividend-event year relative to the previous year using the COMPUSTAT
database; and (7) size and percentage change in earnings.

In addition to the obvious reasons for using firm size and industry affiliation,
we use the prior stock price performance as one of the matching criteria because
De Bondt and Thaler (1985, 1987), Fama and French (1988), Cutler, Poterba,
and Summers (1991), Jegadeesh and Titman (1993), Chan et al. (1996), and
Barber and Lyon (1997) report evidence that future returns can be predicted
using past return and hence failing to control for it may lead to incorrect mea-
surement of the post-announcement long-term abnormal return.” We also use

" De Bondt and Thaler (1985, 1987) find that portfolios of long-term past losers outperform long-
term past winners over the subsequent 3 to 5 years. Fama and French (1988) and Cutler et al.
(1991) find a negative autocorrelation over horizons of 3 to 5 years. Jegadeesh and Titman (1993)
report that over an intermediate horizon of 3 to 12 months, past winners continue to outperform
past losers. Chan et al. (1996) document the persistence, or momentum, of stock returns over
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the ratio of book-to-market value of equity as one of the matching criteria be-
cause Fama and French (1992) find a significant positive relation between the
expected return of a firm and its book-to-market ratio. As dividend changes can
be preceded by significant changes in earnings, we use the percentage change
in earnings as one of the matching criteria to control for any post-earnings-
announcement price drift (Ball and Brown (1968), Bernard and Thomas (1990),
and Chan et al. (1996)).

For the size and prior common stock price performance matching criterion,
we select the matched firm as the one with the closest prior common stock price
performance from the list of non-event firms whose market value of equity as
of 1 month before the announcement date is between 60% and 140% of the
market value of equity of the event firm. Similarly, for the size and book-to-
market ratio-matching criterion, we select the matched firm as the one with
the closest book-to-market ratio from the list of non-event firms whose market
value of equity as of 1 month before the announcement date is between 60%
and 140% of the market value of equity of the event firm. None of the matched
firms omitted or reduced their dividend during the period from 3 years before to
3 years after the event date, and for all seven matching criteria, each matched
firm is listed on the same stock exchange as the corresponding event firm. When
a matched firm is delisted before the end of the holding period, the next-best
matched firm is substituted on the delisting date. The sample of cash dividend
reduction or omission announcements that is used to compute the long-term
abnormal returns using the matching method consists of 1,351 cases and covers
the period July 1963 through December 1999, because both the COMPUSTAT
database, which is the source of the data for the last three matching criteria,
and the CRSP daily return database do not go back earlier than 1962.

Table IV summarizes the outcome of our procedure for matching the
dividend-reducing or -omitting firms with non-event benchmark firms based
on the seven matching criteria above. The event firms and the matched
firms have very comparable mean values for the criteria upon which they
are matched, a fact that indicates the general success of our matching proce-
dure. However, the dividend-event firms and the matched firms often have very
divergent mean values for the criteria on which they are not matched. For ex-
ample, the average size of the matched firms is almost twice as large as the
average size of the event firms in the case of matching by industry and prior
stock price performance. Clearly, Table IV underscores the need to examine the
long-term abnormal returns using all seven matching criteria as a robustness
test.

the horizon of 6 months to a year. Also, using simulation for the period 1973 to 1994, Barber and
Lyon (1997) show that for firms with high pre-event momentum, conventional ¢-tests are positively
biased for the 1-year horizon, and negatively biased for the 3- and 5-year horizons. For firms with
low pre-event momentum, conventional #-tests are negatively biased for the 1-year horizon, but
positively biased for 3-year horizon. The implication of the study of Barber and Lyon (1997) is that
the post-announcement abnormal return might be caused by pre-announcement abnormal return,
explained by either mean-reversion or underreaction.
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Table IV
Mean Values of Matching Criteria for the Dividend-Event Firms and the
Matched Firms

This table examines the success of the procedures used in this paper to match the event firms with
non-event firms according to the following seven sets of matching criteria: (1) firm size (which is
measured by the market value of the event firm as of 1 month before the announcement date and
obtained from the CRSP database); (2) size and industry affiliation (which is determined by the two-
digit Standard Industry Classification code of the event firm as indicated in the CRSP database); (3)
size and prior common stock price performance (which is measured over 1 year before the dividend
event using the CRSP database); (4) industry affiliation and prior common stock price performance;
(5) size and ratio of book to market value of equity (which is measured as of the end of the fiscal
year prior to the announcement date using the COMPUSTAT database); (6) percentage change in
earnings (which is measured as the percentage change in the income before extraordinary items
during the dividend-event year relative to the prior year using the COMPUSTAT database); and
(7) size and percentage change in earnings. The matched firms did not omit or cut their dividend
during the period from 3 years before to 3 years after the dividend-event date. For all seven matching
criteria, each matched firm is listed on the same stock exchange as the corresponding event firm.
For the size and prior common stock price performance-matching criterion, the matched firm is
selected by first identifying non-event firms whose market value of equity as of 1 month before
the announcement date is between 60% and 140% of the market value of equity of the event firm.
Then from this set, the firm with the closest prior common stock price performance is selected as
the matched firm. For the size and book-to-market ratio and for the size and percentage change
in earnings matching criteria, the same procedure is followed. When a matched firm is delisted
before the end of the holding period, the next-best matched firm is substituted on the delisting
date. The sample of cash dividend reduction or omission announcements that is used to compute
the long-term buy-and-hold abnormal returns consists of 1,351 cases and covers the period from
July 1963 through December 1999. The reason for this shorter study period in the case of the
matching method is that the COMPUSTAT database (which is the source of the data for the last
three matching criteria) and the CRSP daily return database do not go back earlier than 1962.

Mean values of matching criteria

Number Group Prior stock  Ratio of Percent
Matching of of Size performance book-to- change in
criteria observations firms ($ million) (%) market value earnings
Size 1,351 Event firms 258.94 —24.22 1.22 —2.26
Matched firms  259.53 16.56 0.88 0.20
Size and 1,350 Event firms 263.62 —24.47 1.22 -2.50
industry Matched firms  230.35 10.59 0.99 —0.29
Size and 1,333 Event firms 259.60 —24.48 1.22 -2.10
performance Matched firms  241.60 —24.13 0.88 —0.45
Industry and 1,334 Event firms 261.09 —24.89 1.21 —2.24
performance Matched firms  444.99 —23.28 1.00 -0.08
Size and 1,023 Event firms 284.79 —24.80 1.24 -2.37
book-market Matched firms  225.69 11.59 1.25 0.53
ratio
Earnings 1,082 Event firms 256.47 —24.54 1.22 -2.40
Matched firms  395.90 —-1.44 1.08 —2.09
Size and 1,081 Event firms 269.52 —24.20 1.24 —-2.25

earnings Matched firms  231.80 3.95 0.88 -1.71
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After matching the dividend-event firms with non-event benchmark firms, we
follow the prescription of Barber and Lyon (1997) and calculate the holding pe-
riod abnormal return for a firm as: BHAR; 44 = [ | b_ Ry +1) — I by (Roms +
1), where BHAR|; 4 5) is the buy-and-hold abnormal return for event firm i over
the holding period from a to b, R;; is the return on stock i on day ¢, and R,,; is
the return on the matched firm on day ¢.8 We compute the buy-and-hold aver-
age abnormal returns (BHAAR) over holding periods that extend from 1 to 3
years. We also calculate BHAAR for each individual year in the 3-year period
following the event because Fama (1998) and Mitchell and Stafford (2000) ar-
gue correctly that buy-and-hold abnormal returns can give a false impression
of the speed of price adjustment to an event since they can grow with the re-
turn horizon even when there is no abnormal return after the first period. None
of the buy-and-hold periods include the announcement day of the dividend re-
duction or omission or the following trading day. If an event firm is delisted
before the end of a holding period, we include its truncated return series in the
analysis, and we assume that it earns the daily return of the benchmark firm
during the remaining days in the holding period. We determine the statistical
significance of each of the BHAARS using the parametric ¢-test (two-tailed) and
the nonparametric Wilcoxon signed-rank test (two-tailed). This latter test is
unaffected by the problem of skewness of the distribution of BHARs.

D. Post-announcement Abnormal Stock Returns Using the Matching Method

Table V presents the post-announcement buy-and-hold average abnormal
common stock returns using the matching method. Consistent with the results
obtained from the rolling portfolio method, we find that the abnormal returns
last 1 year only and have a range of —5.89% to —14.52%, which is compa-
rable to the range obtained using the rolling portfolio method (i.e., —6.85%
to —11.04%). These abnormal returns are statistically significant at the 5%
level or better based on the ¢-test for all seven matching criteria. However,
using the nonparametric Wilcoxon signed-rank test, the abnormal returns es-
timated by benchmark matching with prior earnings performance (only or with
firm size) are statistically insignificant at conventional levels. This latter result
suggests that after controlling for the post-earnings-announcement drift and
accounting for the skewness of the distribution of buy-and-hold abnormal re-
turns, there is no compelling evidence of a significant post-dividend-reduction
or post-dividend-omission drift.

III. Post-announcement Long-Term Abnormal Return
in Different Subsamples

A. Dividend Reductions versus Omissions
Michaely et al. (1995) examine dividend omissions but not reduc-

tions. Christie (1994) reports that dividend omissions are associated

8 Barber and Lyon (1997) recommend using buy-and-hold abnormal returns. We also perform
the tests using monthly CARs and find similar results to those reported for the BHARs.
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Table V
Post-announcement Long-Term Buy-and-Hold Average Abnormal
Returns Estimated Using the Matching Method for Firms that Reduce or
Omit Their Cash Dividend

This table reports the long-term buy-and-hold average abnormal common stock returns (BHAAR) over
holding periods that extend from 1 to 3 years following cash dividend reduction or omission announce-
ments. It also reports the buy-and-hold average abnormal returns for each year during the 3-year period
following the announcements. The reason for this latter examination is the argument of Mitchell and
Stafford (2000) and Fama (1998) that buy-and-hold abnormal returns can give a false impression of the
speed of the price adjustment to an event, because they can grow with the return horizon even when
there is no abnormal return after the first period. The buy-and-hold abnormal return (BHAR) for each
event firm is calculated in this table as

BHAR; s =[] " R+ 1),

t

P R+ D]
where ER; . 5) = Excess return for event firm i over the time period from day a to day b, R;; is the return
on the common stock of event firm i on day ¢, and R,,; is the return on the stock of the matched firm
on day ¢. Matched firms are selected using the following sets of matching criteria: (1) firm size; (2) size
and industry affiliation; (3) size and prior stock price performance; (4) industry affiliation and prior stock
price performance; (5) size and ratio of book to market value of equity; (6) percentage change in earnings;
and (7) size and percentage change in earnings. The post-announcement long-term abnormal returns do
not include the abnormal returns over days —1 through 0 relative to the announcement date. If an event
firm is delisted before the end of a buy-and-hold period, its truncated return series is still included in the
analysis, and it is assumed to earn the daily return of the benchmark for the remainder of the period.
The statistical significance of each of the BHAARS is tested using the parametric ¢-test, based on the
cross-sectional standard deviations. The null hypothesis tested is that the BHAAR is equal to zero. The
nonparametric Wilcoxon signed-rank test is also used in case of any skewness in the distribution of the
BHARs. ***, **, and * denote significance at the 1, 5, and 10% levels, respectively, in a two-tailed test.

Post-Announcement Post-Announcement
Number Buy-and-Hold Period Buy-and-Hold Year
Matching of
criteria observations Statistic lyear 2years 3years 1% year 2" year3™ year
Size 1,351 BHAAR (%) —14.52 -16.80 —23.68 —14.52 0.60 1.13
t-statistic —6.0%*  —4.2%*  —42* —6.0" 0.3 0.6
W-test p-value (%) 0.0 0.0 0.0 0.0 94.3 90.4
Size and industry 1,350 BHAAR (%) -10.66 -12.64 -—19.34 —10.66 0.63 -0.61
t-statistic =540 3.4 4.0 54" 04 —0.3
W-test p-value (%) 0.0 0.1 0.2 0.0 97.3 42.8
Size and performance 1,333 BHAAR (%) -10.79 -1420 -16.56 -10.79 -1.01 0.41
t-statistic —4. 7 3T 340 4T 0.5 0.2
W-test p-value (%) 0.0 0.0 2.7 0.0 76.0 32.7
Industry and 1,334 BHAAR (%) -9.01 -10.04 -17.30 -9.01 0.35 -—143
performance t-statistic —4.4%*  —2.8* 3.6 —4.4™ 0.2 -0.7
W-test p-value (%) 0.1 5.9 4.3 0.1 41.9 47.0
Size and 1,023 BHAAR (%) -10.34 -17.10 -1895 -10.34 -3.30 1.61
book-market ratio t-statistic —4.2%F 4.8 420 42 16 0.8
W-test p-value (%) 0.0 0.0 0.0 0.0 5.3 75.4
Earnings 1,082 BHAAR (%) -9.12 -1025 -13.30 —-9.12 -2.07 -0.48
t-statistic —3.3%*  —2.3%* 2.6 -33"* —-07 -02
W-test p-value (%) 18.1 27.1 13.6 18.1 57.3 86.6
Size and earnings 1,081 BHAAR (%) -589 573 -1085 589 -043 -0.58
t-statistic —-2.2%  -16 —-2.1% -22% -0.2 -03

W-test p-value (%) 50.1 61.9 63.6 50.1 7.7 96.8




Underreaction to Dividend Reductions and Omissions? 1001

with announcement-period abnormal returns that are smaller in magnitude
than would be predicted based on patterns estimated across reductions of less
than 100%. For these reasons, we examine dividend reductions and omissions
separately to determine whether differences manifest in their long-term ab-
normal returns. Panel A of Table VI reports results using the rolling portfolio
method; Panel B reports results using the matching method.

Using the rolling portfolio method, we find statistically significant abnormal
stock returns following both reductions and omissions. These abnormal returns
are again confined to the first year following the dividend event. The abnormal
returns in the subsample of dividend omissions are larger in absolute terms
than those for reductions ranging between —9.08% and —12.32% for the year
compared to a range of —6.07% to —10.50% for dividend reductions.

Similarly, in Panel B, the BHAARSs for the subsample of dividend omissions
are larger in absolute terms. The BHAARSs for omissions range from —9.13%
to —19.42% compared to a range of —2.91% to —9.69% for the subsample of
reductions. The abnormal stock returns following omissions appear robust to
changing the matching criteria, as all are statistically significant at the 5%
level using the parametric ¢-test.” However, results for omissions matched by
size and earnings are not statistically significant at the 10% level using the
nonparametric Wilcoxon signed-rank test. The BHAARs for the subsample of
reductions are statistically significant across matching criteria with the excep-
tion of matching by earnings (by itself or with size).

B. Sampling Period

We examine whether the negative price drift following announcements of div-
idend reductions and omissions is confined to certain subperiods in our 73-year
study period. The motivation for this examination is fourfold. First, Michaely
et al. (1995) report a stock price underreaction to dividend initiation and omis-
sion announcements made over the 1964 to 1988 period. However, Boehme
and Sorescu (2002) report no evidence of any abnormal price drift following an-
nouncements of dividend initiations or resumptions made prior to 1964. Second,
Fama (1998) argues that observing an equally frequent occurrence of underre-
actions and overreactions to a specific corporate event would be indicative of
random chance and consistent with the efficient markets hypothesis. Third, it
may be possible that this mispricing existed in earlier periods, was recognized
by investors, and has since disappeared. Fourth, it may be that increased trans-
parency, wider and faster diffusion of information, decreased transaction costs,
and improved regulation and oversight have led to an increase in the efficiency
of the capital markets, in which case we would observe the post-announcement
abnormal returns diminishing over time.

9We can compare these results to those of Michaely et al. (1995). Specifically, with reference
to Table VII on page 597 of their paper, they report an average industry-and-size adjusted excess
return of —14.7% during the first year following dividend omissions. We find that it is —15.03% in
our sample. Therefore, we have very similar estimates.



The Journal of Finance

1002

(panu1100)

€98 GL8 €98 GL8 (Syjuow) SUOTIBALSSqO JO IoqUInN
L0 P I wrrG € o1sTye)s-7
Y10 6L°0— 020 ¢S'0— (%) 9 jo oyewInSy STM
G'1 kG VT *6'T R oI)sTyE)S-7
0€0 60'T— 9€°0 08°0— (%) 90 jo SyewInSH ST0 PaySTem anfep
60 k09— 90 wxll V— o1)s1IeIS-7
a1'0 ¥8'0— 900 69°0— (%) 9 jo oyewInSy STM
L0 skl LV L0 k09— o1)s1Ie)S-7
qT'0 €0'T— €10 260~ (%) "0 Jo pewnsy ST10 pejyStem Arenby
Teak g Tedk T Teof g Teof T o1)STIR)S poyjewx winjel
UOT)RWI)S orjoyjrod
SUOISSTWO PUSPIAL(] SUOT}oNpal puspIAL(] I9jowreIeq JueAn]

(90) suanjoy A[YIUOIA [BULIOU(QY dSEIIAY IEIX-PU0IIS PUE -}SII,] JUSWIUNOUUL-}SO0J 1Y [oUB]

‘K[9AT)o0dsad ‘S[AS] 90T PUR ‘G ‘T 9Y3 18 20UBIJTUSIS 9j0Uap
« PUB ., ‘L iy 7159 YURI-POUSIS UOXO0J[IA\ PUR }S9)-7 PI[IBI-0M} € [J0q 0] SUOTJBAISSYO JO ISqUINU oY) $930Uap [N] "(%G¥ ST uoronpal aSetoae ayl) 9,08
Pe8dXe 1BY[} SUOTIINPAI PUSPIAIP JO S8SBD INOJ A0 a1k a1oy) A[[ed1j100dg "SUOISSTWO PUSPIAIP JO UOIJBRNUIIU0I SUOJOUOU B J0U I8 SUoronpal sjdures
9y, (PoYjet SUIYO)eU 8} JO 958D S1[} UI ()/,9) SUOISSTUIO PUSPIAIP USBI ¢/,0°T JO o[duresqns a1[3 0 (POYIowr SUTYIPLU S1[} JO 9SBI Y[} UL [8Y) SUOTIONPAI
PpUepIAIp Used 97‘T Jo e[dures-qns o} 0 PAUIJUO0D dJe SUINJSI [BULIOUQR ULI9)-SU0] Juswedunouue-1sod pajrodar o) IoYloym SOUTWERXa d[qe] STY],

PUSPIAI(] Yse)) I9Y], YTW(Q B} SWLIL] J0] PUe PUSPIALJ YSe)) IS ], 90NnpaYy e} SWLIl] 10] SPOYIdN
Suryojey oY) pue o1[oj1iog SUI[[0Y 9Y) SUIS() PIIBWIISH SWINIIY [EULIOUQY ISBIIAY JUSUWIIUNOUUR-)SOJ
IA 219®L



1003

Underreaction to Dividend Reductions and Omissions?

[8T¢] [8TSIS'TT [g9¢] [g95]0°'67 [N] (%) antea-d 3s93- g
70 s L G 01— 01— o1)STIR)S-7
76’1 e1'6— 19¢— 16— (%) YVVHI sdurures ur e3ueypd adejusdiad pue 9zIg
[615] 615129 [g9¢] [€9518°66 [N] (%) ontea-d 3s93-p
L0 w0’ € V- V- onse)s-7
oL'T 08¥vI— 99'G— 88'¢— (%) 9vvHd s3urures ur a3ueyd 93 UsdIa]
[087] [o8¥]0°0 [e%¢] [e¥gloe [N] (%) antea-d 3s93-p
80— Pl a1— #xG 6 onsTye)s-7
GL'C— 9%'G1— 6L'E— 86°G— (%) YVVHI an[eA }93IBW-0}-00q JO OIR.I PUR SZIS
[899] [859]19°0 [9L9] [9L9]¢ 7 [N] (%) onrea-d 3s93-p
90— o G'1 #4466 oms1Ee)IS-7
L6'T— 9G°6— 195 L¥'8— (%) 9IVVHI doueurio)rod 009s Jorrd pue Lrpsnpuy
[L59] [L59]19°0 [9L9] [9L9]¢°¢ [N] (%) ontea-d 3s93-p
90— -l 00 kL JnIsTye)s-7
80°¢— Ge'er— 700 08'8— (%) YVVHI soueuLIo)red 009s Jorid pue 9z1g
[699] [699]10°0 [189] [189]0°L [N] (%) enfea-d 3s93- M
G'1 w9 T TT— w8 G o1)S1YE)S-7
L9'¢ €0°ST— 9€°¢— LE9— (%) aVVHI uorjeI[ijje A13snpul pue az1g
[0L9] [0L9]0°0 [189] [18919°T [N] (%) ontea-d 3s93-p
80 kB T 90— w9 € onsTje)s-1
(4K cver— 6C'T— 69'6— (%) 9vVvHI 9ZTS WLIT{
Tedk pyg T80k | T 160k g 160k |1 msnels BLIOLD
Surgorey

SUOTSSTWO PUSPIAL(]

suoronpad pusprAI(]

(YVVHE) suIniay [euLIouqy aSeIsAy PIOH-pUe-Ang Iea-puodag pue -}SIi] JUsWaounouue-1sod g [dued

panuuo)—IA dIqeL



1004 The Journal of Finance

In Table VII, we split the sample into seven consecutive subsampling periods
and we examine the post-announcement first-year average abnormal return in
each period for the dividend-reducing or -omitting firms. We focus on the first-
year abnormal returns because we show earlier that the price drift is confined
to the first post-announcement year. Because the COMPUSTAT database and
the CRSP daily return database do not provide data for years prior to 1962, we
have no results for periods prior to 1963 using the matching method.

The results for the rolling portfolios are reported in Panel A of Table VII. The
signs for the abnormal returns in Panel A are all negative, which is not consis-
tent with random chance. The results also indicate that the pricing anomaly
that Michaely et al. (1995) report for omission announcements made over the
1964 to 1988 period manifest in “out-of-sample” periods, that is, before 1963 and
after 1990. However, our three-factor model results are not robust during the
1970 to 1979 period, with three out of the four estimates of the model recording
statistically insignificant abnormal returns.

The buy-and-hold results reported in Panel B are, with two exceptions, neg-
ative across time periods and matching criteria; however, the evidence for a
time-persistent pricing anomaly is inconsistent in general, and is unsupported
when firms are matched based on earnings. We find that the statistical signifi-
cance of the abnormal performance is not robust across matching criteria for the
1990 to 1999 period with regard to the parametric ¢-test and/or the nonparamet-
ric Wilcoxon signed-rank test. When we match by prior earnings performance
(by itself or with size), we find no evidence of significant post-dividend-event
drift during the 1960s, and during the 1970s the abnormal return turns positive
although statistically insignificant.

Collectively, the results reported in Table VII provide no compelling evidence
of a significant pricing anomaly that persists across all of our contiguous time
periods. However, the evidence does not allow us to conclude with certitude that
the long-term abnormal return is purely the result of random chance.

C. Stock Market Condition

Schultz (2003) argues that observing long-term abnormal stock returns fol-
lowing corporate events that cluster at stock market peaks (or stock market
bottoms as a corollary) is not unusual in an efficient market. Our sample of
dividend reductions or omissions exhibits some clustering around periods of
slow economic activity, which should coincide with bear markets. It is therefore
possible that our post-announcement long-term abnormal returns are the re-
sult of clustering in time. For this reason, we examine the long-term abnormal
returns in two subsamples defined by the condition of the stock market in the
month of the dividend announcement, that is, bear or bull. Similar to Kim and
Zumwalt (1979), we define a bear (bull) market month as one during which the
return on the value-weighted CRSP index is lower (higher) than the 1-month
U.S. Treasury bill rate. We hypothesize that the probability of observing long-
term underperformance following announcements made during bear markets
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is less than 50% because of a likely rebound in the stock market; in contrast, the
probability of observing long-term underperformance following announcements
made during bull markets is more than 50% because of a possible reversal in
the market.

Table VIII reports the post-announcement first-year abnormal stock price
performance in each subsample. The post-announcement first-year average
monthly abnormal returns obtained from the Fama and French (1993) three-
factor model are all negative and statistically significant at the 1% level in
both subsamples. The buy-and-hold abnormal returns (BHAARs) are also all
negative in both subsamples and statistically significant at conventional levels
using the ¢-test and the Wilcoxon test, except in the case of matching based
on the earnings change. When benchmarked by size and earnings, the average
abnormal return is insignificant in bear markets using the ¢-test. Moreover, the
abnormal returns are insignificant under the Wilcoxon signed-rank test when
benchmarked by percentage change in earnings (by itself or with size). Overall,
these results are not consistent with the predictions of the above hypothesis,
which means that an argument similar to Schultz (2003) cannot be used to
explain the post-announcement abnormal returns we find.

D. Firm Size

Using the CRSP database, we determine that firms in the top CRSP size
quintile account for about 78% of the market capitalization of all NYSE,
AMEX, and NASDAQ listed firms in 2001.1° It follows that if the post-dividend-
event price drift is confined to the other CRSP size quintiles, then its eco-
nomic significance must be small. Boehme and Sorescu (2002) report that the
long-term price drifts that they find for the post-1964 period in their sam-
ple of dividend initiations or resumptions are confined to smaller firms. More-
over, Fama (1998) argues that many long-run anomalies are concentrated on
small-sized firms because current asset pricing models work poorly for small
stocks.

To explore this issue, we split our sample into five subsamples or size quin-
tiles according to the market value of the dividend-event firm, as of the end
of the month before the announcement date, relative to the distribution of the
market value of all CRSP listed firms in that month. We then examine the
post-announcement first-year average abnormal monthly returns and the buy-
and-hold abnormal returns for each subsample. Table IX reports the results for
the different market capitalization quintiles.

Panel A of Table IX presents the average abnormal monthly returns from the
rolling portfolio method. In all size quintiles, the average abnormal monthly
returns are negative and, with one exception, statistically significant at con-
ventional levels. The —0.27% figure for the fifth size quintile using equally
weighted portfolio returns is statistically insignificant at conventional levels.

10 The five size quintiles represent, respectively, 77.95%, 13.8%, 6.14%, 1.78%, and 0.32% of the
total market capitalization of all firms on CRSP as of the end of 2001.
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In Panel B, the buy-and-hold average abnormal return for the fifth size-quintile
is statistically insignificant for five of the seven matching criteria using both
the ¢-test and the Wilcoxon signed-rank test. Therefore, the evidence for a sig-
nificant post-dividend-announcement abnormal return among the top quin-
tile of firms is inconsistent and not compelling. This finding suggests that
to the extent there is a post-dividend-announcement price drift, it is likely
to be found among smaller firms, and its economic significance is relatively
small.

IV. Is the Drift We Report the Post-earnings Announcement
Price Drift?

As dividend reductions and omissions are often associated with deteriora-
tion in earnings performance, the post-announcement negative price drift we
observe may simply be a post-earnings announcement price drift such as first
identified by Ball and Brown (1968) and confirmed more recently by Bernard
and Thomas (1990) and Chan et al. (1996). We use the earnings performance of
the dividend-reducing or -omitting firm as a matching criterion to specifically
control for the post-earnings announcement stock price drift. Throughout our
analysis, the evidence from the rolling portfolio models is weakened by evidence
from the buy-and-hold benchmark-adjusted returns and in particular from the
results obtained by matching on prior earnings performance. Specifically, after
controlling for percentage change in earnings we find: (1) there is no statisti-
cally significant post-dividend price drift in the total sample when significance
is determined using the Wilcoxon signed-rank test (Table V); (2) there is no sig-
nificant drift in the subsample of dividend reductions (Table VI); (3) the drift
is not significantly different from zero in the 1960s and 1970s (Table VII); (4)
the drift is not significantly different from zero in bear markets and marginally
significant in bull markets when benchmarking is by size and earnings (Table
VIID); (5) there is no evidence of a drift in any of the subsamples defined by
firm size when benchmarking is by size and earnings and in a majority of the
subsamples when benchmarking is by earnings only (Table IX).

Moreover, our finding that the price drift may be found among smaller
firms is interesting in that Chordia et al. (2006) find that the post-earnings-
announcement drift occurs mainly in the highly illiquid stocks, which have high
trading and market impact costs. These transaction costs account for 66% to
100% of the paper profits from a long-short strategy designed to exploit the earn-
ings momentum. This limit-to-arbitrage evidence can explain why investors do
not respond efficiently to earnings announcements and hence the subsequent
post-earnings-announcement price drift (Ball and Brown (1968), Bernard and
Thomas (1990)).11

To further address the issue of a post-earnings announcement drift, we
reexamine the rolling portfolio method and account for a post-earnings

1 We thank the anonymous referee for providing this limit-to-arbitrage explanation and inform-
ing us about the paper by Chordia et al. (2006).
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Table X
Post-announcement First-Year Average Abnormal Monthly Returns
for Dividend-Reducing or -Omitting Firms after Simultaneously
Controlling for Earnings Momentum and the Fama and French Three
Factors

This table examines whether the dividend reducing or omitting firms exhibit 1-year post-
announcement abnormal returns that are significantly different from the 1-year post-
announcement abnormal returns of firms that experienced similar earnings change but did not
reduce or omit their dividends. The 1-year rolling-portfolio monthly excess returns of event firms
(compared to non-dividend-event earnings-matched firms) are regressed on the three factors of the
Fama and French (1993) model. The motivation of this examination is that the three-factor model,
unlike the matching method using earnings performance, does not control for the earnings per-
formance of the sample firms and there is a well-documented robust post-earnings-announcement
price drift anomaly (see Ball and Brown (1968), Bernard and Thomas (1990), Chan et al. (1996)).
The sample in this table consists of 1,082 announcements. The statistical significance of each of the
average abnormal monthly returns («,) is tested using the parametric ¢-test. ***, **, and ** denote
significance at the 1, 5, and 10% levels, respectively, in a two-tailed test.

Event Parameter Post-announcement Period Post-announcement Year
portfolio estimation
return method  Statistic lyear 2years 3years 15 year 2" year 3'd year
Equally OLS ap (%) -0.03 0.12 005 -003 004 —0.10
weighted
t-statistic -0.11 0.50 0.24 -0.11 0.15 -0.35
WLS ap (%) 0.00 -0.08 —0.09 0.00 -0.15 -0.08
t-statistic 0.00 -0.48 -0.61 0.00 -0.77 -0.39
Value OLS ap (%) —0.37 0.04 0.11 —0.37 0.09 0.11
weighted
t-statistic —0.94 0.12 0.35 —-0.94 0.28 0.34
WLS ap (%) —-0.20 -0.22 -0.14 -0.20 -0.32 0.03
t-statistic -0.72 -0.96 —0.69 -0.72 -1.30 0.11
Number of observations (months) 437 437 437 437 425 413

announcement drift in the methodology. We first match the dividend-event
firms with non-event firms with similar earnings performance. We then obtain
excess monthly returns by subtracting the matching firm’s return from the
event firm’s return. Next we create a rolling portfolio using the excess monthly
returns and use the Fama—French three-factor model to estimate the abnormal
return on the rolling portfolio. Table X presents the results.

Clearly, when we control for the earnings performance of the dividend-
reducing or -omitting firms when using the Fama—French model, we find no
evidence of any significant abnormal return in any of the 3 years following the
dividend event. Therefore, consistent with the evidence from the buy-and-hold
method when matching by prior earnings’ performance, this finding indicates
that the post-dividend-announcement drift we find earlier using the three-
factor model is actually driven by the post-earnings-announcement drift.
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V. Regression Analysis of the Post-announcement Abnormal Returns

In this section, we make an additional effort to uncover some factor(s) that
can explain the results we find. We model the post-announcement first-year
buy-and-hold abnormal return BHAR; (which is measured using seven dif-
ferent matching criteria) as a function of the following eight factors, which
prior research hypothesizes or finds to be significant determinants of the
announcement-period or post-announcement abnormal returns associated with
dividend cuts or omissions:

BHAR] = ¢o +¢1CUTJ' —|—(p2YIELDj +(p3RSIZEj +(p4DIVPAY]
+ osMARKET; +9sSTAR; + p;EARNA; @)
+@sRISKA; +¢j, j=1,...,N,

where CUT] is the percentage dividend reduction for event firm j; YIELD; is
the dividend yield of event firm j (measured as the ratio of the dollar amount
of dividend per share for the year before the announcement divided by the
share price 1 month before the announcement date); RSIZE; is the ratio of the
market value of event firm j (as of 1 month before the announcement date) to
the mean market value of all firms on CRSP during the event year; DIVPAY; is
the percentage of firms paying dividends during the announcement year (data
are obtained from Fama and French (2001)); MARKET) is the market return
minus the risk-free return during the announcement month (measured by the
value-weighted CRSP index and the rate on the 1-month U.S. Treasury bill,
respectively); STAR; is the 2-day announcement-period abnormal stock return
of event firm j; EARNA; is the percentage change in the earnings of event
firm j over the year following the announcement; RISKA; is the change in the
systematic risk of event firm j (measured as the difference between the beta
estimates from the market model using day —250 through day —30 and then
day +30 through day +250 as estimation periods; and ¢ to ¢g are ordinary
least squares estimates. All parameter estimates are tested using the White
(1980) corrected ¢-statistics. Since buy-and-hold abnormal returns may exhibit
skewness, we also regress the 1-year cumulative abnormal returns, CAR;, for
the dividend event firms on the same variables. The CAR; are computed as the
difference between the cumulated sum of monthly returns of the dividend-event
firm and the cumulated sum of monthly returns of the non-event benchmark-
matched firm.

We include in the above regression model the percentage dividend reduc-
tion CUT}, dividend yield YIELD;, and relative size RSIZE; of event firm j
because prior studies such as Ghosh and Woolridge (1988) and Christie (1994)
either hypothesize or find these factors to be significant determinants of the 2-
day announcement-period abnormal return. We include the percentage of firms
paying dividends during the announcement year, DIVPAY, because Baker and
Waurgler (2004) propose that investors’ demand for dividends changes over time
and the propensity to pay dividends highly correlates with this variable.!? We

12 In regression analyses not reported above but that are available upon request, we find that
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include the market return minus the risk-free return, MARKET], in the regres-
sion model to account for any significant difference between the abnormal re-
turns in the two market conditions. We include the 2-day announcement-period
abnormal return, STAR;, as an additional potential determinant of the long-
term abnormal return since the magnitude or sign of the post-announcement
first-year abnormal return may be related to the sign and magnitude of the
announcement-period abnormal return. We include the post-event change in
earnings, EARNA;, and the change in systematic risk, RISKA;, because Grul-
lon, Michaely, and Swaminathan (2002) find these factors to be significant de-
terminants of the long-term price drift.!®

When buy-and-hold abnormal returns are used as the dependent variable, the
F-statistics shown in Table XI are statistically insignificant at conventional lev-
els for five of the seven regression models, and the coefficient of determination
R? is not higher than 2.04%. When cumulative abnormal returns are used as
the dependent variable, the F-statistics shown in Table XII are also statistically
insignificant at conventional levels for four of the seven regression models, and
the coefficient of determination R? is not higher than 2.77%. In both tables,
these goodness-of-fit measures do not indicate that these models can predict
or explain an economically significant percentage of the variation in the post-
announcement first-year abnormal returns to the dividend-event firms. In ad-
dition, an examination of the White (1980) corrected ¢-statistics for the ordinary
least squares parameters for both tables does not lead to any robust general-
ization about a significant relation between the post-announcement long-term
abnormal returns and any of the independent variables. Therefore, this regres-
sion analysis does not help us uncover a simple explanation for the results we
report.

VI. Conclusions

We examine the post-announcement long-term stock price performance of
firms that reduce or omit their cash dividend payment using a sample of 2,337
announcements made during the period from 1927 through 1999. We mea-
sure the long-term abnormal performance by applying the three-factor model
of Fama and French (1993) and also by using the mean difference in the holding
period returns of matched pairs of event firms and non-event benchmark firms
as prescribed by Barber and Lyon (1997). To address Fama’s (1998) methodolog-
ical remarks, we use various specifications of the Fama—French regressions and
match the firms using several matching criteria.

The Fama-French regressions find statistically significant negative abnor-
mal returns over the first post-announcement year for the dividend-reducing or
-omitting firms. The results are robust with respect to regression specifications
and are generally robust across tests of various subsamples that we examine.

the announcement-period abnormal stock return is significantly related to the percentage of firms
that paid dividends in the announcement year DIVPAY;.
13 We thank the anonymous referee for pointing this out.



The Journal of Finance

1016

(G0) 91-) (80) 6°0—) (079 (++¥°3) (T°0) #0—) (6T-)

98L %31 ¥PT  %0€  830— L¥O 190—  SS0 12°¢ 1T°0 G0'0— €0'Tg— sSurures ur a3ueyo aSejusdied pue oz1g
(S%'1) (¢0—) (T0) @1-) (31 (€1-) (G0—) («€%—) (€0)

8L 931 02 €68  9T0— 900 LLO—  TI€0 €0%—  ¥€0— 0€0— 90— s3urures ur eSueyo afejusdIog
@G1-) (@I1—-) O (0°0) (T0)  (+G'8) (++€3) #0—-) ((@1-)

GTIL «I€3 76T 80L— €£0— S90 100 ¥0°0 A 16T 00— 9% LI— on[ea }o¥IBW-03-300q JO OIFel PUE dZIS
#0) (¢1-) @D @1-) (60) (8°0) (€°0) (€1-) (©]|0)

8vL 931 08T L8T  TI€0— 6¥0 180—  LT0— 080 6T°0 e€T'0— GL'6 soueurtoprad yoogs Jorad pue Arysnpuy
(G°0) (@1-) (€0 (G0-) (30—) (03 (++€3) (L°0) F1-)

8vL  €¥1 ¥80 8T% S30— 8T0 0T'0— S00—  I¥% 97’1 80°0 €015~ soueurioyted 3oo3s torad pue ozig
(T0-) F1-) OD Q1) (€T) (0P) (T0-) (w¥2—) (O

GGL wilT¥ 66T L30— T0— LEO 0L0— 3%0—  3LG 00— €30— 9Z'8T uorjeI[Ije A1}SNPUI PUR 971G
o1 (90-) (€0-) (10 (€0—) (13 (TT-) («0%—) (50

gL 67T LL0  8T%  IT0— €I0— 900 900—  G6T ¥0T— 30— 199 9218 WAL

N Ad (%) VST 'VNYVA "9VIS ‘LIIIVIN ‘AVdAIA AZISY ‘a@T1dIX ‘10D 1deouspu] 'Yy g SuLinseow 10§ BLIOILID SUYDRIN

JO JUSIOLIJO0)) JOJ (SO1ISTIB)S- [ PUR) Sojewnsy sarenbg-jsear -LIeurpaQ

*1$9) pofre)-om) B Ul K[oarjoedsed ‘S[oAd] 20T PUB ‘G ‘T 93 J8 90UBIJIUSIS 9J0UP , PUB ‘., .
"SUOT)RAISS(O JO I9qUINU 93} 99NPAI SI[BLIRA Juspuadepul a1} JO SW0S I0J san[eA SUISSIJ\] ‘SUOIJBAISSCO JO I9qUINU Y3 ST A ‘010z 0} [enbs st ajewiryss 1ejpwrered SO
a3 1B} SI po3se) siseyjodAY [[nu oy ], "seseyjuated UL MO[O( UMOYS D1ISIIBIS-7 PJOSLI0D (08GT) SIYM 93 Suisn polse) sI sajewyse aojeuwrered (SJ(0) sexenbs jses|
Areurp.ao ay) Jo Yoea Jo 9ouBdIIJIUSIS [BITIST)R)S oY, "(Sported uorjewnyse se 0Gg+ Aep ydnoayy g+ Aep usy) pue gg— Aep ysnoayy 0Gg— Aep Suisn [opow }o3IBW oY)}
WO} SOJBUITYSO BISq 9} USOMIO( SOUAISIJIP 9} SB PAINSeaur) [ ULITY JUSAD JO SLI 01JBUIISAS o1} Ul 9Sueypd a1} ST fV37STY Pue uswedunouue oy SUIMO[[0] T8k T o1}
J9A0 [uriry JuaAs Jo sSurures o) ut aSueyd afejusdtad o) ST VYV {([OPOW jos[rewr o} SUISN paure)qo) [ ULIj JUSAD JO WINJOI [I09S [BULIOU|R POLIdd-JUauIaduUNOUUE
Kep-g oy St 'YVLS ‘(Aeanpadsax ‘[[iq AImseal], 'S (] YIUOW-T 9} UO dJel Y} PUE Xapur JSY PoIySom-oniea oy} Aq poInsesur) ypuow JUSWIUNOUUE oY) SuLmp
WINJAI DAIY-YSLI 9} SNUTW WINJOI JO3[IeUL Y3 ST LAYV “((100Z) UOUSL] PUL BWR,] WO} PAUTRI(O d1€ Byep) Ieak Juoweounouue ay) Sump spuaprarp Sutked suriy
Jo a8equediad o) ST LAVJAIQ ‘Te0L Juasd oY) SuLINp JSYD UO SULI [[€ JO dN[EA Jo3[IBWI UESW ) 0} (9)€P JUSWSIUNOUUR 9] 10Jo( YIUOUI T JO SB) [ ULIT} JUaAd
JO an[eA josxIeW 8Y) JO ORI By} SI FZISY {(91ep juswedunouueR oY) 910joq Yjpuow [ doLid aIeys ayj Aq POPIAIP JUSUISOUNOUUE S} d10Jo( TeaA 9} 10J oIeys Iod
PUSPIAIP JO JUNOUIE IBT[OP Y[} JO OTJBI ST} SB PAINSEIW) [ ULILJ JUSAD JO P[OIA PUSPIAIP o) ST {77H[X ‘{ ULIT} JUSAD JO UOTIONPAI PuspIAIp aSejusdtad ayy st £7) ) a1oym

N T=0 BHIVYSIYSD + VNGVALS + VLS + LLATVINGG + AVIAIQY® + ‘FZISHES + \aTAIA + {1N0's + 0 = 'yvHg

:ST [opowrt paryroads oy, *s1039€] [erpuenyyul A[[eryusjod [BI9ASS UO (BLIFILID SUIYI)EUI JUSISJIP USASS SUISN PAINSBOW I8 YITYM) YV g SULIT JUSAS-PUSPIAID
91} 03 SWINJSI YJ0)S UOWIUIOD [BULIOUR P[OY-PUR-AN( JBIA-1SIT Jusmedunouue-3sod oY) Jo SISA[eUR UOISSOI30d [BUOI}ISS-SSOI0 9} JO s}[Nsal oY) sprodax a[qe) STy,
suLIyy Su)ru(- 10 SUIONPIaY-PUspPIAI(]
JI0J SUIN)IY [eWIOUQY P[OH-PUB-ANng JB3X-)SIL] JUSWIIUNOUUR-])SOJ 9} JO UOISSOIFIY [BUOI}IIS-SSOL))
IX 219EL



1017

Underreaction to Dividend Reductions and Omissions?
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By itself, the methodology based on Fama—French regressions of the monthly
excess returns of the dividend-event firms provides fairly consistent evidence
of a post-dividend-announcement price drift.

However, in our analysis of buy-and-hold abnormal returns from matched
firms, we find that the negative long-term abnormal performance following the
dividend announcements becomes statistically insignificant when we control
for the pre-event earnings performance of the dividend-reducing or -omitting
firms and take into account the skewness of the distributions of the buy-and-
hold abnormal returns. Specifically, the Wilcoxon signed-rank test results when
matching by earnings or by earnings and firm size are statistically insignificant
for: (1) the whole sample; (2) the dividend reductions subsample; (3) the 1960s,
1970s, and 1980s subperiods; (4) bull versus bear subsamples; and (5) most of
the firm-size quintiles.

We subsequently reexamine the Fama—French analysis in light of the sen-
sitivity of the buy-and-hold abnormal returns to matching by earnings perfor-
mance. We create a rolling portfolio using the difference of the monthly returns
between event and non-event firms with similar earnings performance. We
find no significant abnormal returns from regressions of this rolling portfolio
return on the Fama—French three factors. Therefore, our result indicates that
firms that reduce or omit their dividend have the same post-event price drift as
firms that have similar earnings performance but do not reduce or omit their
dividend.

The collective evidence therefore indicates that the price drift we observe
is a post-earnings-announcement price drift. We also find that the price drift
is likely confined to smaller-sized firms, which suggests that the price drift
observed following our dividend event is not necessarily inconsistent with mar-
ket efficiency. Chordia et al. (2006) find that the post-earnings-announcement
drift occurs mainly in highly illiquid stocks whose trading costs can account for
66% to 100% of the paper profits from a long-short strategy designed to exploit
earnings momentum. The post-earnings-announcement price drift can be a con-
sequence of this limit to arbitrage and therefore falls within the parameters of
an efficient market.
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