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ABSTRACT

Rusanti, Nurlina (2004). A Test of Signaling Theory on the Relationship
between Dividend and Cash Flow. Yogyakarta. Accounting Department.
Economic Faculty. Islamic University of Indonesia.

This research is intended to study and analyze whether the dividend
policy being used to give the signal for cash flow increased in the future at Jakarta
Stock Exchange. The method that is used in this research is purposive sampling
method. This research can be additional knowledge to indicate the behavior of
stock market in relating to the dividend policy.

This research compares three sets of firms based on cash flow:
permanent increase (PI firms), temporary increase (TI firms), and no increase (NI
firms). And this research examines 15 companies that are PI firms and NI firms.
Both of PI firms and NI firms do not use dividend to signal future cash flow. The
cash flow before and after the announcement of dividend increase is not
significant. Even so with the abnormal return that there is no significant different
before and after the announcement ofdividend increase.

Keywords: Cash Dividend, cash flow, abnormal return.

 



CHAPTER I

INTRODUCTION

1.1. Study Background

Since the previous time, people do investment because they have money.

Recently, for those who do not have enough money, they can also have achance

to do investment. They invest to improve their welfare in monetary wealth, both

in recent and future condition. Investment can be defined as an activity to place

money in one or more assets during a certain period to earn return. At the

beginning, they invest in real assets such as land, building, gold, etc. Progress of

technology, investment of real assets has been left by many people. They believe

that investing real assets is not moveable enough. Then they change to financial

assets, such as bond and stock. In this investment activities, the investor and the

security seller can do the transaction quickly and it does not need transfer of the

object of the security. The investor can do the investment activity in financial

market that has been established by the government.

A financial market is not exactly a place, it is merely a framework or

organization in which people can buy and sell securities in accordance with well-

defined rules and regulations (Lasher, 1997:3). The financial market in this case is

stock exchange and most ofthe transactions are between investors. It is because a

company issue securities only once, but among the investors may trade security

many times thereafter (Lasher, 1997:3). Those securities are stock that may be

chosen by a firm to obtain more funds. Owning stock means that the investors

 



own a portion ofthe firm and thus have the right to vote on issues important to the

firm and to elect its directors (Mishkin, 2001:23).

In stock investment, the investors get the return that can be received as a

cash dividend and the increase in stock price can reflect the increase in the value

of the investment. The stock exchange also offers a capital gain that is obtained if

the buying price is deducted from the selling price.

Many investors prefer dividend than capital gain because the dividend

reduce the uncertainty of the income that investor will get. The expectation of

capital gain in the future may have more uncertainty than the income at this

moment. Dividend at this moment shows the present value of cash flow to the

investor that should be not doubtful. Payment of cash dividend is a strength

indication. It conveys information that interprets a good condition of the firms

(Halim and Sarwoko, 1995:207).

The dividend decision must be carefully planed and implemented. Many

factors that influence dividend decisions are the needs to have funds, the future

financial prospects, stockholders' preferences and expectations, and the firms'

contractual obligation (Lasher, 1997:415). The firms' board of directors sets the

dividend and mostof the firms pay a regular cash dividend each quarter. They are

not always inthe form ofcash. Frequently companies also declare stock dividends

(Brealey and Myers, 2000:440).

Information is an important thing that can influence security trading in

stock exchange. Accounting has the function to give financial information that can

be used as one tool in the decision making process of the users (external and

 



internal). The accounting information from a company is needed for internal

parties, that is the management of the company and the external parties, they are

creditors, banking, tax institutions, etc (Kieso and Weygandt, 1997:6)

The information provided by a financial statement is primarily financial

in nature, quantified an expressed in units of money. The information presented

pertains to individual business enterprises, government entities and other

accounting entities not to industries or to members of society as consumers. The

information provided on the statement is often approximation, rather than exact

measures. The measure involves estimation, classifications, summaries,

judgements and allocation. The information provided generally reflects the

financial effects of transaction and even that have already happened (Woelfel,

1994:463).

Information is the key to show performance management and

improvement. But the management frequently has confidential information related

to the firm that cannot be informed to investors. Whereas, without actual

information, the investors have only opinions with no supporting facts and no

directional signal. Investors cannot read managers' minds, but they canlearn from

managers' actions. Increases of the dividend that is done by the management can

be a signal for the investors.

Dividend signalling playsa prominent role in corporate finance theoryin

which managers use cashdividends to convey information about firm profitability

(DeAngelo, DeAngelo, and Skinner, 2000). Thus, when a company declares that

dividend larger than that anticipated by the market, it will be interpreted as a

 



signal that the future financial prospects of the firm are brighter than expected

(Gallagher and Andrew, 2000:408).

Cash flow can be the indicatorof the firm's profitability. Cash flow is an

accounting description of various physical movements of cash resources to and

from an economic organization, which result from its operating, investing and

financing activities (Lee in Newman, Milgate, and Eatwell, 1994). Information on

cash flows help the investors assesses a company's ability to meet obligations,

pay dividends, increase capacity, and rise financing. It also helps the investors

assess the quality of earnings and the dependence of income on estimates and

assumptions regarding future cash flow (Wild, Bernstein, and Subramanyam,

2001:508).

How the information will influence the investors' decision can be seen

by the changes of stock price in stock exchange. In the stock exchange, the

changes in stock price can be one of the measurements to assess the return of

stock.

Many researchers have done researches about the dividend signaling that

convey information about future profitability. Several of those researchers are

Lintner (1956), Aharony and Swary (1980), Benartzi, Michaely, and Thaler

(1997), and Brook,Charlton, and Hendershott (1998).

Lintner (1956) conducted the research about the information content of

dividend changes. He argued that dividend increases will be made by firms with

higher and more stable cash flows. The dividend increases will be related to

permanent but not necessarily to temporary components of cash flow. And the

 



dividend decrease will be less frequent than dividend increases and accompanied

by very poor performance (Jagannathan, Stephens, and Weisbach, 2000).

Benartzi, Michaely, and Thaler (1997) supported Lirntners' research.

Firms that increase dividends are less likely than no changing firms to experience

a drop in future earnings. Thus, their increase in noncurrent earnings can be said

to be somewhat "permanent". In spite of the lack of future earnings growth, firms

that increase dividends have significant positive excess returns for the following

three years.

Aharony and Swary (1980) tested whether quarterly dividend changes

provide information beyond that already provided by quarterly earnings numbers.

The result of this research is that the changes in quarterly cash dividend provide

useful information beyond those, which has been that, provided by corresponding

quarterly earnings numbers. In addition, the results also support the semi-strong

form of the efficient capital market hypothesis. The stock market adjusts in an

efficient manner to new dividend information.

Brook, Charlton, and Hendershoot (1998) conducted a research to find

out whether managers ever use dividends to signal positive cash flow information.

The result of this research is that the firms on the threshold of large cash flow

gains tend to increase their dividends more than benchmark firms before the large

cash flow jump. These firms also earn significantly positive abnormal stock

returns. As the higher cash flow is realized, the positive abnormal returns is

continue.

 



This research re-examines whether the dividends being used to signal

future cash flow increases. The difference with the previous research is the time

period in doing the research. The previous research that is done by Brook,

Charlton, and Hendershott (1998) examined in 8 years (1992-1999) while this

research extends the period examined in 1998-2002. This research uses purposive

sampling method. The sample of this research was the company that listed in

Jakarta Stock Exchange excluded financial industries from period 1998-2002. In

addition, this research also different with other research, which have been done by

Wirjolukito, Yanto and Sandy (2003). The difference of this research is in the

sample. The samples are manufacturing & commercial, real estate and property,

hotel and construction companies that listed on Jakarta Stock Exchange from the

period 1994-1996.

1.2. Problem Statement

The information content of dividends hypothesis asserts that managers

use cash dividend announcements to signal changes in their expectations about

future prospects of the firm (Aharony and Swary, 1980). Managers increase the

dividend only if they are confident that higher dividends can be maintained with

higher subsequent cash flow. If a company cuts its dividend, the market takes this

as a bad signal that management expects poor earnings and does not believe that

the current dividend can be maintained (Gallagher and Andrew, 2000:408).

This research compares three sets of firms based on cash flow changes in

a given year: the first group of firms that have permanently cash flow increase (PI

 



firms), the second group is the firm with only temporary cash flow increase (TI

firms), and the third group is the firm that no increase the cash flow (NI firms).

This configuration is to compare the influence of each group on corporate

dividend policy. By focusing on a set of firms with stable recent and current cash

flow, it mitigates the noise introduced by dividend changes that occur for reasons

other than signaling (Brook, Charlton, and Hendershott, 1998).

The management of a firm may use dividend payments as a method of

indicating their estimates of the firm's earning power and liquidity (Pettit, 1972).

Cash flow information is a key to measure the liquidity. And the investors will

receive this message. Stock prices often change dramatically when a dividend

change is announced, indicating that the market believes dividends affect value

(Lasher, 1997:415).

Managers use dividend changes to signal large future cash flow increases

and managers have important private information about these large future cash

flow increases. So, the investors appear to interpret the dividend changes as

signals about future profitability.

1.3. Problem Formulation

The main problems of this research are:

1. Do permanent increase firm (PI firm), temporary increase firm (TI firm), and

no increase firm (NI firm) use dividends to signal large future cash flow

increases?

 



2. Is there any different of stock return before and after dividend increasing in

the permanent increase firm (PI firm), temporary increase firm (TI firm), and

no increase firm (NI firm)?

1.4. Problem Limitation

In order to provide a clear description in order to impart useful

information, the research has the limitation as indicated below:

1. The population taken is company listed in Jakarta Stock Exchange from period

1998-2002.

2. In order to take the sample, researcher conducts purposive sampling method.

The sample to conduct this thesis is the company listed in Jakarta Stock

Exchange excluded financial industries and paydividend from 1998-2002.

3. Variables taken are stock returns, cash flow, dividend per share, and dividend

announcements.

4. Variables otherthan variables chosen areassumed to beconstant and stable.

1.5. Research Objectives

The objective ofthis research is to examine whether the dividend policy

being used to give the signal for cash flow increased inthe future and stock return

in the permanent increase firm (PI firm), temporary increase firm (TI firm), and

no increase (NI firm).

 



1.6. Research Contribution

The writer expects that this research will give contribution for these

following parties:

1. For the investor: informationto interpret the dividend changes as signalsabout

future profitability of the firm.

2. For the company: a prediction of the investor behaviorwhen the management

sends a signal.

3. For the economist: knowledge that indicates the behavior of the stock market.

1.7 Definition of Terms

In this thesis the writer has some terms, which have important meaning.

These definitions of terms are intended to eliminate some confusion of the

readers. The definitions of terms are:

1. Cash Flows: the amount of money, which moves into and out ofa business at a

particular point in time (Tuck and Ashley, 1993: 78).

2. Cash Flow Statement: it contains information about cash inflow and cash

outflow in accounting period that comes from (use for) operating activity,

investing activity and financingactivity (PSAK No. 2, 1999).

3. Dividend: cash payments declared and paid quarterly by corporations to

stockholders (Jones, 1997:43)

 



4. Stock return: payments from corporation to stockholders invest their money

by buying corporation stock.

5. Stock: the ownership ofa corporation. A corporation may haveseveral stocks,

and each share within a class has the same rights as every share of stock in its

class (Warren, Fess and Reeve, 1996).

10

 



CHAPTER II

REVIEW OF RELATED LITERATURE

2.1. Dividends

Investors generally expect to receive dividends as a return on their
investment (Gellein and Chamberlain in Davidson, 1970). It is apayment made by
acorporation to stockholders. Dividends come in many forms. The most common
is the regular cash dividend, but sometimes the firms pay an extra or special cash
dividend, and sometimes they pay adividend in the form of stock.

The amount and timing of a dividend are important issue for

management of the firm to be considered. The payment of alarge cash dividend
could lead to liquidity problem for the firm. Whereas, asmall cash dividend may
cause unhappmess among stockholders who expect to receive areasonable cash
payment from the company on aperiodic basis. Many companies declare and pay
quarterly of cash dividend (Weygandt, Kieso, and Kell, 1996:611).

The decisions of the size of the allocated fund that will be distnbuted as

dividend depend on the company's board of directors. Dividends do not accrue

like interest on anote payable, and they are not aliability until declared.

2.2. Dividend Policy

Shareholder returns only come in two forms: stock price change and

cash dividends received. It follows that the dividend decision directly impacts

shareholder wealth. Afirm's dividend policy includes two basic components

 



(Scott, Martin, Petty, and Keown, 1999:575). First, the dividend payout ratio
indicates the amount of dividends paid relative to the company's earnings. The
second component is the stability of the dividends over time. Dividend stability
may be almost as important as the amount of dividend received for the investor.
Stability refers to the constancy of dividends over time. Astable dividend is
constant in amount from period to period but it is usually increased occasionally.
Adividend with a stable growth rate increases by a more or less constant

percentage overtime. Investors use achange in dividend policy as asignal towards

the firm's financial condition.

Dividends are critical place of the financial system because oftheir roles

in determining the value of stocks. The relationship between dividends and value

can be viewed from the perspective of an individual investor or from that of the

market as awhole. Investors expect an acceptable return from dividends and from

the receipts when the shares eventually are sold. Today's price is the present value
ofthat future cash flow discounted the appropriate rate for an equity investment in

the company (Lasher, 1997:416).

There are 3variables to measure dividend policy (Zeng, 2003: 306):

1. Dividend paid or declared per share is calculated by the total common stock

dividend payment divided by total common share outstanding.

2. Dividend payout ratio (dividend per share divided by after-tax earnings per

share) is calculated by total common stock dividend payment, and divided by
total common share outstanding. Then, it is divided by earnings after tax and

before extraordinary items, which is furthermore divided by total common

12

 



share outstanding. It is the same as the total common stock dividend payment,

which is divided by earnings after tax and before extraordinary items. To use

this measurement, negative earnings should be deleted.

3. Dividend yield (dividend per share divided by share price) is calculated by

total common stock dividend payout divided by total common shares

outstanding. Then it is divided by share price. Share price is measured as the

average high price and low price in the year. The high and low prices are

obtained from the historical data statistics on the financial post card.

2.3. Signaling Models

Signaling dividend theory is based on the premise that the management

ofa firm knows more about the future financial prospects of the firm than do the

investors. According to this theory, investors presume that management would not

have raised the dividend if it did not think that this higher dividend could be

maintained. As a result of this signal of good times aliead, investors buy more

stock, causing ajump in the stock price (Gallagher and Andrew, 2000:408).

A dividend decrease gives signals an expected downturn in earnings.

Whereas, a dividend increase give signals a positive future is expected. The

managers who believe the signaling theory will be conscious of the message their

dividend decision may send to investors (Lasher, 1997:416).

Ifthe company has some attractive investment opportunities that should

be financed with retained earnings, the management of the company may turn

13

 



them down if adopting them would prevent paying the expected dividend and

send an unfavorable signal tothe market (Gallagher and Andrew, 2000:408).

2.4. Statement of Cash Flow

Cash is the lifeblood of a company because without cash, the company

will not survive. For small and newly developing companies, cash flow is the

single most important element ofsurvival (Kieso and Weygandt, 1998:226). In

order to make necessary economic decisions, investors use financial statements as

a measurement in decision-making, because they give an accounting picture ofthe

firm's operationsand financial position.

The Indonesian Instituteof Accountants (IAI) published the Statementof

Financial Accounting Standard (PSAK) No. 2 about "Statement of Cash Flow".

This statement requires companies to publish the statement of cash flow starting

from January 1, 1995. The primary purpose of the statement of cash flow is to

provide information about an entity's cash receipts and cash payments during a

certain period. A secondary objective is to provide information on a cash basis

classify among operating, investing, and financing activities. According to

Financial Accounting Standard Board (FASB), the information provided in a

statement of cash flow, if it is used with related disclosures andthe other financial

statements should help investors, creditors and others to assess:

1. The firm's ability to generate positive future net cash flows.

2. The firm's ability to meet its obligations, its ability to pay dividends, and its

need for external financing.

14

 



3. The reasons for differences between net income and associated cash receipts

and payments.

4. The effects on an enterprise's financial position of both its cash and non-cash

investing and financing transactions during period (Kieso and Weygandt,

1995:1232).

The cash flow shown in the statement are divided into three major

categories (Brigham and Ehrhardt, 2002:41):

1. Operating activities, which includes net income, depreciation, and changes in

current assets and liabilities other than cash, short-term investments, and

short-term debt.

2. Investing activities, which includes investments in or sales of fixed assets.

3. Financing activities, which include raising cash by selling short-term

investments or by issuing short-term debt, long-term debt, or stock. Also

because, both dividends paid and cash used to buy back outstanding stock or

bonds reduce the company's cash, such transactions are included here.

The cash flow statement combines cash flows for events that are

reported on the balance sheet (e.g., purchases of assets) and the income statement

(e.g., the sale of goods). The cash flow statement provides information about the

firm's liquidity and its ability to finance its growth from internally generated

funds (White, Sondhi, and Fried, 1997:110).

 



2.5. Return

Investors provide financing in a desire for a return on their investment. A

return is income received on an investment plus any positive change in market

price, usually expressed as a percentage of the beginning market price of the

investment (VanHomeand Wachowicz Jr, 1995:90).

A return on an investment may come from more than one source. The

most common source is periodic payments such as dividends or interest (current

income). Current income may take the form of dividends from stocks, interest

received on bonds, rent received on real estate, and so on. To be considered

income, it must bereceived inthe form ofcash orbe readily convertible into cash

(Gitman and Joelink, 1996:133).

Return consists of realized return and expected return. Realized return is

a return that has occurred and it can be calculated based on historical data.

Realized return is important because it is used as one of the company's

performance measurements and as a basis to determine expected return. Expected

return represents the return that would beexpected by the investors inthe future.

To measure realized return, we can use several measurement. Those

several measurements are; total returns, return relative, return cumulative and

adjusted return (Jogiyanto, 2000:107).

Total return is totality return from an investment in thecertain period. To

calculate the total return we can use the formula:

Total return = Capital Gain (Loss) + Yield

Total Return = Pt - Pt-i + Dt

Pt-i

 



Where:

Capital gain is a gain (loss) that result from deduction of relative current

investment price to the past period's price.

Yield is a percentage of periodic cash receipts to the investment price in the

certain period of investment.

Pt = Stock price ofperiod t

Pt.i = Stock price of period t-1

Dt = Dividend in period t (Jogiyanto, 2000:108)

Total return can be positive or negative. In specific calculation, for

instance in the geometric average the return should be positive. In this

circumstance, we can use the return relative formula that add value of 1 to the

formula; that is:

Return Relative = P»-Pt.i + D, + 1 (Jogiyanto, 2000:112)

Pt-i

Total return measures the wealth change that is the change of stock price

and the changes in stock dividend in the certain period. It is only measure the

wealth change at the certain time but not measures the total wealth that has

owned. To know the total wealth, it can be used the cumulative wealth index with

the formula:

IKK = KKo(l +Ri)(l+R2)...(l+Rn)

Where:

IKK = cumulative wealth index, from the first period until n-period

KKo = beginning wealth

17

 



Rt = return in t-period, start from beginning period (t=1)until n period (t-n)

(Jogiyanto, 2000:113)

The return that has been stated above is nominal return that only concern

to the changes ofmoney value butnot concern about the level of ability to buy. To

consider this circumstance, it needs inflation adjusted return with the formula

Ria = 0±R) - 1
(1+IF)

Where;

R[A = Inflation adjusted return

R = Nominal Return

IF = Inflation level (Jogiyanto, 2000:119)

The second dimension of return is concerned with the change, if any, in

the market value of an investment. Investors pay a certain amount for an

investment, from which they expect to receive not only current income but also

the return of the invested funds sometime in the future (Gitman and Joehnk,

1996:133).

Expected return can be counted by multiplying ofeach outcome with the

probability and sum of the entire multiplying product. In mathematically it can be

formulated:

n

E(Ri)=I((Rj . Pj)
j=i

Where:

E(Ri) = expected return of security i

18

 



Rj = the result ofj-future

Pj = probability ofj-future

n = the amount of the future (Jogiyanto, 2000:126)

Return is a key variable in the investment decision. It allows us to

compare the actual or expected gains provided by various investments with the

levels of return required to justify them. When the investor making investment

decisions it is the future that matters; expected return is a vital measure of

performance. Expected return is the return on investor thinks an investment will

earn in the future (Gitman and Joehnk, 1996:134).

2.6. The Link between Dividend Signaling, Cash Flow, and Stock Return

The dividend is viewed as a way for management to send a message,

because there is information that cannot make available to its shareholders

(Lasher, 1997:422). Lintner's premise is that managers prefer to increase dividend

regularly and avoid decreasing dividends ifpossible. These arguments predict that

dividend increases will be made by firms with higher and more stable cash flows.

And the dividend decrease will be less frequent dividend increase and

accompanied by very poor performance (Jagannathan, Stephens, and Weisbach,

2000).

Stock markets are considered to be efficient if the stock prices are fully

reflected the availability of public information. If the stock market is efficient and

stock prices depend on expected future earnings, then any better prediction of
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future earnings that is possible with dividends should be reflected in stock prices

at or before the time the dividends become known (Watts, 1973).

Finns that increase dividends display positive excess returns on the

announcement, while firms that decrease dividends suffer negative returns on the

announcement (Benartzi, Michaely, and Thaler, 1997). Stock prices often change

dramatically when a dividends is announced, indicating that the market believes

dividends affect value.

2.7. Previous Research

There are many researches concern about the information content of

dividend changes and future profitability. Several of those are; the research that is

done by Ross (1977) and Battacharya (1979) integrated the information content

hypothesis with the signaling theory. They demonstrate that dividends provide

information about the firm's future cash flow and thus the dividend decision can

changes a firm's value. Their hypothesis assumes that managers possess private

information about the firm's attributes not known to the market. This information

is valuable if the investments in placeor opportunities to invest can have positive

affect on the firm's future cash flow (Sartono and Asih, 2002).

Koch and Shenov (1999) tested about signaling and agency theory. It

showed that dividend and capital structure policies interact to provide significant

predictive information about future cash flow. This research is done to 249 firms

with a complete set of 44 quarters of Compustat and CRSP data in 1979-1989.

The hypothesis is if the dividend and capital structure should provide information
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about future cash flow, the free cash flow model predicts a U-shaped relation

between Tobin's q and the information content of a firm's policies.

Finns that increase dividends in year 0 have experienced significant

earnings increases in years -1 and 0, but showno subsequent unexpected earnings

growth. And also the size of dividend increase does not predict future earnings.

Firmsthat cut dividends in year 0 haveexperienced a reduction in earnings in year

0 and in year -1, but these firms go on to showsignificant increases in earnings in

year 1 (Benartzi, Michaely, and Thaler, 1997).

Brook, Charlton, and Hendershott (1998) found that firms poised to

experience large, permanent cash flow increase after four years of flat cash flow

tend to boost their dividends before their cash flow jumps. The companies that

have eight consecutive years of cash flow per share data available on the 1992

tapes conduct this research. Their test compare three subgroups of firms with

stable cash flow in years -3 through 0, selected by their cash flow changes in

years 1 through 4: the pennanent-increase (PI), temporary-increase (TI), and no-

increase (NI) samples contain 101, 45, and 34 firms. They define cash flow (CF)

as compustat data item 13 (operating income before depreciation) less data items

15 (interest expense), 16 (income taxes), and 19(preferred stock dividends).

Common dividends are compiled from the Center for Research on

Security Prices (CRSP) tapes and confirmed using the Wall Street Journal Index.

They calculated dividend changes by applying Watts' (1973) method: dividend

changes are assigned to a particular fiscal year if they are paid during the latter

threequarters of that fiscal yearor in the first quarter of the nextyear.
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To determine the market's response to the various groups' dividend and

CF changes, they calculated fiscal year stock market returns for each company

from the daily stock return files on CRSP. To calculate abnonnal returns, they

subtracted the contemporaneous return for the value-weighted CRSP index from

each firms' return.

2.7. Hypothesis Formulation

A company can issue its own rights in the form of stock to the public in

the capital market. Stock is simply pieces of paper that declares the ownership ofa

corporation. Therefore instead of receiving dividend income, we may receive

capital gain. If the stock is sold at an actual price above its purchase price, then

the investor will receive a capital gain. Earningsthat are obtained by the company

can be held back as a retained earnings or it will be distributed as a dividend. The

investors can earn dividend in the form of cash or stock, it depends on the

company's board of directors. The most common form of dividend is cash

dividend that is paid regularly.

Generally, a companydoes not want to cut dividendsbecause it will give

a bad signal to investors. The company that cuts dividends will be regarded in

having liquidity problem, so it needs extra funds. And the company will not

remove those signal if the condition is not persistent the company to cut the

dividends.

In making economic decision, the investors need financial statement

besides a good signal to give them better information about the firm's prospect.
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Cash flow is one of the financial statements. The statement of cash flows reports

(1) the cash effects of operations during a period, (2) investing transactions, (3)

financing transactions, and (4) the net increase or decrease in cash during the

period. Cash flow helps users evaluate liquidity, solvency, and financial

flexibility.

The investors get return as a reward from the investment. Return from

investment is very crucial to the investor. It can be realized return or expected

return. Realized return is return that is already happened. Expected return is return

that would be expected. Realized return is counted by historical data. It is

important because it can be a tool to measure the company's perfonnance. It is

also used as a basic of expected return.

Abnonnal return is excess from realized return to the expected return.

Abnormal return can be a tool to measure the market efficiency. A security market

is efficient if security price fully reflects the information available. Publishing of

the information available has relationship with corporate event that is happened.

Dividend announcements also include the information available.

The announcement of paying dividend that increases from the prior

period is provided for the investors at the same time. Usually, the firm uses

dividend announcement as a signal to investors. By increasing the dividend, the

finns try to give future prospective signal. It can be shown in the cash flow, thus

the firms can increase the dividend paid. In contrast, if the firms cut the dividend,

it will give a bad signal because the investor deems that the firms lack liquidity.

The investors will receive the information of raising dividend as a good signal
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without more analysis. And the security prices will fully reflect this good

information. The market's response can be measured by using return as a value

price change or with using abnormal return.

From the previous research that is done by Brook, Charlton, and

Hendershott (1998) the firms can give the signal impending cash flow jumps by

raising their dividends successfully. These firms also earn significantly positive

abnormal stock returns. Based on the main problem and review of related

literature stated above, the hypothesis of this research can be formulated as

follows:

HI : There is a positive cash flow following the announcement of dividend

increase in the PI firms, TI firms, and NI firms.

H2 : There is a positive abnormal return following the announcement of dividend

increase in the PI firms, TI firms, and NI firms.
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CHAPTER III

RESEARCH METHOD

3.1. Research Method

This research uses quantitative analysis method, where the vanable value

is declared in the numenc form. Method that is used in this research is purposive

sampling method. In this method, the sample has to suitable with the core group
that represents this research. Purposive sampling method is asample taken, based
on the specific consideration. It is based on the objective of the research (Sutnsno

Hadi, 1997).

3.2. Population and Sample

Population is a collection of target data or collection of problem
concerning about the problem in general. In this research, the population is the

company that is listed in Jakarta Stock Exchange.

Sample is part of population that becomes an object where the
characteristic of the sample is homogenous. The sample of this research is the
company that is listed in Jakarta Stock Exchange excluded financial industries
year 1999-2002. And also the company that pay the cash dividend dunng the
penod ofJanuary 1998 to December 1999.
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3.3. Research Instrument

In order to test the influence of independent vanables to dependent

vanables, this test statistic research is based on T-tests when comparing means. A
means test (T-test) is used to test the difference between means when the two
samples are independent and when the samples are taken from two normally or
approximately normally distributed populations. Samples are independent when
they are not related (Bluman, 2003:436). An independent (or explanatory)
variable is one that presumably exerts an influence on or explains variations in the

dependent variable. Whereas, dependent variable is the variable to be estimated.
To test whether the population is equal (null hypothesis) or is not equal

(alternative hypothesis) to a hypothesized value, a sample is selected and
measured, the average calculated, and a decision made. This decision will be

based on how far the sample average is from the hypothesized value, taking into

account the variability of the sample average (as measured by standard error). If

we decide that the population means could be reasonably be equal to the

hypothesized value, we will accept the null hypothesized (Siegel and

Morgan,l 996:354).

In apurpose of calculating the T-test and finding the significant level,

the writer will implement MINITAB statistical software; therefore MINITAB can

find out the positive cash flow and abnormal return and the level of significance.
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3.4 Research Data

The data of this research is:

1. The name of the company that listed in Jakarta Stock Exchange excluded

financial industries from period 1998-2002.

2. The companies that pay cash dividend dunng the period of January 1998 to

December 1999.

3. The announcement date of dividend of company that listed in Jakarta Stock

Exchange excluded financial industries from period 1998-1999.

4. The operating cash flow for the period 1998-2002.

5. The daily stock price for the period of five days before and after the

announcement date.

6. The daily combination stock price index for the penod of five days before and

after the announcement date.

7. The volume of the outstanding shares for the penod five days before and after

the announcement date

3.5. Research Variables

Stock return variable and operating cash flow are the dependent vanable

mthis research. The level of stock return will be counted by using abnormal

return that is the excess of actual return to expected return. Operating cash flow is

the receipt and disbursement of cash within acompany during one period.

Independent variable is cash dividend, which is announced in January

1998 to December 1999.

27

 



3.6. Research Procedures

In order to answer research problem, it is important to construct research

procedures. The procedures are:

1. Obtaining the data from Indonesian Capital Market Directory and Jakarta

Stock Exchange.

2. Classifying the firms into PI (permanent-increase) finns, TI (temporary-

increase) firms, and NI (no-increase) firms based on cash flow.

a. Pennanent-increase finns: CFt>1.3CF0 for t=l,2,3,4

b. Temporary-increase firms: 1.2CF0<CFt<1.4CF0 for t=2 or 3

c. No-increase firms: 0.7CF0<CF4<1.3CF„ and 0.85CFM<CF,<1.15CFtl for

t=l,2,3,and4

The formulation based on Brook, Charlton, and Hendershoot (1998).

Permanent

Increase

Temj: orarj
Inc *ease

85% 0 15% 20% 30% 40%

3. Conducting the means test (T-test) to test the first and second hypothesis.

3.7. Technique of Data Analysis

The technique of data analysis that is used in this thesis is means test (T-

test). First and second hypothesis is tested using means test (T-test). After having

the value oft-statistic is get, the value is compared to the value oft-table. This

thesis isusing the significant level 95%.
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3.8. Analysis Step

The step to analyze the data is:

1. Obtaining the firms that pay the cash dividend from penod 1998-1999.

2. The identification of windows penod. In this case window penod is the 5days

before and after the announcement date ofdividends.

3. Obtaining the announcement date of cash dividends during the penod of

consideration (January 1998 to December 1999).

4. Obtaining data that are daily stock price, combination stock price index, and
the volume of outstanding shares for the period five days before and after the

announcement date of dividends.

5. Obtaining data that operates cash flow that can get from Indonesian Capital

Market Directory.

6. Classifying the finns into three subgroups:

a. Permanent-increase firms: CFt >1.3CF0 for t=l ,2,3

b. Temporary-increase firms: 1.2CF0<CFt <1.4CF0 for t=2 or 3

c. No-increase firms: 0.7CF0<CF4<1.3CF„ and 0.85CFm<CF,<1 -1 5CFm for

t=l,2, 3, and 4

7. Counting the abnormal return by using market adjusted stock return;

a. Counting the daily actual return of each stock five days before and after

the announcement date of cash dividend by using the formula:

Rit = Pt-Pt-1

Pt-l

The explanation from the formula above:

Ri,t : actual stock return ofi on the day t
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Pt : stock price on the day t

Pt-l : stockprice on the day t-1

b. Counting the daily expected return by using the daily Combination Stock

Price Index (IHSG) for each stock five days before and after the

announcement date by using the formula:

Rmt = IHSGt-IHSGt-l

IHSGU

The explanation from the fonnula above:

Rmt : the expected return

IHSGt : the daily combination stock price index on the day oft

IHSGt-1: the daily combination stock price index on the day oft-1

c. Counting the Abnormal Return, that is deducted from daily actual return to

the daily expected return by using market-adjusted return method for the

period five days before and after the announcement with the formula:

ARit = Rit - Rmt

The explanation from the formula above:

ARit : Abnormal Return of stock/ on the day oft

Rit : actual return of stock i on the day of t

Rmt: expected return ofstock i on the day oft

d. Counting the Cumulative Average Abnormal Return for each stock for the

period five days before and after the announcement date with the formula:

CAARt = I ARt
N
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The explanation for the formula above:

CAARt: cumulative average abnormal return on the day oft

S ARt : the amount of Abnormal Return in the day oft

N : the stock we used for this research

8. Making statistical comparison of cash flow before and after the dividend

increase in the PI firms, TI firms, and NI firms.

9. Making statistical comparison on CAAR before the dividend increase and

after the dividend increase in the PI firms, TI firms, and NI firms.

3.9. Hypothesis testing

Based on the hypothesis formulation, hypothesis can be drawn as

follows:

Hoi: There is no a positive cash flow following the announcement of dividend

increase in the PI firms, TI firms, and NI firms.

Ha^ There is a positive cash flow following the announcement of dividend

increase in the PI firms, TI firms, and NI firms.

Ho2: There is no a positive abnormal returns following the announcement of

dividend increase in the PI firms, TI firms, and NI firms.

Ha2: There is a positive abnormal return following the announcement of dividend

increase in the PI firms, TI firms, and NI firms.
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To test the hypothesis:

a. First hypothesis is also tested using the difference between two population

means (t-test). The sampling tested that is used is calculation ofthe cash flow

1year before and 3year after the announcement ofdividend increase in the PI

firms, TI firms, and NI firms. The formula ofCash Flow is:

CF =Operating Cash Flow 3 •

After finding the cash flow per share, we test the hypothesis ofthe difference

between two population means (t test). With the formula oft:

t = (X, - X2) - (ui-ua) 3.2

0"X1-X2

Where:

Xi= 1year cash flow before the announcement ofdividend increase

X2 = 3 year cash flow after the announcement of dividend increase

We use a 5 %degree of freedom here inorder to compare thecash flow 1year

before and 3 year after the announcement ofdividend increase in the PI firms,

TI finns, and NI firms. The criterion to reject Ho is to see the P-value oft. If

the P-value oft is less than 0.05 the Ho is rejected but if the P-value is more

than 0.05 Ho is fail to reject,

b. Second hypothesis is tested using the difference between two population

means (t-test). The sampling tested that is used is Cumulative Average

Abnormal Return 5 days before and after the announcement date of dividend

increase. The formula of Abnormal Return used here is marked-adjusted

model. The formula is:
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ARit = Rit- Rmt 3-3

Where:

ARit : Abnormal Return ofstock/'on the day oft

Rit : actual return ofstock i on the day of t

Rmt: expected return ofstock i onthe day oft

What we compare in this thesis is the cumulative average abnormal return 5

days before and after the announcement date. The formula of Cumulative

Average Abnormal Return is:

CAARt = Z ARt 3A
N

Where:

CAARt : cumulative average abnormal returnon the day oft

E ARt : the amount of Abnormal Return in the day oft

N : the stock we used for the research

After we get the Cumulative Average Abnormal Return then we test the

hypothesis using the difference between two population means. With the

formula oft:

t = (Xt - X2)-Qii-H2) 3-5

0""xi -~X2

Where:

Xi= the cumulative average abnormal return, 5 days before the announcement

date of dividend increase

X2 = the cumulative average abnormal return 5 days after theannouncement
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date ofdividend increase

Here we use 5 % degree of freedom in order to compare the Cumulative

Average Abnormal Return 5 days before and after the announcement date.

The criterion to reject Ho is to see the P-value oft. If the P-value oft is less

than 0.05 the Ho is rejected, but if the P-value is more than 0.05 Ho is fail to

reject.
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CHAPTER IV

RESEARCH FINDINGS, DISCUSSION, AND IMPLICATIONS

This chapter describes the data collection process, research findings,

discussion, and implications ofthe variables used in this research. All the results

that are explained here are summarized by applying the analysis steps that have

been explained in chapter three.

4.1 Research Description

4.1.1 Research Preparation

The researcher did literature research, both through physical mean

(library and reference) and non physical (internet search) to obtain a relevant

research topic. The data was collected from Capital Market Data Base Jakarta

Stock Exchange Comer at UII Yogyakarta, Capital Market Data Base at PPA FE

UGM Yogyakarta, Capital Market Data Base at MM UGM Yogyakarta, and other

relevant sources (Indonesian Capital Market Directory and Bisnis Indonesia).

4.1.2 Research Process

Samples must be chosen firstly to obtain the data that will be utilized as

the variables of this research. The companies' data, which is announced cash

dividend listed inJakarta Stock Exchange excluded financial industries from 1998

through 1999, can be seen in the JSX Statistic Index. These companies are then

selected based on requirements ofthe research variables. Based on cash flow, the

companies classified into three subgroups:
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a. Pennanent-increase firms: CFt >1.3CF0 for t-1,2,3,4

b. Temporary-increase firms: 1.2CF0<CFt<l .4CF0 for t=2 or 3

c. No-increase finns: 0.7CF0<CF4<1.3CF0 and 0.85CFt.i<CF,<l.l5CFt., for

t=l ,2,3,4

Finally, this research takes 15 companies, which have valid data. The sample of

this research can be seen as bellows:

Table 4.1

Permanent Increase

No. CODE COMPANY'S NAME

1. ANTM Aneka Tambang Tbk.

2.

~3~

AALI Astra Argo Lestari Tbk.

GDYR Goodyear Indonesia Tbk.

4. GGRM Gudang Garam Tbk.

5. INCI Intan WijayaInternational Tbk.

6. MERK Merck Tbk.

7. MRAT

RIGS

Mustika Ratu Tbk.

Rig Tenders Tbk.

9. SMGR Semen Gresik Tbk.

10. SMSM Selamat Sempurna Tbk.

11 TCID Mandom Indonesia Tbk.

12. TOTO SuryaToto IndonesiaTbk.

No Increase

No. CODE COMPANY'S NAME

1. ISAT Indonesia Satellite Corporation Tbk.

2. TFCO Tifico Tbk.

3. TLKM Telekomunikasi Indonesia Tbk.
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There is no companies that fulfill the requirements of temporary increase firms,

the calculation of the classified cash flow can be seen in appendix 2.

Several data that was taken from these 15 companies are:

a. The announcement date of cash dividend during the period of consideration

(January 1998 to December 1999)fromJSX Statistic.

b. Dividend per share in 1998-1999 thatcanbe obtained from JSX statistics.

c. Cash flow in and out from operatingcash flow in 1998-2002 that is taken from

Capital Market Databasein JSX corner at MM UII Yogyakarta.

d. Outstanding stocks that are collected from Indonesian Capital Market

Directory.

After the announcement date is collected, then the researcher obtains abnormal

return of stocks 5 days before, the announcement date and 4 days after the

announcement date at Capital Market Database at PPA FE UGM Yogyakarta.

Then the data is processed in order to get the variable chosen as described in

previous chapter.

4.2. Research Findings and Discussion

The results of the hypothesis testing for hypothesis one and two were

calculated by using T-test and this research implemented MINITAB statistical

computer software. First hypothesis conducted in order to see whether there is a

positive cash flow following the announcement of dividend increase in the PI

firms and NI firms. Two samples T-test were employed in order to find out the
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significant difference between cash flow after and before the announcement. The

result for the first test is described in table 4.2.

Table 4.2

The Cash Flow Reaction Before and After the Cash Dividend

Announcement in Jakarta Stock Exchange

Permanent Increase (PI

1Period firms)
No Increase (NI firms)

1 !N Mean T-test P-value N Mean T-test P-value

! After 48 1111 1.2 0.118 12 1355 -2.17 0.975

Before 12 158 3 4746

Table 4.2, for PI firms showed 1111 for the mean after the

announcement and 158 for the mean before the announcement, meaning that the

cash flow after the announcement is greater than the cash flow before the

announcement. The value oft is 1.20 with the P-value of 0.118 showed that this

result was insignificant (Ho,). On the NI firms also showed the same result which

shows- 1355 for the mean after the announcement less than 4746 for the mean

before the announcement, and 0.975 for the P-value which greater than 5%

significant level, thus the comparison meaning that the alternative hypothesis Hai

is rejected.

From the aboveexplanation, by using5% significance, it can be saidthat

hypothesis alternative is rejected. It can also be said that the cash flow after and

before the announcement date of dividend increase both PI firms and NI finns are

not differently significant.
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The second hypothesis test is concerned with the significant difference

between average abnormal return after the announcement and before the

announcement. This test is done during two years (1998-1999). The result for the

second hypothesis can be seen as follows:

Table 4.3

The Stock Market Reaction Before and After the Cash Dividend

Announcement in the Jakarta Stock Exchange

1998

1999

Permanent Increase (PI

Period N

After 60

Before{60
After 160

Before! 60

Mean

0.0017

0.00J0
0.0047

-0.0047

T-test P-value

0.08 0.468

1.5 0.068

N

No Increase (NI

Mean

-0.0108

0.0039

0.0082

-0.0094

T-test

-0.98

1.14

Trms)

P-value

0.832

0.133

Table 4.3; on the left side shows the result for the PI firms, the abnormal

return during 1998 and 1999 are positive. On the P-value column shows that all of

the positive abnormal return are greater than 0.05 significant levels, meaning that

the result is not significant. NI firms (on the right side) have positive abnonnal

return only in 1999. On the P-value column shows that the return are greater than

0.05 significant levels, which means that both of the return in 1998 and 1999

shows no significant abnormal return following the announcement of an increase

in cash dividends. The conclusion is reached that the hypothesis testing does not

confirm the second hypothesis (Ha2).
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4.3. Research Implication

The result of test for the first hypothesis is not consistent with Brook,

Charlton, and Hendershott (1998) who found the evidence that the PI firms used

dividend to signal their imminent cash flowjump. In this research, the p-valueoft

showed insignificant result. It may occur because the manager in Indonesia's

firms do not use dividend as a signal to change the firm's expectation of the profit

in the future.

Based on the test during 1998-1999, which was done in the second

hypothesis, the result is consistent with Arsyah (1999) who did the test that

showed the dividend changes did not significant with the excess return. There was

positive abnormal return after the announcement of cash dividend increase,

therefore after testing the abnormal return with one tail t-test the result was

insignificant (H2). It can be said that the dividend announcement did not influence

the company's stock price in the Jakarta Stock Exchange.

Based on this research findings, it implies that there was no significant

difference in the cash flow and abnormal return before and after the

announcement of dividend increase both of PI firms and NI firms. By raising the

dividend, the firms cannot do successfully signal impending cash flow jumps.

And the investor does not appear to interpret the dividend changes as signal about

future profitability. Many factors affected the investor's behavior relating to their

decision to buy or sell the stock. The information might become one factor that

miglit affect the investor's decision. The investors might also find the condition of

the company through another sources outside the dividend announcement.
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CHAPTER V

CONCLUSIONS AND RECOMMENDATIONS

5.1. Research Conclusion

There are some conclusions drawn from the statistical test analysis that

have been described in the previous chapters. In the first and second hypothesis,

the alternative cannot be proven. It might happen because of the limitation source

of data. The researcher can only obtain 15 samples of companies listed in Jakarta

Stock Exchange excluded financial industries from period 1998-2002 instead of

206 companies.

Based on the conclusion derived, it can be stated that both of PI finns and

NI finns do not use dividend to signal future cash flow. Thecash flow before and

after the announcement of dividend increase does not tend to have significant

different. It also occurs in the average of abnormal return that there is no market

reaction concerning the cash dividend increase announcement both of PIfirms and

NI firms. There is no significant different in the average abnormal return before

and after the announcement. This conclusion has been supported by the T-test; in

which the positive abnormal return shows that P-value is greater than 5% degree

of freedom. Those results may happen because of the lack of sources to collect

sufficient evidence to support this research.
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5.2. Research Recommendation

There are some recommendations for the next further researcher as

follows:

1. This thesis has weaknesses on the data because this thesis only found the PI

firms and NI firms. This research did not find the TI firms (temporary

increase) as a sample based on the cash flow fonnulation. It is recommended

not to limit the sample amount because it may cause bias, thus the larger

samples are needed in order to avoid bias.

2. The model to count abnormal return used market-adjusted model. The result

may be different if it uses different model.

3. This research has only been limited to examine the cash dividend

announcement, therefore it is necessary for further research to observe the

stock dividend announcement. This further research is important in order to

find out whether or not dividend and the investors may interpret the stock

dividend as good news or not.
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Appendix 5
Welcome to Minitab, press Fl for help.
Retrieving worksheet from file: D:\niena\CFO.xls

Results for: CFO.xls

Hypothesis I

Two-Sample T-Test and CI: CFOAPI, CFOBPI

Two-sample T for CFOAPI vs CFOBPI

N Mean StDev SE Mean

CFOAPI 48 1111 2100 303
CFOBPI 12 158 3624 1046

Difference = mu CFOAPI - mu CFOBPI
Estimate for difference: 953
95% lower bound for difference: -376
T-Test ofdifference = 0 (vs >): T-Value =1.20 P-Value = 0.118 DF = 58
Both use Pooled StDev = 2462

Two-Sample T-Test and CI: CFOANI, CFOBNI

Two-sample T for CFOANI vs CFOBNI

N Mean StDev SE Mean

CFOANI 12 1355 2112 610
CFOBNI 3 4746 3704 2138

Difference = mu CFOANI - mu CFOBNI
Estimate for difference: -3391
95% lower bound for difference: -6164
T-Test of difference = 0 (vs>): T-Value = -2.17 P-Value = 0.975 DF = 13
Both use Pooled StDev = 2426
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Appendix 6
Welcome to Minitab, press Fl for help

est and CV Retneving worksheet from file: D:\niena\abnormal return.xls
RAP199 vs A Results for: abnormal return.xls

an StDev Hypothesis II
047 0.030!

047 0.03 Two-Sample T-Test and CI: ARAPI98, ARBPI98
•^O.Oo" Two-sample Tfor ARAPI98 vs ARBPI98
ce =0(vs: ARAPlos ^n ^™ StDev SE MeanJtDev =0. S 0.0017 0.0542 0.0070
StD£ ARBPI98 60 0.0010 0.0309 0.0040

Difference =mu ARAPI98 - mu Arrpiqs
T-Test. Estimate for difference: oi ™

95% lower bound for difference: -0 01271
ARAN

Mean
0.008:
-0.009 Two-Sample T-Test and CI: ARANI98, ARBNI98

S^£ Two-sample Tfor ARANI98 vs ARBNI98

S^ ARANI98 »^ ^9 ?<2£"3ledStr ARBNI98 15 0.0039 00485 0013

Difference =mu ARANI98 -mu ARBNI98
Estimate for difference: -0 0147
95% lower bound for difference: -0 0402

sr^sss,riue --°98 p-vai-e=»832»-«
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Two-Sample T-Test and CI: ARAPI99, ARBPI99

Two-sample T for ARAPI99 vs ARBPI99

N Mean StDev SE Mean

ARAPI99 60 0.0047 0.0308 0.0040

ARBPI99 60 -0.0047 0.0375 0.0048

Difference = mu ARAPI99 - mu ARBPI99

Estimate for difference: 0.00939

95% lower bound for difference: -0.00101

T-Test of difference = 0 (vs >): T-Value =1.50 P-Value = 0.068 DF = 118
Both use Pooled StDev = 0.0343

Two-Sample T-Test and CI: ARANI99, ARBNI99

Two-sample T for ARANI99 vs ARBNI99

N Mean StDev SE Mean

ARANI99 15 0.0082 0.0321 0.0083

ARBNI99 15 -0.0094 0.0506 0.013

Difference = mu ARANI99 - mu ARBNI99

Estimate for difference: 0.0176

95% lower bound for difference: -0.0087

T-Test of difference = 0 (vs >): T-Value =1.14 P-Value = 0.133 DF = 28
Both use Pooled StDev = 0.0424
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