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TEF RUNITE BHE REE &®/ME RAE
Panel 1 : GEEDMIAT

BIL]AR2005 991 -0.039 0.120 -0.306 0.357
DIV_DUM,,,, 991 0.627 0.484 0.000 1.000
BETA 991 1.101 0.238 0.362 1.623
SIZE 991 21.387 0.956 19.383 24.869
BTM 991 0.526 0.213 0.153 1.132
LEV 991 0.480 0.171 0.073 0.848
ROA 991 0.039 0.033 0.001 0.158
INSTITUTION 991 0.094 0.148 0.000 0.655
FCF 991 0.133 0.127 -0.159 0.492
SALEGROWTH 991 0.395 0.844 -0.514 6.808
FIRST 991 0.428 0.168 0.070 0.750
OWNER 991 0.266 0.442 0.000 1.000
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ROA 783 0.059 0.044 0.003 0.229
INSTITUTION 783 0.278 0.224 0.002 0.842
FCF 783 0.122 0.129 -0.215 0.491
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FIRST 783 0.201 0.213 0.000 0.711
OWNER 783 0.323 0.468 0.000 1.000

T AR SO B A B AE 1% 1 99% S B T Winsorize b2 o

(DD UIBREEZEARREEFRZRD ?

N T ESTHIREA 2 A BRIt SR AR BUR ) & 11 /] RRAATER 22 5 > ASCRA T W E
43771 (Difference-in-Difference > DID) » FLES/NEUR B & i fa L 2 4 H i R $8e
FARG R A 22 W R & o HIR N TRE BORN AN [R] 73 2028 2 ) 1 SR 2
B o

3 AE TGEIYFCHREYWATHT ~ J5 240 H 085 5 i o e S5 AT I 2 SR 1
i o Panel 145RKW] > XIT 04 AL AR S - GERADMA HHET ~ 52D HH#H%
TEH FTAR I S AR A R 5N 2.5% » TR T 04 4F A LRI A ) - X U A4 gE
WL E—FRB AR N — R0 BB T - #%



G BRI R

FE G T IR EAR T LLIL K A R E R THAEN © Panel 25078 T CRTE VWA
HAT ~ o B S A fi A A o AR A0 N e alE = AR R0 £L28 RI M =4 N AT 70 4L
OT] > AECHRTE)WUATHT ~ fo D BT AR 14 BB A i <3 820 751N 10.8%
0.5% > A JLT-E )5 & 820 245 » S0 H KM A = 4R IR 4L m AT AARAR
UL 20 15 T Fp A Bl = AR AL AR BRI R > BIEORE U AR R A AL
R BN R I T LA R R UHICHRE WA 5 - BEBEHE B U AR KR 1 19 2L
B0 LB ARAS T R T B A UL B A Al B AR B B B AR AR R > 12K
BN LR BEUSOA SR T o] S %

*®3 BRI i 5 A 2 30 A 4 09 4 8 (DID)

Difference in Difference(DID) RUIBIES Y BHAR Z &
Panel 1 CGEADMAG H
04 F&A 4T 4L A 370 -0.068
04 A 431 23 ] 621 0.025
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ZAENA LA ] 665 0.005
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R RBL B LA B (2L > L EUNAS B DIV_DUM,, , R BN
3.6% » HAE 1% Kl G B AR - FHmME > LA B T B2
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DIV_DUM,, = 04 F KGR U5E =
RRE D LT
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SIZE - -0.000 -0.000
(-0.07) (-0.01)
BTM - -0.0182 -0.019
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BETA - -0.015 -0.015
(-0.89) (-0.72)
LEV + 0.0062 0.005
(0.22) (0.17)
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(1.44) (1.37)
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13l 3% 7 P 253l
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l. Introduction

The main aim of the paper is to examine the role of taxation costs of cash dividends
in the stock valuation of the capital market. In modern capital markets, declaring cash
dividends is an important method through which shareholders harvest returns, and is a
measure of the healthy development of the stock market as well. La Porta ez al. (2000)
propose that in a market with better investor protection, firms have greater propensity to
pay cash dividends. According to the agency theory of dividend policy, cash payouts are
instrumental in alleviating agency problems of free cash flow (Jensen, 1986), receiving
stricter scrutiny from capital markets (Easterbrook, 1984), and reducing corporate
potential agency costs to improve firm value. The securities regulators of China also put
special emphasis on the cash dividend record of listed firms, and carry out regulations
requiring listed firms to pay out as a prerequisite for raising new money. However, most
domestic research findings suggest that the stock market does not react favourably to
corporate cash dividends (Wei, 1998; Chen and Yao, 2000; Yu and Cheng, 2001; He
and Chen, 2002). Li et al. (2010) suggest that a “Regulation Paradox” exists in these
regulations pertaining to cash dividends promulgated by the China Securities Regulatory
Commission (CSRC).

This paper examines the origins of the “Regulation Paradox” in relation to cash
dividends from the perspective of dividend taxation costs. According to the current
personal income taxation law of China, individual investors do not need to pay capital
gain taxes, but have to pay individual income tax for cash dividends they receive. After
the year 2005, the individual income tax rate for cash dividends received was reduced to
10 per cent. In view of the individual income tax for cash dividends, individual investors
have to make a trade-off between the value of cash dividends and taxation costs. Only
when incremental benefits are larger than dividend taxation costs will individual investors
react favourably to cash payout behaviour. Consequently, the regulations that require
firms to gorge more cash without changing dividend taxation costs would become, to a
certain extent, a way of forcing individual shareholders to pay individual income taxes
for cash dividends they receive. As a result, the method of increasing corporate payouts
by means of mandatory regulations will not necessarily be beneficial to individual
shareholders, but on the contrary will contribute to the “Regulation Paradox”.

This study examines the economic consequences of the taxation costs of cash
dividends. First, we examine the direct role of the individual income taxation of cash
dividends on stock valuation. On 13 June 2005, the Ministry of Finance and the
National Taxation Bureau jointly promulgated the Notice on Relevant Policies Regarding
Individual Income Taxation of Cash Dividends (hereinafter the “Notice”). The Notice
provides that only half of the cash dividends received by individual investors from listed
firms belong to taxable income, meaning that the dividend taxation rate is reduced to 10
per cent. Using the announcement date of the Notice as the event day, our research finds

that the stock market has a significantly positive reaction at the Notice announcement
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day through the event study approach, and that the market’s positive reaction is higher
for firms that have a history of payouts.

On 9 October 2008, the CSRC promulgated the Decision on the Revision of Several
Regulations Regarding Cash Dividends (hereinafter the “2008 Decision”). This paper
studies the relationship between payout expectations and long-run abnormal return. The
findings indicate that after the 2008 Decision is in practice, the non-dividend payers
exhibit significantly abnormal returns of 10.8 per cent compared to 0.5 per cent for
dividend payers. The difference between the returns for dividend payers and non-payers
is nearly 10 percentage points.

The above evidence suggests that the taxation costs of cash dividends are an
important factor for stock valuation, as well as an external institutional factor affecting
the effectiveness of regulatory policies on cash dividends. The so-called “Regulation
Paradox” following the 2008 Decision promulgated by the CSRC is partly attributable
to ignorance of cash dividends taxation and mandatory taxation payment; therefore, the
2008 Decision could not necessarily protect the interests of individual investors. In short,
the regulator is expected to consider policy externalities comprehensively, and make
every effort to reduce negative externalities and finally to improve policy effectiveness.

The remainder of this paper is organised as follows. Section II outlines some of
the theoretical arguments, the institutional background, and the hypothesis development.
Section III describes the empirical evidence and analysis. Section IV provides the
robustness check. The last section, Section V, concludes and outlines some policy

implications.

Il. Literature Review, Institutional Background, and
Hypothesis Development

2.1 Literature Review

Since Miller and Modigliani (1961) put forward the “dividend irrelevance
hypothesis”, the “dividend puzzle” has preoccupied the attention of scholars in corporate
finance and capital market research. However, the individual income taxation of cash
dividends has become an essential point in research on cash dividends and stock
valuation. For example, Brennan (1970) suggests that individual investors have a greater
propensity to invest in a stock with a higher pre-tax stock return, which means that
the higher are the cash payouts, the higher is the required rate of returns. In addition,
Miller and Scholes (1978) believe that investors form a stock portfolio, which minimises
their individual taxation costs based on their taxation status and current level of cash
dividends. So changing the tax rate will not necessarily affect corporate cash dividend
policies or the stock price, and this is so-called the “tax rate irrelevance hypothesis”.

On the other hand, the empirical evidence is not consistent: Blume (1980) and
Gordon and Bradford (1980) both find that investors do not care about cash dividends.
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Black and Scholes (1974) and Kalay and Michaely (2000) suggest that the cash dividend
policy does not affect stock returns. Litzenberger and Ramaswamy (1979) and Fama
and French (1998) provide the opposite evidence that stock returns of dividend payers
are higher. Morck and Yeung (2005) argue in a literature review that the taxation costs
restrict the inclination of corporate payouts and reduce the functions of cash dividends
in alleviating agency costs. Evidence from studies in China about the effect of cash
dividends on corporate valuation may be more consistent. Payout policy does not
significantly increase firm value (Wei, 1998; Chen and Yao, 2000; Yu and Chen, 2001;
He and Chen, 2002). Although the CSRC stipulates that cash dividend history is the
premise for future refinancing, the stock price reaction does not increase significantly
(Li et al., 2010). The above literature does not discuss the dividend taxation issue and

its relevant influence, which is emphasised in this paper.

2.2 Institutional Background

In accordance with the individual income taxation law in China, cash dividends
and capital gains, as part of individual income, are both subject to individual income
taxation, which has different tax rates. The individual income taxation law enforced
in 1994 provides that individual investors have to bear individual income tax for their
interest and dividend income and capital gains from stocks and equity transactions.
Cash dividends are subject to an individual income tax rate of 20 per cent, while stock
dividends are subject to a tax rate of 20 per cent on their par value. Capital gains from
stock transfers are currently exempted from taxation.

On 13 June 2005, the Ministry of Finance and National Taxation Bureau circulated
the Notice, which stipulates that only half of the cash dividends received by individual
investors from listed firms are subject to taxation, meaning that the dividend taxation
rate is reduced to 10 per cent. But capital gains are still free from any individual income
taxation.

On the other hand, the CSRC put more emphasis on cash dividend payouts of
listed firms. The Measures on New Share Issuance of Listed Firms, promulgated by
the CRSC on 28 March 2001, stipulate that for firms that have not paid dividends for
the latest three years, the board could be required to give reasonable explanations, and
securities brokerage firms should attach much attention and explain in their due diligence
investigation. The Regulations on Reinforcing Protection of Public Investors’ Interest,
promulgated by the CRSC on 7 December 2004, also stipulate that firms without a payout
history for the latest three years should not be permitted to issue new shares, convertible
bonds, or rights offerings to public investors. Moreover, the Administrative Measures
on Share Issuance of Listed Firms, promulgated by the CRSC on 6 May 2006, further
emphasises that firms planning refinancing have to meet the requirement that the payout
ratio for the latest three years must account, on average, for 20 per cent of earnings

payable. The 2008 Decision then raises the baseline of the cash dividend payout ratio
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from 20 per cent to 30 per cent, which means that cumulative earnings distributed to
investors in the form of cash should not be less than 30 per cent of yearly distributable

earnings for the latest three years.

2.3 Hypothesis Development

A firm’s intrinsic value is determined by net cash flows generated from investment
projects, but its stock price is determined by after-tax cash dividends and capital gains
both received by investors, while investors determine stock prices according to both
after-tax cash dividends and capital gains. Without individual income taxation (Miller
and Modigliani, 1961) or if the same tax rate is imposed for cash dividends and capital
gains, investors would not prefer cash dividends over capital gains. If taxation costs of
cash dividends are higher than those of capital gains, the actual returns received from
capital gains will obviously be much higher than those from cash dividends. Compared
with capital gains with lower taxation, cash dividends cannot enhance shareholders’
wealth but instead destroy it. As a result, changing the relative tax rate difference between
cash dividends and capital gains will directly influence shareholders’ deployable income
consumed as well as the corporate valuation.

The Notice has the effect of reducing the tax rate of cash dividends by 50 per cent.
As taxation of capital gains is exempted, the Notice actually reduces the relative tax
rate difference between cash dividends and capital gains, which increases the return on
investment from cash dividends. Without any change in the sum of cash dividends, a
drop in the tax rate enhances after-tax cash dividends received by shareholders, increases
investors’ deployable wealth, and raises the stock price for dividend payers. For non-
payers, shareholders can only benefit from capital gains, and this results in a relative
drop in the yield in capital gains. Hence, the stock price drops for non-payers. Therefore,

we propose the first hypothesis as follows:

Hypothesis 1: After the Notice was issued on 13 June 2005, the buy-and-hold
abnormal returns for dividend payers are significantly higher than those for non-

payers.

Cash dividends can send a signal of the firm’s valuation to the market (Miller and
Rock, 1985), reduce the agency costs (Jensen, 1986; Easterbook, 1984), and effectively
protect the interest of shareholders (Shleifer and Vishny, 1997; La Porta et al., 2000).
However, for the taxation costs, investors have to make a trade-off between the taxation
costs of cash dividends, the valuation effect of signalling, and agency cost savings, and
make decisions based on the net effect of cash dividends. Ceferis paribus, the increase
in payouts does not necessarily enhance sharecholder wealth or increase the stock price.

The 2008 Decision raises the payout ratio requirement from 20 per cent to 30 per

cent for firms undergoing refinancing, which means that investors have to pay more
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individual income taxes for cash dividends, and there will undoubtedly be a much
higher net cash outflow. Meanwhile, in a regulated market, the capability of signalling
and agency cost savings of cash dividends seem to be unimportant, because investors
are inclined to believe that the main purpose of corporate payout policy is to meet the
demand for re-financing rather than the maximisation of shareholder wealth. In addition,
cash dividends increase the individual income taxation costs for investors and decrease
the incremental wealth of shareholders. The joint impact of the above two factors will
probably lead to the opposite outcome to cash dividend regulations. In other words,
investors do not believe that an increase in cash dividends will contribute to shareholder
wealth, and so they prefer non-dividend payers rather than firms that actively seek to meet
the payout requirement. Although there are costs related to information asymmetry and
agency problems, these costs are still lower than the individual income costs associated
with cash dividends. As a result, after the 2008 Decision, non-payers could exhibit
higher buy-and-hold abnormal returns than payers;® therefore, we propose the following

hypothesis:

Hypothesis 2: After the 2008 Decision, non-dividend payers exhibit much higher

buy-and-hold abnormal returns than dividend payers.

lll. Sample Selection and Research Design

3.1 Data Sources and Sample Selections

All financial data are taken from the CSMAR database of Shenzhen GTA
Corporation and the SinoFin database. Fama-French three factors are sourced from the
Resset financial research database. We choose 13 June 2005 and 9 October 2008, on
which the Notice and Decision were respectively promulgated, as the event dates. All
A-share firm-years that are already listed before 2004 or 2007 are included in our research
sample. For robustness, in the event studies on the Notice promulgation date, we execute
the following deletion procedures: (1) delete all financial firm-years; (2) delete all firm-
years with negative net income in year 2004; and (3) delete all firm-years with missing
data. Finally, we have 991 firm-year observations available.

In the event studies on the Decision promulgation date, we execute the following
deletion procedures: (1) delete all financial firm-years; (2) delete all firm-years which are
listed after year 2005; (3) if a firm’s net income for any one year between 2005 and 2007
is negative, delete all observations of that firm; (4) delete all firm-years with negative

total net income for the three years from 2006 to 2008; (5) delete all firm-years with

> As described in the Institutional Background, the CSRC promulgated several policies to regulate
dividend payouts of listed companies from 2001 onwards. The day of 9 October 2008, on which the
Decision was issued, is chosen as the event date, mainly because the regulatory policy in 2008 is
concerned about the cash payout ratio only, excluding stock dividends. There is no noise from other
additional information, and thus the issuance date of the Decision is the cleanest window for studying
taxation costs of cash dividends.
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negative net income in 2009; and (6) delete all firm-years with missing data. Finally,
we have 783 firm-year observations left. To further control for outliers, we winsorise

all variables at the 1 per cent and 99 per cent percentiles.

3.2 Design of the Regression Model

Kothari (2006) suggests that short-window event studies are affected to a large
extent by the market model applied, observations available, and the length of the event
window. Moreover, when the market’s reaction to a specific policy is examined using
short-window event studies, all firms are affected by the policy, and so the residuals
from the regression of market models (that is, the cumulative abnormal returns, CARs)
are not necessarily independent of each other, leading to violations of basic assumptions
of short-window event studies. In addition, in short-window event studies, the choice
of research window length has a great influence on conclusions.® Consequently, we use
the long-window buy-and-hold abnormal return (BHAR) to study change trends in stock
returns around the announcement dates of the Notice and the 2008 Decision. BHARs

are adjusted by Fama-French three factors:’

T T T T
BHARLT) = [ | a+r,) - [ a+rMrE) - [T +smy - [ (1+#mLy,
=1 = =1 =1

where R;; represents the daily stock return with cash dividends reinvested. RMRF,
represents stock investment portfolio return minus risk-free return, SMB, the daily return
of a small enterprise investment portfolio minus that of a large enterprise investment
portfolio, and HML, the daily return of a high market-to-book enterprise portfolio minus
that of a low market-to-book enterprise portfolio. The Fama-French three factors are all
weighted by tradable market value. The subscript i of the variables indicates the firm,
and ¢ and T represent the beginning and ending dates for estimating BHARS, respectively.
The length of the event window is two months before and after the Notice and the 2008
Decision announcement dates.

When the Notice came into practice on 13 June 2005, the taxation costs of cash
dividends borne by investors were significantly reduced. Assuming that the payout policy
can persist into the future, investors expect that the payers will continue to pay cash
dividends if they did so in 2004. With the drop in cash dividend taxation costs, those
firms that are expected to pay cash dividends in 2005 will exhibit significantly higher
BHAR. Model (1) is applied to examine the relationship between two-month BHAR and

¢ For example, regarding the cash dividend regulations in 2008, this paper follows the methods applied
in Sefcik and Thompson (1986) and constructs three investment portfolios based on past dividend
payout data. We find that return differences and their statistical significance between the three
portfolios change with the length of research windows. To save space, this paper does not report the
results. This is an important reason why this paper emphasises long-run market reactions, which allow
the market to completely impound investors’ cash dividend expectations and net effects of signalling
taxation after the Decision announced on 9 October 2008.

7 We also try to adjust BHAR with daily market returns, but our basic findings do not materially change.



Zhu, Sun, and Jia

investors’ cash dividend expectations around the Notice announcement date. We use a
dummy variable indicating whether or not a firm is a payer in year 2004 to represent
investors’ dividend payout expectations for the year 2005. Following Li et al. (2010),
we control for firms’ operating performance, leverage, institutional holdings, free cash
flow, sales growth, largest shareholdings, and the nature of controlling ownership apart
from the three factors of Fama-French (1992). We expect the variable DIV_DUM (1 for
payers and 0 for non-payers in the year 2004) to be significantly positive.

BHAR, = oy + a,DIV_DUM,, + a,,(CONTROLS + ¢, (1)

If the Notice promulgated by the CSRC on 13 June 2005 provides us with an
opportunity to directly examine the effect of cash dividend taxation on firm value,
the Decision promulgated on 9 October 2008 would offer an indirect chance to study
investors’ trade-off between cash dividend taxation costs and agency costs of free cash
flow, and their joint effect on firm value. Assuming that payers continue to pay cash
dividends in the future, we apply Model (2) to test the relationship between investors’
dividend payout expectations and BHAR before and after 9 October 2008 when the
Decision came into effect. For robustness considerations, we use actual cash dividends
in the year 2009 (mainly profits earned in 2008 that are distributed) and average
cash dividends for the latest three years as proxies for investors’ payout expectations.
Especially for firms without a cash payout history for at least one year during the
last three years, the investors could not easily form an expectation about future cash
payouts, and so the actual cash payout ratio in 2009 may be a better measure for
investors’ expectations. For firms with a cash payout history in the last three years, the
average cash payout ratio for the last three years may be a better measure for investors’
expectations. The variable CONTROLS in Models (1) and (2) represents the vectors of

control variables.

BHAR,, = p, + B, *DIV;, + ,.,(CONTROLS + §, 2)

IV. Empirical Evidence and Analysis

4.1 Summary Statistics

Table 2 reports summary statistics of the main variables. The buy-and-hold abnormal
returns for two months after the 2008 Decision is about 1.7 per cent. The three-year
average cash payout ratio from 2006 to 2008 is 30.5 per cent, while the mean cash
payout ratio is about 28.8 per cent for 2009 (the first year after the 2008 Decision),
which is a little lower than that for the previous three years. In addition, the mean BHAR
is about-3.9 per cent for the two months after the Notice announcement date, while
the maximum and minimum BHAR are 35.7 per cent and-30.6 per cent, respectively,
representing great differences between firm-years. The mean value of DIV_DUM,, is
62.7 per cent, which means that more than half of the firm-years paid cash dividends

in 2004 before the announcement of the Notice.
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Table 1 Variable Descriptions

Variable type

Variable name

Definitions of variables

Dependent

variables

Independent

variables

Control

variables

BHAR, s

BHAR, s

DIV_DUM,y,

DIV

DIV9
BETA

SIZE

LEV

ROA
BTM

INSTITUTION

FIRST

FCF

SALEGROWTH

INDUSTRY

OWNER

Buy-and-hold abnormal return from 9
October 2008 to 31 December 2008
Buy-and-hold abnormal return from 13
June 2005 to 31 August 2005
Dummy variable; 1 represents payers
in 2004, and 0 otherwise

Average cash payouts from 2006 to
2008

Actual cash payouts for 2009
Systematic risk measured by daily
stock return for the preceding year
Natural logarithm of book value of
assets

Book value of debt/book value of
assets

Net income/book value of assets
Book value of equity per share/price
per share

Institutional holdings

The largest shareholdings

(Net operating cash flow minus net
investment cash flow)/book value of
assets

(Final sales revenue — initial sales
revenue)/initial sales revenue

0-1 dummy variable for 12 industries
except financials stipulated in the
Classification Guidance for Chinese
Listed Firms issued by the CSRC
Ultimate ownership dummy variable; 0

for state-owned firms, and 1 for others
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Table 2 Summary Statistics

Standard

Name of variable Obs Mean deviation  Minimum Maximum
Panel 1 Notice announced

BHAR, )5 991 -0.039 0.120 -0.306 0.357
DIV_DUM,,,, 991 0.627 0.484 0.000 1.000
BETA 991 1.101 0.238 0.362 1.623
SIZE 991 21.387 0.956 19.383 24.869
BTM 991 0.526 0.213 0.153 1.132
LEV 991 0.480 0.171 0.073 0.848
ROA 991 0.039 0.033 0.001 0.158
INSTITUTION 991 0.094 0.148 0.000 0.655
FCF 991 0.133 0.127 -0.159 0.492
SALEGROWTH 991 0.395 0.844 -0.514 6.808
FIRST 991 0.428 0.168 0.070 0.750
OWNER 991 0.266 0.442 0.000 1.000
Panel 2 2008 Decision announced

BHAR 5 783 0.017 0.178 -0.325 0.599
DIV ;55 783 0.305 0.255 0.000 1.223
DIV, 783 0.288 0.329 0.000 1.898
BETA 783 1.043 0.168 0.499 1.361
SIZE 783 21.838 1.118 19.702 25.961
BTM 783 0.202 0.098 0.041 0.501
LEV 783 0.489 0.176 0.075 0.891
ROA 783 0.059 0.044 0.003 0.229
INSTITUTION 783 0.278 0.224 0.002 0.842
FCF 783 0.122 0.129 -0.215 0.491
SALEGROWTH 783 0.399 0.788 -0.445 5.863
FIRST 783 0.201 0.213 0.000 0.711
OWNER 783 0.323 0.468 0.000 1.000

Note: All continuous variables are winsorised at the 1% and 99% percentiles.

4.2 Does Cash Payout Policy Affect Firms’ BHAR?

To control for any difference in stock returns before the policy is put into practice,
we use the difference-in-difference approach to compare two-month incremental BHARs
that investors have before and after the policy announcement dates with the aim of
examining the impact of policies on stock returns over firms with different payout
histories.

Table 3 reports incremental BHARs two months before and after the 2008 Decision
and the Notice announcement dates. In Panel 1, the BHAR for two months before and
after the Notice announcement for payers in 2004 is 2.5 per cent, which is much higher

than that for non-payers in the same year. The phenomenon could be explained by the
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fact that when investors expect payers in the previous year to continue to pay in the
following year, investors could give a much higher stock valuation for payers expected
to pay in the future, when the individual income taxation on cash dividends is expected
to drop. Panel 2 presents the incremental BHAR before and after the 2008 Decision
announcement date. We divide the sample into two sub-samples: non-payers representing
firms without a cash payout history in the past three years, and payers with a cash payout
history for at least one year over three consecutive years. The BHARs for non-payers
and payers for two months before and after the 2008 Decision announcement date are
10.8 per cent and 0.5 per cent, respectively, and the former is 20 times higher than the
latter, meaning that the BHAR realised by investors holding shares of non-payers is 20
times larger than that for payers. Table 3 provides the evidence that the cash dividend
taxation costs borne by investors are higher than the agency costs of free cash flow,

which offers indirect supporting evidence of the cash dividend taxation costs.

Table 3 Difference-in-Difference Analysis of BHARs Before and After Policy

Announcement Dates

Differential
Difference in Difference (DID) Obs. BHAR
Panel 1: Notice announcement date
Non-payers in 2004 370 —0.068
Payers in 2004 621 0.025
Panel 2: 2008 Decision announcement date
Non-payers in the last three years 119 0.108
Payers in the last three years 665 0.005

Note: Difference = BHAR after the announcement date minus BHAR before the announcement
date.

4.3 Multivariate Regression and Analysis

To ensure the robustness and reliability of results, following Fama and French
(1992) for the three factors and Li e al. (2010), we control for a vector of variables
including variables of corporate financial conditions and corporate governance, such as
institutional holdings and the largest shareholding, and perform the following regression
analysis.

Table 4 reports regression results about the relationship between cash payout
expectations and BHAR with the decrease in the individual income taxation of cash
dividends. Using a dummy variable indicating whether a firm paid cash dividends in
2004 to represent cash dividend expectations, the coefficient of DIV_DUM,,, is 3.6 per
cent, which is significant at the 1 per cent level. On average, after the cash dividend
taxation decreases, the BHAR of payers realised by investors is higher than that of non-

payers in 2004 by 3.6 percentage points, which supports Hypothesis 1.
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Regardless of whether a firm has a cash payout history in the three years before
the 2008 Decision was announced, we use the actual cash payout ratio in 2009 and the
average cash payout ratio for the three years before the 2008 Decision was announced
(2006 to 2008) to examine the influence of investors’ cash dividend expectations on the
long-run stock price performance.

Does cash dividend taxation affect the long-run stock performance after the
2008 Decision was announced? According to the analysis of Cremer (2005), after the
2008 Decision, the probability for non-payers, which could be believed to be with
poor governance quality, to pay dividends increases, and thereby enhances investors’
confidence in future cash dividend expectations, which are then impounded into stock
prices. The other explanation is that cash dividend taxation is not necessarily beneficial
to investors’ interests, and the regulation of the cash payout policy is probably harmful
to investors, so investors do not react positively. To differentiate between the above
two explanations, we use the average cash payout ratio for the last three years and the
actual cash payout ratio for 2009 as proxies for investors’ cash payout expectations,
respectively, to examine the effect of investors’ cash payout expectations on BHAR.

If the coefficient of cash dividend expectations is positive, this means that the
higher are the cash payout expectations, the higher is BHAR realised by investors, and
the arguments of Cremer (2005) are supported. In contrast, if the coefficient of cash
dividend expectations is negative, the cash dividend taxation hypothesis is supported,
providing indirect evidence for the regulation paradox of cash dividends.

The specific procedures are as follows. Regardless of whether firms have cash
payout records, we use the actual cash payout ratio in 2009 and the average three-year
cash payout ratio as proxies for investors’ cash payout expectations. After controlling for
corporate characteristic variables and corporate governance, we perform the following
regression to test whether investors’ cash payout expectations influences the long-run
stock performance using BHAR as the dependent variable. Columns (1) and (2) of Table
5 report the regression results. Explanatory variables DIV ,; and DIV, represent the
average three-year cash payout ratio and the actual payout ratio in 2009, respectively,
which represent investors’ cash payout expectations. In Columns (1) and (2), the
coefficients of DIV, and DIV, are -3.9 per cent and -2.8 per cent respectively, which
are both negative and significant at the 10 per cent level. This is not consistent with the
agency costs or the signalling hypothesis, but supports the cash payout taxation costs

hypothesis.
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Table 4 Notice Announcement, Cash Payout Expectations, and BHAR Realised by

Investors
Variables Sign expected Column (1) Column (2)
DIV_DUM,,,, = dummy
variable indicating whether a firm
paid cash dividends in 2004
= investors’ payout expectation
Dependent variable Dependent variable
= BHAR, = BHAR,
DIV_DUM,, + 0.036%** 0.036%**
(4.16) (4.06)
SIZE - -0.000 -0.000
(-0.07) (-0.01)
BTM - -0.0182 -0.019
(-0.79) (-0.95)
BETA - -0.015 -0.015
(-0.89) (-0.72)
LEV + 0.0062 0.005
(0.22) (0.17)
ROA + 0.417%%* 0.392%%*
(2.61) (2.20)
INSTITUTION + 0.049 0.047
(1.44) (1.37)
FCF - 0.028
(0.84)
SALEGROWTH + -0.001
(-0.21)
FIRST ? 0.058** 0.057%*
(2.38) (2.34)
OWNER ? -0.004 -0.005
(-0.49) (-0.52)
Industry effects Controlled Controlled
constant ? 0.064 0.035
(0.59) (0.27)
F value 5.75 6.37
Prob>F <0.000 <0.000
VIF 6.54 6.09
Adj. R? 0.092 0.111
N 991 991

Note: T values in parentheses. *, **, and *** denote significance levels of p < 10%, p < 5%, and

p < 1%, respectively.
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Table 5 2008 Decision Announcement, Investors’ Cash Payout Expectations, and

BHAR
Variable Sign expected Column (1) Column (2)
DIV, = average payout DIV,,, = actual
ratio for the last three payout ratio in 2009
years = investors’ = investors’ payout
payout expectation expectation
Dependent variable Dependent variable
= BHAR,y = BHAR,\y
DIV - -0.039*
(-1.74)
DIV 40 - -0.028*
(-1.66)
SIZE - -0.039%** -0.039%**
(-5.73) (-5.67)
BTM - 0.004 -0.007
(0.05) (-0.09)
BETA - -0.196%** -0.192%**
(-4.45) (-4.34)
LEV + 0.047 0.051
(1.10) (1.21)
ROA + 0.109 0.122
(0.55) (0.61)
INSTITUTION + -0.012 -0.012
(-0.32) (-0.31)
FCF - -0.1271%* -0.117%*
(-2.23) (-2.16)
SALEGROWTH + 0.005 0.006
(0.67) (0.83)
FIRST ? -0.003 -0.007
(-0.10) (-0.25)
OWNER ? 0.008 0.009
(0.57) (0.69)
Industry effect Controlled Controlled
Constant ? 1.074%** 1.070%**
(7.06) (6.85)
F value 7.62 7.78
Prob>F <0.000 <0.000
VIF 4.33 4.32
Adj. R? 0.166 0.166
N 783 783

Note: T values in parentheses. *, ** and *** denote significance levels of p < 10%, p < 5%, and
p < 1%, respectively.
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4.4 Further Analysis

Although this paper emphasises long-window tests, we further test the relationship
between investors’ cash payout expectations and short-window CARs before and after
the Notice and 2008 Decision announcement dates. Table 6 reports five-day CARs before
and after the Notice announcement date. Consistent with the former BHAR analysis,
we use DIV_DUM, indicating whether a firm is a payer in 2004, to represent investors’
cash payout expectations. The coefficient of DIV_DUM is 0.6 per cent, which indicates
that the average five-day CARs for payers in 2004 is significantly higher than that for
non-payers in 2004. In addition, Column (1) reports similar regression results without
any control variables. The results shown in Table 6 support Hypothesis 1.

Table 7 reports the regression results on the relationship between five-day CARs
and investors’ cash payout expectations.® For firms that do not have a cash payout record
during the three years before the 2008 Decision announcement, DIV_DUMI represent
those that did not pay cash dividends in 2009, while DIV_DUM?2 represent those that did
in 2009. Without a cash payout record, it is difficult for investors to form expectations
for their future payout. As a result, the cash payout in 2009 will be the “first” payout
after the 2008 Decision. Table 7 shows short-window market reactions of investors to
the “first” cash dividend payers. The “first” cash payout herein is interpreted in a relative
sense, as compared with no cash payout record for a long period of time in the past.

We control for both DIV_DUM]I and DIV_DUM? in a regression model at the same
time. The findings indicate that investors react significantly and negatively to the “first-
time” payers in 2009, which can pass statistical significance at the 5 per cent level. While
in great contrast, investors do not react significantly for non-payers in 2009 that do not
have a cash payout record. For robustness, we adjust the research window to (-2, +2)
and (0, 4). The findings do not change materially with changes in the event window.

Moreover, we try to study the difference in short-window investors’ reactions
to cash dividend initialisation before and after the decision announcement date.
Specifically, using 9 October 2008, the Decision announcement date, as the watershed,
we study seven-day CARs before and after the ex-dividend day for firms with dividend
initialisation in order to examine the influence of the 2008 Decision on cash payout
behaviour. There are a total of 1627 dividend initialisations before and 264 after the
2008 Decision announcement. In contrast to Table 7, the dividend “initialisation” herein

refers to first-time cash payouts since the firms are listed.

8 The definitions of control variables SIZE, DIF, MAMT, and MRET in Table 7 are as follows: Natural
logarithm of market value of liquid shares on the day before the event date; changes in dividends
(actual dividend payout in 2009 minus average dividend payout for the three years from 2006 to 2008);
average trading volume for 50 trading days before 24 September 2009 (to control for the influence
of stamp duty; the larger the trading volume, the higher the stamp duty); average daily return for 50
trading days before 24 September 2009.
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Table 6 Notice Announcement, Investors’ Cash Payout Expectations, and CAR

Variable Sign expected Column (1) Column (2)
DIV_DUM = dummy variable
indicating whether a firm paid

cash dividends in 2004

= investors’ payout expectations

Dependent variable Dependent variable
= CAR (-1, +3) = CAR (-1, +3)
DIV_DUM + 0.005%* 0.006%*
(2.31) (2.14)
SIZE 0.000
(0.13)
ROA + -0.020
(-1.45)
BETA 0.007
(1.32)
BTM 0.001
(0.13)
INSTITUTION + -0.012
(-1.15)
FCF 0.001
(0.71)
SALEGROWTH + 0.001
(0.67)
FIRST ? 0.028***
(3.89)
OWNER ? 0.003
(1.05)
Industry effects Controlled Controlled
Constant ? -0.008%** -0.002
(-4.20) (-0.38)
F value 5.34 2.37
Prob>F <0.011 <0.000
VIF 1.00 4.85
Adj. R? 0.004 0.029
N 992 992

Note: T values in parentheses. *, **, and *** denote significance levels of p < 10%, p < 5%, and
p < 1%, respectively.
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Table 7 Decision Announcement, Investors’ Cash Payout Expectations, and Short-

Window CAR
Variable Sign expected Column (1) Column (2)
DIV_DUM, (for DIV_DUM, (for
non-payers in the last non-payers in the last
three years and those three years and those
who continue to be who become payers in
non-payers, 0 for others) 2009, 0 for others)
= investors’ payout = investors’ payout
expectation expectation
Dependent variable Dependent variable
= CAR (-1, +3) = CAR (-1, +3)
DIV_DUM, - 0.001 -0.003
(0.08) (-0.39)
DIV_DUM, - -0.037** -0.041%*
(-2.33) (-2.44)
SIZE - 0.007*
(1.62)
DIF + 0.044
(1.57)
MRET + -0.396
(-0.52)
MAMT - -0.013%**
(-3.18)
FIRST ? 0.014
(1.18)
OWNER ? 0.000
(0.08)
Industry effect Controlled Controlled
constant ? -0.025%** 0.017
(-8.12) (0.52)
F value 2.76 4.90
Prob>F <0.064 <0.000
VIF 1.01 5.44
Adj. R? 0.004 0.076
N 907 907

Note: T values in parentheses. *, **, and *** denote significance levels of p < 10%, p < 5%, and

p < 1%, respectively.

Table 8 Market Reactions to First Cash Payout Implementations Before and After the

2008 Decision

CAR (-3, +3) Obs. Mean Std Min Max
Before 1627 0.047 0.089 -0.423 0.231
After 264 -0.007 0.086 -0.423 0.231

T test (CAR around the cash payout implementation date before the 2008 Decision is

equal to that after the 2008 Decision): t = -1.96
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Table 9 Notice Announcement, Investors’ Cash Payout Expectations, and Jensen-Alpha

Variable

Sign expected Column (1)

Column (2)

DIV_DUM,,,, = dummy variable
indicating whether a firm is a payer

in 2004 = investors’ payout expectation

Dependent variable

Dependent variable

= JENSEN-ALPHA = JENSEN-ALPHA
DIV_DUM,,,, + 0.0002%** 0.0003**
(2.11) (2.07)
LEV + 0.0002 0.0002
(0.63) (0.61)
ROA + 0.0062%*** 0.0060%**
(2.83) (2.70)
INSTITUTION + 0.0007 0.0007
(1.51) (1.46)
FCF - 0.0002
(0.39)
SALEGROWTH + -0.0000
(-0.20)
FIRST ? 0.0000 0.0000
(0.10) (0.09)
OWNER ? -0.0002* -0.0002*
(-1.66) (-1.66)
Industry effect Controlled Controlled
Constant ? 0.0013* 0.0013*
(1.76) (1.75)
F value 4.05 3.65
Prob>F <0.000 <0.000
VIF 7.16 6.58
Adj. R? 0.053 0.051
N 991 991

Note: T values in parentheses. *, ** and *** denote significance levels of p < 10%, p < 5%, and

p < 1%, respectively.
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Table 10 2008 Decision Announcement, Investors’ Cash Payout Expectations, and

Jensen-Alpha’

Variable Sign expected Column (1) Column (2)
DIV,,,, = actual DIV, = average
payout ratio in 2009 payout ratio in the
= investors’ payout last three years
expectation = investors’ payout
expectation
Dependent variable Dependent variable
= JENSEN-ALPHA = JENSEN-ALPHA
DIV 540 - -0.0005%*
(-1.80)
DIV 4 - -0.0008*
(-1.71)
LEV + 0.0001 0.0001
(0.07) (0.13)
ROA + 0.0014 0.0009
(0.50) (0.29)
INSTITUTION + 0.0010%* 0.0009
(1.62) (1.56)
FIRST ? 0.0003 0.0004
(0.55) (0.66)
OWNER ? 0.0002 0.0002
(1.06) (0.92)
Industry effect Controlled Controlled
constant ? -0.001 -0.001
(-0.71) (-0.83)
F value 5.18 4.66
Prob>F <0.000 <0.000
VIF 4.34 4.47
Adj. R? 0.071 0.065
N 783 783

Note: T values in parentheses. *, **, and *** denote significance levels of p < 10%, p < 5%, and

p < 1%, respectively.

® 1In Table 10, we control for FCF and SALEGROWTH variables. Unfortunately, DIV,,, and DIV
remain negative but insignificant. FCF and SALEGROWTH do not achieve statistical significance, so
we do not report the results of controlling for these two variables. We believe that it does not affect
the conclusions even if we control for FCF and SALEGROWTH.
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We choose the three-day CARs before and after the ex-dividend day; therefore,
short-run market reactions are not affected by investors’ cash payout expectations,
because all firms pay cash dividends for the first time. If cash dividend taxation is one of
the important factors determining market reactions to ex-dividend behaviour, there should
be a systematic difference in CARs before and after the 2008 Decision announcement.
If the cash dividend taxation hypothesis is supported, we can expect that the average
difference between CARs after the 2008 Decision would be more negative.

Table 8 provides the relevant results. The three-day CARs for the ex-dividend day
before and after the 2008 Decision are 4.7 per cent and -0.7 per cent, respectively, with
T testing at -1.96. The findings suggest that investors do not agree with the implication
of the 2008 Decision, and give a more negative reaction to the regulation; we believe

that the cash payout taxation costs are an influential contributor to this result.

4.5 Some Robustness Checks

To check the robustness of our results, we perform the following sensitivity tests: (1)
use the risk-adjusted Jensen-Alpha approach to measure abnormal returns for investors
(Tables 9 and 10);'° (2) change CARs by using short windows of different lengths. The
above sensitivity tests do not materially affect our conclusions, and we can conclude

that our research is robust.

V. Conclusions and Policy Implications

This paper provides, for the first time, direct and indirect evidence for the value
relevance of taxation costs to cash dividend regulation by examining market reactions
to two important policies. On 13 June 2005, the Ministry of Finance and the National
Taxation Bureau jointly stipulated the Notice, which cuts down the individual income
tax rate for cash dividends. The exogenous policies provide us with a superb opportunity
for directly testing the effect of taxation costs on stock pricing. Our findings indicate
that, in the long run, investors can realise higher BHAR for firms that are expected to
pay dividends. It is evident that the effect of taxation costs on cash dividends is a vital
pricing factor. On 9 October 2008, the CSRC promulgated the Decision with the aim
of protecting minority shareholders. The 2008 Decision relates, for the first time, firms’
financing decisions to their cash dividend records for the latest three years. This paper
finds that investors can realise higher BHAR by holding shares of payers rather than
those of non-payers. The findings indicate that investors have to bear taxation costs for
cash dividends, and that the taxation costs would be larger than the potential agency

costs of free cash flow retained in the firms.

10 Please refer to the following for the difference between Jensen-Alpha and BHAR: Kothari, S. P. and
Warner, J. B. (2006), “Econometrics of Event Studies”, in Handbook of Corporate Finance Volume
1, Chapter 1, pp. 30-60. Our research is based on the Fama-French three factors, and we calculate
JENSEN-ALPHA, s after the Notice announcement date using daily stock returns from 14 June to
31 August 2005, and JENSEN-ALPHA,, after the 2008 Decision using daily stock returns from 10
October to 31 December 2008.
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The theoretical implications of the paper are as follows. The cash dividend
regulation policy does not, in a real sense, play a positive role in protecting the interests
of minority shareholders, because the higher taxation costs of cash dividends reduce
the BHAR realised by holding shares of expected payers after the 2008 Decision is
announced. Consequently, only by taking into account all kinds of external restrictive
conditions comprehensively will the effectiveness of securities regulatory policies be
guaranteed. From the perspective of cash dividends, in the words of Fuchun Fan, Vice
President of the CSRC, “the status quo of China’s taxation policies not matching the
development of capital market is the main reason that investors are not inclined to do
long term investment”.!! Finally, with the optimisation of corporate governance of listed
firms, constructing a healthy and incentive-compatible securities taxation system is a

pivotal channel through which to promote capital market development.
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