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ABSTRACT

Dividends and shares repurchases are the principal mechanisms by which firms distribute cash to
their shareholders. These decisions typically carry informational content concerning the value of
the firm and, by and large, impact the returns, risk and liquidity of the shares of the underlying
firm. In view of this, the present study has made an attempt to examine the market reaction of the
impact of final cash dividend changes (increase, decrease and no change announcements) and
shares repurchases (overall sample as well as infrequent and frequent shares repurchases) on
returns, liquidity and risk profile of the firms. In operational terms, it aims to assess the
management perception of cash dividend and shares repurchase announcements and the

underlying motives for issuing them.

To know the motivations, managerial views and issues behind these announcements, a survey
(for cash dividends and shares repurchases announcements) has been conducted. The market
reaction has been examined by assessing the change in the stock returns, change in liquidity (in
terms of trading volume, turnover ratio, Amihud illiquidity ratio and ratio of days with trades)
and change in the risk (in terms of variance) of the firms. The study has employed the event
study methodology and the pre-test and post-test research design to evaluate the changes. The
dis-aggregative analysis has also been conducted on the basis of the firm size (total assets of the
firm) and age (incorporation year of the firm) for the in-depth analysis subsequent to dividend

change and shares repurchase announcements

The evidence based on survey responses suggests that the primary motive in India for cash
dividend is to attract more investors. The finance managers’ opinions find strongest agreement
with the cash dividend creating a psychological impact on investors. They believe that cash
dividend serve as a signaling device regarding the future prospects of a company. For the shares
repurchase, the finance managers have opined that the primary motive of shares repurchases is to
signal the management’s confidence in the future. They support the fact that shares repurchase
facilitate investors to express confidence in the firm. Indian managers unanimously believe that
shares repurchases are undertaken by the firms when they perceive that the share prices are

undervalued.



As per the findings, the highest returns have been observed in the case of dividend decrease
announcements compared to dividend increase and no change announcements. Perhaps,
dividends for the Indian investors are not a favored option because they realize higher returns
through capital gains. Further, it appears that dividend no change announcements in India cater
to the time varying needs of the investors (clientele). Cash dividend increase announcements
create negative perception in the minds of the investor regarding the future earnings forecast and
cash flows. The investors perceive that the dividend increasing firms have dearth of growth
opportunities. In the case of shares repurchases, positive returns are perceived as positive signals
by the investors regarding the management’s view that their firm’s stock is undervalued. Further,
higher returns have been reported for the infrequent repurchases compared to the frequent shares

repurchases.

The findings related to liquidity are revealing. The analysis indicates that dividend increase
announcements are perceived as positive signals by the shareholders of the sample companies
and they prefer to hold the shares on their announcements. They expect capital gains as an
opportunity to earn higher returns. Eventually, it is only after the dividends become effective
(that is, after the ex-date), that the prices settle down/stabilise and shareholders start booking
profit leading to enhanced liquidity during the estimation window. In the case of dividend
decrease announcements, liquidity remains high subsequent to these announcements. The results
support the catering theory that there has been a shift of investor sentiments away from dividends
to capital gains. In contrast, the incidence of increase in liquidity during the estimation widow
subsequent to dividend no change announcements boosts the confidence of the investors that the

firm is utilizing excess cash and reinvesting for higher returns in the long-term.

As far as the effect of shares repurchase announcements is concerned, liquidity after the
announcement of shares repurchase has declined (during the event window period) due to the
reduction of equity shares outstanding for trade. Liquidity has improved during the estimation
window due to the reduction in information asymmetry regarding the uncertainty in the share
prices. Therefore, new investors will enter the market to purchase the stock; thereby enhancing
the liquidity. The improvement in liquidity over the period of time has been observed for the

infrequent shares repurchase announcements compared to frequent repurchases.



The results for risk illustrate that the announcement of cash dividend increase announcements
leads to an increase in variance in the event window period and decrease in the variance in the
estimation window period. Perhaps, the increase in volatility is likely to be high due to low
information environment. The decrease in variance is largely attributed to the transition of a firm

to the mature stage of its life-cycle with fewer growth opportunities.

In the case of dividend decrease announcements, variance has declined for all the time periods
subsequent to these announcements. Perhaps, the investors perceive that the cash flows re-
invested by the firm would accelerate the growth rate of the firm as well as increase the value of
shares over time. For the dividend no change announcements, mixed results of increase as well
as decrease in variance have been reported during the event window as well as the estimation
window period. As far as share repurchases are concerned, there has been an evidence of decline
in risk in the event window as well as the estimation window. The possible reasons are the low
prices of shares, less trading activities, less investment opportunities and free cash flow available

for firms.

The empirical findings for the dis-aggregative analysis of cash dividend increase announcements
reveal that on the basis of firm size, returns of the ‘small’ firms are higher compared to their
larger counterparts. According to the firm age, ‘middle-age’ firms and ‘young’ firms have
reported higher returns. Liquidity is enhanced for the ‘small’ and the ‘very large’ firms, on the
basis of firm size. On the basis of firm age, the ‘young’ firms provide higher liquidity compared
to the other firms. It has been noted that risk is higher for ‘very large’ firms according to the firm
size. On the basis of firm age, risk has been reported the lowest in the case of ‘old and

established’ firms.

For the dividend decrease announcements, according to the size of the firm, ‘large’ firms have
exhibited higher returns compared to their other counterparts. Whereas, according to the firm
age, ‘middle-age’ and ‘old and established’ firms provide better returns to the shareholders of the
sample firms. Examining the liquidity pattern on the basis of firm size, ‘small’ firms have
reported least liquidity. According to the age of the firm, higher liquidity has been observed in
the case of ‘middle-age’ firms compared to the firms of other age-groups. Further, ‘small’ firms
are less risky, on the basis of firm size. According to the firm age, risk has been noted more in

the case of ‘old and established’ firms, amongst others.
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In the case of dividend no change announcements, ‘small’ firms have reported higher returns,
according to the firm size; whereas, on the basis of firm age, ‘middle-age’ and ‘young’ firms
have performed better. Based on firm size, liquidity has improved for the ‘large’ firms; in
contrast, it has been reported better for the ‘middle-age’ firms, on the basis of firm age. Risk has
been noted higher for the ‘small’ and the ‘large’ firms according to the firm size. On the basis of

firm age, the fluctuations appear to be higher for the ‘young’ firms compared to the other firms.

It is useful to note that the signaling, undervaluation, free cash flow and the maturity hypotheses
have emerged as the strongest explanations around the announcements of cash dividend and
shares repurchase. Through the results, the study has been able to provide suitable time period
for the investors from investment perspective to maximize their returns. Based on the findings of
the research, useful implications and recommendation have been suggested for the investors,
mangers, policy makers, academicians and the researchers. Therefore, it is suggested that the
firms/managers should be conscious of the fall out of their corporate actions (in terms of
payment of cash dividend and shares repurchase) to maximize the shareholders wealth as well as

increase the value of the firms.
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