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“Impact of Dividend Policy on Stock Price Volatility: Evidence

from Sri Lanka”

Dewasiri Narayanage Jayantha

ABSTRACT

This study examined the relation between “Dividend Policy and Stock Price Volatility in
Sri Lankan stock market. Stock Price Volatility is regressed against the four independent
variables namely Dividend Yield (DY), Dividend payout (DP), Size and Growth in assets
(GA). To achieve this objective, a sample of 40 companies listed in Colombo Stock
Exchange was selected for a period of ten years from 2003 to 2012. In order to explore the
association between stock price and independent variables, seven hypotheses have been

developed and tested.

The analysis was conducted in two stages. As the first step of this analysis, the researcher
estimated the order of integration of all variables. For this purpose, the Im, Pesaran and
Shin tests for unit roots was employed. Since all variables were in stationary in its level (Io),
the researcher has taken the level variables in order to have same order of integration. The
second step of the analysis involved the test of hypotheses and the Cross Section Random
Effect model through Panel Least Square (PLS) was employed in order to test the
hypotheses. The results revealed that there is a significant negative impact from dividend
payout on stock return volatility. It is also noticeable that there is a positive impact from the

company size on the stock price volatility.
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The significant negative linkage between Stock Price volatility and dividend payout
supports the rate of return and the information effect. Moreover based on the rate of return
effect, companies which have small dividend yield and small dividend payout are possible
to be assessed more valuable than their assets in place due to their growth potential. Since
forecasts of earning from growth opportunity have more error than prediction of earning
from assets in place, firms with low pay out and low dividend yield may show higher
volatility in their Stock Price. Hence, it is expected that Stock Price volatility and dividend
payout, is associated inversely which is consistent with this study’s results. The Vector
Auto Regression (VAR) was not performed due to non — satisfaction of performing

conditions.

The Granger Causality Test has been performed in order to test the short term relation
among dependent and independent variables. The results revealed a feedback exit between
market value and the stock price volatility in any lag level. Besides dividend yield does
Granger cause Stock price Volatility and shows a unidirectional causality exists from
dividend yield to stock price volatility in any lag level. Thus, this finding suggests that,
higher dividend yield will lead to a more volatile Stock Prices in short run. According to the
manual estimation to test the strategic breakpoint, a dummy variable has been added to the
estimation. The results implied that there is no significant different effect from the

structural break point (2009) for the estimation.

Key Words: Dividend Payout, Dividend Policy, Dividend Yield, Granger Causality Test,

Growth in Assets, Panel Least Square, Stock Price Volatility, Vector Auto regression
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CHAPTER ONE

INTRODUCTION

1.1 Background of the study

Issues of dividend policy range from its irrelevance by Miller and Modigliani (1961), to its
puzzle by Black (1976) to its relevance by DeAngelo et al. (1996) and so on. Other issues
include theories on dividend payment, such as stakeholders’ theory, pecking order theory,
agency cost, signaling theory, bird-in-hand fallacy and clientele effect. The information
asymmetry between managers and shareholders, along with the separation of ownership and
control, formed the base for another explanation of why dividend policy has been so
popular. Also in line with this subject area, Al-Malkawi (2007), Al-Najjar and Hussainey
(2009) established that there is a negative relationship between dividend payout and outside

directorship.

The stock price movements, on the other hand, are the systemic risk faced by investors who
possess ordinary shares investment (Guo, 2002). Investors are by nature risk averse, and the
volatility of their investments is important to them because it is a measure of the level of
risk they are exposed to. The Sri Lankan (SL) stock market, which cannot be classified as
an emerging one, manifests the features of a matured market, with relatively moderate
regulations compared to those of emerging markets in the world. Companies realize, also,
that investors pay close attention to their dividend returns, and that the riskiness of their

investments may affect the valuation of the firm’s shares in the long run.
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This makes the volatility of stock prices as important to firms as it is to investors. The
debate has been whether corporate dividend policy has any relationship with stock price
movement. In this connection, this study is aimed at establishing a relationship between
dividend policy and Stock Price, with particular focus on the SL stock market. The research
is premised on the theoretical framework created by Baskin (1989) and Allen and Rachim
(1996). Dividend policy is also related to capital structure indirectly and different dividend
policies may require different capital structures. Since both of capital structure and dividend
policy can have impact on the wealth of shareholders and dividend policy can affect capital

structure too, decision about dividend policy is complex.

In preliminary corporate finance, dividend policy was just concerned with selecting
between payments of earnings to shareholder as cash dividend or retaining the profit in
firm. It only determined the incidence of dividend payments and the amount dividends.
However, in today’s corporate finance, dividend policy addresses more issues such as how
firms can attract investors in different tax brackets and how firms can increase the market
value of firm and share repurchase instead of cash dividends and etc. Nevertheless, the
current critical questions concerned with dividend policy have many similarities to those
questions asked by managers in the 1950s. These questions were determined by Lintner in
1956. It was imperative to determine whether to keep dividend payments at the present
amount or alter it. Whether shareholders want to have fixed dividend payments, or they
prefer dividend payments updated with earnings and what kind of (Younger or older)

investor dividend policy should attract.
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