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Abstract

The paper examines the signaling effect of Dividend Policy for the non-financial
firm that are listed in Egypt Stock Exchange. The data cover the years 1998 to
2022 annually. The signaling effect uses the synchronization of stock returns.
The analysis of this paper examines the Dividend Policy that aftect synchroniza-
tion of stock returns.

Model 1 shows that for dividend information ratios, the results indicate that only
Dividend Yield is found statistically significant and negative with synchroniza-
tion of stock returns.

Moreover, for model 2, the analysis shows that firm size has great effect on the
synchronization of stock returns. The firms’ size is examined through dummy
variable using the natural log of total assets. The results indicate that corporate
size has significant and positive effects on stock return synchronization.

As for the eftects of types of industries (Model 3), the results show that industry
type have no eftect on the synchronization of stock returns, since none of 16 in-
dustries are statistically significant with the synchronization of stock returns.
KeyWords: Dividend Policy, Signaling Theory, Coefficient of determination

(R2), Synchronization of stock returns.
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1- Introduction

The key concept of information asymmetry proposed by Jensen and Meckling
(1976) and developed by Ross (1977), and signaling theory was born. Managerial
incentives are an intuitive property of signaling theory that influences the firm's
financing decision-making process. Ross (1977) showed how debt can be used as
a signal to distinguish good firms from bad firms. In the case of management-
investor information asymmetry, where management knows the actual distribu-
tion of profits but investors do not, then the company's ability to obtain financ-
ing sources will send a positive signal for the company's future. Higher debt sig-
nals an optimistic future, with high-quality firms taking on more debt and low-

quality firms taking on less debt.

Connelly et al. (2011) review this theory and claim that it has three main ele-
ments: signaler, receiver, and signal. In their view, a signaler is an insider, includ-
ing a manager or executive, who has information about a company (Ross, 1977),
and ‘'signaling" refers to that portion of all private information they possess,
which the insider shares with the public Information provided. Such incomplete
information, both positive and negative, may mislead the signal receiver and
outsiders may take less favorable actions, especially since they conflict with part
of the signaler's interests, so the signalers benefit at the cost of the receivers (Bird
and Smith, 2005). For example, shareholders benefit from firms with profit pro-
spects, but they incur transaction costs, and signals can be ignored because they
are observable (Connelly et al., 2011). Signals can also be false due to the self-

interest of the sender of the signal.

Based on research from 1994-1996, signaling theory also appears to apply to
Middle Eastern firms (Du and Dai, 2005). The sample includes firms from nine
Asian economies, and the period ends before the Asian crisis, which would
change the results. The dependent variables are historical price leverage and mar-

ket price leverage.

In Egypt, the theory does not seem to apply, it applies only to high-risk com-
panies (Eldomiaty, 2004). This study examines the dynamic relationship between

changes in a firm's capital structure and its impact on market prices at different
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levels of systemic risk. The market price or market capitalization of the company
is used as the dependent variable while the debt ratio is used as the independent
variable. The sample companies are divided into 3 categories, each with high,
medium, and low beta ratios. The results somewhat confirm the signaling theo-

ry, especially for high-risk organizations.

Finally, the study by Antoniou, Gunay, and Paudyal (2006) in France, Germa-
ny, and the United Kingdom support signaling theory by examining debt matur-
ities in 1983, 1987, and 1969 for each country through 2000. The maturity date
of the debt is used as the dependent variable, while what is examined under the
assumption is the validity of the signaling theory expressed by using four factors:

leverage, liquidity, variability and firm quality.

1-1 Objective of the paper
This paper aims at examining the effects of Dividend Policy for the non-
financial firm that are listed in Egypt Stock Exchange on synchronization of

stock returns.

2- Literature Review and hypotheses development

This section will focus on the literature of the previous empirical studies con-
ducted by various researchers. This chapter introduces the following sections:
Dividends Signaling Theory and the emergence of new concepts in capital struc-
ture (Dividend irrelevance theory, bird-in-the-hand theory, Signaling explana-
tion, the agency theory, Taxes and clientele theory, The firm life cycle theory of
dividends, and The Catering Theory of Dividends).

2.1 Dividends Signaling Theory

The dividend signaling theory says that when an organization reveals that it
will pay out more dividends, financial experts and investors take that as a sign
that the company's financial future looks good. The dividend signaling theory

isn't accepted by all analysts, but there is some proof that it is valid.

Most of the time, a rise in dividend payouts is a good sign for the business's fi-
nancial health and the future price of its stock. A drop in dividends could be a
sign that the company's finances are going to be tough. The basic idea behind the

dividend signaling theory is that businesses that pay the highest dividends will
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make more money. But some studies have found that distributions of dividends

are not always linked to earnings.

This idea was first put forward by Lintner in 1956, and many other experts
have built on it since then. (Such as Ambarish, John, & Williams, 1987;
Bhattacharya, 1979; Fama, Fisher, Jensen, & Roll, 1969; Miller & Rock, 1985;
Miller & Scholes, 1982). Lintner found in 1956 that dividends take a long time
to adjust when things change in a company. They typically fall behind actual
shifts in earnings as executives want to be sure that the changes in earnings will

last before they change the dividend.

Researchers have been trying to explain why firms pay cash dividends for more
than 50 years. They have come up with many difterent ideas, reasons, and expla-

nations.

Here are seven broad types of paying dividends, which don't have to be mutu-

ally exclusive:

(1) Dividend irrelevance theory: Miller and Modigliani suggested in 1961 that
shareholders don't care about the policy of dividends and that the wealth of
shareholders stays the same when every aspect of investment policy remain
unchanged and any rise in the present payout is financed by selling shares at

fair prices.

(2) According to the "bird-in—the-hand" theory, investors value cash in hand
more than the promise of earnings in the future when making decisions
about stocks. This is because cash in hand is less risky. (Gordon, 1959, 1963;
Walter, 1963; Bhattacharya, 1979).

(3) Signaling explanation: As insiders, managers decide on dividend payment
amounts to share sensitive data with investors about the business's future pro-
spects. This minimizes asymmetries. (Bhattacharya, 1979, 1980; John and
Williams, 1985).

(4) According to the agency theory, dividends help solve the problem of

agency that arises when ownership and control are split in a company with
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spread ownership. (Jensen and Meckling, 1976; Rozeff, 1982; Easterbrook,
1984; Jensen, 1986).

(5) Taxes and clientele theory: Different tax rates for income and capital earn-
ings bring in various kinds of clients. (Elton and Gruber, 1970; Miller and
Scholes, 1978, 1982).

(6) The firm life cycle theory of dividends says that a company's dividend
policy is based on how long it has been in business. That is, companies tend
to start giving bonuses when they think their growth rate and profit will slow
down in the future. (Mueller, 1972; Fama and French, 2001; DeAngelo et
al., 20006).

(7) The Catering Theory of Dividends: Executives give investors what they
actually want at the moment. They meet the needs of investors by paying
dividends when investors pay more for a company's stock and by not paying
dividends or paying less when a company's shares sell at a discount. (Baker
and Wurgler, 2004a, b).

Baker et al. (2011) states, "There is no clear winner among the competing divi-
dend theories, and no single theory is currently the most effective solution to the
dividend puzzle." Each idea has some evidence to back it up." They note,
though, that the evidence seems to back up the agency theory and signaling ex-
planations more than the tax-preference argument. Even though no theory has
all the answers, newer theories like the firm life cycle theory and the catering

theory of dividends offer some useful insights, but the results are still mixed.

Best and Best (2001) looked at a group of 6189 dividend increases and 330 div-
idend decreases that happened between 1977 and 1998. They found that there
was a statistically significant abnormal return of 0.6068 and -3.6773 when divi-

dends went up or down, respectively.

Grullon, Michaely, and Swaminathan (2002) employ the Fama and French
three-factor model to find an abnormal return of about 8.3% in the three years
after the year of the rise. However, they did not find an abnormal return for

companies that cut their dividends.
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Nevertheless, numerous research papers have not supported this theory. Watts
(1973), DeAngelo, DeAngelo, and Skinner (1992, 1996), Benartzi, Michaely,
and Thaler (1997), Grullon, Michaely, and Swaminathan (2002), Benartzi et al.
(2005), and Lie (2005) discover very little or no proof that dividend adjustments

indicate abnormal earnings growth.

2.2 Research hypotheses

Since the objective of the paper is to examine the current Dividend Infor-
mation Ratios that affect synchronization of stock returns, three hypotheses can

be developed as follows.

H1: There is a significant relation between Dividend Information Ratios and

synchronization of stock returns.

H2: There is a significant relation between firm’s size and synchronization of

stock returns.

H3: There is a significant relation between industry classifications and synchroni-

zation of stock returns

3-Testing the hypotheses
3-1 Data and Variables
3-1-1 Data

The data are obtained from Egypt for Information Dissemination (EGID) in-
cluding the non-financial firm that are listed in Egypt Stock Exchange. The data
cover the years 1998 to 2022 annually.

3-1-2 Dependent Variables

This paper examines the synchronization of stock returns (Roll,1988) as fol-

lows.

A.
Synchronization of stock returns = = ......... (D)

Where 4 is the systematic component of market risk Bj. The szis the variance

of the stock returns.
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3-1-3 Independent Variables
The independent variables are (a) Dividend payout ratio, (b) Dividend Yield

3-3 Model Estimation
The Hausman specification test (Hausman, 1978; Hausman and Taylor, 1981)
is needed because the data are cross section-time series panel. The test searches

for a correlation between the x_it and the un _k and is thus performed under the
tfollowing hypotheses.
Hycov(x,,A,) =0

H,:cov(x,,A,) = 0

x; A
Where “it= regressors, and “k=error term.

The problem of linearity versus nonlinearity is also addressed and investigated.
To evaluate the following hypotheses, the Regression Equation Specification
Error, RESET is used (Ramsey, 1969; Thursby and Schmidt, 1977; Thursby,
1979; Sapra, 2005; Wooldridge, 2006)

Hl}: fz.!'j?a =
Hl: ?HJ?E # ﬂ

The null hypothesis refers to linearity and the alternative refers to nonlinearity.
The estimating equation of the random eftect nonlinear model takes the form of

Least Squares Dummy Variables (LSDV) that follows.
K
Y =0 +ZBikxitk + A+ Uy
i=1

Where t =1,

k = number of firms in each group.

Yu - Synchronization of stock returns

X
A

¥~ Random error term due to the individual effect.

ik = (a) short term debt to total assets (b) long term debt to total assets.

19
tk -~ Random error.
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3-4 Statistical Tests
3-4-1 Multicollinearity test
Table 1: The Results for the Multicollinearity test

Variable Name VIF
Dividend payout ratio 2.456
Dividend Yield 1.701

The results in (table 1) show that there is no Multicollinearity among the inde-

pendent variables as the values of VIF are less than 5.

3-4-2 Testing for Random Vs Fixed Effects (Hausman test)

Since the data are a cross-sectional time series panel, the Hausman specification
test (Hausman, 1978; Hausman and Taylor, 1981) is needed to decide whether
the fixed eftects model or the random eftects model should be used. The test
looks for a link between the known x_it and the un _k. It is run with the follow-

ing hypotheses.
Hycov(x,,A,) =0

H,ycovix;,A,) # 0

x; A
Where “it= regressors, and “¥=error term.

3-4-3 Mixed effect regression model

The mixed effects model can be defined as:

Yi=Xf+Zb +¢,

where f 1S an t; X1 vector of observations for ith market takes the form

T
V. Vig pereee ¥ . t. X . . .
irs Yz Vie ] , X isan ¢ P matrix of covariates, and E is vector of

at; ¥ g (number of unknown variables)

. z. .
covariates, and i is a subset of

- th
Xf’modeling how the response evolves over time for the ©  Market. Further-

bz‘ = [biorbu pen e --,bi.:q_l}]r isagx1l

more vector of random effects for

- th
. .. £ .
the ' Market describing unknown market characteristics. “t is a vector of re-
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!
sidual components, it is usually assumed that the errors “i © are independent and

-
=

o . . S ey
normally distributed with mean vector 0 and covariance matrix ™’ and the
b's . g's, o .
random eftects “ © are independent of “i®’ and normally distributed with mean
vector 0 and covariance matrix "&*

Yk:bo+ziﬁi*"{i+£k=123

Where:

Ye . stock returns synchronicity

X Two groups of independent variables namely the and optimal indicators of

corporate financing decision. (Penman, 1991, 1996, 2003).
Bo : constant term
B: : 1s the regression coefticient for independent variables

s . . .
: 1s the regression residual term

Each model went through standard statistical tests. Hausman test to choose be-
tween fixed and random model. RESET test to check if the linear or non-linear
form is appropriate for estimating the model. Heteroscedasticity test to show if

residuals is homogenous or heterogenous.

3-4-4 The Results for Hausman Test

HO: difterences in coefticients are not systematic
H1: difterences in coefticients are systematic

Table 2: The Results for Hausman Test

Model 1: indicators of Corporate Financing Decisions

chi2(28) = 22.57 (Prob>chi2 = 0.7543)

From the above table (2), we can conclude that the best model for fitting the
first model (variables) is random effect model as the p-value associated with the

test is larger than 5%.
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3-4-5 Linearity Vs Nonlinearity Test (RESET)

The issue of linearity versus nonlinearity is addressed and examined as well.
Regression Equation Specification Error Test RESET (Ramsey, 1969; Thursby
and Schmidt, 1977; Thursby, 1979; Sapra, 2005; Wooldridge, 2006) is employed
to test the two hypotheses that follow.

The null hypothesis refers to linearity and the alternative refers to nonlinearity. 1
Ramsey RESET test using powers of the fitted values of dependent variables
HO: model has no omitted variables

H1: model has omitted variables

3-4-6 Ramsey RESET test using powers of the fitted values

HO: model has no omitted variables

H1: model has omitted variables

Table 3: Ramsey RESET test using powers of the fitted values

Model 1: indicators of Corporate Financing Decisions

F(3,12377)= 4.48 (Prob>F=  0.21776)

From the table (3) above we can conclude that at 95% confident we fail to reject
the null hypothesis of the RESET test which means that the linear model fits the

data.

3-4-7 Heteroscedasticity test

HO: the variance of error terms is constant

H1: the variance of error terms is not constant

(SSEg -SSE,, )=+
SSE, +(T-K)

for the restricted and unrestricted models respectively, J refers to the two hypotheses under
consideration, T is the number of observations, and K is the number of regressors.

' F —statistic = where SSE and SSE ; are the sum squared errors
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Table 4: The Results for Breusch-Pagan/ Cook-Weisberg test for
heteroscedasticity

Model 1: indicators of Corporate Financing Decisions

chi2(1l) =227074.27 (Prob > chi2 = 0.0000)

The results in (table 4) show that the null-hypothesis of the Breusch-Pagan /
Cook-Weisberg test for heteroscedasticity is rejected at 1% significance level.
That is, the variances of residuals are not constant, which requires the use of the
robust estimation in order to estimate the parameters of the models under con-

sideration.

4-Results and Discussion

This section examines and discusses the results of the signaling effect of corpo-

rate financing decision versus optimal corporate financing decision.
4.1 Examine the current Dividend Information Ratios that af-

fect synchronization of stock returns

Table 5: The Results for the Signaling Effects of Dividend
Information using Synchronization of stock returns

Dependent: Synchronization of stock returns

Variables Model 1: Main Model 2: Size Model 3: Indus-
Debt Indicators Effects try Effects
Dividend Information Ratios
Dividend payout ratio -0.0324 -0.0558 -0.0528
-0.0762 -0.9716 -0.9481
Dividend yield -0.330*** -0.134*** -0.196***
-0.0889 -0.0011 -0.00123
Size Effect
Natural Log (Proxy for size) 0.343**
-0.0968
Industry Effect
Basic Resources 0.0401
-0.251
Health Care & Pharmaceuticals -0.0261
-0.183
IndustrlaI_Goods, Services and 0.315
Automobiles
-0.602
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Real Estate -0.00804
-0.641
Travel & Leisure -0.101
-0.314
Utilities 0.203
-0.244
\I/':'éel\s/ledia & Communication Ser- 0.00872
-0.177
Food, Beverages, and Tobacco 0.0681
-0.431
Energy & Support Services -0.123
-0.304
Trade & Distributors -0.0771
-0.346
Shipping & Transportation Services -0.0221
-0.199
Education Services -0.0143
-0.421
;::erlti:]a;tmg & Construction Engi -0.153
-0.599
Textile & Durables -0.0744
-0.352
Building Materials 0.146
-0.602
Paper & Packaging 0.0079
-0.273
Constant 0.120*** 0.641*** 0.915***
-0.134 -0.172 -0.18
Observations 4200 4200 4200
Number of ID 16 16 16
R-squared 0.332 0.4503 0.2809

Robust Standard errors in parenthe-
ses

% n<0.01, ** p<0.05, * p<0.1
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Table (5) reports the results of the analysis of the three models. For model 1,
The association between synchronization of stock returns and indicators of cor-
porate financing decision; The R squared of the regression model is 33.2%. This
indicates a good fit for the model and the proposed model could infer 33.2% of

the total variance in the synchronization of stock returns

With respect to Dividend Information Ratios, the results indicate that only
Dividend yield ratio is found statistically significant and negative with synchroni-
zation of stock returns. Dividend yield ratio has negative impact on stock return
synchronicity which mean that if dividend yield decreases, it results in increasing
the market prices of firm and vice versa. The result regarding dividend yield in-
dicates that larger firms which have high growth will have more investment op-
portunities as compared to smaller firm so they pay fewer dividends to the stock-
holders. Heaney and Pavlov (2004), also found the negative impact of dividend
yield ratio on firm stock prices. So, the first hypothesis is accepted. There is a
significant relation between Dividend Information Ratios and synchronization of

stock returns.

Moreover, for model 2, The association between synchronization of stock re-
turns and indicators of corporate financing decision taking into consideration the
effect of firm size; the analysis shows that firm size has great effect on the syn-
chronization of stock returns since the R-squared has been increased from 33.2%
(Model 1 without consideration of firm size) to 45.03% after applying the firm
size in model 2. The coefticient is statistically significant and positive; this finding
is consistent with Eldomiaty's paper (2004) and Durnev et al. (2003), (2004 b).
So, the second hypothesis is accepted. There is a significant relation between

firm’s size and synchronization of stock returns.

As for the effects of types of industries (Model 3), the results show that the
types of industries have no effect on the synchronization of stock returns, since
none of 16 industries are statistically significant with the synchronization of stock

returns.
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5-Conclusion

The paper examines the signaling eftect of the Dividend Policy on Synchroni-
zation of Stock Returns. The data are obtained from Egypt for Information Dis-
semination (EGID) including the non-financial firm that are listed in Egypt
Stock Exchange. The data cover the years 1998 to 2022 annually. This paper ex-
amines synchronization of stock returns as the dependent variable, and the inde-
pendent variables is the Dividend Information Ratios. Since the data are cross
section-time series panel, the Hausman specification test is required to determine
whether the fixed or random effects model should be used. random effect model
was applied as the p-value associated with the test is larger than 5%. The issue of
linearity versus nonlinearity is addressed and examined as well. Heteroscedasticity

test was also applied to show if residuals is homogenous or heterogenous.

Model 1 analyzed the association between synchronization of stock returns
and indicators of corporate financing decision. Model 2 tested the association
between synchronization of stock returns and indicators of corporate financing
decision taking into consideration the effect of firm size. Model 3 tested the asso-
ciation between synchronization of stock returns and indicators of corporate fi-

nancing decision taking into consideration the eftect the type of the industry.

Model 1 shows that for Dividend Information Ratios, the results indicate that
only Dividend yield ratio is found statistically significant and negative with syn-
chronization of stock returns. Dividend yield ratio has negative impact on stock
return synchronicity which mean that if dividend yield decreases, it results in in-
creasing the market prices of firm and vice versa. The result regarding dividend
yield indicates that larger firms which have high growth will have more invest-
ment opportunities as compared to smaller firm so they pay fewer dividends to
the stockholders. Heaney and Pavlov (2004), also found the negative impact of
dividend yield ratio on firm stock prices. So, the first hypothesis is accepted.
There 1s a significant relation between Dividend Information Ratios and syn-

chronization of stock returns.

Moreover, for model 2, the analysis shows that firm size has great eftect on the

synchronization of stock returns. The firms’ size is examined through dummy

267



Karim Tarek Hamed Afifi; Prof. Ahmed Mohamed Saker An Examination of the Signaling Effect of the Dividend..

variables using the natural log of total assets. The results indicate that corporate
size has significant and positive eftects on stock return synchronization. So, the
second hypothesis is accepted. There is a significant relation between firm’s size

and synchronization of stock returns.

As for the effects of types of industries (Model 3), the results show that the
types of industries have no effect on the synchronization of stock returns, since
none of 16 industries are statistically significant with the synchronization of stock

returns.

With regards to future research pertaining to this area, it can be recommended
to apply the same model on the banking Sector and test the eftect of the Divi-

dend Policy of the banking sector on the return synchronicity.
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