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ABSTRACT 

 
Whether to pay dividends or not is a critical decision that every company must make. Conversely, 
whether to invest in a divided paying company is decision investors must consider. However, the 
relationship between dividend and share returns is not clear and how shareholders react to dividend 
increases or decreases is still a puzzle.  This paper seeks to identify if cash dividend change 
announcements have any effect on share returns. It also examines whether stock price returns react the 
same to an increase and a decrease in dividend announced. Using daily closing prices from 2005-2012, 
the paper employs a 40-day event methodology to examine the reaction of share price returns to dividend 
change announcements before, during and after the event. Results show, dividend announcements have a 
significant effect on share price returns.  Dividend decreases resulted in negative returns while dividend 
increases resulted in positive returns. Dividend decreases cause a larger decline in returns than an 
increase leads an increase in returns.  Based on this evidence, dividend announcements have information 
content and hence dividend-paying companies listed in Nairobi Securities Exchange (NSE) should 
consider this before announcing a change in dividend.  
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INTRODUCTION 
 

he harder we look at the dividend picture, the more it seems like a puzzle, with pieces that just 
don’t fit together” Black (1976).  Black’s sentiments are also shared by Bhattacharya (2007) 
who stated that a difficult challenge facing financial economists was explaining dividend 

policy.  He further stated that despite decades of study, factors influencing dividend policy and their 
interaction were yet to be understood.  Baker (1999) reported that since 1976, there has been a dramatic 
increase in empirical and theoretical research done on dividend policy.  He added that it was still not clear 
why companies decided to pay or not to pay dividends.  Furthermore, it was still problematic why 
investors paid so much attention to dividends.  Baker concluded that setting of a dividend policy for a 
company is still debatable and needs prudence by decision makers.  Amidu and Abor (2006) noted that 
companies earn income which can be invested in the business or distributed as dividends to shareholders.  
They identified several issues that a company considers when it decides to distribute income; (i) how 
much of the income will be distributed to shareholders; (ii) if cash or stock should be distributed or 
buying back some shares from the shareholders and; (iii) stability of the distribution.  A stable distribution 
produces better positive signal on the future of the company than a volatile distribution because changes 
cause uncertainty.  There are often arguments of whether the dividend decision affects the value of the 
firm (relevancy theories) or not (irrelevance theories).  The irrelevance of dividend policy where there are 
no transaction costs or taxes and all investors have full information on the uncertain future cash flows of 
the company was proved by Miller and Modigliani (1961).  They stated the firm value cannot be altered 
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by changing the dividend policy.  In contrast, Walter’s Model and Gordon’s Model advocated the 
relevance of dividends to financial decision making.   
 
Walter (1956) concluded that stock prices reflected the present values of the expected dividends over 
longer periods and so the value of the firm is affected by dividends.  Conversely, Gordon (1959) asserted 
the price of a share equaled to the discounted value of its expected future dividends and thus concluded 
that current income would be preferred to future income by investors.  Explanations for dividend 
relevance have been developed which include the signaling, agency costs, tax preference and bird-in-the-
hand explanations (Baker 1999).  The bird-in-the-hand argues that investors prefer dividend payment in 
the present to an uncertain future price appreciation.  Dividend policy based on tax differential between 
dividends and capital gains was developed by Brennan (1970), Stapleton (1972) among others.  
According to the explanation of tax preference, investors favor dividends nonpayment because of tax 
related reasons as dividends are taxed twice while the capital gains are taxed once or not taxed in some 
countries.  Several researchers (Ross (1977), Bhattacharya (1979, 1980), Miller and Rock (1985), John 
and Williams (1985), Yoon and Starks (1995), Adelegan (2009), Asamoah (2010), Akbar and Baig 
(2010), Aamir and Ali Shah (2011), Waweru, Pokhariyal and Mwaura (2012) and Olweny (2012)) have 
discussed dividend payment as a signaling tool.  It suggests that dividend announcement carries 
information on future prospects of the company and the investors assess stock price of the firm using 
dividend announcements information.  This paper seeks to find out if there is any relationship between 
dividend announcement (information content) and share price of companies listed in the Nairobi 
Securities Exchange (NSE).  It also seeks to look into the effect of cash dividend increase as well as cash 
dividend decrease on the share price return.  The rest of the paper is organized as follows.  First, the 
literature review is presented followed by data and methodology.  Then the results, their implications, and 
recommendations for further research are given.  Finally, conclusions of the paper are presented. 
 
LITERATURE REVIEW 
 
Bhattacharya (1979), Miller and Rock (1985) and John and Williams (1985) are credited with developing 
the classical signaling models based on information asymmetry hypothesis.  They showed that under 
imperfect information, dividends act as a costly signal of expected future performance of a firm.  These 
models showed that informed insiders use dividends as signals to convey the future prospects of firms to 
the outsiders who are less informed.  They assumed that dividends are the only signaling mechanism.  
Moreover, Waweru et.  al. (2012) suggests that dividend announcement carries information on future 
prospects of the company and the investors assess stock price of the firm using dividend announcements 
information.  Information signaling therefore suggests that dividend changes should lead to earnings 
changes as dividend change announcements are positively associated with share returns in the days 
surrounding the announcement (Baker 1999). 
 
According to Lintner (1956), managers prefer stable dividends and they are reluctant to dividend changes 
that might be reversible.  He further stated that stable and predictable dividends provide smaller 
uncertainty to the investors than the variable dividends because of the information content effect.  
Aharony and Swary (1980) in their study of quarterly dividends and earnings announcement and 
stockholders’ returns showed that increasing (decreasing) dividend announcements resulted in positive 
(negative) abnormal returns around the announcement days meaning that changes in dividend payments 
carried new information about the firm.  Their findings were corroborated by Allen and Michaely (2003) 
who established that dividend changes were associated with stock price changes of the same sign around 
the dividend change announcement and immediate price reaction was related to the size of the dividend.  
On the contrary, Uddin and Chaundhary (2005) investigated dividend announcement impact on stock 
prices of Dhaka stock exchange and found that dividend had no information content and returns supported 
the dividend irrelevance theory.  Their findings were corroborated by Mamun and Hogue (2013) did a 
study on stock price reaction to dividend announcement for companies listed on the Dhaka Stock 
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Exchange in Bangladesh.  They concluded that dividend declaration does not bring any gains to investors, 
they instead lose due to substantial fall in share prices both in the pre and post dividend period. 
 According to Chen et al. (2009), a cash dividend increase announcement is an optimistic signal on a 
firm’s future operation and cash flow for investors.  They stated that an increase in cash dividend is 
usually followed by positive abnormal returns.  On the contrary, they further stated that, negative 
abnormal returns follow the announcement of a cash dividend decrease as it is a pessimistic signal.  They 
concluded that these empirical studies support the dividend signaling hypothesis and investors’ 
expectations of a firm’s cash flow are adjusted after cash dividend changes.  Gupta et al. (2012) did a 
study on stock price reaction to dividend announcements for listed companies in the Bombay Stock 
Exchange who announced dividend increases.  The study exposed the fact that stock prices react to 
increase in dividend announcements and that dividend announcements possess signaling property.  
According to Akron (2011), business cycle is a critical parameter in investor’s interpretation of dividend 
announcements as during busts a dividend announcement is perceived as a strong and reliable signal 
about the state of the corporation compared to times of normality.   
 
He examined the impact of business cycles on the market reaction to dividend announcements for large 
capital firms in the Tel-Aviv Stock Exchange. Among listed firms in the Nairobi Securities Exchange, the 
relationship between firm performance and dividend payout was sought by Murekefu and Ouma (2012).  
Their findings pointed out there were a strong and positive relationship.  They also showed that among 
listed firms in Kenya, cash dividends were the commonly used type of dividends while other types of 
dividends were not employed by firms.  They concluded that firm performance was mainly affected by 
dividend payout and this showed that dividend policy was relevant.  Their finding was corroborated by 
Olweny (2012) who sought to determine the extent to which there is information content in dividend 
announcements, the effect dividend announcements had on the firm value and its implications on the semi 
strong efficiency of the Nairobi Stock Exchange (NSE).  He concluded there was information content in 
dividend announcements which affected the value of the firm.   
 
This conclusion arose from the findings there was a significant relationship between abnormal stock 
returns and unexpected dividend announcements.  Mokaya et al. (2013) did a study on the effect of 
dividend policy on market share value in the banking industry in Kenya.  Their study sought to establish 
the effects dividend policy had on the value of shares in the banking industry using National Bank of 
Kenya as a case study.  They found out that according to the investors, dividend payments influenced the 
share value and as dividend payments increase so does the price of the share.  Waweru et al. (2012) 
investigated the signaling hypothesis by testing the displacement property of dividends for 40 companies 
listed on the Nairobi securities Exchange between 1998 and 2010.  The study applied panel corrected 
standard errors (PCSE) to time series cross section (TSCS) data.  The findings provided further empirical 
evidence that dividends are used as signals about future earnings prospects of the firm and shed further 
insights on the controversy about the information content of dividend changes about future profitability. 
 
DATA AND METHODOLOGY  
 
Data Presentation 
 
The paper investigated the effect of cash dividend announcement on abnormal return using 40 days’ event 
study.  It focused on the companies listed on the Nairobi Securities Exchange (NSE) for the period 2005 
to 2012.  This period is significant as Kenya experienced postelection violence (PEV) in 2007/2008 where 
NSE recorded one of the worst performances.  In addition, the companies must have declared a final 
dividend each year resulting to a sample of 44 companies.  Daily closing prices data was collected from 
the NSE website while the dividend paid was collected from the company’s annual financial report and 
prospects.  For the dividend change model, 325 observations were used. 
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Methodology 
 
The study used the event study method to investigate the effect on cash dividend announcement on prices 
of shares for firms listed on the NSE.  The event window was 41 days; 20 days before and 20 days after 
the event date which is the announcement date with the announcement day being day 0.  The choice of the 
event window was made to consider other possible pre-event reaction due to the peculiar nature of the 
information environment in developing countries; there are possibilities that market reaction starts long 
before the actual announcements.  A 352 dividend event observations were used (44 companies paying 
annual dividend for eight years).  Stock price reaction is the drift or change in the share price.  To 
estimate abnormal returns for the different event windows, the Market Adjusted Return Model was used.  
In Market Adjusted Return Model, the measure of risk (β) is assumed to be 1 and the intercept (α) to be 
zero.  It is argued that using Market Model Adjusted Return Model is not superior to Market Adjusted 
Return Model and in small markets; Market Adjusted Return Model gives good results as the Market 
Model Adjusted Return Model (Brown and Warner, 1980; Armitage, 1995; Travlos et al., 2001).  The 
market adjusted return was calculated as below: 
 
𝐴𝐴𝐴𝐴𝑖𝑖𝑖𝑖 = 𝐴𝐴𝑖𝑖𝑖𝑖 − 𝐴𝐴𝑚𝑚𝑖𝑖          (1) 
 
Where: 
 
ARit is the Market Adjusted Abnormal return of firm i on day t in the event window 
 
Rit is the return of firm i on day t within the event window  
 
Rmt is the NSE 20 return on day t within the event window 
 
The Average Abnormal Return (AAR) and Cumulative Abnormal Return (CAR) were used to measure 
and test the abnormal return significance.  The AAR and CAR was calculated as below: 
 
𝐴𝐴𝐴𝐴𝐴𝐴𝑖𝑖 = ∑ 𝐴𝐴𝐴𝐴𝑖𝑖

𝑖𝑖 /𝑁𝑁  t = -20, -19,…..,20      (2) 
 
 
𝐶𝐶𝐴𝐴𝐴𝐴𝑖𝑖 = ∑ 𝐴𝐴𝐴𝐴𝑖𝑖

𝑖𝑖    t = -20, -19,…..,20      (3) 
 
Collected data was subjected to statistical analysis using Gen Stat ver. 14 software.  Dividend change was 
calculated by the dividend change model.  The event date was then established for companies with 
dividend changes to determine the event window. 
 
RESULTS AND DISCUSSION 
 
Effect of Dividend Cash Announcement on Share Price 
 
A two-sample t-test for AAR and CAR was carried out to find out whether cash dividend announcement 
had a general effect on share price returns regardless of other market environment and economic factors.  
The results are as presented in Table 1. 
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Table 1: Two-Sample T-Test for AAR and CAR for the Period 2005 – 2012 
 

Sample AAR CAR 
 Before After Before After 
Size 20 20 20 20 
Mean -0.603 1.867 -135.1 418.2 
Variance 16.22 6.32 813,604 316,935 
Standard deviation 4.027 2.513 902.0 563.0 
Standard error of mean 0.9004 0.5620 201.7 125.9 
Test statistic t -2.33** -2.33** 
Probability 0.026** 0.026** 
95% Confidence interval -4.632, -0.3078 -1,038, -68.94 

This table shows the two sample t-test analysis. Column two and three shows results for AAR while column four and five shows results for CAR. 
** indicates significance at 5 percent level. 
 
The results showed there was statistically significant (P<0.05) difference between the means before cash 
dividend announcements and after cash dividend announcements in both AAR and CAR.  In addition, the 
mean before was negative while after was positive suggesting a positive change in mean return after the 
dividend announcement.  It can therefore be inferred the difference in the means before and after cash 
dividend announcements were likely due to the cash dividend announcements.  Consequently, the 
dividend announcements had a significant effect on the share prices.  The announcements had information 
content that determined the share prices.  
 
The empirical findings of this study corroborated those of Dasilas and Leventis (2011) who did a study in 
the Greek market on the trading volume and stock price sensitivity to dividend announcements.  In their 
conclusion, they supported the information content in dividends as they found out there was a significant 
market reaction to announcements.  The study however, contrasted that of Uddin and Chaundhary (2005) 
who did a study on the Dhaka Stock Exchange to investigate dividend announcement impact on stock 
prices of Dhaka market and concluded that dividend had no information content and the returns supported 
the dividend irrelevance theory.  In conclusion therefore, the cash dividend announcement has effect on 
the abnormal returns and subsequently on the share prices.  

 
Effect of Dividend Increase and Decrease Announcements 
 
The paper first established the frequency of dividend increases, decreases and those that remained 
constant for the 8-year period.  As shown in Table 2, the panel data consisted of 352 observations which 
were divided into; dividend increase events (137), no change events (119) and dividend decrease events 
(96).  
 
Table 2: Frequency of Dividend Changes Per Year for the Period 2005-2012 
 

  Dividend 
Increases 

No Change Dividend Decreases Total Per Year 

  Number Number Number Number 
2005 19 18 7 44 
2006 12 17 15 44 
2007 18 21 5 44 
2008 15 16 13 44 
2009 16 15 13 44 
2010 20 13 11 44 
2011 15 11 18 44 
2012 22 8 14 44 

  137 119 96 352 
This table shows the frequency of dividend changes per year.  Column two shows dividend increases, column three no changes, column four 
dividend decreases and column five the total dividends per year. 
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The paper further investigated the effect of cash dividend increase and cash dividend decrease 
announcements on share price returns.  A two-sample t-test was done for the abnormal returns and results 
presented in Table 3. 
 
Table 3: Two-Sample T-Test for Dividend Increase and Decrease for the Period 2005 – 2012 
 

Sample Dividend Increase Dividend Decrease 
 CAR AAR CAR AAR 

Before After Before After Before After Before After 
Size 20 20 20 20 20 20 20 20 
Mean -282.3 258.6 -2.107 1.930 159.6 147. 1.773 1.635 
Variance 513,713 181,194 28.61 10.09 124,260 127,417 15.34 15.73 
Std. deviation 716.7 425.7 5.349 3.177 352.5 357.0 3.917 3.966 
Std. error of mean 160.3 95.2 1.1960 0.7103 78.82 79.82 0.8758 0.8869 
Test statistic t -2.90** -2.90** -0.11** -0.11** 
Probability 0.007** 0.007** 0.012** 0.012** 
95% Confidence interval -921.1, -160.7 -6.874, -1.199 -239.5, 214.6 -2.662, 2.385 

This table shows the two sample t-test analysis for dividend increases and decreases. Column two shows results for dividend increases for both 
AAR and CAR before and after announcement. Column three shows results for dividend decreases for both AAR and CAR before and after 
announcement. ** indicates significance at the 5 percent level. 
 
The results showed there was statistically significant (P<0.05) difference between the means before cash 
dividend increase announcements and after cash dividend increase announcements.  It can therefore be 
concluded the difference in the means before and after cash dividend increase announcements was due to 
the cash dividend increase announcements.  Consequently, the dividend increase announcements had a 
significant effect on the share prices indicating the dividend increase announcement was received 
positively by the investors as the share price returns increased after the announcement.  It was therefore, 
concluded that dividend increase announcement affected the share prices positively.  The dividend 
increase announcement met the investors’ expectations therefore the share price increased.  
 
Further, the results (Table 3) indicated there was statistically significant (P<0.05) difference between the 
means before cash dividend decrease announcements and after cash dividend decrease announcements.  
This could imply the difference in the means of before and after cash dividend decrease announcements 
was due to the cash dividend decrease announcements.  Therefore, the dividend announcements had a 
significant effect on the share prices.  The dividend decrease announcement was received negatively by 
the investors as the share price reduced after the announcement.  It was therefore, concluded that dividend 
decrease announcement affected the share prices negatively.  The value of the firm is determined by 
investors’ expectations, investors rate badly firms that do not meet their expectations and so the dividend 
decrease announcement did not meet the investors’ expectations hence affected the share price. The study 
contrasted a study done by Uddin and Chaundhary (2005) who concluded that dividend announcements 
did not have any effect on share price.  The results are however similar to Waweru et.al.  (2012) who 
found dividends carry certain information and hence to have signaling effects.  Similarly, Olweny (2012) 
found there was information content in dividend announcements which affected the value of the firm.  He 
found out there was a significant relationship between abnormal stock returns and unexpected dividend 
announcements.  We can therefore conclude that cash dividend increases signals the market to expect an 
increase in share price while a cash dividend decreases signals a decrease in share prices. 
 
CONCLUSION 
 
The paper looked into the information content of cash dividend announcement.  A 40 days’ event window 
was used to determine the effect of cash dividend on abnormal return of shares 20 days before and after 
the event.  The abnormal return was determined using both the Average Abnormal Return (AAR) as well 
as Cumulative Abnormal Return (CAR).  T-test analysis was done and both measures produced similar 
results.  There was statistically significant difference in returns before and after the event.  Further, the 
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paper investigated the effect of cash dividend increase and decrease on share price.  A two-sample t-test 
for the abnormal returns for both dividend increases and decreases was run and the results showed there 
was statistically significant difference between the abnormal returns before cash dividend announcements 
and after cash dividend announcements.  It was also evident that share prices reacted positively to 
dividend increase and negatively to dividend decrease.  Dividend increase announcements had positive 
returns while dividend decrease announcement had negative returns and so there was information content 
in the dividend announcements which affected the share prices.  In conclusion therefore, the paper found 
that cash dividend paid had information content.   
 
The investors in Kenya are aware of dividends as a signal of a firm’s future earnings.  The management of 
a company should therefore pay close attention to dividend paid and more importantly, to the dividend 
increase or decrease as it has an effect on the future share prices.  Fluctuating dividend send mixed signal 
to the market and the market may not be able to interpret it. For future research, a study based on the 
other types of dividends like stock dividends which was not the focus of this study should be done with a 
view of finding out how they affect the share price during different economic periods.  This will establish 
whether investors react the same way to all types of dividends or they have a preferred type of dividend.  
Future research may focus on various aspects.  First, scholars should consider both the interim and final 
dividend and whether there is any difference.  Further, it will be important to test whether the dividend 
increase or decrease had same effect on the share price.  Second, a sector by sector research of the firms 
listed in NSE should be done to find out how share prices react to dividend change announcement during 
different economic periods as particular sectors/ industries tends to be affected in a similar manner.  
Third, it would be important to determine the best days to be used for the event window in the Kenyan 
market.  This is so because days that apply for the developed countries may not apply for the developing 
countries.  There is a difference in development of countries and markets react differently depending on 
the level of development and so it would be important to know the best days to use for event window for 
the Kenyan market according to her development level and based on how long the market reacts to 
announcements and the efficiency of the market. 
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