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Abstract 
This study presents a review of theoretical concepts described in the literature that explain how corporate events 
might be perceived by investors. The theoretical discussion in this paper is related to three corporate events: CEO 
turnovers, dividend payouts, and block trades. The objective of this analysis is to identify and systemise the theoretical 
background for the drivers of shareholders’ responses to these three corporate decisions. In other words, I will provide 
answers to the following questions: why is the market reaction sometimes positive and other times negative, and 
why is it sometimes stronger and other times weaker? Based on the literature review, I will show that each of the 
analysed corporate events might be perceived by shareholders as either positive or negative signals concerning 
perspectives and future cash flows. Consequently, corporate events might drive share prices up or down. However, 
shareholder reaction to one type of the event, such as CEO turnovers, will not always be homogeneous – only positive 
or negative. The strength of this reaction may also vary. The main reasons for these variations are the effectiveness of 
corporate governance mechanisms, investors’ perceptions of the event, the event’s peculiarities, and the company’s 
characteristics, as well as other relevant circumstances and factors. 
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1. Introduction

Public companies are obligated to inform investors 
about key corporate events that might impact 
their share prices. However, with the separation of 
ownership and management being characteristic 
of the modern firm, it is not possible to completely 
prevent information asymmetry. Without complete 
information, shareholders perceive a company’s 
announcements as either positive or negative signals 
concerning its perspectives and expected future cash 
flows. Consequently, an increase or a decrease in share 
prices might occur. From the investors’ point of view, 
as well as for the company’s executives, knowing how 
corporate events can affect a company’s market value is 
an important issue. Based on the available information, 
investors make their investment decisions, and a 
company’s managers focus on maximising shareholder 
wealth. 

Signalling effects are concepts that attempt to 
explain how disclosed information is perceived by 
shareholders and how it affects market share prices. 
The main assumptions are that (1) there is information 
asymmetry between a company’s managers and 
shareholders, (2) there is the information efficiency of 
the market, and (3) investors make rational decisions. 
Signalling effects have been the subject of interest in 
finance, economics, and management. This term was 
first used by Spence (1973) in describing a model of 
signalling on the labour market. He argued that there 
is an information gap between the hiring entity and 
an employee, and therefore, an employer cannot assess 
a candidate’s productivity properly (Spence, 1973). 
The company selects an individual and determines 
employment terms and salary based on available 
candidate characteristics. 

The development of signalling models in the capital 
market and corporate finance literature coincided with 
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this issue. The initial discussions on this topic were 
related to the dividend policy. Miller and Modigliani 
(1961) hypothesised that dividend decisions might 
also be treated as signals concerning expectations 
of future financial performance that managers send 
to shareholders. Next, in his signalling theory, Ross 
(1977) explained how the issue of shares and debts 
might affect the market share prices.

Each corporate event can impact market share 
prices. Both theoretical discussions and empirical 
researches have identified factors that influence the 
market response to corporate events, including the 
strength and direction of the market reaction. The 
signalling effect is a complex phenomenon, as the 
direction and strength of shareholder reaction to the 
same corporate event can vary depending on corporate 
governance mechanisms, investors’ perceptions of the 
event, the event’s peculiarities, and the company’s 
characteristics, as well as other relevant circumstances 
and factors related to the event.

The main goal of this literature review is to 
identify and systemise the theoretical background 
concerning the drivers of shareholder reactions. The 
theoretical discussion is limited to three corporate 
events (decisions): CEO turnovers, dividend payouts, 
and block trades. The selection of these events is not 
random. All of them have a common denominator: 
they are key decisions for minority shareholders. 
Dividend payouts are financial decisions, block trades 
are related to ownership structure and corporate 
control, and CEO turnovers are personal decisions 
concerning top management. These corporate events 
can determine the company’s ability to create value 
for its shareholders. They might also be evaluated by 
investors in the context of the efficiency of corporate 
governance mechanisms.

Numerous studies examine the market reaction 
to corporate events, but there is no investigation 
(to date) summarising the theoretical issues. This 
paper is the first comprehensive literature review on 
theoretical aspects linked to the factors of shareholder 
reactions to corporate events. The contribution of this 
study resides in its analysis of theoretical concepts 
concerning signalling effects, as well as other theories 
that might indicate drivers of shareholder reactions. 
This study is expected to add value to the corporate 
finance, capital market, and corporate governance 
literature.

The remainder of this paper is structured as 
follows. Section 2 presents the general theoretical 

background concerning the main goal of a company 
as discussed in the literature. In Section 3, theoretical 
concepts of CEO turnovers are described. Section 4 
discusses the signalling effects of dividend decisions. 
Section 5 presents further theoretical issues 
concerning block trades. The paper concludes with a 
brief summary of the study.

2. The general theoretical 

background

Regarding general theoretical concepts, the basis 
for explaining the impact of corporate events on 
investor response can be found in the economics, 
corporate, and finance literature. According to the 
concept of homo oeconomicus as an economic, rational 
human being (Gruszecki, 2002, pp. 124-125), and also 
neoclassical economics, which refers to the monistic 
concept of the company’s purpose representing the 
ownership perspective, the company’s main goal is a 
profit maximisation (Gruszecki, 2002, p. 248; Jeżak, 
2010, pp. 128-143). However, according to neoclassical 
finance theory, the main objective of the company is 
not to maximise profit, but to maximise shareholder 
wealth and the company’s market value (Noga, 2009, 
pp. 114-115). In the case of listed companies, this 
objective is geared towards the creation of shareholder 
value. There is a starting point for the theoretical 
background of signalling effects and the observed 
phenomenon that some corporate events are viewed 
by investors positively or negatively.

It should be noted that value-oriented concepts 
in the corporate finance literature have led to a new 
paradigm in business management, the so-called 
value-based management (VBM) (Jaki, 2011a, 
2011b). Consequently, corporate theory has adopted 
market value maximisation as the primary goal of a 
company’s activity. Experiences from the last global 
financial crisis, observed from 2007-2009, were the 
impetus for reconstructing the pro-value paradigm. 
There has been an increasing demand for considering 
corporate social responsibility (CSR) (Jones, 1980) 
and changing the definition of a company’s objective 
to maximising stakeholder value, or in other words, 
creating shared value (Porter & Kramer, 2011, pp. 
62-77; Jaki, 2016). This idea has become the theoretical 
background for a broader perspective, which is the 
concept of sustainable value-based management as a 
hybrid of three paradigms: the pro-value paradigm, 
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sustainable development, and corporate social 
responsibility (Martin et al., 2009, pp. 106-108; Jaki, 
2016). Nowadays, all of these issues are essential to the 
perception of corporate events by investors on capital 
markets.

Additionally, from the perspective of corporate 
finance literature, the primary theoretical background 
of shareholder reactions to corporate events derives 
from the agency theory. The main reason for observed 
market performance following corporate events, such 
as CEO turnovers, dividend payouts, block trades, 
and many others, are the separation of ownership and 
management roles and the existence of information 
asymmetry in public companies (Jensen & Meckling, 
1976). Agency theory is the dominant paradigm related 
to corporate governance that describes principal-
agent conflicts in a company. It also proposes a series 
of corporate governance mechanisms to reduce 
information asymmetry, minimise opportunistic 
managerial behaviours, and align the interests of 
shareholders and managers. Free cash flow theory 
(Jensen, 1986) and pecking order theory (Myers, 
1984) are other concepts linked to the agency theory 
that might explain shareholder reactions to corporate 
events.

Regarding the theoretical concepts concerning 
capital markets, the efficient market hypothesis 
was the first to describe market performance in 
the neoclassical finance theory (Fama, 1970). This 
construct is based on the assumption that market 
participants behave rationally. However, the efficient 
market hypothesis is limited to analysing how quickly 
share prices adjust to the fundamental value of a 
company. In contrast, signalling effects are the main 
concepts that attempt to explain how a company’s 
events and announcements are perceived by investors 
in the context of expected future cash flows. This 
phenomenon is also known as the shareholder wealth 
effect (Fahlenbrach et al., 2010; Sudarsanam & Mahate, 
2003).

The market performance, as a consequence of 
signalling effects, does not always reflect rational 
investors’ decisions as assumed in the neoclassical 
finance literature. In some simplifications, 
behavioural finance concepts assume that the capital 
market is inefficient, and the investors’ motivation 
as well as their psychological inclinations influence 
market share prices (Gajdka, 2013, p. 25). Prospect 
theory is one of the most important modifications to 
the classical paradigm (Kahneman & Tversky, 1979). 
According to prospect theory, the value function has 

a different shape for profits and losses. It is generally 
concave for gains and convex for losses, and steeper 
for losses than for gains. Therefore, investors prefer 
profits, but they are far more averse to losses. Prospect 
theory provides an explanation for an asymmetric 
response of shareholders to opposite dividend 
decisions (dividend initiation and omission, or 
dividend decrease and increase).

As the market may respond to corporate events 
more strongly or weakly, behavioural finance theory 
offers other answers to the question of why market 
share prices deviate from their fundamental values 
and expected signalling effects. The first of them is the 
overreaction phenomenon (De Bondt & Thaler, 1985; 
Howe, 1986; Szyszka, 2009, p. 185). The second one 
is underreaction and the post-announcement price 
drift (Foster et al., 1984; Michael et al., 1995; Szyszka, 
2009, p. 185). The recognition of overreaction, 
underreaction, and price drift is impossible in a short 
signalling window (e.g. a 3-day window). Therefore, 
to observe these anomalies, the event window has 
to be extended. Overreaction is most likely to occur 
when unexpected dramatic news enters the stock 
market. In the case of a positive signal, share prices 
may rise rapidly, and we should expect large positive 
returns. Next, they will be followed by a period of 
decreasing returns. Similarly, in the case of a negative 
signal, share prices may fall more than anticipated. 
First, we will observe large negative returns, and 
then they will be followed by an increase in returns. 
However, at other times, investors can slowly assess 
the impact of an event on the value of a company. As 
a consequence, a small increase or decrease in share 
prices will initially be observed following the event. 
Finally, long after the event, prices will slowly adjust 
to a company’s fundamental value. The first stage of 
this phenomenon is an underreaction, and the second 
stage is a post-announcement price drift.

Moreover, there could be another scenario in 
practice. The changes in share prices may be observed 
before the company’s announcement. In that situation, 
an increase or decrease in the market value before the 
event may indicate insider trading and a leakage of 
information. It is also possible, albeit rarely, that there 
is no reaction to corporate decisions.

Behavioural finance theory provides additional 
explanations for market performance anomalies 
such as overreaction or underreaction. According to 
Ramiah et al. (2015), in terms of rationality, traders 
may be classified into information users (rational or 
information traders) and irrational (noise) trades. 
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These so-called ‘noise traders’, as market participants, 
make investment decisions without the use of finance 
fundamentals, exhibit poor market timing, follows 
trends, and tend to overreact or underreact to good 
and bad news. According to Black (1986), the effect of 
noise makes it very difficult to test either practical or 
academic theories about the way that financial markets 
work. Trueman (1988) argues that the existence of 
noise trading provides an alternative explanation for 
why prices in securities markets may not fully reveal 
informed traders’ information. 

There is a distinction between neoclassical 
finance and behavioural finance. In the next sections 
discussing the drivers of shareholder reactions to 
corporate events, I will mainly focus on neoclassical 
finance concepts that assume market participants as 
rational processors of information.

3. CEO appointment – 

theoretical concepts 

The succession of a key individual has an impact 
on a company’s value and the shareholder wealth 
effect. The main leader of a company, responsible for 
achieving its objective, is the Chief Executive Officer 
(CEO). Therefore, it matters to shareholders who is 
entrusted with the CEO position. A CEO appointment 
can significantly affect the value of a company, 
and shareholder wealth positively or negatively. 
Theoretical concepts explaining how investors may 
perceive CEO replacements are interdisciplinary in 
nature, mainly related to finance, management, and 
corporate governance literature.

In line with the finance theory, a CEO turnover 
can significantly affect the value of future cash flows 
and the combined going concern risk (Byrka-Kita et 
al., 2018). Investors could assess a CEO turnover in the 
context of value creation and the shareholder wealth 
effect. There are several alternative hypotheses. 
The first assumes that a newly appointed CEO will 
improve operating performance and generate benefits 
for shareholders. Therefore, a CEO turnover could be 
perceived by investors as a significant step towards 
maximising shareholder wealth. In effect, share 
prices will increase and we will observe a shareholder 
positive wealth effect (Davidson et al., 1990). An 
alternative hypothesis states that a CEO replacement 
will increase the company’s business risk and 
negatively affect company performance and value. In 

such a case, shareholders will assess a CEO turnover as 
a threat to a company’s prospects and value creation. 
As a result, a decline in share prices and a negative 
wealth effect will occur. The negative shareholder 
reaction will be an expression of disapproval of the 
decision made by the supervisory board. However, 
the investors’ negative reaction to a CEO replacement 
may have another basis. A drop in share prices and a 
decrease in the shareholder wealth effect would reflect 
the loss through departure, death, or resignation of 
a key person (Dedman & Lin, 2002). In this context, 
circumstances of a key person’s replacement, such 
as the predecessor’s death, dismissal, departure, or 
resignation, are important factors that impact the 
direction and strength of the market reaction to the 
event.

In the context of market performance, changes 
in a company’s market value following a replacement 
of a key person are explained by signalling effects. 
According to the literature on human resource 
management, CEO replacements can be an important 
way for organisations to signal a transition in the firm’s 
strategy (Wiersema & Moliterno, 2006). However, a 
CEO turnover is not a homogeneous signal. It can be 
treated by investors as a signal about a company’s past 
as well as its future operating performance. A CEO 
turnover consists of two overlapping corporate events: 
a dismissal of a predecessor and an appointment of a 
new CEO. Consequently, the duality of signalling 
effects concerning a CEO succession can be observed. 
The signalling effects of a CEO turnover are 
described by two alternative hypotheses: the so-called 
information component and the real component of the 
signalling effect (Bonnier & Bruner, 1989). First, if a 
CEO is unexpectedly replaced, then information about 
the change of a CEO may suggest that the company’s 
performance is worse than originally expected. Under 
such circumstances, investors react negatively, share 
prices decrease, and the information component of 
the signalling effect is noticeable. Second, if investors 
expect the company to improve because of the 
replacement of a CEO, then a real component of the 
signalling effect may be observed and share prices will 
increase. In the case of CEO appointments, these two 
signalling effects can appear separately, or both effects 
can coincide. According to the signalling theory, 
changes in shareholder wealth associated with CEO 
turnover can be attributed to an information effect, a 
real effect, or some combination of the two (Bonnier & 
Bruner, 1989). Thus, whether a company’s share prices 
rise or fall may depend on which effect dominates the 
event (Adams & Mansi, 2009).
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The theoretical concepts related to appointments 
to key positions in a company are in line with agency 
theory and corporate governance principles. Denis 
and Denis (1995), in their internal monitoring 
mechanisms hypothesis, argue that an appointment 
of a CEO by a supervisory board is one of the most 
important and strongest internal mechanisms of 
corporate control. The removal of poorly performing 
CEOs is a critical step towards the maximisation of 
shareholder wealth. If shareholders perceive a CEO 
turnover as an effective internal control mechanism, 
market share prices should increase as a consequence 
of the event. Otherwise, in the case of ineffective 
corporate governance mechanisms, a negative 
shareholder reaction would be observed.

Improvements in operating performance as a 
consequence of a leadership change are also assumed 
in other theoretical frameworks. Huson et al. (2004), 
in their improved management hypothesis, assume 
that quality, which is not directly observable, varies 
across managers. If firm performance is sufficiently 
poor, another manager is appointed as a CEO whose 
expected quality exceeds that of his ineffective 
predecessor. A similar explanation is provided by the 
ability hypothesis (Baik et al., 2011; Chang et al., 2010; 
Murphy & Zábojník, 2004; Pessarossi & Weill, 2013). 
An improvement in operating performance and an 
increase in a company’s value will be observed if the 
most talented CEO candidate is selected by a board. 
A similar assumption is found in the common-sense 
hypothesis. Firm operating performance should 
always improve when an ineffective executive is 
replaced (Grusky, 1963; Helmich, 1974; Allen et al., 
1979; Dalton & Kesner, 1985; Kesner & Sebora, 1994). 
If shareholders view a CEO replacement from these 
perspectives, an increase in share prices will occur.

The scapegoat hypothesis completely opposes the 
three aforementioned concepts. This hypothesis holds, 
in contrast to the improved management hypothesis, 
that quality does not vary across managers. Under 
the scapegoat hypothesis, poor performance arises 
rather from bad luck than ineffective management. 
Therefore, even a CEO who is not responsible for poor 
firm performance will be dismissed. Consequently, a 
manager who is fired for poor performance is seen 
as a scapegoat. Since the new CEO is of the same 
quality as the outgoing executive, the event itself 
does not increase managerial quality or expected 
firm performance (Boeker, 1992; Huson et al., 2004; 
Khanna & Poulsen, 1995). If shareholders perceive 
the fired CEO as a scapegoat, a drop in share prices 

will occur. However, a negative market reaction 
might be explained by another concept, the vicious-
circle theory. This hypothesis holds that as an effect 
of the replacement of a key person, internal business 
relationships (e.g. with employees) as well as external 
ones (e.g. with clients and suppliers) will be disturbed. 
In consequence, the firm’s operating performance will 
deteriorate (Grusky, 1960; Beatty & Zajac, 1987; Ishak 
& Latif, 2013).

Considering the improved management 
hypothesis (Huson et al., 2004) and the upper echelons 
of organisations concept (Hambrick and Mason, 1984), 
a proxy for the quality of managers can be the personal 
and professional attributes of a CEO. Therefore, the 
shareholder reaction to CEO appointments can be 
driven by executive characteristics. Many potential 
factors of shareholder response are discussed by the 
upper echelons theory (Hambrick and Mason, 1984). 
Hambrick and Mason (1984) argue that strategic 
choices as well as organisational outcomes are predicted 
by managerial characteristics such as age, functional 
background, other career experiences, education, 
socioeconomic roots, and financial position. In 
accordance with the upper echelons theory, companies 
managed by younger managers are more inclined 
to pursue high-risk strategies and to achieve higher 
profits and growth than companies managed by older 
managers. Furthermore, the authors argue that the 
impact of the manager’s functional background on 
organisational outcomes is unclear, and depends on 
the type of experience the manager has as well as the 
external environment of the company. 

According to Hambrick and Mason (1984), long-
term management by an insider, as an individual that 
has roots in the company, has a negative effect on new 
investment projects and company development. This 
suggests that the outside appointment of an executive 
might be perceived as more beneficial to stockholders 
than an internal appointment (Huson et al., 2004). 
However, Hambrick and Mason (1984) argue that an 
insider has a positive effect on firm performance and 
development in a stable environment, while in the 
period of market turbulence, the opposite effect occurs. 
Furthermore, the authors state that a manager’s formal 
educational background is an important indicator of 
the knowledge and skills of top executives. However, 
there is no direct relationship between the manager’s 
educational background and firm performance and 
development. Additionally, company profitability is 
unrelated to the percentage of shares owned by top 
managers. However, it is instead positively associated 
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with the percentage of total income that top managers 
derive from the firm through salaries, bonuses, 
options, and dividends (Hambrick and Mason, 1984).

The agency theory developed by Jensen and 
Meckling (1976) posits that managerial ownership is 
an important part of corporate governance. On the 
one hand, it reduces agency conflicts in a company; 
however, on the other hand, it also generates a new 
risk – managerial entrenchment. In their managerial 
entrenchment hypothesis, Morck et al. (1988) indicate 
that stock ownership might be used by managers 
to defend their position in a company. Specifically, 
managers with a significant equity stake may have 
sufficient voting power to ensure a secure position in 
a company. Denis et al. (1997) report that managerial 
ownership significantly affects the probability of top-
management turnover. 

Finkelstein et al. (2009) extend the propositions 
of the upper echelons theory proposed by Hambrick 
and Mason (1984). They address psychological 
characteristics and the personality of managers, as 
well as other factors that influence organisational 
outcomes, including an executive’s experience and 
tenure. According to Finkelstein et al. (2009), the 
successor’s past experience as a CEO is an important 
determinant that influences firm performance. This 
may be particularly relevant for companies that have 
to deal with image problems and try to rebuild their 
position in the market. Furthermore, international 
experience in a CEO is a highly desired advantage 
in companies operating in the global market. These 
executives’ experiences and skills could help create 
new opportunities that lead to improvements in firm 
performance. Furthermore, according to the extended 
upper echelons theory, the relationship between top 
executive’s tenure and firm performance is inverted 
U–shaped. As the length of the top executive’s tenure 
increases, a company’s performance improves, but 
when it exceeds a certain length, any increase in the 
manager’s tenure may negatively impact organisational 
outcomes .

Referring to the international experience of 
a CEO, Schmid and Dauth (2014) found that the 
relationship between abnormal returns as a result 
of market reaction to CEO appointments and the 
internationalisation of executives as well as board 
members has an inverted U-shape. In other words, the 
international experience of key individuals can have a 
positive as well as a negative impact on company share 
prices and abnormal returns, depending on the scale 
of internationalisation of the top management staff.

The impact of women as members of management 
and supervisory bodies on decision-making and 
company’s operating performance is also discussed 
in the literature. Huang and Kisgen (2013) argue that 
male directors are overconfident, while women are 
more risk-averse. At the same time, they believe that 
companies managed by a female CEO create more 
benefits for their owners.

There is also evidence that some company 
characteristics are considered as determinants of 
market reaction. According to Reinganum (1985), 
small entities’ organisational structure is less 
complicated than large companies. Therefore, a CEO 
replacement in small companies could significantly 
improve management quality and firm performance. 
Consequently, from the shareholders’ point of view, 
it is reasonable to assume that the CEO succession 
in small companies will have a stronger impact on 
the shareholder wealth effect. The assumption that 
a stronger market reaction to a CEO turnover occurs 
in small companies is also in line with the theoretical 
concept from Miller and Rock (1985) related to 
dividend policy and an information asymmetry. 
They argue that due to the company size, the level 
of information asymmetry is varied. The highest 
information asymmetry, and consequently the 
stronger shareholder reaction, is observed in small 
rather than in large companies.

The next potential determinant of shareholder 
reaction is financial condition. The internal 
monitoring mechanisms hypothesis (Denis & Denis, 
1995) is the theoretical concept that may explain the 
relationship between shareholder reaction and firm 
operating performance preceding CEO turnovers.

According to Pessarossi & Weill (2013), the 
ownership structure also affects the market reaction 
to a CEO appointment. In particular, they argue that 
state ownership increases share prices as a result of 
CEO replacements. CEO turnovers are interpreted as 
a signal of renewed interest of influential officials and, 
consequently, an improvement in company operating 
performance. At the same time, shareholders do not 
perceive a CEO appointment as a new opportunity 
to extract private benefits of control. However, 
referring to the expropriation hypothesis (La Porta 
et al., 2000), this relationship might be a non-linear 
one (an inverted U-shape). The presence of a large 
block holder, including the state, might result in an 
expropriation of minority shareholders by controlling 
shareholders, and increase the risk of benefiting 
from control. Hence, if shareholders perceive a CEO 
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replacement as a decision associated with an increase 
in private benefits of control, then market share prices 
will decline.

In summary, the direction and strength of the 
market reaction to CEO appointments are affected 

by several factors. There are theoretical concepts that 
explain how corporate events might be perceived by 
investors. Table 1 concludes the concepts discussed 
above and shows an expected impact on shareholder 
reaction to CEO turnovers.

Table 1. Theoretical concepts and expected impact on shareholder reaction to CEO turnovers

Theoretical concept 

Panel A: Direction of shareholder reaction Expected direction 

Shareholder wealth effect
(Davidson et al., 1990)
Signalling effects: the information component and the real 
component (Bonnier & Bruner, 1989)
Internal monitoring mechanisms hypothesis
(Denis & Denis, 1995)

Two alternative hypotheses: 
Positive reaction 
Negative reaction

Improved management hypothesis
(Huson et al., 2004)
Ability hypothesis
(Baik et al., 2011; Chang et al., 2010; Murphy & Zábojník, 2004; 
Pessarossi & Weill, 2013)
Common sense hypothesis
(Grusky, 1963; Helmich, 1974; Allen et al., 1979; Dalton & Kesner, 
1985; Kesner & Sebora, 1994)

Positive reaction

Scapegoat hypothesis
(Boeker, 1992; Huson et al., 2004; Khanna & Poulsen, 1995)
Vicious-circle theory
(Grusky, 1960; Beatty & Zajac, 1987; Ishak & Latif, 2013)

Negative reaction

Panel B: Determinants of shareholder reaction Expected impact 

Operating performance

Signalling effects – the information component
(Bonnier & Bruner, 1989)

The company’s operating performance before the 
event is worse than originally expected, the market 
reaction is negative

Signalling effects – the real component
(Bonnier & Bruner, 1989)
Internal monitoring mechanisms hypothesis
(Denis & Denis, 1995)
Improved management hypothesis
(Huson et al., 2004)
Ability hypothesis
(Baik et al., 2011; Chang et al., 2010; Murphy & Zábojník, 2004; 
Pessarossi & Weill, 2013)
Common sense hypothesis
(Grusky, 1963; Helmich, 1974; Allen et al., 1979; Dalton & Kesner, 
1985; Kesner & Sebora, 1994)

Negative relationship between operating performance 
before the event and the market reaction
Investors expect improvements in operating 
performance after the event, the market reaction is 
positive

Company size

Organizational structure hypothesis
Reinganum (1985)
Information asymmetry hypothesis
(Miller & Rock, 1985)

Negative relationship between company size and the 
market reaction

Ownership

State ownership concept
(Pessarossi & Weill, 2013)

Positive relationship between state ownership and the 
market reaction
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4. Dividend payout policy – 

theoretical concepts

The theoretical concepts explaining shareholder 
reaction to dividend announcements allude mostly to 
signalling effects and investor preferences. The main 
three theories are related to investor preferences for 

dividend yield versus capital gains: (1) the dividend 
irrelevance theory, (2) the dividend preference theory 
(also known as the bird-in-hand theory), and (3) the tax 
effect theory. According to the dividend irrelevance 
theory, Miller and Modigliani (1961) argue that the 
value of a firm depends on the income produced by its 
assets only. It does not matter how this income is split 
between dividends and retained earnings. Therefore, 

Theoretical concept 

Panel B: Determinants of shareholder reaction Expected impact 

Expropriation hypothesis
(La Porta et al., 2000)

Non-linear inverted U-shape relationship between 
blockholder ownership and the market reaction

Upper echelons theory – managerial ownership
(Hambrick & Mason, 1984)

Non relationship between managerial ownership and 
the market reaction

Agency theory
( Jensen & Meckling, 1976)

Managerial ownership may have a positive or negative 
impact on the market reaction

Managerial entrenchment hypothesis
(Morck et al., 1988; Denis et al., 1997)

Negative relationship between managerial ownership 
and the market reaction

New-appointed CEO characteristics

Improved management hypothesis
(Huson et al., 2004)
Ability hypothesis
(Baik et al., 2011; Chang et al., 2010; Murphy & Zábojník, 2004; 
Pessarossi & Weill, 2013)

A quality of manager (managerial skills) may have a 
positive impact on the market reaction

Upper echelons theory – age
(Hambrick & Mason, 1984)

Negative relationship between CEO age and the market 
reaction

Upper echelons theory – insider/outsider
(Hambrick & Mason, 1984)

Insider/outsider CEO may have a positive or negative 
impact on the market reaction

Upper echelons theory – educational background
(Hambrick & Mason, 1984)

The educational background of a CEO may have a 
positive or negative impact on the market reaction

Upper echelons theory – functional background
(Hambrick & Mason, 1984)

The functional background of a CEO may have a 
positive or negative impact on the market reaction

CEO international experiences concept
(Schmid & Dauth, 2014)

Nonlinear inverted U-shape relationship between 
international experiences of a CEO and the market 
reaction

Extended upper echelons theory – international experiences 
(Finkelstein et al., 2009)

The international experiences of a CEO may have a 
positive or negative impact on the market reaction

Extended upper echelons theory – past managerial experiences 
(Finkelstein et al., 2009)

Positive relationship between past managerial 
experiences of a CEO and the market reaction

Gender risk averse and overconfident hypothesis
(Huang & Kisgen, 2013)

The gender of a CEO may have a positive or negative 
impact on the market reaction

Incumbent CEO characteristics

Extended upper echelons theory – CEO tenure
(Finkelstein et al., 2009)

The length of an incumbent CEO tenure may have a 
positive or negative impact on the market reaction 
(non-linear U-shape relationship)

Managerial entrenchment hypothesis
(Morck et al., 1988)

Positive relationship between the duration of an 
incumbent CEO tenure and the market reaction

Continued

Table 1. Theoretical concepts and expected impact on shareholder reaction to CEO turnovers
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dividend policy does not affect market share prices 
and the cost of capital. According to this concept, 
shareholders should not react to dividend decisions 
regardless of their nature. In contrast, the dividend 
preference theory (the bird-in-hand fallacy) assumes 
that a stock’s risk declines as dividends increase, 
as a return in the form of dividends is a sure thing, 
but a return in the form of capital gains is risky one 
(Gordon, 1959, 1963; Lintner, 1956, 1962). Thus, as 
investors prefer dividends over capital gains, the 
dividend policy matters. Consequently, the company 
should set up a high payout ratio to maximise share 
prices and minimise a company risk. The third 
dividend policy theory, the so-called tax effect theory 
or the tax preference theory, originally assumes lower 
tax rates on long-term capital gains than on dividends 
(Litzenberger & Ramaswamy, 1979). As a result of this 
relationship and its original assumptions, investors 
prefer lower-taxed capital gains over dividends. Even 
when dividends and gains are taxed equally, capital 
gains are never taxed sooner than dividends. Thus, 
while a company seeks the maximum shareholder 
value, it should pay low dividends or nothing. The 
interpretation of these two theories indicates that the 
same dividend decision (e.g. dividend initiation) could 
be perceived positively or negatively by shareholders.

The next concept that considers investor 
preferences is the clientele effect (Miller & Modigliani, 
1961). According to this concept, different groups 
(clientele and stockholders) prefer dissimilar payout 
policies. As shareholders are not a homogeneous 
group, companies may attract those investors who 
accept their dividend policy. Due to the interest of 
this particular group of investors, share prices will 
increase or decrease following announced changes in 
dividend policy, respectively.

A similar rationale is proposed by the catering 
theory of dividend payout policy (Baker and Wurgler, 
2004), representing the behavioural finance approach. 
The catering theory explains why companies split an 
income between dividends and retained earnings. The 
main factors shaping companies’ dividend decisions 
are investors’ preferences based on sentiment 
rather than rational actions. The catering theory of 
dividends developed by Baker and Wurgler (2004) 
argues that managers will opportunistically modify 
corporate payout policies when investor sentiment 
favours the payment of dividends. Hence, a company 
pays dividends sequentially when the market rewards 
a higher stock prices. It does not pay dividends when 
investors conversely do not want them (lower stock 

prices). In addition, there are a number of other 
behavioural finance concepts that provide a theoretical 
background explaining the relationship between the 
changes payout policy and the market share prices. 
The prospect theory previously mentioned in Section 
1 is among them (Kahneman & Tversky, 1979). 
According to this theory, an investor’s perception 
of dividend decisions may be a consequence of their 
greater risk aversion rather than their preference 
for potential returns. In practice, it manifests itself 
that a shareholder’s response to dividend decisions is 
asymmetric. The shareholder reaction to the dividend 
omission (dividend decrease) will be negative and 
stronger than in the case of the positive and weaker 
investors’ response to the dividend initiation (dividend 
increase).

The second group of theoretical concepts 
concerning dividend decisions is classified in terms of 
the implications for company perspectives and future 
cash flows. The informational content of dividends 
hypothesis (Watts, 1973) refers to the signalling effect. 
In the literature, it is also called as the signalling 
content hypothesis or the signalling hypothesis. In 
line with the signalling effect, the dividend decision is 
a signal sent by a company to investors concerning the 
expected profits. An dividend increase higher than 
originally expected is a signal to investors that the 
firm’s top management forecasts higher profits in the 
future. As a result, there will be an increase in market 
prices. Conversely, a dividend reduction is a signal 
that top executives forecast poor future operating 
performance. Consequently, a dividend cut or omission 
will be reflected as a fall in share prices and a negative 
signal concerning lower profits. Investors know that 
companies are only willing to cut or raise dividends if 
they anticipate lower or higher earnings in the future. 
There is clearly some information content in dividend 
announcements. Market share prices tend to fall when 
dividends are cut, and tend to rise when dividends are 
increased. However, it is sometimes difficult to tell 
whether stock price movements following a change 
in dividend policy reflect only signalling effects or 
reflect both signalling and dividend preferences.

Similarly, as in the case of CEO appointments, the 
direction as well as the strength of the market reaction 
to a change in dividend policy might be affected by 
several factors. One of them is the company’s financial 
condition, especially its operating performance. 
The information content of dividends explains the 
positive relationship between the market reaction to 
dividend announcements and company operating. 
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However, according to Bulan (2010), the market 
reaction is proportional to the power of surprise. 
It becomes stronger when investors are caught off 
guard by a change in dividend policy contrary to their 
initial expectations based on the preceding operating 
performance. 

In addition to the theories listed above, there are 
other concepts raised in the literature that explain 
why companies do pay, do not pay, and should pay 
dividends. One of them refers to a company’s life 
cycle and is associated with investment and financing 
opportunities (Mueller, 1972). From the perspective 
of investors aware of the relationship between payout 
policy and the company’s life cycle, a change in 
dividend payouts can be interpreted as a negative or 
positive signal that results in an increase or decrease in 
stock prices, respectively. Mature and large companies 
generally have lower investment opportunities and 
financing needs. They also generate surplus cash 
flows. Therefore, shareholders will react much more 
strongly to a dividend cut in a mature firm as a signal 
of the worsening of the company’s prospects than 
in the case of one that is small, growing, and out of 
cash. Indirectly, a company’s life cycle also provides 
an explanation for the impact of the company size on 
shareholder reaction to dividend decisions. However, 
this relationship is mainly related to information 
asymmetry. According to Miller and Rock (1985), the 
market response to dividend announcements varies 
due to different degrees of information asymmetry 
and company size. As a rule, the higher degree of 
information asymmetry exists in small companies, 
and lower information asymmetry occurs in the 
biggest corporations. Therefore, dividend decisions 
are characterised by stronger signalling effects in 
small companies than in the biggest ones. The size of 
the company is frequently used in empirical studies as 
a proxy for the degree of information asymmetry.

The pecking order theory also justifies the 
market reaction to dividend decisions (Myers, 1984). 
According to this concept, in the face of a lack of 
internal financing resources, companies should 
not rapidly introduce changes in dividend payouts, 
as accompanying signalling effects may negatively 
affect share prices and increase information costs. 
First, companies should adapt their target dividend 
payout ratios to their investment opportunities that 
can be met by internally generated funds. However, 
as investment opportunities may fluctuate relative 
to internal cash flows, companies should resort to 
debt financing and only reach for equity funding as 

the last option to avoid negative consequences and 
maintain the existing dividend policy. The idea of 
the pecking order of financing sources enables a 
company to cover dividend payouts and avoid other 
subsequent signalling effects described by Ross (1977) 

in his signalling theory. According to Ross (1977), a 
company that raises funds by issuing shares signals 
that top managers expect lower cash flows in the 
future. In contrast, a decision to increase debt is 
perceived positively by investors as a signal that the 
company’s managers expect an increase in future cash 
flows that will enable to service a new debt.

In summary, the pecking order theory of Myers 
(1984) and the signalling theory of Ross (1977) provide 
the theoretical background for explaining the impact 
of company leverage, as a proxy of firm financial risk, 
on shareholder reaction to dividend changes. This 
relationship depends on the type of dividend decision. 
Generally, in the case of higher company leverage, 
the market will respond more strongly to dividend 
changes, reacting positively to dividend initiations 
and increases and negatively to dividend omissions 
and reductions.

There are other theoretical concepts that do not 
directly address signalling effects or shareholder 
preferences, but they do provide an explanation 
for why shareholders might respond negatively 
or positively to changes in dividend payouts. The 
main idea of signalling effects has its origin in the 
agency theory, particularly in the free cash flow 
theory (Jensen, 1986). According to this concept, 
a dividend is an instrument that reduces agency 
conflicts in a company – the principal-agent as well 
as principal-principal conflicts. Furthermore, the 
payment of dividends reduces potential agency costs 
and stimulates top managers to create the shareholder 
value. In this context, the dividend policy is an 
important mechanism of corporate governance that 
limits overinvestments and wasteful uses of cash, 
stimulating the company’s executives for rational 
decision-making and increasing shareholder wealth. 
Furthermore, agency theory offers other theoretical 
concepts, including the private benefits of control and 
the entrenchment hypothesis. They explain an impact 
of ownership structure and the presence of a block 
holder on the market reaction to dividend changes.

Besides the aforementioned factors of market 
performance following dividend changes, there are 
several other determinants explored in the literature. 
According to Below and Johnson (1996), the market 
business cycle may increase or decrease shareholder 
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reaction to dividend decision. In the bear market, 
dividend initiation (increase) will be perceived by 
shareholders more positively than in the bull market. 
In the case of dividend omission (reduction), the 
relationship is the opposite; the market reaction 
to negative signals is stronger in the bull market. 
Dividend yields are the next factor considered in 
research papers. Pettit (1972) argues that the greater 
changes in dividend yield stronger signalling effects 
of dividend announcements. 

Finally, it is worth adding that the dividend 
policy is the subject of interest in the context of stock 
liquidity and companies’ propensity to pay dividends. 
Based on empirical results, Banerjee et al. (2007) 
formulated a liquidity hypothesis of dividends that was 
opposite to the informational effect of stock liquidity 
on dividend payouts described by Jiang et al. (2017). 
According to Banerjee et al. (2007), the liquidity of 
stocks is an important determinant of initiations and 
omissions. As investors view stock market liquidity 
and dividends as substitutes, companies with more 
liquid stocks are less likely to initiate or continue 
paying dividends. Therefore, in illiquid capital 
markets, investors will have increased demand for 
cash dividends. Conversely, in highly liquid stock 
markets, they can easily and cheaply create homemade 
dividends. Therefore, according to this concept, we 
should expect lower signalling effects of dividend 

decisions in the case of highly liquid stocks. According 
to the second conception, the informational effect 
of stock liquidity on dividend payments, when the 
information environment is opaque, and when 
the conflict between controlling shareholders and 
minority investors is severe, stock liquidity may reduce 
information asymmetry, mitigating the principal-
principal conflict while increasing the propensity of 
companies to pay dividends (Jiang et al., 2017).

In conclusion, the direction and strength of the 
market reaction to changes in dividend policy is 
affected by the type of event and other several factors. 
Several theoretical concepts explain how investors 
may perceive dividend decisions, including dividend 
initiation, omission, increase, and decrease. Table 2 
summarises the above-discussed concepts and their 
expected impact on shareholder reaction to dividend 
events.

5. Block trades – theoretical 

concepts

A block transaction, as the first step towards the 
acquisition of a company, may raise agency problems. 
The theoretical concepts discussed in the literature 

Table 2. Theoretical concepts and expected impact on shareholder reaction to changes in dividend policy (dividend 
initiation, omission, decrease, and increase)

Theoretical concept 

Panel A: Direction of shareholder reaction Expected direction 

Dividend irrelevance theory
(Miller & Modigliani, 1961)

Non effect on share prices

Dividend preference theory (‘bird-in-hand fallacy’)
(Gordon, 1959, 1963; Lintner, 1956, 1962)

Positive reaction to dividend initiation and increase
Negative reaction to dividend omission and decrease

Tax effect theory
(Litzenberger & Ramaswamy, 1979)

Positive reaction to dividend omission and decrease
Negative reaction to dividend initiation and increase

Clientele effect
(Miller & Modigliani, 1961)

Two alternative hypotheses:
Positive or negative reaction to changes in dividend payouts 

Catering theory of dividends
(Baker & Wurgler, 2004)

Two alternative hypotheses:
Positive reaction or negative to changes in dividend payouts

Information content hypothesis (signalling content)
(Watts, 1973)

Positive reaction to dividend initiation and increase
Negative reaction to dividend omission and decrease

Pecking order theory
(Myers, 1984)

Positive reaction to dividend initiation and increase
Negative reaction to dividend omission and decrease

Prospect theory
(Kahneman & Tversky, 1979)

Shareholder reaction to dividend omission (dividend decrease) 
is negative and stronger than investors’ response to dividend 
initiation (dividend increase)
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mainly focus on the effectiveness of corporate 
governance mechanisms, and they can be grouped as 
follows: (1) related to the shareholder wealth effect, 
(2) addressing motives for monitoring companies, 
(3) considering the relationship between company 
characteristics and limiting private benefits of control, 
(4) describing signalling effects, and (5) other concepts.

According to the shareholder wealth effect, a block 
trade and becoming a dominant block holder that gets 
a control and influences many key corporate decisions 
could have two opposing effects. First, according to the 
restructuring hypothesis, an acquirer of a significant 
block of shares could be seen by minority shareholders 
as an active investor involved in the company’s affairs 

Theoretical concept 

Panel B: Determinants of shareholder reaction Expected impact 

Company operating performance

Signalling effects – the information component
(Bonnier & Bruner, 1989)

Positive relationship between the company’s operating 
performance and the market reaction

Company investment opportunities

Company’s life cycle concept
(Mueller, 1972)
Free cash flow theory
( Jensen, 1986)

The lower investment opportunities, the stronger positive 
market reaction to dividend initiation (increase) 
The lower investment opportunities, the weaker negative market 
reaction to dividend omission (decrease)

Company leverage

Pecking order theory
(Myers, 1984)

The higher company leverage, the stronger positive market 
reaction to dividend initiation and increase
The higher company leverage, the stronger negative market 
reaction to dividend omission and decrease

Company life cycle 

Company’s life cycle concept
(Mueller, 1972)

The lower stage of company’s life cycle, the stronger positive 
market reaction to dividend initiation (increase)
The higher stage of company’s life cycle, the stronger negative 
market reaction to dividend omission (decrease)

Company size

Information asymmetry hypothesis
(Miller & Rock, 1985)

A stronger signalling effect in the small company than in the 
biggest one

Company ownership structure

Agency theory
( Jensen & Meckling, 1976)
Free cash flow theory
( Jensen, 1986)
Entrenchment hypothesis and private benefits of control

There are several hypotheses.
The ownership structure (concentrated and dispersed) may 
have an impact on the market reaction to dividend omission 
(decrease).

Market business cycle 
Market cycle concept 
(Below & Johnson, 1996)

The worse market performance the stronger positive market 
reaction to dividend initiation (increase) 
The better market performance the stronger negative market 
reaction to dividend omission (decrease)

Dividend yield
Dividend yield concept
(Pettit, 1992)

The greater change in dividend yield, the stronger signalling 
effects of dividend decision 

Stock liquidity
Informational effect of stock liquidity
(Banerjee et al., 2007)

The highly liquid stocks, the lower signalling effects of dividend 
decisions.

Continued

Table 2. Theoretical concepts and expected impact on shareholder reaction to changes in dividend policy (dividend 
initiation, omission, decrease, and increase)



 CEEJ  • 10(57)  •  2023  •  pp. 50-71  •  ISSN 2543-6821  •  DOI: 10.2478/ceej-2023-0004    63

(Shleifer & Vishny, 1986). A new, large block holder 
may improve corporate management as a superior 
controller and manager. As a result of a block trade, 
share prices rise, boosting market value and increasing 
shareholder benefits. Second, a new large block holder 
might be perceived by shareholders as one that uses 
its position of power to protect its company while 
ignoring the interests of minority shareholders. 
Hence, share prices will decrease if investors believe 
that a block transaction is such a negative signal. This 
phenomenon is clarified by the wealth expropriation 
hypothesis and the concept of private benefits of 
control as a crucial part of the agency theory (Dyck & 
Zingales, 2004). Additionally, it is worth adding that 
an expropriation of minority shareholders might be a 
consequence of an entrenchment effect of a dominant 
shareholder (Claessens et al., 2002).

The following theoretical concept offers some 
potential determinants of shareholder reactions to block 
trades. The monitoring incentive hypothesis (Dyck & 
Zingales, 2004; Barak & Lauterbach, 2012) assumes that 
monitoring activities taken by company stakeholders can 
significantly reduce private profiteering and expropriation 
of minority shareholders. According to Dyck and 
Zingales (2004), the impact on monitoring actions and 
curbing of private benefits of control have controlling 
shareholders as well as legal institutions, including the 
legal environment, disclosure standards and enforcement. 
Dyck and Zingales (2004) also propose so-called extra-
legal institutions (e.g. product market competition, public 
opinion pressure, internal policing through moral norms 
and labour as monitor, and government as monitor 
through tax enforcement) that may play an important 
role in constraining private benefits.

Barak and Lauterbach (2012) propose three main 
monitoring devices, three groups of external actors who 
become involved in the company’s affairs: debtholder 
monitoring, institutional investors, and outside directors 
on the firm’s board (directors who do not belong to the 
control group). The essence of the firm’s monitoring 
by debtholders is similar to the free cash flow theory 
(Jensen, 1986). For example, banks having plenty of 
timely information on firm’s business may resist the 
extraction of private benefits that will destabilise 
the firm or endanger the bank’s debt. Institutional 
investors might protect the interests of small investors 
and fight against abnormal private benefits. However, 
according to Barak and Lauterbach (2012), it is unclear 
how influential institutional investors are vis-a-vis 
controlling shareholders in closely held firms. Since the 
year 2002 and the introduction of the Sarbanes-Oxley 

Act in the US, increasing the proportion of outside 
directors on the board has been one of the instruments 
for mitigating agency problems in the company (Larcker 
& Tayan, 2016). 

There is another concept proposed in the agency 
theory that concerns monitoring mechanisms and 
managers. Jensen and Meckling (1976) state that if 
managers hold a percentage of the company’s shares, 
they will begin to act in the interests of shareholders. 
The accompanying high managerial responsibility 
will be a mechanism that may reduce the extraction 
of private benefits by the dominant shareholder. 
Hence, a managerial ownership is one of the corporate 
governance mechanisms that may reduce agency 
problems in the company.

Moreover, according to Barak and Lauterbach 
(2012), private benefits extraction may also depend 
on several firm characteristics, particularly size, 
risk, profitability, and ownership structure. As the 
influence of firm characteristics can be twofold, 
there are several alternative hypotheses. In the 
case of the company size, on one hand, it is more 
difficult to monitor larger and multi-business firms, 
so the private benefits extraction can exist in these 
firms and be higher than in small companies. On 
the other hand, larger companies, especially those 
listed on stock exchanges, are characterised by lower 
information asymmetry. There are more intensive 
regulatory, analysts, and media publications, which 
should discourage controlling shareholders from the 
transferring of private benefits and at least reduce 
the proportion of private benefits extraction in 
large companies. Regarding firm risk, its high level 
may indeed complicate monitoring and facilitate 
the camouflaging of private benefits consumption 
by controlling shareholders. However, at the same 
time, block holders may also be cautious and limit 
the extraction of private benefits in order not to 
destabilise the company. The company profitability 
(e.g. return on assets) is the next factor that may impact 
monitoring mechanisms. As in the case of company 
size and risk, the correlation between profitability and 
the extraction of private benefits of control is arguable. 
The high level of profitability may tempt controlling 
shareholders to increase the consumption of private 
benefits. However, at the same time, its high level may 
reflect the low extraction of private benefits.

The last factor that could influence the level 
of private benefits consumption is the ownership 
structure, considered as several variables. The first 
variable that might affect the intensity of private 
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benefits is the ownership concertation and the 
percentage vote of the control group. The concentrated 
ownership structure can be beneficial for shareholder 
value creation when the block holder plays the role 
of a monitor. However, the concentrated ownership 
structure also creates agency conflicts between 
majority and minority shareholders. According to 
Barak and Lauterbach (2012), as the proportion of 
firm votes held by controlling shareholders increases, 
they possess more power to exploit the firm. At the 
same time, they have less motivation to do so, because 
(when their percentage in vote equals their percentage 
in equity) every dollar they transfer out of the firm 
costs them more. The next important variable is the 
control group structure. When the company’s control 
is in the hands of a single person or family, the control 
group is more cohesive and more willing to cooperate 
in extracting private benefits in comparison with 
firms that are controlled by several business partners. 
Another ownership variable is the pyramid structure 
of companies. It also may lead to potentially higher 
consumption of private benefits by controlling group 
of shareholders as they have a higher proportion of 
firm votes held and possess more power. According to 
Barak and Lauterbach (2012), higher private benefits 
are in firms at the bottom of the pyramid. Moreover, 
it is noteworthy that dual-class share financing 
also results in a disconnect between controlling 
shareholders’ percentages in votes and in equity, 
consequently increasing private benefits consumption.

According to agency theory and asymmetric 
information, not only managers but also block holders 
have access to more information on their company’s 
condition, value, and investment opportunities than 
other market players. This observed phenomenon 
refers to block trades and their signalling effect. 
The signalling effect of block trades is a complex 
phenomenon as it examines the following trade 
characteristics: a block price, an initiating party 
(an originator), a block size, and trading parties. In 
their superior information hypothesis, Barclay and 
Holderness (1989) assume that a block price (premiums 
or discounts) reflects the superior information about 
firm value. Blocks are traded at a discount when a large 
block holder is willing to liquidate its shares for a lower 
price than the market value. Block transfers signal 
that the company prospects are poor. Conversely, 
transactions concluded at a premium signal that a 
block buyer possesses undisclosed information about 
the company’s positive prospects. 

Many authors in the theoretical as well as 
the empirical studies provide evidence that the 
information effect depends on whether block trades 
are initiated by a buyer or a seller. In his information 
hypothesis, Scholes (1972) states that when block 
trades are initiated by the seller, we will observe the 
decrease in the share price. A controlling shareholder 
sells his block of shares due to having unfavourable 
information about company prospects. Close (1975) 
called this phenomenon the information effect. This 
argumentation of the information effect is consistent 
with the concept proposed by Holthausen et al. (1987). 
The sale of a large block suggests that the seller believes 
that stocks are overvalued, while the purchase of a 
block signals that the buyer believes that stocks are 
undervalued. However, Chan and Lakonishok (1993), 
examining the effects of institutional trading on stock 
prices, point out that there are the other reasons that 
justify the sale of the large block of stocks. Institutional 
trades could be an exit from investment, as stocks that 
are sold may already have met the portfolio’s objectives 
of block seller. Furthermore, the exit of institutional 
investors may signal that the large block holder is 
dissatisfied with the company’s performance compared 
to expectations. This rationale is consistent with the 
concept of McCahery et al. (2016). They highlight two 
active choices that institutional investors have when 
they become unhappy with a firm: they can leave the 
firm by selling shares (‘exiting’ or ‘voting with their 
feet’) or they can engage with management to try to 
institute change (‘voice’ or direct intervention).

Moreover, according to Scholes (1972), the 
information effect depends on the identity of a buyer 
or a seller, because some categories of investors, such as 
officers and directors of corporations, are more likely to 
possess private information. Bozcuk and Lasfer (2005) 
argue that a block purchase by an institutional investor, 
reflecting the private information held by the investor, 
is a positive signal that results in an increase in share 
prices. In contrast, a sale of a large block by a controlling 
shareholder, signalling bad news about the firm’s 
prospects, will result in a negative market reaction.

The size of the block transaction is the next 
proxy for the amount of information that traders 
have about a company’s expected performance in the 
future. According to Scholes (1972), the signalling 
effects observed are mainly a consequence of the sale 
of a large block of shares, which leads to a permanent 
reduction in the market value of a company. As a 
result of information contained in large-block trades, 
we will observe a higher decrease in share prices. 



 CEEJ  • 10(57)  •  2023  •  pp. 50-71  •  ISSN 2543-6821  •  DOI: 10.2478/ceej-2023-0004    65

In contrast, selling a small block of stocks that play 
the role of an instrument diversifying an investment 
portfolio has little effect on market price changes. Ball 
and Finn (1989) argue that a block size is a factor that 
signals the amount of information that a buyer and a 
seller have –positive and negative, respectively. 

The theoretical concepts and hypotheses described 
above do not exhaust the considerations that explain 
share price changes following block trades. There are 
other concepts discussed in the finance literature. 
Scholes (1972), besides the information hypothesis, 
formulated the price-pressure hypothesis and the 
substitution hypothesis. Kraus and Stoll (1972) 
proposed the distribution hypothesis due to short-
term liquidity costs, as did Close (1975) with the 
liquidity effect concept. Based on similar deliberations, 

Ball and Finn (1989) formulated further hypotheses: 
the segmented market hypothesis (known as the 
price pressure hypothesis), the competitive market 
(substitution) hypothesis, and the short-run liquidity 
costs hypothesis. These theoretical concepts explain 
the changes in share prices in the term of market 
efficiency, the price equilibrium, the speed of price 
adjustments following information disclosures, and 
the existence of permanent and temporary effects.

In summary, there are theoretical concepts that 
explain how block transactions might be perceived by 
investors. The direction as well as the strength of the 
market reaction to block trades is affected by several 
factors. Table 3 concludes the concepts discussed 
above and shows the expected impact on shareholder 
reaction to block trades.

Table 3. Theoretical concepts and expected impact on shareholder reaction to block trades

Theoretical concept

Panel A: Direction of shareholder reaction Expected direction 

Shareholder wealth effect:
Restructuring hypothesis
(Shleifer & Vishny, 1986)

Positive reaction

Shareholder wealth effect:
Wealth expropriation hypothesis and private benefits of 
control
(Dyck & Zingales, 2004)
Entrenchment effect
(Claessens et al., 2002)

Negative reaction

Signalling effects:
Superior information hypothesis
(Barclay & Holderness, 1989)

Two alternative hypotheses:
Positive reaction
Negative reaction

Panel B: Determinants of shareholder reaction Expected impact 

Share price

Signalling effects:
Superior information hypothesis
(Barclay & Holderness, 1989)

Two alternative hypotheses:
Blocks traded at a premium, the market reaction is positive 
Blocks traded at a discount, the market reaction is negative

Initiating party (by a buyer/seller)

Signalling effects:
Information effect
(Close, 1975; Holthausen et al., 1987)

Two alternative hypotheses:
Blocks initiated by a buyer, the market reaction is positive 
Blocks initiated by a seller, the market reaction is negative

Identity of a buyer/seller

Signalling effects:
Information effect 
Scholes, 1972; Bozcuk & Lasfer, 2005)

Two alternative hypotheses:
A block purchase by an institutional investor, the market 
reaction is positive 
A block sale by a controlling shareholder, the market reaction 
is negative

Block size

Signalling effects:
Information effect
(Scholes, 1972; Ball & Finn, 1989)

Two alternative hypotheses:
A purchase of a large block, the market reaction is positive 
A sale of a large block, the market reaction is negative
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6. Conclusions

Financial economists have presented and tested 
several possible explanations for the market 
announcement effects of corporate events such as 
CEO turnovers, dividend payments, and block trades. 

The signalling hypothesis has been widely accepted 
as the leading theoretical background. However, 
many authors propose alternative hypotheses, and 
there is no ambiguity in the concepts proposed in the 
literature. Each corporate event, depending on how 
it is perceived by shareholders, might be interpreted 

Theoretical concept

Outside directors on board

Monitoring incentive hypothesis
(Barak & Lauterbach, 2012)

Positive relationship between the presence of outside 
directors and the market reaction

Debtholders

Monitoring incentive hypothesis
(Barak & Lauterbach, 2012)
Free cash flow theory
( Jensen, 1986)

Positive relationship between a presence of debtholders and 
the market reaction

Monitoring institutional investor	

Monitoring incentive hypothesis 
(Barak & Lauterbach, 2012)

Positive relationship between the presence of institutional 
investor and the market reaction

Legal institutions (e.g., legal environment, disclosure 
standards and enforcement)

Monitoring incentive hypothesis
(Dyck & Zingales, 2004)

The more efficient legal institutions, the higher market 
reaction

Extra-legal institutions (e.g., product market 
competition, public opinion pressure, internal 
policing through moral norms and labour as monitor, 
government as monitor through tax enforcement)

Monitoring incentive hypothesis
(Dyck & Zingales, 2004)

The more efficient extra-legal institutions, the higher market 
reaction

Managerial ownership

Agency theory
( Jensen & Meckling, 1976)

Positive relationship between a managerial ownership and 
the market reaction

Company size

Monitoring incentive hypothesis
(Barak & Lauterbach, 2012)

Two alternative hypotheses:
Negative (positive) relationship between company size and 
the market reaction

Company profitability

Monitoring incentive hypothesis
(Barak & Lauterbach, 2012)

Two alternative hypotheses:
Negative (positive) relationship between company 
profitability and the market reaction

Company risk

Monitoring incentive hypothesis
(Barak & Lauterbach, 2012)

Two alternative hypotheses:
Negative (positive) relationship between company risk and 
the market reaction

Company ownership structure (concentrated structure)

Monitoring incentive hypothesis
(Barak & Lauterbach, 2012)

Two alternative hypotheses:
Negative (positive) relationship between ownership structure 
risk and the market reaction

Continued

Table 3. Theoretical concepts and expected impact on shareholder reaction to block trades
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as a positive or negative signal for the company’s 
prospects. This duality is particularly noticeable in 
the case of a CEO replacement with two components 
of the signalling effect: an information component 
and a real component. Similarly, a block trade, as 
a partial takeover of a company control, might be 
perceived by investors as a threat or as a potential 
driver of the shareholder value creation. In the case of 
dividend payments and signalling effects, the duality 
of shareholders’ perception does not seem to exist. 
However, taking into account dividend policy theories 
as well as the clientele effect concept that considers 
investors’ preferences, we should expect that the same-
directed dividend decision might result in a positive 
as well as a negative shareholder response. Moreover, 
according to theoretical concepts, the market reaction 
to corporate events and changes in share prices may 
become weaker or stronger still, due to characteristics 
of events, company characteristics, and other relevant 
circumstances and factors.

In addition, an important point concerning event 
studies should be noted. Nowadays, the proposed 
theoretical background explaining the relationships 
between corporate events and the market response 
might be distorted by several newly existing 
circumstances. Specifically, the development of high-
frequency trading (HFT) and new technologies may 
affect stock market efficiency and drive price volatility. 
Furthermore, the expansion of social media activity 
may also lead to share price changes. In practice, it 
may be impossible to isolate the pure market reaction 
to corporate events.

In conclusion, this study offers several practical 
implications that might be helpful to investors, 
companies’ boards of directors, and institutions that 
oversee the financial system. Understanding how 
corporate events and their characteristics affect share 
prices can aid investors in making capital allocation 
decisions, company executives in managing company 
value, and financial oversight institutions in examining 
share transactions on the stock market. The theoretical 
discussion presented in this study can serve as a starting 
point for future research exploring the impact of 
corporate events on shareholder value creation.
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