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Abstract

The dividend month premium is the phenomenon that firms have abnormal returns in predicted dividend
month. This study aims to examine the dividend month premium in the Korean stock market, using common
stocks listed on the KOSPI and KOSDAQ from January 1999 to December 2016. Abnormal returns are
estimated using the following asset price models: capital asset pricing model, Fama—French three-factor
model and the Fama-French-Carhart four-factor model. This study finds positive abnormal returns in
predicted dividend months, and even for the within-firm portfolio that buys stocks in the predicted dividend
months and sells the same stocks in other months. The price impact and the subsequent reversals are greater
with lower liquidity and higher dividend yield, implying that the price pressure from dividend-seeking
investors affects this dividend month premium. In addition, the anomalies with the pre-declaration stock are
smaller than the post-declaration stock, suggesting the necessity to improve the cash dividend policy of post-
declaration for market efficiency.

Keywords Market efficiency, Dividend, Dividend month premium, Price pressure

Paper type Research paper

1. Introduction

Korean investors have higher uncertainty in cash dividends compared to those in
other countries such as the USA. This is because most cash dividends are to be
declared ex post facto [1]. As shown in Figure 1, the dividend procedure of the firm
whose settlement is at the end of December can be divided into pre-declaration [Figure
(1a)] and post-declaration [Figure (1b)]. In pre-declaration, the dividend payment is
declared before the ex-dividend date, and the date that determines whether a
stockholder is entitled to a dividend payment. Hence, investors can find out in
advance whether dividends will be paid for the stocks and decide to trade those stocks
before the ex-dividend date. Investors seeking benefits from dividends will buy the
shares before the ex-dividend date, while those who are not will sell the shares
beforehand. However, in post-declaration, as is the regular disclosure for cash
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Notes: Figure 1 displays the dividend procedure of the firm whose settlement is at the end of
December. (a) shows the procedure for pre-declaration. The dividend payment is declared
before the ex-dividend date that determines whether a stockholder is entitled to a dividend
payment. (b) shows the post-declaration, the regular disclosure for cash dividend in Korea
Dividends are declared at the general shareholders’ meeting after the ex-dividend date

(a) Pre-declaration; (b) post-declaration (regular disclosure for cash dividend in Korea)

Figure 1.
Dividend procedure:
pre-declaration and
post-declaration

dividend in Korea, dividend payments are declared at the general shareholders’
meeting after the ex-dividend date. This increases uncertainty among Korean
dividend-seeking investors by making dividend-related information unavailable
before the ex-dividend date.

However, firms generally pay dividends regularly, allowing investors to predict the
dividends for the next period regardless of the timing of the declaration. According to
the dividend signaling hypothesis, firms tend to pay dividends continuously because
dividend payment has become a means of delivering information about the firm (Arnott
and Asness, 2003; Nissim and Ziv, 2001). An analysis of dividend payment trends for
our sample, which includes common stocks listed on the KOSPI and KOSDAQ from
1999 to 2016, reveals that the cash dividends are paid in the following period with an
85% probability if dividends were paid in the past 12 months. If investors can predict
dividend payment using the past dividend payment information, excessive profit must
not occur in the period in which the dividend is expected. This contradicts the weak-
form efficient market hypothesis (EMH) (Fama, 1970) [2]. However, studies of the US
market provide results that contradict the EMH with respect to dividend prediction
(Kalay and Loewenstein, 1985; Hartzmark and Solomon, 2013; Bessembinder and
Zhang, 2015). In Korea, there are few studies related to dividend prediction, even
though investors are highly dependent on dividend prediction because of the
procedural specificity of post-declaration. As an attempt to fill this gap, this study
examines whether a dividend month premium exists and determines its cause in the
Korean market.

The definition of “predicted dividend months” is of paramount importance because we
focus on investors’ prediction of dividends. Hartzmark and Solomon (2013) classify the
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dividend type by its frequency based on the Centre for Research in Security Prices’ (CRSP) Dividend
distribution code. They then define predicted dividend months as the month in which the month
next dividends are expected using its frequency. Because there is no distribution code for premium
dividends in Korea, we classify the dividend frequency type based on the case in which a
firm’s past dividend payments are made at regular intervals at least twice. That is,
dividends are classified as annual for 12-month intervals, semi-annual for six-month
intervals and quarterly for three-month intervals. Using this regularity, we define the 79
“predicted dividend months” as the month that the next ex-dividend date is in.

Considering that the abnormal returns on predicted dividend month can be caused by
compensation for some risk factor, we examine the risk-adjusted return using a long—short
portfolio. We test the dividend month premium using the following asset price models: capital
asset pricing model (CAPM), Fama—French three-factor (FF3) model (Fama and French, 1993)
and the Fama—French—Carhart four-factor (FF4) model (Carhart, 1997). The long—short portfolio
based on predicted dividend month also has abnormal returns. We find a positive risk-adjusted
return with all the portfolios that buy on the stocks in the predicted dividend months, and sell:

« all other stocks (between-firms portfolio);

o all other stocks that have paid dividends in the past 12months (within-firms
portfolio); or

 all other stocks that paid dividends one month ago.

The results using a within-firms portfolio indicate that abnormal returns in predicted
dividend months are not caused by common risk factors. This is because this portfolio
compares the same set of firms in different months. Hence, to describe the dividend month
premium as a risk factor, it should be a time-varying risk that becomes riskier only in the
predicted dividend months.

As the hypothesis of the dividend month premium, we consider the price pressure, dividend
clientele effect, information content effect and earnings announcement effect. First, we analyze
the price pressure hypothesis. If the dividend month premium is because of price pressure,
abnormal returns should be greater when the investor’s transactions have a greater impact on
the price because of the high demand for dividends or low liquidity in the stock. Furthermore,
there must be return reversals afterward. We find that both the dividend yield and Amihud
(2002) illiquidity factor have a positive relationship with the dividend month premium. Also, we
find the phenomenon of return reversals, which supports the price pressure hypothesis.

Second, to analyze the dividend clientele effect and the information content effect, we test
the daily return on the ex-dividend date and the dividend declaration date within the predicted
dividend months, respectively. The results show that there is a significant return on these
dates, which indicates that the aforementioned effects may exist. However, the impact of these
dates is only 30% of the total dividend month premium. This can be interpreted as
the occurrence of abnormal returns throughout the predicted dividend months, rather than
focused on the ex-dividend date or declaration date. A significant price reversal occurs
afterward, suggesting that the dividend month premium is generated by investors’ price
pressure rather than the dividend clientele effect or information content effect.

Third, to control for the earnings announcement effect, we analyze the risk-adjusted return of
predicted dividend months only when an earnings announcement event is not included in that
month. The results show that the predicted dividend months have abnormal positive returns,
even after eliminating the announcement effect. Also, we examine the dividend month premium
by the dividend frequency types. The results indicate that the pattern of abnormal returns is
linked to the frequency of the dividend. We find the abnormal returns 12 months after dividend
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JD QS payment for annual dividends, six months after dividend payment for semi-annual dividends and
28,2 three months after dividend payment for quarterly dividends. This demonstrates that the
dividend month premium is affected by the event of dividend payment itself.

Fourth, to analyze the effect of dividend procedure, we test the dividend month premium
by separating the predicted dividend months into post- and pre-declaration. We find that
pre-declaration stocks have abnormal returns in the predicted dividend months. The

80 evidence of dividend month premium for pre-declaration stocks, which can predict the next
dividend payment more clearly, indicates the violation of weak-form EMH. The results for
the post-declaration stocks show higher abnormal returns in the predicted dividend months
compared to the pre-declaration stocks. This broadly suggests that the post-declaration
procedure leads to investors’ uncertainty and thereby increases the dividend month
premium.

The analysis by stock characteristics suggests that higher the number of dividends
paid consecutively in the past, smaller the abnormal return in predicted dividend
months. Also, the dividend month premium gets larger if the stock’s age is lesser, its
size is smaller and its book-to-market ratio is higher. Overall, this suggests that stocks
with higher liquidity have smaller dividend month premiums, which supports the price
pressure hypothesis.

We find that stocks have abnormal positive returns in months when they are predicted to
issue a dividend and that subsequent price reversals occur. This suggests that investors can
exploit the dividend month premium using long—short portfolios. Also, the dividend month
premium is larger for companies with lower liquidity or higher dividend yield. This
indicates that the dividend month premium is caused by price pressure from dividend-
seeking investors. In particular, firms with post-declaration of dividend payments have
higher abnormal returns than pre-declaration. This indicates that the anomalies get larger
with the specificity of the Korean cash dividend system, that is, post-declaration. These
results imply that stocks should be subject to a pre-declaration procedure for cash dividends
to reduce uncertainty in investors’ decision-making and increase market efficiency.

The rest of this study is organized as follows. Section 2 establishes the research
hypotheses. Section 3 describes the data and methodologies. Section 4 outlines the empirical
results. Section 5 presents the conclusion of this study.

2. Literature review and related hypotheses

According to the dividend signal hypothesis, firms are reluctant to omit dividends because
the return will be reduced if the declaration is delayed or dividends are omitted (Nissim and
Ziv, 2001). Thus, an investor who knows the past timing of dividend payments can predict
the dividend payments that may follow in the foreseeable future. If the dividend payment of
the stock is predictable using past information, the abnormal return of predicted dividend
months is a result that contradicts the weak-form EMH. However, a previous study of the
US stock market regarding dividend prediction suggests a contrary result to EMH. Kalay
and Loewenstein (1985) show that average returns and systematic risks are abnormally high
at the time of the dividend announcement, even though dividends are regularly issued. This
suggests that an increase in systematic risk is not sufficient to account for abnormal returns.
Hartzmark and Solomon (2013) find significant abnormal returns in the month in which
cash dividends are expected. They argue that price pressure from dividend-seeking
investors causes this anomaly. Bessembinder and Zhang (2015) also find significant
abnormal returns using trading strategies that purchase stocks at a time when most
corporate distribution events such as stock split, stock dividends, special dividends or
dividend increase are highly likely, even though it is easy to predict the next event. Table 1
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Dividend

Price pressure Clientele effect Information content effect

month
Related date Predti}clted dividend Ex-dividend date Declaration date premium
mon
Effect on return (short- Increase Increase Increase
term)
Effect on return (long-  No change (reversal) Change Change
term) 8 1
View on EMH Valid in the long term Valid Valid
Main content Price pressure from On the ex-dividend date, Because dividend disclosure
dividend-seeking transactions between includes information about
investors increases prices investors with different  the future value of the firm,
in the short term, but marginal tax rates this is a signal for intrinsic
later prices adjust tothe  fluctuate the demand for value and has long-term Table 1
original equilibrium price stocks, which lead the effects :
(reversal) long-term effects Hypothesps related to
Related literature Hartzmark and Solomon  Elton and Gruber (1970), Kalay and Loewenstein leldend month
(2013) Brennan (1970) (1985), Savor and Wilson premium and market
(2016) reaction

shows the hypothesis related to dividend month premium and market reaction. Here,
we mainly analyze the price pressure, dividend clientele effect and information content
effect.

2.1 Price pressure

Price pressure is based on the model that a stock has a perfectly elastic demand curve in
the long term, while it has a downward-sloping demand curve in the short term. If
dividend-seeking investors outnumber dividend-avoiding investors, and arbitrageurs
fail to provide sufficient liquidity to the market, then excess demand for shares
temporarily increases prices. There is no perfect substitute for stocks because of its
uniqueness, resulting in changes in share prices in the short term if a particular stock
pays dividends. However, because dividend payments are unrelated to intrinsic firm
value, prices adjust to the original equilibrium price (Miller and Modigliani, 1961). That
is, according to the price pressure hypothesis, share prices react to price pressure
temporarily, but later price reversal occurs.

We cannot claim that investors buy stocks immediately before the ex-dividend date and
sell them immediately thereafter because of price pressure. However, investors can
accelerate buying the stocks that they were already willing to buy before the ex-dividend
date and delay selling the stocks that they were already willing to sell thereafter. If the price
pressure from dividend-seeking investors causes the dividend month premium, the
abnormal return should be generated until dividend payment. Also, there should be return
reversals because investors will sell their shares after the dividend payment.

The price pressure gets greater with lower liquidity or higher dividend yield [3]. An
increase in demand for dividends increases the demand for dividend-paying assets before
the ex-dividend date, even if the investor is not actively inclined to buy and sell assets in the
short term. In other words, if investors prefer dividends because of dividend catering or the
marginal tax rates, they are more likely to prefer companies that pay larger dividends and it
causes the price pressure. Also, the lack of liquidity amplifies the price pressure. Thus, the
following hypotheses are derived:

Downloaded from http://www.emerald.com/jdgs/article-pdf/28/2/77/1394664/jdqs-04-2020-0006.pdf by ZBW German National Library of Economics user on 26 February 2026



JDQS HI1-1. Returnreversal exists after the dividend month premium.
28,2 HI-2. The dividend month premium and liquidity have a negative relationship.

HI-3. The dividend month premium and demand for dividends have a positive relationship.

82 2.2 Divz'dengl clientele eﬁ‘ec.t . .

Dividend clientele theory is based on the investors’ preference for certain stocks because of
the differential tax treatment of dividends and capital gains. For example, investors with
low (high) marginal tax rates prefer stocks with a high (low) dividend-payment ratio.
Previous literature has mainly focused on the stock price reaction on the ex-dividend date.
Generally, long-term investors who hold shares have two choices regarding the timing of
share selling before and after the ex-dividend date. First, selling stocks just before the ex-
dividend date would result in selling at a price higher than the dividend price, which would
result in capital gains higher than the difference amount. However, dividends must be given
up. On the other hand, selling on the ex-dividend date reduces capital gains because of lower
dividend prices but results in dividends being earned. Thus, transactions occur between
investors with different marginal tax rates on the ex-dividend date, which changes the
demand for shares before and after the dividend payment.

Elton and Gruber (1970) argue that the differential tax rate between capital gains and
dividend income results in the share price falling below the dividend amount at the ex-
dividend date. Brennan (1970) demonstrates that if a higher tax rate is applied to dividend
income than to capital gains, the investor should be compensated for the tax disadvantages.
They argue that risk-adjusted return should increase as dividend yield increases. In
addition, risk-adjusted returns should be concentrated on the ex-dividend date. That is, for
the dividend clientele effect hypothesis to hold, higher dividend yield should lead to a higher
risk-adjusted return on the ex-dividend date. Because this phenomenon is caused by
fluctuations in stock demand by investors with different marginal tax rates, there should not
be any subsequent price reversal. Accordingly, H2 is derived as follows:

H2-1. The dividend month premium should be concentrated on the ex-dividend date.

H2-2. The dividend month premium and dividend yield should have a positive
relationship, and this effect should continue and not result in a price reversal.

2.3 Information content effect

The information content effect is the view that dividend policies can be used to convey
superior information about the firms when there are information asymmetries (Lintner,
1956). Consequently, if there is a change in a firm’s dividend policy, it is usually interpreted
as a change in the manager’s predictions about the firm’s future profitability. The share
price fluctuates because of information about the future firm value rather than the payment
of the dividend. The empirical analyses of the information content effect of dividends are
mainly conducted to verify the existence of abnormal returns at the dividend declaration
date. For example, Kalay and Loewenstein (1986) show an abnormally high return and
systematic risk at the date of dividend declaration. For the information content hypothesis
to hold, abnormal returns from the predicted dividend months must be concentrated on a
dividend declaration date. In addition, there should not be subsequent price reversal because
the dividend declaration contains information that affects intrinsic value.
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In addition to dividend declaration, other information related to firms may affect the Dividend
predicted dividend months. Typically, earnings announcement makes firms more exposed month
to macro-economic risks, resulting in higher returns (Savor and Wilson, 2016) [4]. If the premium
predicted dividend months coincide with the earnings announcement month, the premium is
attributable to the earnings announcement effect (Beaver, 1968). Therefore, if the earnings
announcement premium causes an anomaly in the predicted dividend months, the abnormal
return should disappear when the firm-month with the earnings announcement event is 83
excluded in the predicted dividend months. If there is a risk-adjusted excess return in
predicted dividend months even after controlling for the earnings announcement, the
earnings announcement effect hypothesis can be rejected. Therefore, H3 is derived as
follows:

H3-1. The dividend month premium will be concentrated on the dividend declaration
date.

H3-2. The dividend predicted months that coincide with earnings announcement
months have higher returns.

3. Data and methodology
3.1 Data
We analyze the cash dividends of common stocks listed on the KOSPI and KOSDAQ from
January 1999 to December 2016. The data on daily stock returns and the event dates related
to the dividends are obtained from FnGuide (www.fnguide.com). We exclude REITs, SICs,
Infra Fund, Invest. Company and ETF shares, as well as shares less than 1,000 won and
whose prices from the previous month are not observed. In the case of dividend samples,
only cash dividends are considered, excluding cases where the face value of the dividend is
less than 500 won. We use the dividend-adjusted return and winsorize at the 1% and 99%
level.

Regarding the predicted dividend months, Hartzmark and Solomon (2013) classify the
dividend frequency type based on CRSP distribution code and define month-t as the
predicted dividend months in the following cases: if a firm pays:

 the quarterly dividends in the months t-3, t-6, t-9 or t-12;
» semi-annual dividends in the month t-6 or t-12; and
¢ annual dividends in the month t-12.

However, considering there is no clear classification for dividend frequency type in Korea,
we classify the dividend frequency type based on a stock’s past dividend intervals,
including interim dividends and fiscal-year dividends. If past dividends are made at regular
intervals at least twice for each stock, the dividend frequency type is classified into
quarterly, semi-annual, annual or unknown (for dividends that do not fall under the
aforementioned but are regular). Specifically, we classified dividend type into quarterly if
the firm paid dividends t-3 and t-6 month, and define the month-t as the predicted dividend
months for this firm. Similarly, if there were ex-dividend dates at t-6 and t-12, then the
month-t is the predicted dividend months and it is classified into semi-annual dividends. If
there were ex-dividend dates at t-12 and t-24 (12-month interval), then the month-t is the
predicted dividend months and the classification is semi-annual dividends. For example, for
a firm whose past two ex-dividend date is June 2015 and December 2015, June 2016 is
designated as the firm’s predicted dividend months because the next dividend is expected in
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JDQS that month. If the ex-dividend date occurs in December 2011 and December 2012, December
28,2 2013 is designated as the predicted dividend month. Accordingly, even for the same firm, the
types of dividends are classified differently depending on the continuity of dividend
payments in the past. However, non-repeated dividends whose dividend type could not be
determined are excluded. When measured with monthly data, it is easy to regressively
analyze various risk factor models to obtain expected returns, and a clear interpretation of
84 the asset price theory or anomaly is possible for this value. In Korea, the declaration of
dividends occurs about 2-3 months after the ex-dividend date, so the advantage is that the
declaration date is not reflected even if the predicted dividend months is defined as the
month in which the next ex-dividend date is expected.
The earnings announcement date for each stock is collected to identify the earnings
announcement effect on the dividend month premium. Following Baik et al. (2012), we define
earnings announcement date as the earliest date among:

» preliminary earnings announcement dates under the title of fair disclosure;
» material change disclosure dates; and
 the date of shareholder meeting announcement.

The earnings announcement date of the firms that are subject to analysis is collected
through KIND (http:/kind krx.cokr/), an electronic disclosure system of the Korea
Exchange. The sample included the earnings announcement dates of 1,090 firms and 13,190
firm-months. However, only 122 firm-month of earnings announcement date is included in
the predicted dividend months. This is because the predicted dividend months are mostly
distributed in June and December, and more than half of the earnings announcement dates
are distributed in February and March.

We present summary statistics in Table 2. Based on whether the firm paid a dividend in
the past 12 months, Panel A displays characteristics of 1,208 firms that paid cash dividends
at least once in the past 12 months, whereas Panel B shows characteristics of 1,402 firms
that did not pay cash dividends in the past 12 months. Panel C describes the persistence of
14,519 cash dividends which can identify its frequency type. The 84.70% of firm-month paid
some cash dividend in the past 12 months, which presents the continuity of payment of cash
dividends. Also, about 82% of cash dividends are paid annually, and it is indicated that
most dividends in Korea are paid as annual dividends, and their sustainability is very high
at92%.

We analyze how average returns vary based on the timing of past dividends to examine
whether the dividend is highly profitable in the month in which dividends are expected
(Table 3). The portfolio of “N months after dividend payment” includes stocks that N
months have passed from the month that includes the ex-dividend date. “All dividends”
refer to all cash dividends and “Annual dividends” refer only to cash dividends with yearly
frequency. As shown in Table 2, dividend frequency is mostly annual, hence, for a premium
to occur in the month in which dividends are expected, the expected return “12 months after
dividend payment” should be high and the standard deviation should be low. The results in
Table 3 show that “12months after dividend payment” has the highest average return
(8.71%) and the lowest standard deviation (10.57%) compared to other periods. This
suggests that the next dividend payment is sufficiently predictable based on the timing of
past dividend payments.

Table 4 shows the distribution of average return for the predicted dividend months,
all other firms with a dividend in the past 12 months but are not predicted to pay in that
month and all other firms with no dividend in the past 12 months but are not predicted
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JDQS

289 Returns (%) Probability of dividend (%)
’ N months after dividend payments Mean SD All dividends Annual dividends
1 0.31 12.21 0.01 0
2 325 11.66 0 0
3 2.79 11.63 0.82 0.02
4 351 12.40 0.02 0
86 5 0.38 12.33 0.04 0
6 -0.31 11.26 7.59 0.4
7 1.75 11.53 0.01 0.01
8 —0.43 11.61 0.01 0.01
9 141 11.82 0.78 0.09
10 0.48 11.79 0.02 0
11 1.31 12.26 0.01 0.01
12 371 1057 90.7 84.27
Table 3. Notes: '_I‘he table presents the raw returns and the probability of dividend payments based on the timing of
Raw return and the past dividends, using monthly data from January 1999 to December 2016. The portfolio of “N months after

o dividend payment” includes stocks that N months have passed from the month that includes the ex-
pro_bablhty of dividend date. “All dividends” refer to all cash dividends and “Annual dividends” refer only to cash
dividend payment dividends with yearly frequency.

Average Sharpe 25 75 95 99
return ~ SD ratio 1(%) 5(%) (%) Median (%) (%) (%)
(1) Predicted dividend
month 372 1057 0.33 —20.39 —12.36 —246 292 889 2246 37.70
(2) All other firms with
a dividend in the past
12 months 134 1226 0.09 —2527 —1741 —619 023 764 2386 38.89
(3) All other firms with
no dividend in the past
12 months 062 1453 0.02 —2784 —21.22 —897 —0.79 836 2871 4272
(4) Long(1) and short(2)
portfolio 1.1 5.49 0.14 —1214 -749 —-127 064 265 1144 17.79
(5) Long(1) and short(3)
portfolio 245 5.61 0.38 —-1319 -6.65 —0.29 255 458 1292 15.07

Notes: The table reports the average returns of portfolios of (1) predicted dividend months, (2) firms that
paid a dividend in the past 12 months but are not predicted to pay in that month and (3) firms that did not
Table 4. . pay a dividend in the past 12 months but are not predicted to pay in that month. The long—short portfolios
Returns on predicted  are described in (4) and (5). The average return is the time-series average values for portfolios, formed by
dividend month aggregating firms of each month

to pay in that month. The results show that the predicted dividend months have the
highest average return of 3.72%, and the lowest standard deviation of 10.57%. Also, it
has the highest Sharpe ratio [5], which implies that investor who invests in the stocks
with predicted dividend months can earn a higher return for a given risk. We also
describe the summary statistics for a long—short portfolio. The average return is the
time-series average values for portfolios, formed by aggregating firms of each month.
The results show that all of the difference portfolios have excess returns.
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3.2 Methodology Dividend
3.2.1 Return in the predicted dividend months. Concerning that the dividend month month

premium may be caused by compensation for some risk factor, we first form a simple long— premium
short difference portfolio and then calculate the risk-adjusted return.

We use a long—short portfolio because the impact of systematic risk is larger for between-
firm analysis, but is weaker for the within-firm portfolio. The analysis within a set of firms
in different months could result in less exposure to the risk factor that is constant over time. 87
The long—short portfolio consists of three main categories:

(1) buying predicted dividend months and selling all other firms that are not expected
to pay dividends in that month (shortl), which refers to between-firms portfolio;

(2) buying the predicted dividend months and selling other firms that paid dividends
over the past year but are not expected to pay dividends in that month (short2),
which refers to the within-firm portfolio; and

(3) buying the predicted dividend months and selling the firms which pay dividend
one month ago (short3).

The summary statistic of Table 2 displays that firms that paid dividends in the past
12 months have a larger size and a higher book-to-market ratio compared to non-dividend
payers. This means that dividend-paying firms are more likely to be exposed to systematic
risks in terms of the FF3 model than non-dividend paying firms. To identify whether the
cause of the dividend month premium can be explained by common risk, we mainly use the
FF4 regression model using equation (1):

Rpredvive — Rft = a+ Bpy—ps * MEt_1fi + B syp * SMBy O
—+ BHML *HML,} —+ IBMOM *MOM; + €;

where Ry,reaniv  refers to the stock return in month ¢ in which dividends are predicted and Rf;
is the risk-free interest rate of month #. Mkt_rf;, SMB,, HML, and MOM; represent excess
market return, small minus big (size factors), high minus low (B/M factors) and up minus
down (momentum factors). a(Alpha) refers to the abnormal returns which cannot be
explained by common risk factors. Both equal-weighted and value-weighted portfolios are
formed. We also conduct the analysis based on the CAPM model (Mkt_rf) and the FF3
model (Mkt_rf, SMB and HML).

We also set liquidity risk as a systematic factor in some cases. Investors want higher
compensation because low-liquidity stocks have relatively higher price shock costs
compared to those with higher liquidity (Amihud and Mendelson, 1986). Thus, we examine
the risk-adjusted returns in the predicted month after controlling five factors, that adds
Pastor and Stambaugh (2003) liquidity factors (LIQ) to the FF4 factors (Mkt_rf, SMB, HML,
MOM and LIQ)).

3.2.2 Hypothesis of the predicted dividend months. Concerning the dividend clientele
hypothesis and information content hypothesis, we try to examine the daily abnormal
returns relative to the FF4 model on the particular event period related to the dividends,
the predicted ex-dividend date, the (actual) ex-dividend date and declaration date. Also,
we analyze the cumulative abnormal return over 20 days after the ex-dividend date (one
day after the ex-dividend date to the next 20 business days) to find evidence of return
reversal.

Also, we test the relationship between risk-adjusted return and the liquidity, regarding
H1-2. For measures of liquidity, we use the Amihud (2002) illiquidity factor (ILLIQ;) and the
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JDQS period between dividend declaration and ex-dividend date (/nterim; ;). The illiquidity factor
28,2 (Amihud, 2002) is calculated using equation (2).

|Rital

ILLIQ, = 0Ly
1

+10° )

ltdl

88 where R;,; refers to the daily return of stock 7 at day d, VOL;q to the volume of stock 7 at day

d and Dj; to the number of days in which stock 7 is traded during month #. The stocks with
low (high) ILLIQ) refer to stocks with high (low) liquidity.

We analyze whether illiquidity factors are linked to the dividend premium using the two
steps, following Brennan et al. (1998). After estimating the residual values for a regression
based on the FF4 model, we regress the residuals on the illiquidity factor [6]. Especially, we
run a backward rolling windows regression for the past year, or [t-250—t-1] business days

using daily return [7]. The estimates of each beta (B 3 MKT BSMB ﬁHML BMOM ) and the
residuals &;; are calculated using equation (3).

&7 = (R — Ryy) — BYET < Mityy, — BSVE + SMB; — B« HML, — BYOM + MOM;
®)

where g;; indicates the t-day residual of i shares, which indicates the returns not
explained by the FF4 risk factor. R; ; is the return of stock ¢ for day ¢ and Rf; is the t-day
risk-free interest rate. Because the sample is from 1999, &;; is calculated from January 1,
2000.

Using these residuals, we test the relationship between the illiquidity factor and the
residuals. We run a regression analysis with &;; as a dependent variable and ILLIQ); ; as an
explanatory variable, as shown in equation (4).

“¢ _ CVILL[Q + yi,t * [LL[Q“‘ + [tlvt (4)

The second liquidity indicator is the interim period from the dividend disclosure date to the
ex-dividend date. The shorter the interim period, the less trading time for investors. This
raises the price pressure because of liquidity shortages and increases abnormal returns.
This is because the dividend-seeking investor is willing to buy stocks between the dividend
declaration date and the ex-dividend date rather than buying earlier and holding more than
necessary (Hartzmark and Solomon, 2013). This price pressure hypothesis using the interim
period is valid only with pre-declaration whose ex-dividend date arrives after the dividend
declaration. Thus, we consider the 531 firm-months that implement pre-declaration when
testing with the interim period. We test this using equation (4) where ILLIQ);, is replaced
with Interim;,, the natural log for the number of days between ex-dividend and dividend
declaration.

Regarding H1-3, we test the relationship between the predicted dividend months and the
investor’s demand for dividends. We use the dividend yield as a proxy for dividend demand.
The higher the dividend yield, the higher the demand of dividend-seeking investors (Harris
et al., 2015). Dividend yield (Divyil; ;) is calculated as the average cash dividend payment
from the previous 12 months, divided by the stock price from the previous month. We test
this using equation (4) where ILLIQ); , is replaced with Divyil; ;.
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Finally, about HI-1, we analyze whether there are return reversals after dividends are Dividend
paid. To find evidence of return reversal, we calculate the cumulative 20-day abnormal month
returns the day after the ex-dividend date and the monthly abnormal returns before and :

c premium
after the dividend payment.

4. Empirical results

4.1 Dividend month premium 89
Table 5 reports the results of regression using equation (1) to identify the abnormal returns
for predicted dividend month after controlling common risk factors. Panel A of Table 3
shows positive abnormal returns after controlling FF4 factors in the portfolios of predicted
dividend months. The equal-weighted portfolio had an economically and statistically
significant alpha of 3.95% (t-values = 4.24) per month. The long—short portfolio for between-
firm analysis (long—shortl) and within-firms analysis (long—short2) has a statistically
significant positive alpha of 2.93% (t-values = 3.10) and 2.87% (t-values = 3.04),
respectively. The results with a long—short portfolio using within-firms analysis suggests
that dividend premiums are not caused by common risk factors or by other factors that
remain constant over time. The alpha of short3 portfolio is —2.23%, which suggests that the
firms who pay dividend one month ago have the negative abnormal returns, which agrees
with the price pressure hypothesis that dividend-seeking investors want to sell their shares
after receiving the dividend. The long-short portfolio with the short3 portfolio also has
significant abnormal returns (4.39%). For the value-weighted average value, the results are
similar. Panels B and C show the effects are similar under FF3 and CAPM models of
monthly excess return. This indicates that the dividend month premium is not caused by
common risk factors.

Table 6 presents the intercepts for regressions of excess returns on liquidity factor and
the FF4 factors (Mkt_rf, SMB, HML, MOM and LIQ). We find abnormal returns in the
predicted dividend months after controlling a liquidity factor. The within-firm portfolio has
a significant alpha for the within-firm portfolio of 2.49% (f-values = 2.41) in Panel B. In
particular, it has an insignificant factor loading on SMB, HML, MOM and LIQ. This is
because the within-firm portfolio has less exposure to the risk factor that is constant over
time. Assuming that the FF4 and liquidity factors reflect all reasonable risk factors, the five
risk factors suggest a lack of explanation for the dividend month premium in the Korean
stock market. This suggests that the dividend month premium is unlikely to be a risk
premium for omitted latent risk factors.

4.2 Hypothesis of dividend month premium

4.2.1 Price pressure hypothesis. We examine the risk-adjusted returns in a particular event
period related to the dividends, the predicted dividend date, the ex-dividend date,
declaration date and the 20 days after the ex-dividend date in Panel A of Table 7. The daily
FF4 regressions of stock returns are conducted separately for each period. The actual ex-
dividend date and declaration date have a highly significant risk-adjusted return of 1.09%
and 1.38%, respectively. Also, the next 20days after ex-dividend have a risk-adjusted
cumulative return of —4.62% (significant at the 5% level), indicating price reversal. These
results are consistent with the price pressure regarding H1-1.

Table 7 also shows the relationship between daily risk-adjusted returns and the
characteristic of firms using equations (3) and (4). The independent variable is Amihud
(2002) illiquidity factor (ILLIQ); ;) in Panel B. There are significant positive abnormal returns
on the predicted dividend date, ex-dividend date and dividend declaration, respectively. It
also shows the return reversals after 20 days. Moreover, we find that the coefficient of
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Daily characteristic-
adjusted returns
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Figure 2.

Dividend premium of
Baker and Wurgler
(2004)

illiquidity is significantly positive, indicating that firms with lower liquidity generate higher
abnormal returns. We test regression using equation (4) with different independent
variables in Panel C and Panel D. In Panel C, we examine the relationship between risk-
adjusted return and liquidity using the Interim;, as an independent variable instead of
ILLIQ; . In this test, we only use the dividend samples with pre-declaration. The results
imply that the shorter the period from dividend declaration to the ex-dividend date, the
higher the abnormal return on the dividend declaration date. The results from Panel B and
Panel C are consistent with the price pressure hypothesis HI1-2, that less liquidity causes
greater price influence for stock investors’ transactions.

The relationship between the demand of dividend-seeking investors and the risk-
adjusted return is reported in Panel D. We test regression where ILLIQ);; is replaced with
Divyil; ; in equation (4). The coefficient on the dividend yield, which indicates the demand of
dividend-seeking investors, is significantly positive on predicted dividend date and ex-
dividend date, whereas it is a significantly negative on the cumulative return for 20 days
after the ex-dividend date. This indicates that the higher the dividend yield, the higher the
dividend month premium, and is consistent with the price pressure hypothesis, regarding
HI-3. For further analysis of HI-3, we compare our dividend month premium with the
dividend premium (BW) of Baker and Wurgler (2004). They argue that an investor’s
granting of a higher price to a dividend payment firm than a non-dividend payment firm is
caused by higher demand for dividends. Accordingly, the dividend premium (BW) is
measured as the difference between the natural log of the market-value weighted average
value of the market-to-book ratio of dividend payers and nonpayers, following Baker and
Wurgler (2004). Figure 2 shows the yearly average value of the dividend premium (BW) and
the yearly average abnormal returns on predicted dividend month relative to the FF4 model.
The two series move in a similar direction, with the correlation between the two values
being 0.457. Overall, this shows that the dividend month premium and the demand for
dividends have a positive relationship and support the price pressure hypothesis.
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Notes: The graph compares yearly-adjusted dividend premium (BW) of Baker and
Waurgler (2004) and Fama-French-Carhart four-factor alphas, from 2000 to
2016. The correlation between the two series is 0.457



4.2.2 Dividend clientele effect. Table 7 shows that the actual ex-dividend date has significant Dividend
abnormal returns of 1.09% (Panel A), a result that supports the H2-1 of dividend clientele month
effect. However, compared to the USA, in which more than 65% of the abnormal returns of pr emium
predicted dividend months is concentrated on the ex-dividend date, the impact of the ex-
dividend date on the predicted dividend month in Korean stock market is only 30%, given
that abnormal return of predicted dividend month is about 3.9%. It seems that the abnormal
returns of predicted dividend month do not occur over the entire period, rather it 95
concentrates on the ex-dividend date. This can be interpreted as the dividend month
premium is caused by price pressure throughout the entire predicted dividend months
rather than dividend clientele effect on the dividend declaration date.

Although the dividend yield and risk-adjusted return on ex-dividend date have a positive
correlation (Panel D), the risk-adjusted cumulative return after the ex-dividend date is
significantly negative. This indicates return reversal, which is a violation of the H2-2 of
dividend clientele effect. Figure 3 shows the risk-adjusted monthly return before and after
predicted dividend months to observe a more pronounced price reversal. We display the
average and cumulative abnormal return from the FF4 regressions model. The predicted
dividend months are represented by “Om,” while “—1m” is one month before and “1m” is one
month after predicted dividend months. We find the clear reversal pattern of negative
abnormal returns one month after the predicted dividend months (1m). It seems that price
reversal occurs between one month before dividend and one month after, which is consistent
with previous results. This implies, in general, that the dividend month premium is caused
by the price pressure hypothesis rather than the dividend clientele effect.

4.2.3 Information content effect. Regarding H3-1, Panel A in Table 7 shows a significant
risk-adjusted return of 1.38% at dividend declaration. However, the dividend declaration
date effect only took up about 35% of the dividend month premium, given that the dividend
month premium after risk adjustment is about 3.9%. In addition, a significant price reversal
is subsequently observed. This can be interpreted as the premium is caused by price

20%
...... average
cumulative
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Notes: Figure 3 shows the abnormal monthly return before and .
after predicted dividend months using Fama-French-Carhart (1997 Figure 3.

four-factor regression model. The graph displays both average and Therisk-adjusted

cumulative risk-adjusted returns. The ‘Om’ refers the portfolio of retufrtn befogg atng

dividend predicted months, while ‘~1m’ is one month before and  atterpredicte
dividend months

‘Im’ is one month after predicted dividend months
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JDQS pressure throughout the entire predicted dividend months rather than information content
28,2 effect on the dividend declaration date.

Regarding H3-2, we examine whether the dividend month premium is affected by the
firm’s earnings announcement in Table 8. To investigate the earnings announcement effect,
we separate the samples of predicted dividend months into those with an earnings
announcement and those without. The portfolios based on the predicted dividend months

96 that do not have earnings announcement are used in Panel A. The result of Panel A which
shows significant four-factor alpha indicates that earnings announcement effect cannot
explain the dividend month premium. In Panel B, the long portfolio only includes the
predicted dividend months that have an earnings announcement event in that month. In
case the dividend predicted months coincide with earnings announcement months, there is
no significant risk-adjusted return for long—short portfolios. These results contradict the US
stock market which shows that the risk-adjusted return is about twice as high if dividend
predicted months coincide with earnings announcement months (Hartzmark and Solomon,
2013). Although there is no clear explanation for why the significant abnormal return of
long—short portfolio disappears in non-earnings months, the results from Panel A imply that
the dividend month premium is not limited to earnings announcement effects.

In addition, to investigate whether the dividend month premium is specifically caused by
the dividend event, we examine the relationship of a stock’s abnormal return to its dividend
frequency type. If the dividend month premium is generated by the dividend event, the
excess return of the semi-annual dividend type should be higher only 6 or 12 months after
past dividend payment. In the case of an annual dividend, the highest rate of return should
significantly increase 12 months after the dividend payment. If the dividend month
premium is affected by events other than dividends, the abnormal return should increase
regardless of the dividend frequency type. Table 9 shows the four-factor alphas of monthly
stock returns based on past dividend timing of different dividend frequency type. “N
months after dividend payment” means that N months have passed from the month that
includes the ex-dividend date. Dividend frequencies are classified into annual, semi-annual,
quarterly or unknown. The quarterly dividends have higher alphas 3, 6, 9 and 12months
after dividend payments compared to other months. Semi-annual dividends also have
higher returns six months after dividend payment. This indicates that such a premium only
occurs in the month that corresponds to the dividend payment month by dividend type,
suggesting predicted dividend months are affected by the dividend payment itself, not by
other events. However, the results with annual frequency suggest that annual dividends
might be caused by events other than dividends. Accordingly, additional analysis is
conducted with the sample of predicted dividend months excluding annual dividends in
Table 12 of robustness checks, and the results are robust.

4.3 Pre-declaration and post-declaration

In the case of pre-and post-declaration, there are differences in the information content effect
from the perspective of investors (Khil and Han, 2018). Accordingly, we calculate separate
four-factor alphas of monthly stock returns based on dividend procedure. The results of
Panel A in Table 10 show that predicted dividend month with pre-declaration have
significant abnormal returns and subsequent price reversals. This suggests that the
dividend month premium occurs even when the information content effect is relatively high,
resulting in more clear evidence that contradicts weak-form EMH. Also, post-declaration
firms show a higher abnormal return compared to pre-declaration. The four-factor alpha on
post-declaration firms’ predicted dividend months is 3.82%, compared with 3.69% for pre-
declaration firms. The within-firms portfolio analysis also shows higher four-factor alpha of
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JDQS 2.15% (t-values = 2.26) for post-declaration firms than the 2.11% (t-values = 2.56) for pre-

289 declaration firms. The dividend month premium for post-declaration firms is higher because

’ of the increased uncertainty of investors because of the relatively low information content
effect.

4.4 Firm-characteristics
100 Because the abnormal returns of the predicted dividend months may be affected by the
characteristics of the firm, we separate our sample into two groups according to their
characteristics. Panel A in Table 11 classifies the possibility of dividends into high and low
groups based on the number of observations of past consecutive dividends, whereas Panel B
classifies the age of firms into old and young, depending on the initial year of observation.
The results indicate that the firms with a higher possibility of dividend and older firm, the
lower the abnormal returns. Although the firm size and book-to-market ratio are controlled
through the FF4 models in most analysis, Panel C classifies firm size into large and small
groups based on market capitalization and Panel D classifies firms into high and low groups
based on their book-to-market ratio to analyze the differences between the characteristics of
firms within the predicted dividend months. It shows that abnormal return gets larger with

Equal weighted Value weighted
Panel A. Persistence of dividends
Long (high) 0.0177%* (2.18) 0.0183* (1.86)
Short (low) 0.0323*** (2.97) 0.0237* (1.87)
Diff —0.0294%* (—2.35) —0.0235*% (—1.73)

Panel B. Firm age

Long (old) 0.0263*** (5.82) 0.0178%** (2.95)
Short (young) 0.0405%* (2.52) 0.0314* (1.78)
Diff —0.0002 (—0.02) 0.0103 (0.69)
Panel C. Firm size

Long (large) 0.0239%* (2.52) 0.0206** (2.47)
Short (small) 0.0440%* (2.31) 0.0444%* (2.35)
Diff —0.0041 (—0.38) —0.0111 (—0.95)
Panel D. B/M ratio

Long (high) 0.0369* (1.95) 0.0364* (1.92)
Short (low) 0.0348*** (3.65) 0.0123 (1.36)
Diff 0.0111 (0.95) 0.0052 (0.42)
Panel E. Listed market

Long (KOSPI) 0.0259%** (4.44) 0.0221%** (3.61)
Short (KOSDAQ) 0.0474%** (2.87) 0.0411%* (2.37)
Diff —0.0029 (—0.33) 0.001 (0.07)

Notes: The table presents the Fama—French—Carhart four-factor alphas of monthly stock returns based on
firm-characteristics. Panel A splits the portfolios of the dividend predicted month into two groups based on
the persistence of dividends, measured by the number of observations of past consecutive dividends. Panels
B, C, D and E separate the portfolios into two groups based on the age of firms, the firm size, the book-to-
market ratio and the listed market, respectively. Each firm-month is sorted according to whether they are

T.able 11' above or below the median value for this variable in that month. The long-short portfolio (Diff) is a
Risk-adjusted return  portfolio that buying the portfolios in the top row and selling the portfolios in the bottom row. Both equal-
based on firm- weighted and value-weighted portfolios are formed. #-statistics are in parentheses; *, ** and *** denote
characteristics significance at the 10%, 5% and 1% levels, respectively
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JDQS the smaller firm and the higher the book-to-market ratio. In Panel E, when examining the

28,2 difference in abnormal returns between KOSPI-listed firms and KOSDAQ-listed firms, it
seems that KOSDAQ-listed firms, which have less liquidity, have higher abnormal returns
than KOSPI-listed firms. Overall, the firms with relatively less liquidity have a larger impact
in predicted dividend month, which supports the price pressure hypothesis.

102 4.5 Robustness test

Table 12 displays the results from various robustness checks. It shows the FF4 alphas of
monthly stock returns based on predicted dividend month. We eliminate the winsorization
in our sample and a January dummy variable is added to control for the January effect in
Panel A. Also, Panel B divides the subsample period into early (1998-2008) and late period
(2009-2016) to verify the dividend month premium evenly occurring over the entire sample
period, rather than occurring only at a certain period. Considering much of the dividend
frequency in Korea is annual, Panel C examines abnormal returns by separating the case
including annual-dividend and excluding annual-dividend. As most firms in Korea have the
December settlement, we examine the excess return of predicted dividend months by
distinguishing the case including December and excluding December. Accordingly, Panel D
analyzes cases in which the predicted dividend months are in December and those in other
months. Both the coefficients and significance are robust in Table 12.

5. Conclusion

Investors can predict the next dividend payment by using the firm’s characteristics that are
reluctant to omit dividends (Kalay and Loewenstein, 1986; Eades et al., 1985; Nissim and Ziv,
2001). If dividend payments are predictable using historical information, the abnormal
return of predicted dividend months is a violation of EMH. Especially, the prediction of
dividend payment is important in Korea, because post-declaration procedures of cash
dividends make dividend-seeking investors trade shares based on forecasts of dividend
payments.

We find that the dividend month premium reverses later. This premium gets larger with
lower liquidity or higher dividend yield. In addition, the abnormal return gets higher if the
number of past consecutive dividends is smaller, the firm size is smaller and the book-to-
market ratio is higher. Overall, this suggests that the dividend month premium is because of
price pressure from dividend-seeking investors.

The dividend month premium is higher when the dividend is post-declaration than when
it is pre-declaration. This suggests that the post-declaration procedure has an influence on
the dividend month premium, and temporarily undermines market efficiency.
Improvements in the cash dividend procedure are needed to reduce investors’ uncertainty
regarding dividend and ultimately enhance market efficiency.

Notes

1. Under domestic commercial law, stock dividends or interim cash dividends are subject to pre-
declaration, but fiscal-year cash dividends are subject to post-declaration. Voluntary pre-
declaration is also possible for cash dividends, but only about 4% of the dividend samples for
common shares are pre-declared from 1999 to 2016.

2. According to the weak-form EMH (Fama, 1970), all information is immediately reflected in the
share price, and abnormal returns cannot be gained even based on an investment strategy from
past information.
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3. The price pressure theory does not directly explain changes in demand for dividend-paying Dividend
stocks by investors, but the dividend catering theory and dividend clientele theory support month
this. According to the dividend catering theory, investors prefer to buy dividend-paying premium
shares immediately before the ex-dividend date instead of after because investors have
potential demand for dividends based on psychological reasons (Baker and Wurgler, 2004).

4. For months other than the declaration date, there is no clear explanation for why firms are
exposed to different risks, but it is argued that there is some explanation based on liquidity. 103

5. The Sharpe ratio is calculated by subtracting the risk-free rate from the average return of
portfolio, then dividing this excess return by the standard deviation of the portfolio’s excess
return. We use CD91 yield as the risk-free rate.

6. If the analysis is carried out in two steps without conducting a simultaneous regression analysis
of FF4 model and other explanatory factors, as shown above, the explanatory factors and the
FF4 factor model will be mutually independent and thus a clearer analysis will be possible, which
is why we conduct above method.

7. However, the regression analysis measured on the basis of shares with at least 100 observations
over the past year.
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