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Abstract Dividend cuts are typically associated with a negative stock price reaction. We

contend that the market’s reaction to dividend cuts depends on the reason for the cut and

the economic environment. Specifically, we posit that when external financing is con-

strained, firms that cut dividends and have high growth opportunities are better off than

dividend cutters with low growth opportunities. We test this growth opportunities

hypothesis by examining stock price reactions to dividend cuts around the 2008 financial

crisis. Not surprisingly, we find negative average abnormal returns around the

announcement day. However, consistent with our hypothesis, we find that firms with high

growth opportunities experience higher abnormal returns. We also find that firms with high

growth opportunities are more likely to resume the dividend payment within 5 years of the

dividend cut and firms that resume their dividends have significantly higher long-term

returns than non-resumers. Taken together, our evidence provides strong support for the

growth opportunities hypothesis.
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Companies would rather cut dividends and make sure they have adequate cash than risk running low and

trying to borrow at unfavorable terms. Cutting a dividend is better than hanging onto the dividend and

bankrupting the company.

John Buckingham, Chief Investment Officer, Al Frank Asset Management

(USA Today, 2/29/2008, ‘‘2008 on track as record year for dividend cuts.’’)

1 Introduction

Dividend cuts and omissions are generally perceived as bad news and, accordingly,

researchers have consistently found that they are associated with negative average

abnormal returns (e.g. Aharony and Swary 1980; Below and Johnson 1996; Best and Best

2001; Eades et al. 1985; Ghosh and Woolridge 1988; 1989; Grullon et al. 2002; Van Eaton

1999). While the average market reaction to dividend cut and omission announcements is

negative, some studies have focused on situations in which dividend omissions/cuts may be

perceived as good news (e.g. Bulan et al. 2007; Ghosh and Woolridge 1989). A prominent

explanation that has been offered for the positive market reaction is that firms are cutting

dividends so that they can invest the funds in growth opportunities. We refer to this as the

growth opportunities hypothesis.

A few studies have investigated the growth opportunities hypothesis using announce-

ments of dividend omissions/cuts. Ghosh and Woolridge (1988) regress cumulative

abnormal returns on an indicator for whether managers reported investment needs as the

reason for the dividend omission and do not find a significant relation. Similarly, Bulan and

Subramanian (2008) regress cumulative abnormal returns on dummy variables for strategic

reasons explaining the omissions and also do not find support for the growth opportunities

hypothesis. We build on this literature by testing the growth opportunities hypothesis in a

setting where access to external capital (the other viable investment-financing alternative

for cash-constrained firms) is severely limited—the 2008 financial crisis period. In addi-

tion, we use market to book ratios as our proxy for growth opportunities instead of a self-

reported measure such as the reason for the dividend omission given by the firm’s manager.

Bulan and Subramanian (2008) and Ghosh and Woolridge (1988) report that most firms do

not provide a reason for the dividend omissions. Thus, using a proxy for growth oppor-

tunities that is available for all firms and focusing on a period with a record number of

dividend cuts and when access to external financing was limited, makes this an ideal

setting for testing the growth opportunities hypothesis.

During the crisis, banks struggling with hefty default rates and a declining market found

themselves in a position where lending between each other, and to clients, froze. Firms that

had once enjoyed frequent transactions on deep lines of credit were denied access. With

economic peril looming, and no real sign of recovery, companies began cutting dividends

faster than they had ever done since the 1930s. USA TODAY reported that companies

slashed dividends by $23.4 billion in the fourth quarter of 2008 alone, and by $42 billion in

the first quarter of 2009 (USA Today 2009).

We contend that when external financing is constrained, firms with high growth

opportunities will have a more positive (or less negative) reaction to dividend cuts than

firms with low growth opportunities. Due to poor and/or costly access to debt financing

during a financial crisis, investors of firms with high growth opportunities may value
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substituting dividends for investment in those growth opportunities. Otherwise, firms may

compromise the viability of their long-term projects and a competitor could take advantage

of those opportunities.

We begin our analysis by examining the average stock price reaction of firms that

announce dividend cuts during the recession starting November 2007–December 2009.

Consistent with previous literature, we find a significant and negative average abnormal

return of -3.8% over a 3-day window around the announcement date. However, we find

that approximately 40% of our sample experienced positive abnormal returns on the

announcement day in contrast with only 24% reported by Ghosh and Wooldridge (1988).

We then perform cross-sectional regressions to evaluate the causes for observed variation

in market reaction to dividend cuts. Consistent with the growth opportunities hypothesis,

we find a positive relation between a growth opportunities proxy (the market-to-book ratio)

and 3-day cumulative abnormal returns.1 Our results also show that firms with high growth

opportunities are more likely to resume the dividend payment within 5 years of the divi-

dend cut and firms that resume their dividends have significantly higher long-term returns

than non-resumers. Taken together, this evidence strongly supports our main hypothesis

that the stock market reaction to dividend cuts during the 2008 financial crisis should be

positively related to firms’ growth opportunities.

The paper is organized as follows: In Sect. 2 we briefly review the extant literature related

to dividend changes. Section 3 describes the data gathering process and the sample restric-

tions. Section 4 describes our methodology and hypotheses. Section 5 reports our event study

results. Section 6 contains our multivariate results and we conclude with Sect. 7.

2 Prior literature

While dividend increases (and initiations) are usually associated with positive abnormal

returns, dividend cuts (and omissions) are generally perceived as bad news and are therefore

associated with negative abnormal returns (e.g. Aharony and Swary 1980; Below and Johnson

1996; Benartzi et al. 1997; Best and Best 2001; Dielman and Oppenheimer 1984; Eades et al.

1985; Ghosh and Wooldridge 1988, 1989; Grullon et al. 2002; Healy and Palepu 1988; Jones

et al. 2014; Lacina and Zhang 2008; Pettit 1972; Van Eaton 1999). A significant portion of the

dividends literature has focused on the question of whether dividend cuts are badly perceived

because they are an indication of poor past performance or poor future performance. Nissim and

Ziv (2001) find that dividends do contain information concerning future earnings. They doc-

ument that dividend changes are positively related to earning changes for the subsequent 2

years. However, Grullon et al. (2005) find that dividend changes are uncorrelated with future

earnings changes after controlling for nonlinearities in the earnings process. Moreover,

Benartzi et al. (1997) find that dividend increases (decreases) are associated with good (poor)

prior performance but that dividends do not appear to signal future performance.

There is limited evidence regarding the circumstances under which dividend cuts may be

beneficial to firms. Using a sample of 445 dividend omissions announced between 1962 and

2001, Bulan et al. (2007) find that 35% can be classified as ‘‘good’’ omissions. The perfor-

mance of these firms increases significantly after the omission and often results in a

resumption of the dividend payment within 5 years after the omission. However, the market is

not able to differentiate between ‘‘good’’ and ‘‘bad’’ omissions at the time of the

announcement. The stock price reaction to ‘‘good’’ omissions is not significantly different

1 We also repeat this analysis using day zero abnormal returns.
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from the reaction to ‘‘bad’’ omissions. Moreover, the fraction of ‘‘good’’ omissions is sur-

prisingly high given that over 80% of omissions result in negative abnormal returns. Bulan

et al. (2007) also find that ‘‘good’’ omitters have strong fundamentals. Two key determinants

of ‘‘good’’ omitters are high profitability and low debt overhang prior to the omission.

Ghosh and Wooldridge (1988, 1989) test whether cumulative abnormal returns are related

to an indicator for whether managers reported investment needs as the reason for the dividend

omission and do not find a significant relation. Similarly, Bulan and Subramanian (2008) test

whether investors react differently to dividend omissions depending on the reason for the

omission provided by the firm at the time of the announcement. They find that 66% of the

firms in their sample did not provide an explanation for the omission and only 9% of the firms

claimed to have omitted a dividend to fund current or future investments. Their results show no

evidence of a relationship between cumulative abnormal returns and the reason for the

omission. Hence, there is very little evidence supporting the growth opportunities hypothesis.

We contribute to this literature by testing the growth opportunities hypothesis during the

2008 financial crisis—a period in which access to external capital was severely con-

strained. We also extend the extant literature by using a market-based proxy for growth

opportunities (the market to book ratio) rather than self-reported measures, such as reasons

for dividend omissions given by managers.

3 Sample selection

The data for our study is obtained from the center for research in securities prices (CRSP)

and Compustat databases. Using the CRSP monthly event file, we first obtain an initial

sample that comprises all the dividend announcements associated with a payout cut during

the financial crisis period (November 2007-December 2009). To be included in the final

sample, each dividend cut should satisfy the following criteria (as per Grullon et al. 2005):

1 The firm’s data are available in both CRSP and Compustat databases.

2 The firm is not a financial institution (SIC codes 6000-6999) or a utility company (SIC

codes 4900-4999).

3 The firm pays a quarterly cash dividend (Distribution code 1232) in the current and

previous quarter.

4 Other distribution events (e.g., stock splits, stock dividends, and mergers) are not

declared between the declaration date of the previous dividend and 4 days after the

declaration of the current dividend.

5 There are no ex-distribution dates between the ex-distribution dates of the previous

and current dividends.

6 For each firm, dividend cut announcements are made more than 150 trading days apart.

Our final sample includes 145 dividend cuts during the 2008 financial crisis period. We

have included a detailed description of our sample selection process in Table 1.

4 Methodology and hypotheses

Following Bouwman et al. (2009), we examine the market reaction to dividend cuts by

studying the short-run stock performance in a univariate setting and in a multivariate

framework in which we control for other factors that may affect the stock performance. We

also investigate the long-run performance to provide complementary evidence. Section 4.1
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discusses our announcement return measure: cumulative abnormal returns (CARs). Sec-

tion 4.2 describes the determinants of announcement returns. Section 4.3 presents our

long-run performance measure: holding period abnormal returns (HPARs).

4.1 Announcement returns

Following Hull (2013) we calculate the abnormal returns using the Fama and French three

factor model including the Carhart momentum factor.2 The regression factors are obtained

from Kenneth French’s website. The coefficients on regression factors are estimated in the

following equation.

Ri � Rf ¼ d0 þ d1 RMt � Rf

� �
þ d2 SMBð Þ þ d3 HMLð Þ þ d4 UMDð Þ ð1Þ

where Ri is the return on firm i, Rf is the risk free rate (one-month T-bill rate), RMt is the

CRSP market return, SMB is the average return of a portfolio of small cap stocks minus the

return of a portfolio of high cap stocks, HML is the average return of a portfolio of firms

with high book-equity to market-equity minus a similar portfolio of low book-equity to

market-equity, and UMD is the average return of a portfolio of winner stocks minus the

return of a portfolio of loser stocks.

In our study, the four-factor coefficients (di) are calculated within a 100-trading day

estimation window, starting from day -150 though day -50 of the announcement (day 0).

Utilizing the coefficients obtained from the estimation window (d�i ) and the factors from an

Table 1 Sample selection

Screen criteria Number of
observations

(1) Obtain dividend distribution events from the CRSP monthly event file (November
2007–December 2009)

34,383

(2) Remove observations with data unavailable in CRSP or Compustat 16,393

(3) Remove financial or utility companies 5819

(4) Remove firms that do not pay a quarterly cash dividend (distribution code 1232)
in the current and previous quarter

5025

(5) Remove observations with other distribution events (e.g., stock splits, stock
dividends, and mergers) that are declared between the declaration date of the
previous dividend and 4 days after the declaration of the current dividend.

5006

(6) Remove observations with ex-distribution dates between the ex-distribution dates
of the previous and current dividends

4830

(7) Obtain dividend cuts (current quarterly cash dividend is less than previous
quarterly cash dividend)

178

(8) Remove dividend cut announcements that are made less than or equal to 150
trading days apart

151

(9) Remove observations without sufficient information to calculate variables in the
subsequent multivariate analysis

145

2 Given that the three factor model includes the HML factor and our main explanatory variable is growth
opportunities measured as the market-to-book ratio, we also calculate abnormal returns using a standard
CAPM model. Our main results and conclusions remain the same. The results are available upon request.
We thank an anonymous referee for this suggestion.
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event window around a dividend announcement, we construct the CARs by applying the

equation as follows,

CARi �s;þsð Þ ¼
Xþs

t¼�s

Rit � d�0i þ d�1i RMt �Rf

� �
þ d�2i SMBtð Þþ d�3i HMLtð Þþ d�4i UMDtð Þ

� �� �

ð2Þ

In our analysis, we calculate and report the CARs in 6 different event windows ([0],

[-1,0], [0,1], [-1,1], [-9,9], and [-21,21]).

4.2 Determinants of announcement returns

To test our main hypothesis we model cumulative abnormal returns as a function of firm-

specific growth opportunities, other firm characteristics, and a series of control variables.

CARit ¼ f Growth opportunities; Firm characteristics; Control variablesð Þ ð3Þ

The dependent variable (CARit) is previously defined in Sect. 4.1 and the independent

variables, and their predicted signs, are as follows:

Growth opportunities Our main hypothesis is that the stock market reaction to dividend

cuts during the 2008 financial crisis should be positively related to the firm’s growth

opportunities. We refer to this as the growth opportunities hypothesis. Firms with high

growth opportunities should react more positively (or less negatively) to the announcement

of a dividend cut as they can use the extra cash to invest in those growth opportunities. We

use the market-to-book ratio (MTB) to proxy for the growth opportunities of a firm

(Barclay and Smith 1995; Gaver and Gaver 1993; Smith and Watts 1992). MTB is cal-

culated as the ratio of the market value to book value of equity. We expect a positive

relation between MTB and CAR.

4.2.1 Firm characteristics

Profitability (ROA) Bulan (2010) finds that CAR around dividend cut announcements are

more negative for firms with less visible signs of poor performance and that the stock price

reaction is proportional to the element of surprise. Dividend cuts announced by highly

profitable firms have an element of surprise. We argue that the unexpected nature of the

dividend cut in this case, should have a negative effect in the firm’s abnormal returns.

Therefore, we include return on assets (ROA) as a profitability measure and expect a

negative relation between ROA and CAR.

Liquidity (current ratio) We also include a liquidity measure (current ratio) as an inde-

pendent variable. The expected relation between liquidity and dividend cut-induced

abnormal stock returns is ambiguous. On one hand, highly liquid firms are likely not

cutting dividends because they are in financial distress but rather because they are

financing investment opportunities.3 This line of reasoning suggests a positive relation

between current ratio and CAR. On the other hand, proactive dividend cutting behavior

(Bulan 2010) by illiquid firms should be considered positive news by investors—sug-

gesting a negative liquidity-CAR relation. Similarly, the relation between current ratio and

3 This argument cannot be applied to firms with high profitability because profits do not necessarily
translate into cash. A firm may be highly profitable and have no cash to pay a dividend.
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CAR should be negative if dividend cuts announced by firms with high liquidity have a

significant element of surprise.

We also include in our model three other independent variables that are firm charac-

teristics expected to explain variation in CARs. First, we include the debt ratio (calculated

as the ratio of total debt to total assets) because we expect that highly levered dividend

cutters are more likely experience a negative stock reaction as investors will view the

dividend cut as an indicator that the firm has exhausted other sources of capital. Therefore,

we expect a negative relation between debt ratio and CAR. Second, we include a measure

of operating cash flows (OCF ratio) because we expect that investors will react more

positively (or less negatively) to cutters with strong cash flows who are clearly not cutting

dividends to finance operations and are more likely seeking funds for other investment

opportunities. We define OCF ratio as the ratio of operating cash flows to lagged total

assets and expect a positive relation between OCF ratio and CAR. Third, we include the

accruals ratio in our model to proxy for potential earnings management problems. Con-

sistent with Ayers et al. (2006), the accruals ratio is calculated as the difference between

IBEI (Income before Extraordinary Items) and OCF, scaled by total assets at year t-1.

Firms with a higher accruals ratio have more discretion over their revenue and cost

accounts. We contend that companies with a lower accruals ratio should have a more

positive reaction to dividend cuts as they are less likely to have a cash problem.

Accordingly, we expect a negative relation between the accruals ratio and CAR.

4.2.2 Control variables

Following Below and Johnson (1996) we include four control variables in Eq. (1).

PRCTYLD is the positive or negative percentage change in dividend yield and it measures

the relative information content of the announcement. Beta is the market beta for the pre-

event estimation period. RESVAR is the residual variance for the pre-event estimation

period and it measures the variability of earnings patterns. Logsize is the natural logarithm

of firm size, where firm size is measured as the total number of shares outstanding times

the average price per share over the period t-10 to t-6 relative to the announcement day

(t = 0).

4.3 Long-run stock performance

Our measure of long-run stock performance is holding period abnormal returns (HPAR).

Following Bulan et al. (2007), we calculate holding period returns (HPR) as:

HPRi ¼
YT

t¼1

1 þ Ritð Þ ð4Þ

Then we compute HPAR using the following equation,

HPARi ¼ HPRi �
YT

t¼1

1 þ Rbenchmark;t

� �
ð5Þ

where Rbenchmark is the return to the corresponding CRSP value-weighted index. We start

the holding period from the first day following the announcement and calculate the 1-year,

2-year, and 3-year HPR and HPAR.

The effect of growth opportunities on the market reaction… 7
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5 Event study results

First, we report the results of the event study of the dividend cuts announced during the

financial crisis period (Table 2). On average, firms have a significantly negative reaction of

-1.3% on the day of the announcement and a -3.8% during the 3-day window sur-

rounding the announcement. However, approximately 40% of sample firms experience a

positive abnormal return around the announcement.

In Table 3 we present the summary statistics of the 145 firms that announced dividend

cuts during the financial crisis. The median firm has a market value that is 1.3 times its book

value. The median profitability, measured as ROA, is 1%. The median liquidity, measured as

the current ratio, is 2.0. This implies that the median firm has current assets that double its

current liabilities. The median firm has 53% of its assets financed with debt and an accrual

ratio of -6.8%. Furthermore, the median percentage change in the dividend yield is -1%,

the median beta is 1.02, the median RESVAR is 0.001, and the median Logsize is 13.22.

Out of the 145 dividend cut announcements in our event study sample, 57 have a positive

impact on stock prices on the day of the announcement and 88 have a negative impact. In

Table 4, we compare the summary statistics of the firms that have a positive reaction to

those of the firms that react negatively. In Panel A, we divide the sample using the abnormal

returns on day 0 and in Panel B we divide the sample using cumulative abnormal returns for

the 3-day window surrounding the announcement. Panel A shows that the mean (median)

reaction of the firms that internalized the dividend cut announcement as positive news was

3.6% (2.1%). Firms that reacted negatively, on the other hand, experience mean (median)

abnormal returns of -4.4% (-2.7%). The difference in mean (and median) is statistically

significant at the 1% level. Surprisingly, none of the firm characteristics are significantly

different between the two groups. This implies that firms that reacted positively to the

dividend cut announcement are not significantly different from those that had a negative

reaction. In Panel B, we obtain similar results using CAR (-1, ?1). The mean (median)

CAR for the 56 firms that have a positive reaction is 5.5% (3.6%). The mean (median) CAR

for the 89 firms that have a negative reaction is -9.6% (-6.9%). The difference in mean

(and median) is statistically significant at the 1% level. Similarly to what we observed in

Panel A, none of the firm characteristics are statistically different between the two groups.

Table 2 Event study results

Window N Mean
CAR
(%)

Median
CAR (%)

STD
CAR

t test p value Number of
positive CARs

Percentage of
positive CARs (%)

[0] 145 -1.26 -0.88 0.06 -2.47 0.01 57 39.3

[-1,0] 145 -1.91 -1.32 0.08 -2.87 0.00 54 37.2

[0,1] 145 -3.13 -1.46 0.09 -4.26 0.00 56 38.6

[-1,1] 145 -3.78 -1.98 0.11 -4.18 0.00 56 38.6

[-9,9] 145 -4.44 -4.28 0.21 -2.53 0.01 59 40.7

[-21,21] 145 -7.34 -6.00 0.32 -2.79 0.01 60 41.4

This table reports the results from the event study of the dividend cuts announced during the financial crisis
period. The abnormal returns are calculated in the Fama and French three factor model including the Carhart
momentum factor. The coefficients on regression factors are estimated using Eq. (1) and cumulative
abnormal returns are calculated using Eq. (2)

8 X. Che et al.
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6 Multivariate results

In this section we present the results of Eq. (1) which models cumulative abnormal returns

of dividend cutters as a function of growth opportunities and several control variables. In

Table 5, we present the estimation results using the 3-day window CAR as the dependent

variable. We find strong support for the growth opportunities hypothesis. The coefficient

on the market-to-book ratio, our proxy for growth opportunities, is positive and significant

in all specifications. This result is consistent with our hypothesis that firms with high

growth opportunities should react more positively (or less negatively) to the announcement

of a dividend cut as they can use the extra cash to invest in those growth opportunities.4

Table 3 Summary statistics

Variable N Mean Median Minimum Maximum Std Dev 25th Pctl 75th Pctl

AR (0) 145 -0.013 -0.009 -0.277 0.219 0.061 -0.037 0.011

CAR (-1, ?1) 145 -0.038 -0.020 -0.433 0.336 0.109 -0.085 0.022

MTB 145 8.521 1.318 0.226 414.675 49.020 0.695 2.556

ROA 145 0.092 0.009 -0.561 4.427 0.625 -0.029 0.063

Current ratio 125 5.526 2.031 0.428 396.625 35.301 1.443 2.836

Debt ratio 137 0.508 0.529 0.000 0.990 0.222 0.360 0.645

OCF ratio 139 0.104 0.085 -0.130 1.832 0.168 0.046 0.124

Accruals ratio 140 -0.076 -0.068 -0.468 0.304 0.095 -0.101 -0.027

PRCTYLD 144 -0.010 -0.007 -0.081 0.000 0.011 -0.013 -0.004

Beta 145 1.049 1.020 0.006 2.677 0.497 0.731 1.324

RESVAR 145 0.001 0.001 0.000 0.008 0.001 0.000 0.001

Logsize 144 13.352 13.223 9.324 18.791 1.972 11.956 14.739

This table presents the summary statistics of the 145 firms that announced dividend cuts during the financial
crisis. AR (0) and CAR (-1, ?1) represent the cumulative abnormal return based on Fama–French three
factor model including the Carhart momentum factor in the event window [0] and [-1, ?1], respectively.
The growth opportunities are measured by the market to book ratio (MTB). ROA is the return on assets.
Current ratio is calculated as the ratio of current assets to current liabilities. debt ratio is calculated as the
ratio of total debt to total assets. OCF Ratio is the operating cash flows, scaled by total assets at year t-1.
Accruals ratio is calculated as the difference between EBEI (Income Before Extraordinary Items) and OCF,
scaled by total assets at year t-1. PRCTYLD is the positive or negative percentage change in dividend yield
and it measures the relative information content of the announcement. Beta is the market beta for the pre-
event estimation period. RESVAR is the residual variance for the pre-event estimation period and it
measures the variability of earnings patterns. Logsize is the natural logarithm of firm size, where firm size is
measured as the total number of shares outstanding (in thousands) times the average price per share over the
period t-10 to t-6 relative to the announcement day (t = 0). MTB and ROA have been winsorized at the 1st
percentile and the 99th percentile

4 A potential alternative interpretation for our finding is that during the crisis most firms experienced stock
price declines and firms with relatively higher market-to-book ratios saw their stock prices drop to a lesser
extent than other firms. In this context, the market-to-book ratio reflects overall financial condition rather
than growth opportunities. We test this conjecture by including as control variables, and as interactions with
MTB, the following variables: ROA, current ratio, logsize, mean bid-ask spread, and an indicator for
investment grade bond rating. We also include 2-digit SIC code fixed effects. We do not find evidence in
support of this alternative explanation as the positive relation between MTB and CARs still holds after
controlling for these additional variables. We thank an anonymous referee for suggesting that we examine
this alternative explanation.
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In addition, we find that our profitability measure (ROA) is negatively and significantly

related to the CAR in model (1) and model (2). This finding is also consistent with our

hypothesis. Dividend cuts are more unexpected for firms with high profitability and

therefore should have a stronger negative impact on stock returns.

Also consistent with our expectations, the current ratio) is positive and significant at the

10% level when controlling for the Below and Johnson (1996) variables [models (2)]. This

result indicates that highly liquid firms announcing dividend cuts are considered good

cutters. Our results show that none of the other firm characteristics we included in Eq. (1)

and the Below and Johnson (1996) control variables are statistically significant.

In Table 6 we run the same model specifications using the abnormal returns on the day

of the announcement [AR(0)] as the dependent variable. The results are very similar to

Table 5 Multivariate regressions of CAR (-1, ? 1) on growth opportunities

Dependent variable is CAR (-1, ?1) (1) (2) (3)

Growth opportunities

MTB 0.455*** 0.461** 0.517**

Firm characteristics

ROA -0.753* -0.982** -0.192

(0.084) (0.047) (0.908)

Current ratio 0.127 0.184* 0.512

(0.169) (0.066) (0.143)

Debt ratio -0.035 -0.070 -0.106

(0.726) (0.574) (0.416)

OCF ratio -0.502

(0.408)

Accruals ratio -0.117

(0.698)

Below and Johnson (1996)

PRCTYLD 0.070 0.088

(0.525) (0.448)

Beta 0.019 0.048

(0.896) (0.726)

RESVAR 0.076 0.081

(0.605) (0.583)

Logsize 0.125 0.133

(0.349) (0.312)

Constant -0.046 -0.053 0.065

(0.645) (0.617) (0.776)

R2 0.030 0.055 0.082

N 118 117 116

This table presents the multivariate regresssions of the cumulative abnormal returns for the 3-day window
(i.e., CAR(-1, ?1)) on growth opportunities. The control variables include other firm characteristics and the
variables suggested by Below and Johnson (1996). The p values reported in parentheses are corrected for
clustering at the firm level

*, **, and *** denote significance at 10, 5, and 1% levels respectively
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those obtained in Table 5 and support our main hypothesis—the higher the growth

opportunities, the more positive (or less negative) the investors’ reaction to dividend cuts.

The coefficients on the profitability and liquidity (current) ratios are significant in the most

complete specification.

If our hypothesis (that firms with high growth opportunities are better off cutting div-

idends during difficult financial times) is valid, then we should expect the cut to be

temporary. Firms need financial flexibility when there are external financing constraints to

be able to invest in their growth opportunities. Once these growth opportunities materi-

alize, firms should be able to re-establish their dividends at their normal levels. Based on

this premise, our next step is to test whether dividend cutters with high growth opportu-

nities are more likely to resume dividend payments in the 5 years following the

announcement of the dividend cut. We use a logistic regression where the dependent

variable takes the value of 1 if the firm resumes the dividend within 5 years and the value

of zero, otherwise. Table 7 shows strong evidence supporting our hypothesis—the higher

the growth opportunities, the more likely the firm is to resume dividends within 5 years.

We also find that in the first model, firms with higher leverage are less likely to resume

Table 6 Multivariate regres-
sions of AR (0) on growth
opportunities

This table presents the
multivariate regresssions of the
abnormal returns on the
announcement day (i.e., AR(0))
on growth opportunities. The
control variables include other
firm characteristics and the
variables suggested by Below
and Johnson (1996). The p values
reported in parentheses are
corrected for clustering at the
firm level. *, **, and *** denote
significance at 10, 5, and 1%
levels respectively

Dependent variable is AR(0) (1) (2) (3)

Growth opportunities:

MTB 0.449*** 0.447*** 0.423**

Firm characteristics:

ROA -0.839 -0.922 -2.577*

(0.142) (0.136) (0.081)

Current ratio 0.196 0.218 -0.014

(0.103) (0.100) (0.944)

Debt ratio -0.158* -0.169 -0.179*

(0.054) (0.100) (0.090)

OCF ratio 0.507

(0.224)

Accruals ratio 0.365

(0.118)

Below and Johnson (1996)

PRCTYLD 0.037 0.023

(0.718) (0.824)

Beta 0.022 0.024

(0.842) (0.831)

RESVAR 0.048 0.045

(0.704) (0.718)

Logsize 0.026 0.014

(0.839) (0.914)

Constant -0.058 -0.057 -0.289

(0.505) (0.542) (0.147)

R2 0.045 0.056 0.072

N 118 117 116

The effect of growth opportunities on the market reaction… 13
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dividends. However, this result is no longer significant once other control variables are

included in the regression.

Bulan et al. (2007) find that a significant number of dividend omissions are considered

good news and that dividends are resumed within 5 years of the announcement date.

However, the market is not able to distinguish between good and bad omissions at the time

of the announcement. Our evidence indicates that firms with high growth opportunities are

more likely to resume dividends in 5 years which indicates that dividend cutters with high

growth opportunities are good cutters. In Table 8, we test whether the market is able to

differentiate between good versus bad cutters at the time of the announcement. We divide

the sample into two groups, resumers and non-resumers and test whether the difference in

the 3-day CAR and AR (0) is statistically significant. We also test for the difference in

long-term stock returns between these two groups, using 1-year, 2-year, and 3-year holding

period returns (HPR) and holding period abnormal returns (HPAR). The results indicate

that resumers (good cutters) experience significant higher HPR and HPAR than non-

resumers (bad cutters) in the 3 years following the dividend cut. However, at the time of

the announcement, the investors’ reaction to good cutters is not statistically different from

Table 7 Likelihood of resuming
dividends

This table presents the logistic
regressions for the likelihood of
resuming dividends within 5
years. The dependent variable is
a dummy variable equal to one if
the firm resumes the dividend
payment within 5 years and zero
otherwise. The control variables
include other firm characteristics
and the variables suggested by
Below and Johnson (1996)

The p values reported in
parentheses are corrected for
clustering at the firm level. *, **,
and *** denote significance at
10, 5, and 1% levels respectively

(1) (2) (3)

Growth opportunities

MTB 2.215*** 1.522* 1.340*

Firm characteristics

ROA -0.006 -0.151 -5.634*

(0.996) (0.898) (0.051)

Current ratio 0.215 0.225 -0.982

(0.406) (0.414) (0.151)

Debt ratio -0.500** -0.291 -0.286

(0.036) (0.320) (0.375)

OCF ratio 2.228**

(0.037)

Accruals ratio 1.053*

(0.081)

Below and Johnson (1996)

PRCTYLD 0.942 0.823

(0.147) (0.193)

Beta -0.230 -0.272

(0.283) (0.289)

RESVAR -0.065 -0.091

(0.779) (0.692)

Logsize -0.022 -0.053

(0.937) (0.858)

Constant -0.255 -0.504 -1.296

(0.268) (0.129) (0.010)

R2 0.052 0.109 0.137

N 118 117 116
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the reaction to bad cutters. This finding is consistent with the evidence presented in Bulan

et al. (2007).

In summary, investors are not able to discriminate, ex-ante, between firms that will be

able to resume their dividends and those who will not. However, we find evidence sup-

porting the notion that high growth opportunities are a significant predictor of a good

dividend cutter.

7 Conclusion

Using a sample of 145 dividend cuts announced during the recession starting November

2007–December 2009, we find a significant and negative average abnormal return around

the announcement day. However, approximately 40% of our sample experienced positive

abnormal returns on the announcement day. Consistent with our hypothesis, we find that

firms with high growth opportunities experience higher abnormal returns. Moreover, firms

with high growth opportunities are more likely to resume dividends within 5 years of the

dividend cut and firms that resume their dividends have significantly higher long-term

returns than non-resumers. These results support the hypothesis that firms with high growth

opportunities can benefit from a dividend cut during a financial crisis.

The evidence presented in our study has several practical implications. First, given that

during periods of financial turmoil firms with high growth opportunities react more pos-

itively to the announcement of a dividend cut, it is worth holding on to them as opposed to

eliminating them from your portfolio. Second, during a financial crisis a significant number

of firms cut their dividends. If an investor is looking to have dividend-paying stocks in her

portfolio, firms with high growth opportunities are a good choice as they are more likely to

resume those dividends within 5 years. In addition, firms that resume their dividends have

Table 8 Abnormal returns and holding period returns for resumers and non-resumers

Resumers (N = 53) Non-resumers
(N = 92)

Mean
(%)

Median
(%)

Mean
(%)

Median
(%)

Diff. in mean
(%)

Diff. in medians
(%)

CAR(-1, ? 1) -5.54 -3.67 -2.79 -1.30 -2.75 -2.37

AR(0) -1.50 -1.33 -1.13 -0.67 -0.37 -0.66

1-year HPR 57.53 33.09 27.08 11.81 30.46* 21.28*

2-year HPR 121.24 72.33 64.77 34.05 56.47** 38.28**

3-year HPR 146.12 102.48 60.62 31.79 85.50*** 70.69***

1-year HPAR 43.24 17.60 15.96 -2.62 27.28** 20.22***

2-year HPAR 83.29 35.69 29.44 6.56 53.85*** 29.13**

3-year HPAR 99.53 61.42 17.33 -4.48 82.21*** 65.90***

This table compares both abnormal returns and holding period returns between dividend resumers and non-
resumers. The abnormal returns are measured in the 3-day window (i.e., CAR(-1, ?1)) and on the
announcement day (i.e., AR(0)). The long-term stock returns are measured by 1-year, 2-year, and 3-year
holding period returns (HPR) and holding period abnormal returns (HPAR). The significance of differences
in means is tested by a t test with its t statistic and p value reported. The significance of differences in
medians is tested by a Wilcoxon rank-sum test with its p value reported

*, **, and *** denote significance at 10, 5, and 1% levels respectively
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significantly higher stock returns in the years following the dividend cut. Thus, once again,

it is worth holding on to this kind of stock after a dividend cut, not only because the

investor is more likely to receive dividend payments again in a few years but also sig-

nificant capital gains. Finally, given that the market does not seem to clearly distinguish

good cutters from bad cutters at the time of the announcement, it may be a good oppor-

tunity to buy more of these high-growth opportunities stocks and take advantage of the

market’s overreaction. Of course, this analysis would have to be combined with thorough

research of the firm’s fundamentals, but screening for firms with high growth opportunities

is a good starting point.
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