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ABSTRACT

This paper is to investigate the determinants of the Dividend Payout
Ratio (DPR) of Indonesian firms. Five factors (maturity, cash
availability, leverage, profitability, firm size) are analyzed as the DPR
determinants. Additionally, this thesis also examines the ability of
DPR to serve as a signal subsequent year’s earnings growth. Multiple
regression models is used in this paper to analyze research sample
that consists of 180 firms that are listed in Indonesia Stock Exchange
(IDX) and paid dividends during 2003-2008. The results shows that
cash availability and maturity are significant determinants of DPR.
Further analysis shows that the DPR signals subsequent earnings
growth, the result concludes that mature firms has high dividend
payment ratio, which supports firm lifecycle theory. High DPR results
in high subsequent earnings growth, which supports Black’s (1976)
claim that DPR carries information on future growth.

Keywords: Indonesian stock exchange, dividend payout ratio, returns
on assets, debt to equity ratio, firm size, maturity,
subsequent earnings growth.

BACKGROUND

The financial market, especially stock market, has long become the
crucial part of the industry where firms can raise fund for their further
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investments. However, without investors involved in the market, there
will be no fund. In order to attract investors, firms have to create real
value so that it can give return to the investor and become attractive
investment. This is the essential of corporate finance: maximizing the
corporate value that eventually will give return to the investors. One
way to realize return to the investors as shareholders is by giving out
dividend.

Dividend may come as cash dividend or stock dividend. As cash
dividends are much more prevalent, in this thesis focus will be made
on cash dividend thus the word ‘dividend’ simply means °‘cash
dividend’. The problem with dividend is that, it’s taken from the profit
of the firm which would be otherwise reinvested. With this in mind,
it’s very crucial to balance between reinvestment and dividend
payment. The phrase ‘dividend policy’ deals with this issue. Dividend
policy is important to ensure that the proportion of dividend is optimal
in maximizing the company’s value.

Miller and Modigliani (1961) put an emphasis on the importance of
dividend policy to corporate officials who made dividend-related
decisions, to investors who construct their portfolio, and economists
who seek to understand and appraise the capital market function. For
corporate officials, dividend policy will affect the ability of the
company to get into more investments. The more the earnings are
retained, the more possibility for the company to engage into
investments without requiring more fund from financial institutions
which is cost and interest-bearing. As Black (1975) stated, the cost of
underwriting new debt and equity may be as large as several percent
of the debt/equity, while the company incurs no cost at retaining the
earnings. However, the decision on how much of the earnings to be
distributed as dividend is still a wide argument among researchers.
For investors in constructing their portfolio, it’s crucial to know
whether a dividend-paying company stock has higher expected future
growth (Arnott and Asness, 2003). Higher future growth means a
better performance company which translates to higher value. Another
interview study by Baker, Farelly, and Edelman (1985) also signifies
the importance of dividend policy for investors. The study found out
that majority of the managers believes that investors care about
whether their return comes from dividend or capital gain.
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In the sense of stock market securities investments, some proponent of
dividend payment argued that dividend should be paid as a true return
of investment made by investors, regardless of double-taxation and
capital gain on stocks. However, some against dividend payment
viewing that management’s motive to pay dividend is a sign of lack of
ideas worth investment. These arguments boil down to one question:
does dividend payment relevant to the corporate value? According to
Brealey and Myers (2002), researches still have to be done
theoretically and empirically to reach a consensus to answer the
question, or as Black (1975) coined “dividend puzzle”.

Several theories surrounding the dividend payment has been
proposed. Miller and Modigliani (1961) proposed the famous
dividend irrelevance theory. This theory states that dividend is
irrelevant as investors who prefer dividend payment can convert
portion of their holding to cash to mimic cash received from dividend
payment. This theory assumed markets to be perfect: zero transaction
cost and tax, rational investor behavior, and no information
asymmetry between investor and management. The implication of this
theory is that, because of irrelevance of dividend payment, firms may
begin to stop giving out dividend as it can be home-made by
investors.

Another theory also proposed by Wurgler and Baker (2004) called
Catering Theory of Dividends states that dividend policies are based
on the investor’s demand. When investors are valuing dividend-
paying firms higher than non-dividend-paying firms, the managers
will initiate dividend payment, and vice versa. Further studies by
Wurgler and Baker (2004) also found an interesting fact that the
propensity to pay dividend decrease when there’s growth stock
booming (in times of new technology ages, for example). The
propensity to pay dividends also increases after the bust of those
stocks, thus confirming their theory. This theory does not contradict
the irrelevance theory. According to Wurgler et al, when the rational
market assumption of the irrelevance theory are taken out, dividend
policy is relevant to counteract the security mispricing.

In his paper titled “A Life Cycle Theory of the Firm”, Mueller (1972)

argued that reinvestments are large in the early days of the firm
(growth stage). He asserted that newly-born enterprises tend to have
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more ideas for investments thus requiring the firm to retain most of its
earnings. As the firm matures, innovation potential declines and
increasing portion of profits goes into dividend payment. This
argument set forth another research by DeAngelo, DeAngelo, and
Stulz (2006) to test the validity of such claim. DeAngelo et al. (2006)
uses several variables as a function of the propensity to pay dividend.
Among the variables used including: Earned Equity to Total Common
Equity (RE/TE) ratio as the measure of maturity, Return on Asset
(ROA) as the measure of profitability, Cash to Total Asset as Cash
Position, NYSE Equity Percentile as the measure of size. Their
findings are consistent with the life cycle theory: all evidence supports
the life cycle theory of dividend assuming the life cycle is reflected on
the mix of its equity capital.

From the grounding of previous researches in the dividend policy
field, we’d like to find out how dividend payment ratio (as a part of
dividend policy) may be affected by several variables. We’d like also
to find out whether dividend payout ratio may affect the subsequent
earning growth of the firm as an extension to the research Arnott and
Asness (2003) have done before using U.S. Markets data.

Practically, from the stock market investor point of view, dividend has
several advantages and disadvantages. A typical investor or fund
manager would construct a portfolio that really reflects their
investment needs. Question arises in portfolio management: could
dividend payout ratio explain the subsequent earnings growth of a
firm? And what are the acceptable determinants of dividend payout
ratio?

In this study, we would like to explore data from Indonesian public
listed companies to find out more to answer the questions. Our
expectation is to be able to find several answers that will also
contribute a puzzle piece for the quest of completing the “dividend
puzzle”.

Problem Definition
Issues that will be addressed in this research are:
1. How Firm Size, Cash balance, Leverage, Profitability, and
Firm Maturity can determine the dividend payout ratio of a
firm.
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2. How dividend payout ratio of year t of a firm can determine
the subsequent year’s (t+1) earnings growth of the firm.

THEORETICAL BACKGROUND

Miller and Modigliani (1961) came up with their dividend irrelevance
theories. This theory said that dividend policy is irrelevant under
perfect market. Perfect market as defined by Keown, Martin, Petty
and Scott (1999): (1) no transaction cost, investors can purchase or
sell stocks without any fees and companies can issue debt/equity
without any cost; (2) no information asymmetry between the outsider
and insider of the firm; (3) no financial distress and bankruptcy cost;
(4) no taxes; and (5) no conflict of interest between shareholder and
managers/agency cost. Thus the value of a firm is independent from
any dividend policy made by the management. However, the
limitation to this theory is that, market imperfection exists. Currently
most countries have taxes regarding dividend and capital gain,
transaction cost also exists, and information asymmetry does exist
between insider and outsider of the firm.

In their study with data from NYSE, AMEX, and NASDAQ firms,
Fama and French (2001) conclude that firm size and profitability
positively influences dividend payments while market to book ratio
negatively influences dividend payment. In another study, DeAngelo,
DeAngelo, and Stulz (2006) found that ratio of Retained Earning to
Shareholder’s Equity (RE/TE) positively influence the propensity to
pay dividend. The RE/TE variable is used to measure a firm’s
maturity, which higher Retained Earnings in the equity is an indicator
of higher firm maturity.

Wurgler and Baker (2004) proposed another theory which uses market
characteristic to describe dividend payment. The theory is called
Catering Theory of Dividends, stating that dividend policies are based
on the investor’s demand. When investors are valuing dividend-
paying firms higher than non-dividend-paying, the managers will
initiate dividend payment, and vice versa. Further studies by Wurgler
and Baker (2004) also found an interesting fact that the propensity to
pay dividend decrease when there’s growth stock booming (in times
of new technology ages, for example). The propensity to pay
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dividends also increases after the bust of those stocks (when the
market values mature firms more than growth), thus confirming their
theory. This research did provide answer to several questions laid out
by Black (1976) regarding how the companies can be certain on what
the shareholders want.

In 1972, Mueller proposed firm life cycle theory. According to
Mueller, a firm was created to exploit the 'Schumpeterian innovation'
involving new products, process, marketing or organizational
techniques. If the innovation proves to be viable, the firm will expand.
The idea would get proven and uncertainty around it would start to
diminish. During this growth period, shareholders would want all
capitals and also probably all the profits are reinvested to take
advantage of the new idea. It may also need to raise more capital from
outside to capitalize the idea to wider market. Competition will start
and flourish; as it does, the company will begin to improve and new
innovation to the product adopted. The market will eventually saturate
and profit opportunity begins to decline. In this period the
shareholders would not advantage from reinvestment because profit
opportunities declines. A stockholder maximizing manager would pay
more dividends rather than reinvest it. The life cycle theory suggests
that the more mature the firm, the more it pays dividend. As the
theory suggests, higher proportion of the retained earnings will
indicate a more mature firm. The firm started to accumulate retained
earnings from the early and growth stage. At the maturity stage, the
firm may have a large portion of retained earnings in the equity.

RESEARCH METHODOLOGY

This research uses regression analysis to infer from the annual
dividend payment data. The data are picked randomly from year 2003
to 2008, with 30 samples taken each year. The dividend payment data
for each year is recorded in Indonesian Stock Exchange Book of
Statistics. In summary, the model looked like in Figure 1. This
research will investigate the relationship between ROA, CASH, SIZE,
DER and RETE to DPR, and between DPR to SEG.
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ROA
Meas. of Profitability
(Lintner, 1956)

CASH

Meas. of Liquidity

(DeAngelo et al., 2006) <::;:j>§

SIZE DPR SEG

Meas. of Firm Size ‘:‘,> Dividend Payout Ratio ‘:> Subsequent Earnings Growth
(Smith & Watts, 1992) (Arnott & Asness, 2003) (Arnott & Asness, 2003)

DER <:f:;z%;;]

Meas. of Leverage
(Smith & Watts, 1992)

RE/TE

Meas. of Maturity
(DeAngelo et al., 2006)

Figure 1. Model of Analysis

Variables involved in this research are:ROA, is the Return on Assets
of a company. The values are in percentage, with the equiation given:
Net Income

MRod=—
Total Assets

* 100%

1. CASH, is the ratio of Cash and Equivalents of a company to its
Total Asset. The values are in ratio. The equation given:
Cash and Equivalents

CASH =
) ) ~ Total Assets
2. SIZE is the measure of firm size, with equation:
SIZE = Ln(Total Assets)
3. DER is the Debt to Equity Ratio of the firm. Values in ratio, the
equation given:

Total Debt

Shareholder's Equity
4. RE/TE or RETE is the Retained Earnings to Total Shareholder’s

Equity ratio, as a measure of Maturity. The equation given:
Retained Earnings

DER =

RETE =
Shareholder's Equity

5. DPR is the Dividend Payout Ratio of a firm, values in ratio. The
equation given:
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Dividend per Share
DPR =

Earnings per Share
6. SEG is the Subsequent Earnings Growth of the firm, values in

ratio. The equation given:

Earning, .,
SEG, = —————1
el Earning,

This research consists of two models. Model 1 is presented below:
DPR, = a + b,CASH, + b,RETE, + b;SIZE, + b,DER, + b,ROA, + €

Model 2 tests whether DPR has influence on subsequent earnings
growth.

SEG,,, = a+b,DPR, + e

There will be 180 samples taken from Book of Statistics that will be
used in this study. Hypotheses presented below:

Hia:  Firm Size, Cash Balance, Leverage, Profitability, and
Firm Maturity are significant determinant of DPR.

Hip:  Firm Size, Cash Balance, Leverage, Profitability, and
Firm Maturity are not the determinant of DPR.

H,:  Firm Size, Cash Balance, Leverage, Profitability,
and/or Firm Maturity is/are significant partial
determinant of DPR.

Hsa:  DPRis a significant determinant of Subsequent earning
growth

Hsp:  DPR is not a significant determinant of Subsequent
earning growth.

Model 1 will test Hia, Hip, and Ho, while Model 2 will test Hi, and
H3b.
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RESULT AND DISCUSSION

Table 1 shows the coefficients of Model 1. Only CASH and RETE
has significance on determining DPR at 5% level. As described in
Table V.2, R-square of this model is 0.049. This means the Model 1
has only 4.9%, which in turn means that all the variables account for
4.9% of DPR’s variability, while 95.1% can be described by other
factors not included in this model. As a consequence of using sample
instead of population data in the regression, it’s wiser to regard
adjusted R-square instead of R-square. Thus, this model has only
described 2.1% variability of DPR, while the other 97.9% are not

Table 1. Regression Coefficient of Model 1

Coefficients
Unstandardized Standardized
Coefficients Coeflicients Collinearity Statistics
Model B Std. Errar Beta 1 Sig. Tolerance WIF
1 {Constanty A3z 292 453 651
CASH T63 365 165 2.092 038 878 1.143
RETE A4 067 A7 2.099 037 T73 1.294
SIZE 005 022 .0z0 243 .809 J72 1.295
DER 046 043 01 1.052 294 .90 1.695
ROA -.001 .004 -018 -218 828 839 1.192

a. Dependent Yariahle: DPR

Table 2. Model Summary of Model 1

Maodel Summary

Adjusted Std. Error of
Model R R Square R Square the Estimate

1 2214 044 021 43788
a. Predictors: (Constant), ROA, SIZE, RETE, CASH, DER

Table 3. ANOVA of Model 1

ANOVAE
Sum of
tadel Sguares df Mean Square F Sig.
1 Regrassion 1.819 a 364 1.804 0563
Residual 33250 174 A9
Total 35,069 179

a. Predictors: (Constant), ROA, SI7E, CASH, RETE, DER
b. Dependent Yariable: DPR
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described by this model. Analysis of Model 1 variance suggests a low
F-ratio which is not significance at 5% level. As a consequence, this
model may not be used to predict DPR.

These results suggest that we will reject hypothesis H1a and H1b and
accept H2. Only CASH and RETE are statistically significant variable
to DPR.

In relation with previous studies, this analysis provides several
insights. Firstly, it contradicts the results by Parua and Gupta (2009)
where Indian companies tend to pay less dividend when the company
accumulated cash. In this study, Indonesian firms are found to be
giving out dividend at higher DPR ratio when the cash balance is
high. This finding is also consistent with the finding by Hakim (2007)
and Prihantoro (2003): both authors have found out that Indonesian
firms tend to pay dividend higher when the cash balance is high.

In addition to the research by DeAngelo et al. (2006), RETE is found
to be also has influence on DPR (significant at 5% level). Linear
regression also proved that firms with higher maturity tend to pay
higher dividend payout ratio. This is consistent with the Firm Life
Cycle Theory by Mueller (1972) where high RETE suggests high
DPR: the more mature a firm, the higher its dividend payout ratio.

Other variables are not found to be a significant determinant of DPR
as suggested by the p-values. Profitability has no significance in
determining DPR in this study while the study on Pakistani firms by
Ahmed and Javid (2009) had found out that high profitability has high
DPR. The research also used ROA as the measure of profitability.
Leverage and Size has statistical significance in research by Smith
and Watts (1992) yet has not effect in Indonesian firms as shown from
this research.
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Regression coefficient of Model 2 is presented in Table 4. The result
shows that DPR has positive relationship with SEG. An increase of 1
in DPR in the equation would increase SEG by 11.905. R-square of
this model is 0.216, indicating that this model can account for 21.6%
variability of Subsequent Earnings Growth. The F ratio of this model
is 49.155 with p-value of below 0.001 far below the level of 5%, p-
value for DPR as independent variable of SEG also below 5%,
indicating that there’s a good chance to reject the null hypothesis of
Hip thus accepting the hypothesis Hs,: DPR is a significant
determinant of SEG.

Previous research done by Arnott and Asness (2003) also found out
that high DPR translates to high Subsequent Earning Growth. Further
research by Gwylim et al. (2006) on 10 major markets (namely
France, Germany, Greece, Italy, Japan, Netherlands, Portugal, Spain,

Table 4. Regression Coefficient of Model 2

Coefficients=

Unstandardized Standardized
Coeflicients Coeflicients Collinearity Statistics
Model B Std. Error Beta 1 Sig. Tolerance WIF
1 {Constant) -3.897 1.021 -3.818 .0on
DPR 11.905 1.698 ABS 7.011 .0oo 1.000 1.000

a. Dependent Variable: SEG

Table 5. Model Summary of Model 2

Maodel Summary

Adjusted Std. Error of
Model R R Square R Square the Estimate
1 AE53 216 212 10.058520

a. Predictors: (Constant), DPR

Table 6. ANOVA of Model 2

ANOVAR
Surm of
Model Sguares df lean Sgquare F Sig.
1 Regression 1969.954 1 4963954 48,144 .oao4
Residual 17997.040 178 101107
Total 22966.994 179

a. Predictors: (Constanty, OPR
h. Dependent Variahle: SEG
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Switzerland, and UK) also found out the same: high DPR translates to
high SEG. Gwylim et al. (2006) also concludes that large
reinvestment of retained earnings will lead to faster real dividend
growth.

CONCLUSION

Dividend payout ratio has shown to affect the subsequent earnings
growth positively. Investment managers may choose to compose their
portfolio using high dividend payout ratio firms because the higher
payout ratio, the higher expected earnings growth. Firms with high
DPR have high expected earnings growth. The result of this research
also confirms the previous research by Arnott and Asness (2003)
regarding subsequent earnings growth.

Of five variables tested, only two variables (CASH and RETE) that
has statistical significance in determining dividend payout ratio in
Indonesian firms. Higher Retained Earnings to Shareholder’s Equity
ratio indicates a high DPR. If the claim by DeAngelo et al regarding
high RETE translate to mature firm holds true, it also confirms the
lifecycle theory proposed by Mueller: firms in growth state holds back
more earnings while mature firms pays more dividend. We also
confirmed that Cash Balance affect the DPR positively. Higher Cash
Balance translates to higher DPR, thus confirming Parua & Gupta’s
(2009) claim. This provides some insights to the dividend policy in
Indonesia: dividend payers tend to have large portion of cash in their
asset composition.

This research suggests that investment managers should regard
dividend payout ratio as signaling of earning growth. By comparing to
the earnings growth of non-payer firms, investors would have an
insight on whether dividend payer or non-payer has the most earnings
growth.

As R-square of both model suggests, There’s a room for improvement
on how DPR and SEG are predicted. Other variables may be
introduced to explain the DPR and SEG.

By using longer-term data instead of only one year subsequent
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earnings growth to 5 or 10 years as Arnott and Asness suggested will
provide longer-term growth research on earnings growth. Currently
such data is not available to the public (dividend data is only recorded
in IDX Book of Statistics from 2002 to date).
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