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Abstract

Since Miller and Modigliani published
their classical paper in 1961, corporate divi-
dend policies have been subjected to intense
theoretical and empirical investigation for over
thirty years. This study investigates how the
managers of listed companies in China make
dividend policy. My research indicates that
dividend policy has unique characteristics in
China and is much different from that in the
developed countries. Special enterprise system
and market environment have much effect on
the dividend policy of the list companies in
China.

Signaling theory and agency theory are
two main theories to explain the nature of div-
idend policy, however these two theories can’t

explain the dividend policy in China because the
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fundamental conditions of the two theories are not exist. In the
developed countries such as the U. S. A and the UK, steady
dividend policy is used to control agency cost; on the contrary,
our dividend policy is just the result of serious unresolved agency
problems. Generally, there are three different agency problems in
literatures: bondholders vs. shareholders, large shareholders vs.
minority shareholders and shareholders vs. managers. In China,
However the first level agency problem almost has no effect on
dividend policy because banks that are main creditors still can 't
monitor the enterprise effectively. Other two agency problems are
especially serious in the listed companies of China.

Firstly, I analyze the relationship between large shareholders
and minority shareholders. Because two different parts have dif-
ferent right, investment cost, information and destination, the
large shareholders prefer cash dividend to stock dividend and they
have incentives to transfer cash from list companies to them by
distributing cash dividends. Investment cost of larger shareholders
is much lower than that of minority shareholders. The former is
based on the book value and the later is about 15 multipliers than
the book value. If the firm distributes the same cash dividend,
the return of investment of larger shareholder is much higher than
that of minority shareholders. Thus the large has strong incen-
tives to distribute cash dividend. What ’s more, almost all listed
companies in China are split of control groups and high quality as-
sets are transferred to listed companies in the process of corporate
reconstruction. The parent companies directly controlled low

quality assets that have low productivity, but they have load bur-
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den such as retirement allowance, pension expense, serious liabili-
ty and various expenses that need to be paid in cash. As a result,

the large shareholders of listed companies have great demand for
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cash. In China, the ways transferring cash from listed company
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to Parent Company include related transactions and cash dividend,
but recently, the related transactions are regulated more strictly
and cash dividend becomes more and more important to transfer
cash from listed companies.

Secondly, I analyze the relationship between the shareholders
and managers. Because the state ~ owned - enterprises have no re-

al owners to supervise the managers, the managers actually con-
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trol the companies to great extent in many corporations and they
act for the interest of themselves other than making the value of 9
shareholders maximization. They want to control more resources
but without sufficient incentives and pressure to manage efficient-
ly. So they expand the enterprise by distributing stock dividend
with a result of wasting. I also analyze the speculation market sit-
uation in which shareholders can’t judge the difference between
different dividends and can’t invest rationally, as a result the
managers can use different dividend portfolio to get their destina-
tions.

Additionally, I explain why dividend can’t be used to signal
the future earnings in China and the analysis is based on three
points: (1) In China, stock dividend is one of the most important
ways to distribute profit, but it’s easily been modeled because no
cash is required. The accounting system of China don’t distin-

guish stock dividend from stock split, as the result, all stock divi-
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dend, no matter large or small, are recorded by using book value.
(2) Investors can’t form rational expeclation on the future devel-
opment of the company basing dividend policy because dividend of
listed companies is instability and changes randomly. Thus it’s
impossible for managers to signal future insider information by
changing dividend. (3) Managers are not responsible for the bad
performance stemming from bad dividend policy. Thus leads the
manager to make dividend decision according to their preference,
but not the value maximization of company.

Based on the theory in the paper, several hypotheses are de-
veloped and research models are established. The sample period
spans 9 years (from 1993 to 2001) and during the period the reg-
ulation and market environments change greatly, so my analysis is
based on different years to control the time effects. The empirical
study has several important conclusions: (1) Stock dividend is the
substitution of cash dividend and capitalization of share premium
is the substitution of stock dividend. (2) Cash dividends are posi-
tively related to the net income in the period and stock dividends
are main determined by the accumulated retained earnings. The
companies have more capital reserve but less retained earnings
substitute the stock dividends by capitalization of share premium.
(3) Larger shareholders have the incentive to transfer cash from
the list companies and there are positive relationship between cash
dividend and the proportion of large shareholders. (4) The deci-
sion of stock dividend policy is contradict to the development in
the future; managers may invest them to the projects that have

negative present value. (5) Managers of small corporations prefer
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to stock dividend and there is a negative relationship between the

size and stock dividend. (6) Corporate governance has substantial

influence on the dividend policy. The ability of transferring cash
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from listed company is larger for absolute control shareholder than
for relative control shareholder. In a relatively controlled listed
company, if the second large investor holds more than five percent
share, the largest shareholder can be effectively restricted to
transfer cash from listed company by cash dividend. (7) The divi-
dend policy is relatively stable for those companies that distribute
cash dividend in continuous years. During the research period, if

the way to distribute dividend is changed, the dividend is not sta-
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ble. (8) Dividend can’t signal future earnings. The correlation
between the change of dividend and future earnings is not signifi- 5
cant. (9) The change of dividend is mainly based on the change
of current earnings, which including both operating income and
income from below the line items. (10) Tax policy has significant
influence on the decision of dividend. Before 1997, only cash divi-
dend is taxed by 20% and stock dividend is exemption from tax,
due to this reason, the market specially prefers stock dividend.
From 1998, however, the stock dividend also has tax burden and
the number of companies distributing stock dividends sharply de-

creased and almost disappear in 2001 .

KEY WORDS:
List companies, dividend policy, agency problem, signaling theory,

corporate governance, and earnings
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