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our novel signaling model
• dividend changes and repurchase  

announcements signal changes in cash-flow 
volatility (in opposite directions)

• implies safer firms (those with more stable 
profits) signal more frequently

Signaling theory——dividend policy does contain value-relevant information
• 直觉：changes in dividend policy convey information to the market
• 公司: managers support it in surveys
• 市场：The strong market reaction to announcements of dividend changes

traditional signaling model
• dividend changes signal changes in earnings or 

cash flows (in same directions)
• young and risky firms (with growth opportunities) 

should use dividends as signal more frequently

empirically  evidence
to insepct mechanism

theoretically evidence
• general case（symmetric info & 

precautionaty motives）
• asymmetric infomation (𝝈𝟐)
• agency cost theory

empirically  evidence
• return decomposition
• VAR

• managers signal future changes in (cash 
flow) volatility through dividends

• cash-flow news drive payout policy, and 
payout policy conveys information about 
future cash-flow volatility to market
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一、Method——Stock return decomposition
• To test our hypotheses on changes in cash flows and discount rates following dividend changes, we require

measures of the first and second moment of expected cash flows and discount rates. 
• This method, initially developed by Campbell (1991) from dividend discount model, to decompose returns 

into news originating from cash flows and discount rates. Vuolteenaho (2002) extends the VAR 
methodology to the individual firm level .

资产定价、经济变量可以对收益率进行预测：

• Dividend discount model ：股利贴现模型（股价=未来现金流贴现值之和）

• Campbell and shiller : 对数线性模型/收益分解模型（log股票收益率=log现金流-log贴现率）
𝐷𝑡

𝑃𝑡

• Vuolteenaho：选取 B/M ratio作为收益率代理变量，进行预测；并将该理论模型通过VAR应用于实证研究

• 现金流代理变量——公司基本面盈利能力：Dividend / ROA / ROE / ∆𝐷
• 贴现率代理变量——市场对公司的判断： (excess) stock return



一、Method——Stock return decomposition

Approximate model of the book-to-market model：

➢ principal assumption:
the B/M ratio is stationary. Barring the existence of such infinitely lived bubbles in asset prices, if price is 
high today, expected cash-flow fundamentals must be high and/or expected returns low.

➢ main assumption:
1. Book equity, B, dividend, D, and market equity, M, are assumed to be strictly positive to allow log 

transformations.
2. log book and market equity and log dividends and log book equity are cointegrated.
3. clean-surplus accounting. Earnings and book equity must satisfy the identity:

𝐵𝑡 − 𝐵𝑡−1 + 𝐷𝑡 = 𝑿𝒕

𝑀𝑡 −𝑀𝑡−1 + 𝐷𝑡 = 𝑋‘𝑡
return on book equity relates to the book value of equity the same way as stock returns relate to the 
market value of equity.



一、Method——Stock return decomposition
Approximate model of the book-to-market model : 收益分解

• 𝜃𝑡 is the log book-to-market ratio,𝜃𝑡 = 𝑙𝑜𝑔(
𝐵𝑡

𝑀𝑡
);

• roe is log return on equity, which we define as 𝑟𝑜𝑒𝑡 = log(1 + 
𝑋𝑡

𝐵𝑡−1
);

• 𝑟𝑡 denotes the excess log stock return,𝑟𝑡 = log(1 + 𝑅𝑡 + 𝐹𝑡) − 𝑓𝑡 ; 𝑟𝑡 + 𝑓𝑡 =𝑙𝑜𝑔(1 +
𝑋’𝑡

𝑀𝑡−1
);

• 𝑅𝑡 is the simple excess return; 𝐹𝑡 is the interest rate, 𝑓𝑡 is log of 1 plus the interest rate;
• k summarizes linearization constants, which are not essential for the analysis; 
• ρ is a discount factor. 

𝑙𝑜𝑔(
𝐵𝑡−1
𝑀𝑡−1

) = 𝜃𝑡−1 𝑙𝑜𝑔(
𝐵𝑡 + 𝐷𝑡
𝑀𝑡 + 𝐷𝑡

) = 𝜌𝜃𝑡

ro𝑒𝑡 − (𝑟𝑡 + 𝑓𝑡) = 𝑙𝑜𝑔(1 +
𝑋𝑡

𝐵𝑡−1
) − 𝑙𝑜𝑔(1 +

𝑋’𝑡

𝑀𝑡−1
) = 𝑙𝑜𝑔(

𝐵𝑡+𝐷𝑡

𝐵𝑡−1
) − 𝑙𝑜𝑔(

𝑀𝑡+𝐷𝑡

𝑀𝑡−1
) = 𝑙𝑜𝑔(

𝐵𝑡+𝐷𝑡

𝑀𝑡+𝐷𝑡
) − 𝑙𝑜𝑔(

𝐵𝑡−1

𝑀𝑡−1
) = 𝜌𝜃𝑡 − 𝜃𝑡−1

𝜃𝑡−1 = 𝝆𝜃𝑡 − 𝑟𝑜𝑒𝑡 + (𝑟𝑡 + 𝑓𝑡) = 𝝆𝜃𝑡 − (𝑟𝑜𝑒𝑡 − 𝑓𝑡) + 𝑟𝑡

express the B/M ratio as 
an infinite discounted sum 
of future profitability 
spread (𝑟𝑜𝑒𝑡 – 𝑓𝑡) and 
excess stock returns(𝑟𝑡).



一、Method——Stock return decomposition
Approximate model of the book-to-market model : 异常收益分解

𝑟𝑡 = (𝑟𝑜𝑒𝑡 − 𝑓𝑡) + 𝜃𝑡−1 − 𝜌𝜃𝑡

𝑟𝑡 − 𝛦𝑡−1𝑟𝑡 = (𝛦𝑡 − 𝛦𝑡−1)𝑟𝑡 = ∆𝛦𝑡 (𝑟𝑜𝑒𝑡 − 𝑓𝑡) + 𝜃𝑡−1 − 𝜌𝜃𝑡 = ∆𝛦𝑡 (𝑟𝑜𝑒𝑡 − 𝑓𝑡) − 𝜌𝜃𝑡
= ∆𝛦𝑡 (𝑟𝑜𝑒𝑡 − 𝑓𝑡) − 𝝆 𝑘𝑡 + σ𝑠=0

∞ 𝜌𝑠𝑟𝑡+𝑠+1 − σ𝑠=0
∞ 𝜌𝑠 𝑟𝑜𝑒𝑡+𝑠+1 − 𝑓𝑡+𝑠+1 =

=∆𝛦𝑡 (𝐫𝐨𝒆𝒕 − 𝒇𝒕) − σ𝒔=𝟏
∞ 𝜌𝑠𝑟𝑡+𝑠 − σ𝒔=𝟏

∞ 𝜌𝑠 𝑟𝑜𝑒𝑡+𝑠 − 𝑓𝑡+𝑠 =
=∆𝛦𝑡 σ𝒔=𝟎

∞ 𝜌𝑠 𝑟𝑜𝑒𝑡+𝑠 − 𝑓𝑡+𝑠 − σ𝑠=1
∞ 𝜌𝑠𝑟𝑡+𝑠 = 𝜂𝑐𝑓,𝑡 − 𝜂𝑟,𝑡

• returns can be high if we have news about higher current and future cash flows or lower future excess returns.
• We then introduce notation and write unexpected returns as the difference in cash-flow news, 𝜂𝑐𝑓,𝑡 and

discount-rate news, 𝜂𝑟,𝑡



一、Method——Vector autoregression

𝑧𝑖,𝑡 = 𝜞 𝑧𝑖,𝑡−1 + 𝜇𝑖,𝑡

• 𝑧𝑖,𝑡 be a vector of firm specific state variables describing a firm i at time t.

• first element of 𝒛𝒊,𝒕 be the firm’s stock return 𝒓𝒊,𝒕 , market - adjusted log return(log return - cross-sectional 
average log return).

• Σ denotes the variance-covariance matrix of 𝜇𝑖,𝑡, and assume it’s independent of the information set at time t − 1.
• vector ℮1’= 1 0 . . . 0 = 1 0 0
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𝑟𝑖,𝑡 − 𝛦𝑡−1𝑟𝑖,𝑡 = ℮1’ 𝜇𝑖,𝑡 = 𝜀𝑡,𝑟 = 𝜂𝑐𝑓,𝑡 − 𝜂𝑟,𝑡

𝜂𝑟,𝑡= ∆𝛦𝑡 σ𝑠=1
∞ 𝜌𝑠𝑟𝑡+𝑠 = ℮1’ σ𝑠=1

∞ 𝝆𝒔𝜞𝒔𝝁𝒊,𝒕+𝒔 = ℮1’ 𝜌𝜞( −𝜌𝜞)−𝟏𝜇𝑖,𝑡 = 𝜆’ 𝝁𝒊,𝒕

𝑉𝑎𝑟(𝜂𝑐𝑓,𝑡) = (℮1’ + 𝜆’) 𝛴 (℮1 + 𝜆)

𝜂𝑐𝑓,𝑡 = (℮1’ + 𝜆’)𝜇𝑖,𝑡

⒈



二、Data：firm-level
• Use balance sheet data from the quarterly Compustat file and stock return data from the monthly CRSP file. 
• Defining quarterly dividend changes、dividend omissions and initiations and share repurchase(in the past 40 years

whereby share repurchases have become the dominant form of cash payouts.).
• The sample period for dividend events is 1964–2013 because require sufficient post-event data to estimate the VAR.

t-5 t-2 t-1

𝜞事前
𝑽𝒂𝒓(𝜼𝒄𝒇,𝒕−𝟓)

t-1 t t+5

𝜞事后 𝑽𝒂𝒓(𝜼𝒄𝒇,𝒕+𝟓)

• We estimate for each dividend event two VARs before and after the quarter of the event using all firm 
observations with nonmissing data. 

• We then create cash-flow and discount-rate news at the firm level using 60 months of data before and after 
the dividend event,winsorize the data at the 1% and 99% levels.

• We ensure across specifications that we have nonoverlapping data for the two VARs before and after 
dividend events and share repurchases .

𝑟𝑖,𝑡 − 𝛦𝑡−1𝑟𝑖,𝑡 = ℮1’ 𝜇𝑖,𝑡 = 𝜀𝑡,𝑟 = 𝜂𝑐𝑓,𝑡 − 𝜂𝑟,𝑡

𝜂𝑟,𝑡= ℮1’ 𝜌𝜞(1 − 𝜌𝜞)−𝟏𝜇𝑖,𝑡 = 𝜆’ 𝝁𝒊,𝒕

𝑉𝑎𝑟(𝜂𝑐𝑓,𝑡) = (℮1’ + 𝜆’) 𝛴 (℮1 + 𝜆)

𝜂𝑐𝑓,𝑡 = (℮1’ + 𝜆’)𝜇𝑖,𝑡



(𝑟𝑜𝑒𝑡
𝐺𝐴𝐴𝑃 − 𝑓𝑡) − 𝑟𝑡 + 𝜃𝑡−1 = 𝝆𝜃𝑡

三、Results

We find an estimate of 0.986, which is almost 
identical to the estimate of Vuolteenaho (2002).



𝜞

Descriptive statistics



三、Results
——dividend changes signal changes in cash-flow volatility (in opposite directions)



三、Results——returns around dividend events
If dividend changes convey information about subsequent changes in cash-flow volatility, announcements of 
larger dividends should come with both larger cumulative announcement returns and larger subsequent 
changes in cash-flow volatility in the opposite direction.



四、Theoretical framework 
1. general case —— symmetric information and a precautionary savings motive

t=0 t=1 t=2

——manager running a firm on behalf of risk-neutral investors &  interest rate equals zero.

• cash flow 𝑌2 = R · f(𝐼1) + ν 
is realized and paid out

• gets endowment 𝑤0

• invests  𝐼0 =  𝑤0

1. gets endowment 𝑤1

2. manager decides how much 𝐷1 to pay
3. Cash flow 𝑌1 = R · f(𝐼0) + ν is realized
4. invests 𝑰𝟏 = 𝑤1 + 𝑌1 − 𝑫𝟏

𝐷1 + Ε[𝑌2]

Subject to 
𝑌2 = R · f(𝐼1) + ν

𝐷1 𝑤1

1D
Max

≤

𝑌1 = R · f(𝐼0) + ν
f(·) production function,f’ > 0,f’’< 0, and f’’’ > 0

v ~ N(0, 𝜎2)
R: investment opportunity
𝛦(𝑌1)= Y , 𝑌1 ~ N (Y , 𝝈𝟐)



四、Theoretical framework 
1. general case —— symmetric information and a precautionary savings motive

t=0 t=1 t=2

——manager running a firm on behalf of risk-neutral investors &  interest rate equals zero.

𝒀𝟐 = R · f(𝑰𝟏) + ν 
realized and paid out

𝐼0 =  𝑤0
get 𝑤1 , decide to pay 𝐷1
CFs 𝒀𝟏 = R · f(𝑰𝟎) + ν realized
𝑰𝟏 = 𝒘𝟏 + 𝒀𝟏 − 𝑫𝟏

𝑌2 = R · f(𝐼1) + ν
f’>0,f’’<0,f’’’>0

Ε[𝑌2] = Ε[R · f(𝐼1) + ν] =Ε[R · f(𝐼1) ]=𝑅 · Ε[ f(𝑤1 + 𝑌1 − 𝐷1) ]

Ε[f(𝑌1 )] < f(Ε[𝑌1])  ∴Ε[f(𝑌1 )]=f(Ε[𝑌1]-
𝑎

2
𝜎2) =f(𝑌-

𝑎

2
𝜎2) 

Ε[𝑌2] =𝑅 · Ε[ f(𝑤1 + 𝑌 − 𝐷1-
𝑎

2
𝜎2) ]

a 𝐼1
∗ ≡ a

a : the certainty equivalent coefficient in the sense of Arrow–Pratt

𝐷1 + 𝑅 · Ε[ 𝑓(𝑤1 + 𝑌 − 𝐷1 −
𝒂

𝟐
𝝈𝟐) ]

Subject to 
𝑌2 = R · f(𝐼1) + ν

𝐷1 𝑤1

1D
Max

≤

𝜕𝜎2

𝜕𝐷1
< 0

production function : 𝑌 = 𝑤 ∙ 𝑒−𝑎𝑘 + 𝑣



四、Theoretical framework 
2. asymmetric information

t=0 t=1 t=2

——manager running a firm on behalf of risk-neutral investors &  interest rate equals zero.

• cash flow 𝑌2 = R · f(𝐼1) + ν  
realized and paid out

• (1-k) investors who hold shares 
know true 𝜎2 from it’s realisation

• 𝑅 · Ε[ 𝑓(𝑤1 + 𝑌 − 𝐷1 −
𝑎

2
𝜎2) ]

𝐼0 =  𝑤0 1. get 𝑤1

2. manager know true 𝜎2

3. decides how much 𝐷1 to pay
4. k investors(hit by an idiosyncratic liquidity 

shock) infer 𝛔𝟐 𝐃𝟏 from 𝑫𝟏 and sell shares
5. Cash flow 𝑌1 = R · f(𝐼0) + ν realized
6. 𝑰𝟏 = 𝑤1 + 𝑌1 − 𝑫𝟏

siganl 𝑫𝟏 is costly : forgone future investment

both have symmetric info on
𝛦 𝜎2 = 𝜎𝑝

2

𝛦 𝑣 =0



2. asymmetric information

t=0 t=1 t=2

• cash flow 𝑌2 = R · f(𝐼1) + ν  
realized and paid out

• (1-k) investors who hold shares 
know true 𝜎2 from it’s realisation

• 𝑅 · Ε[ 𝑓(𝜔1 + 𝑌 − 𝐷1 −
𝑎

2
𝜎2) ]

𝐼0 =  𝜔0 1. 𝜔1

2. manager know true 𝜎2

3. decides how much 𝐷1 to pay
4. k investors(hit by an idiosyncratic liquidity 

shock) infer 𝜎2 𝐷1 from 𝐷1 and sell shares
5. Cash flow 𝑌1 = R · f(𝐼0) + ν realized
6. 𝐼1 = 𝜔1 + 𝑌1 − 𝐷1

both have symmetric info on
𝛦 𝜎2 = 𝜎𝑝

2

𝛦 𝑣 =0

The perceived value of the firm at time 1 

• 𝜔0 , 𝜔1 , 𝐼0 , 𝛦 𝑣 = 0 , 𝑉𝑎𝑟(𝑣) = 𝜎2 = 𝜙ℎ

𝑽𝟏
𝒉 = 𝐷1 + 𝛦 𝑌2|𝜙

ℎ = 𝐷1 + 𝛦 𝑅 · 𝑓(𝑤1 + 𝑌1 − 𝐷1) |𝜙ℎ

= 𝐷1 + 𝑅 · Ε[ 𝑓(𝜔1 + 𝑌 − 𝐷1 −
𝑎

2
𝝈𝟐) ]

• 𝜔0 , 𝜔1 , 𝐼0 , 𝛦 𝑣 = 0 , 𝑉𝑎𝑟(𝑣) = 𝜎2 𝐷1 = 𝜙𝑠

𝑽𝟏
𝒔 = 𝐷1 + 𝛦 𝑌2|𝜙

𝑠 = 𝐷1 + 𝛦 𝑅 · 𝑓(𝑤1 + 𝑌1 − 𝐷1) |𝜙𝑠

= 𝐷1 + 𝑅 · Ε[ 𝑓(𝜔1 + 𝑌 − 𝐷1 −
𝑎

2
𝝈𝟐 𝑫𝟏 ) ]

𝑊1 = 𝑘 𝑉1
𝑠 + (1 − 𝑘) 𝑉1

ℎ

Subject to 
𝑌2 = R · f(𝐼1) + ν

𝐷1 𝑤1

1D
Max

≤

If 𝜎2 𝐷1 is single-valued 
and if the market is  rational,

𝑉1
𝑠 = 𝑉1

ℎ

𝜎2 𝐷1 =𝜎2

𝜕𝜎2 𝐷1
𝜕𝐷1

< 0



2. asymmetric information

t=0 t=1 t=2

• cash flow 𝑌2 = R · f(𝐼1) + ν  
realized and paid out

• (1-k) investors who hold shares 
know true 𝜎2 from it’s realisation

• 𝐑 · Ε[ 𝑓(𝜔1 + 𝒀 − 𝐷1 −
𝑎

2
𝜎2) ]

𝐼0 =  𝜔0 1. 𝜔1

2. manager know true 𝜎2

3. decides how much 𝐷1 to pay
4. k investors(hit by an idiosyncratic liquidity 

shock) infer 𝜎2 𝐷1 from 𝐷1 and sell shares
5. Cash flow 𝑌1 = R · f(𝐼0) + ν realized
6. 𝐼1 = 𝜔1 + 𝑌1 − 𝐷1

siganl 𝑫𝟏 is costly : forgone future investment

both have symmetric info on
𝛦 𝜎2 = 𝜎𝑝

2

𝛦 𝑣 =0

𝜕𝜎2 𝐷1
𝜕𝐷1

< 0
𝜕2𝜎2 𝐷1
𝜕𝐷1𝜕𝑌

> 0
𝜕2𝜎2 𝐷1
𝜕𝐷1𝜕𝑅

< 0

the same dividend should carry a larger
information content for future changes in cash-
flow volatility for firms with smaller earnings.

the scope of using dividends to signal future 
declines in cash-flow volatility is magnified
when investment opportunities are larger.



2. asymmetric information

t=0 t=1 t=2

• cash flow 𝑌2 = R · f(𝐼1) + ν  
realized and paid out

• investors  know true 𝜎2 from it’s 
realisation

• R · Ε[ 𝑓(𝜔1 + 𝑌 − 𝐷1 −
𝑎

2
𝜎2) ]

𝐼0 =  𝜔0 1. 𝜔1

2. manager know true 𝜎2

3. decides how much 𝐷1 to pay
4. investors perfectly infer 𝛔𝟐 𝐃𝟏 from 𝑫𝟏

5. Cash flow 𝑌1 = R · f(𝐼0) + ν realized
6. 𝐼1 = 𝜔1 + 𝑌1 − 𝐷1

both have symmetric info on
𝛦 𝜎2 = 𝜎𝑝

2

𝛦 𝑣 =0

𝑉 = 𝐷1 + Ε[𝑌2] = 𝐷1 + 𝑅 · 𝑓(𝑤1 + 𝑌 − 𝐷1 −
𝑎

2
𝜎2)

∆V = 𝐷1 −Ε[𝐷1] + 𝑅 · F(𝜎2) − F(𝜎𝑝
2) ≈ 𝑫𝟏 − 𝚬[𝑫𝟏] −

𝑎

2
(𝝈𝟐 − 𝝈𝒑

𝟐)𝑅 · 𝑓’(𝑤1 + 𝑌 − 𝐷1 −
𝑎

2
𝜎𝑝
2)

∆V

∆𝜎2
= −

𝑎

2
𝑅 · 𝑓’(𝑤1 + 𝑌 − 𝐷1 −

𝑎

2
𝜎𝑝
2) < 0

∆V

∆D
= 1 > 0

larger dividend announcement returns should be associated with larger dividend 
changes and larger subsequent reductions in cash-flow volatility



四、Theoretical framework 
3. agency cost theory : dividends can help address managerial agency problems

• The fact that cash is paid out to investors as dividends, rather than being wasted in managerial private 
benefits, represents good news for investors. 

• In addition, paying dividends may expose companies to the possible need to raise external funds in the 
future, which may further shift control to outside investors and reduce agency problems.

siganl 𝑫𝟏 is costly : agency cost 𝐂 𝐃𝟏

𝜕𝜎2

𝜕𝐷1
< 0

𝜕2𝜎2

𝜕𝐷1𝜕𝑌
< 0

𝜕2𝜎2

𝜕𝐷1𝜕𝑅
> 0

holding investment opportunities fixed :
• lower future cash-flow volatility implies a 

higher income available for paying dividends.
• lower future cash-flow volatility enables

managers to extract more private benefits
easier.

for a given dollar of dividends, 
larger current earnings make 
extracting more private benefits 
easier.

smaller investment 
opportunities magnify the 
extent of agency problems.



五、Inspecting mechanism
5.1 Cross-sectional variation

∆𝑉𝑎𝑟 𝜂_𝑐𝑓𝑖𝑡 = 𝛼 + 𝜸 ⋅ ∆𝐷𝑖𝑡 + 𝛿 ⋅ 𝑋𝑖𝑡 + 𝜀𝑖𝑡

∆𝑉𝑎𝑟 𝜂_𝑐𝑓𝑖𝑡 = 𝛼 + 𝛽1 ⋅ ∆𝐷𝑖𝑡 + 𝛽2 ⋅ 𝑒𝑝𝑠𝑖𝑡 + 𝜷𝟑 ⋅ ∆𝐷𝑖𝑡 ⋅ 𝑒𝑝𝑠𝑖𝑡 + 𝛿 ⋅ 𝑋𝑖𝑡 + 𝜀𝑖𝑡

the cross-sectional 
change in cash-flow 
volatility following
dividend changes is 
muted for firms 
with larger earnings



五、Inspecting mechanism
5.2 Indirect effect of cash-flow volatility

𝑒𝑝𝑠𝑖𝑡 = 𝛼 + 𝜷𝟏 ⋅ 𝑒𝑝𝑠𝑖𝑡−1 + 𝜷𝟐 ⋅ 𝑉𝑎𝑟 𝜂_𝑐𝑓𝑖𝑡−1 + 𝛿 ⋅ 𝑋𝑖𝑡 + 𝜀𝑖𝑡

∆V

∆𝜎2
= −

𝑎

2
𝑅 · 𝑓’ < 0

𝜕

𝜕𝜎2
𝛦 𝑌2 = −

𝑎

2
∙ 𝑓’

𝜕

𝜕𝑌
𝛦 𝑌2 = 𝑓’

• direct effect on firm value today: 

• indirect effect on firm value today through future earnings : 

• positively autocorrelated earnings : 

WHY?
Jensen’s inequailty:with a concave production technology, less 
volatile inputs translate into higher expected earnings, which in 
turn will  influence the firm’s market value.

this effect is an order of magnitude smaller than the 
autoregressive coefficient of earnings, which is 0.6.



五、Inspecting mechanism
5.3 Investment opporitunity

Decline in cash-flow volatility following dividend increases should be more pronounced for firms with larger 
investment opportunities because larger investment opportunities magnify the scope of signaling with 
dividends.

two proxies for investment opportunities：
1. the book-to-market ratio 
2. idiosyncratic volatility
（four-quarter rolling basis relative to a Fama and French three-factor model using daily data）

According to our signaling model, we would expect that the smaller the book-to-market ratio and the larger
the idiosyncratic volatility, the larger the reduction in cash-flow volatility following dividend changes.



五、Inspecting mechanism
5.3 Investment opporitunity : the idiosyncratic volatility 

According to our signaling model, we would expect that the smaller the book-to-market ratio and the larger 
the idiosyncratic volatility, the larger the reduction in cash-flow volatility following dividend changes.

split firms by their ex-ante idiosyncratic volatility excluding the middle tercile



五、Inspecting mechanism
5.3 Investment opporitunity : the book-to-market ratio

According to our signaling model, we would expect that the smaller the book-to-market ratio and the larger 
the idiosyncratic volatility, the larger the reduction in cash-flow volatility following dividend changes.

split firms by their ex-ante book-to-market ratio excluding the middle tercile

exception



五、Inspecting mechanism
5.4 Repurchase : similar to announcements of dividend increases and initiations 

Our novel result is that share repurchases and dividend announcements convey very similar information to the 
market regarding changes in future cash-flow volatility



五、Inspecting mechanism
5.5 Taxes

• In some signaling models, the cost of the signal is the dead-weight cost of the taxes paid on dividends 
relative to the (lower) tax that would be paid on capital gains.

• In other models , differential taxation across different shareholders (institutions versus retail investors)
explains dividend policy as a way for corporations to attract institutions as large shareholders.

• however,since the Jobs and Growth Tax Relief Reconciliation Act of 2003 in the US, dividends are taxed at 
the same rate as capital gains even for individual investors (and for many classes of institutional investors, 
taxation has been the same since even before the Jobs Act).



六、Conclusion
——the riskiness of future cash flows is a central determinant of firms’ payout policies

Contributions:
1. we provide a host of new facts about cash-flow volatility and payout policy; 
2. we offer a simple model to rationalize our empirical results.
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