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The information content of dividend hypothesis has been a controversial debate for a number of
decades. This research therefore examines the validity of information content of dividend hypothesis
and the reaction of share prices to dividend change announcements that contradict the market phase.
That is, observing the reaction of the market to the announcements of dividend decrease (increase)
when the market is in a bull (bear) market phase. This is because a bull market is generally
characterized by persistent increase in share prices, higher financial wellbeing and strong investor
interest. While the bear market on the other hand, is seen as the opposite of the bull market cycle.
Using the OLS method of regression and the market model, it was observed that investors have a
higher expectation with respect to their investments (in terms of dividends) when the market is in a bull
phase and vice-versa in the case of the bear market. The results of this research give a strong backing
for the information content of dividend hypothesis as it was discovered that dividend change
announcements are positively related to share prices. That is, investors earn abnormal returns around
dividend change announcement day especially those that contradict the market phase. The findings of
this study also show that investors have similar investment behaviour across different financial
markets even in a contradicting bull and bear market phase.

Key words: Dividend announcement, share prices, bull and bear market.

INTRODUCTION

Dividend is seen as an important means of
communication between the management of a firm and
its investors. It is believed that stockholders do not have
sufficient information about the true situation of the firm
and therefore see dividend paid out as providing inside
information about the company (Bhattacharya, 1979).
According to Richardson (2000), when information asym-
metry between shareholders and management is high,
shareholders have insufficient resources and information

for monitoring the action of managers. Investors thereby
tend to engage in the practice of earnings and dividend
management. In this vein, Pettit (1972) points out that
firms in most cases have the tendency to announce
dividend increase only in situations when profit is
estimated to be high enough and expected future cash
flow would be sufficient to sustain the increase in
dividend payments. The announcement of a decrease on
the other hand, is made when estimations of the
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management about the future cash flow is seen to be
insufficient to continue the present dividend paid out
which Below and Johnson (1996) referred to as manage-
ment’s last resort. Shareholders can therefore take the
increase or decrease in dividend as an information and
signal from the management about the state of the
company. It is therefore expected that when a firm
announces an increase, it is seen as a positive signal that
the firm has good prospects thereby leading to the
purchase of its stocks and vice versa in the case of a
dividend decrease announcement.

Gonzalez et al. (2005) described a bull market as a
market cycle characterized by persistent increase in
share prices, higher financial wellbeing and strong
investor interest. While the bear market on the other
hand, is seen as the opposite of the bull market. With
respect to this definition, Below and Johnson (1996)
investigated the S&P 500 index to determine if dividend
announcements which contradict the market phase
convey any signal to the market. It was observed that the
positive reaction of the market to dividend increase
announcements when the market was in a bear phase
was statistically significant than the market’s reaction to
dividend increase announcements when the market was
in a bull phase. It was also discovered that the market
reacts more negatively to dividend decrease announce-
ments especially when the market was in a bull phase.

Many empirical studies have been carried out using
both developed and emerging markets to determine the
validity of signalling theory and the findings have yielded
mixed results. More so, little research has been carried
out to determine the validity of signalling theory when
dividend announcements that contradict the market
phases are made. The identified research that looked at
this area was by Below and Johnson (1996) which looked
at the S&P 500 index which is an index in the US stock
market. This study therefore looks at the FTSE 100
index, an index in the London Stock Exchange to
determine if the behaviour of investors in the US (S&P
500) also applies to investors in the UK (FTSE 100) with
respect to the validity of the signalling theory as well as
the impact of dividend announcements that contradict the
market phase.

Aims and objectives

This research aims to determine if investors see increase
or decrease in dividend announcements as conveying
any information (signalling theory) about the future of a
security thereby acting on it by either responding
positively or negatively to such announcements. Further-
more, it aims to examine if dividend announcements
contradicting the market phase convey any extra
information to the market thereby having impact on share
prices. It also purposes to investigate whether investors
react more to the announcement of dividend decrease
when the market is in a bull phase than a decrease in a
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bear phase and vice-versa. It also aims to investigate if
investors have similar investment behaviour irrespective
of their location.

Research questions

1. Does dividend announcement send any signal to the
market?

2. Do investors react more to dividend announcements
that contradict the market phase (bull and bear)?

Expectations

It is expected that for signalling theory to be valid, divi-
dend announcements that contradict the market phase
(i.e. the announcement of a decrease in dividend when
the market is in a bull phase and an increase in dividend
when the market is in a bear phase) should convey more
information about a security than when dividend
announcements move in the same direction with the
market phase. It is also expected that a security should
have higher negative abnormal return when dividend
decrease is announced in a bull phase than in a bear
phase. Similarly, a security with dividend increase in a
bear phase is expected to have higher positive abnormal
return than increase in a bull phase.

Structure of study

Having introduced the research in Section 1, Section 2
provides in-depth review of past empirical studies on
dividend theories as well as the effect of dividend
announcements on investors and returns. Section 3
focuses on the research methodology, statistical issues,
data sampling and sources. Section 4 comprises data
analysis and interpretation of results while Chapter 5
concludes with the summary and necessary
recommendations.

LITERATURE REVIEW

Quite a number of event studies have been carried out in
Economics and Finance researches to discover the
impact dividend announcement has on share prices.
Some empirical evidences have shown that in most of the
cases, investors react positively to the announcement of
an increase in dividend while the announcement of a
decrease on the other hand brings about negative
reactions. Other researches, on the other hand, show
that there are no relationships between dividends
announced and market reaction.

MacKinlay (1997) pointed out that the focus of an event
study is to establish the impact an event has on security’s
value especially the common equity class of security. A
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study by Dolley (1933) was perhaps the first to make
public a research on event studies. The study examined
the effect stock-splits have on share prices using a
sample of 95 splits between 1921 and 1931. Out of these
95 samples, 57 cases were found to experience increase
in prices while 26 cases experienced fall in prices.

Frankfurter et al. (2003) define dividend as present or
past earnings distributed to shareholders of a firm in a
proportion that is equal to their ownership in the firm.
They went further to divide this definition into three
different components, the first is that dividend can only be
distributed from a firm’s after tax earnings. Secondly,
dividends must be distributed in the form of real assets
that is, either cash or extra shares. Lastly, stakeholders
have their share of dividend according to the portion of
their holding in the firm. Dividends are therefore seen by
shareholders as income and are therefore, looked
forward to. Frankfurter et al. (2003) went further to point
out that what does not seem to fit into context is the fact
that shareholders see an announcement of an increase in
dividend as good news while the announcement of a
decrease is considered as bad news suggesting that
there is an impending financial doom. They described this
incongruity as what Black (1976) referred to as “dividend
puzzle”. According to Bhattacharya (2007), despite the
fact that dividend policy has been studied for some
decades, it has not been completely understood those
factors that influence dividend policy as well as the
manner of interaction between these factors.

Asymmetry information/signalling
dividend policy

theory and

The major debate that surrounds the effect of dividend
announcement on share prices centres on the type of
information that is conveyed to the market by the
announcement of a change in dividend. A number of
empirical evidences have used the “signalling theory”
which was developed by Spence (1973) to determine the
role of dividends in conveying information to market
participants. The phrase “information content of dividend”
according to Watts (1973) refers to a statement of
hypothesis which says that dividends convey information
about a firm’s expected earnings and this information
allows the market participants to predict expected
earnings in a more accurate way.

Arguments in favour of signalling theory

Some of the earlier empirical evidences favouring the
existences of signalling theory are Bhattacharya (1979),
Asquith and Mullins (1983), Aharony and Swary (1980),
John and Williams (1985) etc. Bhattacharya (1979)
shows that shareholders are not perfectly informed like
the managers about the state of the firm and that the size
of a dividend policy does convey signal of the expected

cash flow. It was also pointed out that there is a high
transaction cost involved in the payment of dividends as
well as the fact that dividends are highly taxed when
compared to capital gains. These lead shareholders to
believing that the firm is profitable and as such investing
more in the firm which push share prices further up and
ultimately leading to increase in expected earnings.
Richardson (2000) also confirms that when information
asymmetry is high, shareholders have insufficient
resources or information for monitoring the action of
managers thereby result to engaging in the practice of
earnings and dividend management. In this view also is
Brickley (1983) who supports the notion that managers
use the announcement of dividend increase especially
“‘labelled” increase such as year-end, special or extra
dividend to convey positive information to the
shareholders about the potential prospects of the firm in
the future.

A research by Healy and Palepu (1988) posits that
dividend initiating firms have positive changes in earnings
before and after the announcement of increase in
dividend while non-dividend paying firms on the other
hand, experience negative abnormal returns. It also
suggests that earnings analysts depend on dividend
announcements because subsequent changes in earn-
ings have a positive relationship with dividend announced
and the reaction of stock prices after the announcement
of earnings are found to be less than usual. The result
therefore concludes that investors see dividend omission
and initiation announcements as reflecting the
expectation of the management with respect to changes
in future earnings.

Like Ahrony and Swary (1980), Leftwich and Zmijewski
(1994) investigated the information content of quarterly
earnings and dividend announcements. The study
acknowledges that both  announcements have
information content than any other type of announce-
ments such as stock splits repurchase etc. It however
contradicts Ahrony and Swary (1980) by affirming the
claims of Gonedes (1978) that earnings announcement
provide more information content than dividend
announcement and the latter only conveys little (if any at all)
information that has not been conveyed already by its
counterpart i.e. the earnings announcement.

A recent research by Bozos et al. (2011) examined a
developed market, the London Stock Exchange (LSE)
during the period of economic adversity in 2007 and
2008. It was affirmed that there is a significant positive
relationship between dividend announcements and stock
prices. The testing of the dividend signalling hypothesis
also proves that dividends pass less information during
the boom period but have more information content
during economic adversity.

A unique financial environment of the Muscat Securities
Market in Oman was examined by Al-Yahyaee et al.
(2011) between 1997 and 2005. The Oman financial
market is an emerging market and seen as unique
because of four major factors.



The first is the fact that dividends are not taxed;
secondly, citizens invest highly in the stock market.
Thirdly, the management of firms are not very transparent
and lastly, dividends are changed frequently by firms. It
was observed that the market begins to react to changes
in dividend from a day to the announcement which also
suggests that information is being leaked into the market.
The major impact of the dividend announcement was on
day 0 when the announcement was made with a positive
average abnormal return of 5.78% in the case of an
increase and negative average abnormal returns of
2.49% in the case of a decrease. The results of this study
therefore support the claims that dividend announce-
ments do have information content which is passed to the
market. The market also reacts positively to dividend
increase announcement and negatively to dividend
decrease announcement especially in Oman. Similarly,
Adelegan (2003) studied the Nigeria Stock Exchange
(NSE) which is also a developing market and concluded
with the same results except that in the case of the NSE,
the market begins to react to information 30days prior to
the announcement day which also suggests the
existence of insider trading as observed by Ariff and Finn
(1989).

A pretty recent study by Dasilas and Leventis (2011)
using the market model, investigates the reactions of the
Greek stock market to dividend announcements for the
period 2000-2004 taking their sample to include all firms
listed in the Athens stock Exchange during this period.
This period can be seen as a recession period which
developed after the dot.com and technology boom of the
Y2K syndrome. They defined the event period to include
day -1 which is the day before the announcement, day 0
which is the day of the announcement and day +1 which
is the day after the announcement. More so, in order not
to contaminate their result, they excluded days that have
other announcements such as earnings, right issues,
stock splits and stock dividends as the usual practice in
Greece is a joint announcement of dividends with other
earnings.

The results of the study indicate a positive reaction of
stock price to dividend announcement on day 0 at
0.374% also, a CAR on the day before the announce-
ment (day-1) and the day of the announcement (dayO0) of
0.694%. Both the reaction of stock prices to dividend
changes and CAR are statistically significant at 10% level
of significance. It therefore concludes that the null
hypothesis that dividend announcement is not significant
to share prices should be rejected and supporting the
existence of the “informational content of dividends
hypothesis”.

Arguments against signalling theory

However, some empirical evidences have stated the
opposite that dividend does not convey informational
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content to investors and even if it does, it is not
pronounced. Among of the first of these researchers is
Watts (1973) who argues that dividends do not convey as
much information as claimed by the dividend theory. The
results of the test conducted by Gonedes (1978) agree
with Watts (1973) that dividend signals do not disclose
any exceptional management information beyond any
information conveyed by earnings. Kalay (1980) agrees
that the informational content of dividend cut cannot be
refuted but not all dividend cuts can be seen as a signal
of a firm’s expectation of low future earnings. It was
stated that dividend cuts could also be as a result of
constraints such as tax and transaction cost which are
out of the manager’s discretion. This was described as
‘forced reduction’ hence, does not convey a firm’s
expected earnings.

Black (1998) purports that dividend changes or
elimination could be as a result of a firm wanting to save
taxes for the benefit of its shareholders. A fall in share
prices would be temporary and would eventually return to
its initial level before the cut or even higher. It was
although confirmed that dividend policy of a firm may
express the mind of the managers in that, managers in
most cases prefer not to reduce dividend and will
therefore only increase dividend when they are certain
that the expected cash flows of the firm will be sufficient
to pay the increased dividend for a period of time which
will in turn increase share prices. Dividend decrease on
the other hand, is made when the managers see a poor
prospect for a quick recovery which also leads to a drop
in share prices.

A more recent research by Uddin and Chowdhury
(2003) took a sample of 137 dividend paying companies
that are listed on the Dhaka Stock Exchange and
concluded that dividend announcement has no effect on
shareholders’ value. It was discovered that about 20% of
shareholders’ value was lost over a period of thirty days
before the announcement through to thirty days post
announcement. An increase in the Cumulative Abnormal
Return (CAR) was observed before the announcement of
an increase in dividend which later became negative after
the announcement. He went further to explain that the
negative CAR could be as a result of tax on dividend
which would be added to investor’s overall tax payable. It
was therefore concluded based on the evidences from
the DSE that investors do not gain from the announce-
ment of dividends and reemphasizes the irrelevancy of
dividend hypothesis proposed by Miller and Modigliani
(1961).

To investigate the relationship between dividend
changes and future profitability, Nissim and Ziv (2001)
examined a large sample of 100,666 dividend changes
starting from the second quarter of 1963 through to the
first quarter of 1998. In estimating expected profitability,
Nissim and Ziv (2001) used the regression model and like
earlier studies calculated abnormal earnings as the actual
change in earnings less the expected change. The initial
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result was similar to prior studies i.e. changes in dividend
has no positive relationship with changes in future
earnings. The regression model was then modified to
address omitted correlated variables and measurement
errors. A different result was realized which supports the
signalling theory hypothesis stating that dividend changes
has a positive relationship with changes in future
earnings for two consecutive years after dividend change.
The paper went further to contend that prior studies have
failed to discover the actual relationship between
dividend changes and changes in earnings because the
wrong model has been used.

From the analysis of past empirical evidences, it can be
noted that there are mixed opinions about the effect of
dividend changes on share prices and it is therefore,
inconclusive. It can also be observed that more focus has
been placed on whether or not dividends do have
informational content. The gap this research aims to fill in
addition to testing the signalling theory hypothesis is to
determine if changes in dividend that contradicts the
market phases (bull and bear) convey any significant
information to the market which in this case, is the
FTSE100 index. It also aims to determine if the behaviour
of investors in the FTSE100 is similar to the investment
behaviour of the S&P 500 examined by Below and
Johnson (1996), which could then be inferred that inves-
tors have similar investment behaviour across markets.

METHODOLOGY
Research data

The population to be investigated in this study comprises the 100
companies listed in the FTSE 100 and the time series secondary
data is extracted from the Reuters Database for both the bull and
the bear market phases. The sample cuts across all sectors e.g.
financial, telecommunication, oil and gas, utilities etc. The FTSE is
used because it is made up of the largest capitalized companies in
the UK and the index exists in a developed market where
transparency rules apply. More so, it is a widely used index for the
purpose of analysis and data is easily obtainable. The study makes
use of daily closing trading prices for each of the selected securities
and the index which are required in calculating the daily share price
and market returns. The share prices were also obtained from
Reuters Database.

To test the effects of dividend announcements on share prices,
the final dividend dates were obtained from the Reuters Database.
Similar to Dasilas and Leventis (2011), this research defines the
announcement dates used as the days which the company
declares its intention to pay the next dividend. The ex-div dates or
the dates the dividend will be paid are not considered as it happens
after the event and the reaction of investors mostly surrounds when
the announcements were made (McWilliams and Siegel, 1997).

In the vein of Below and Johnson (1996) and Dasilas and
Leventis (2011), for a firm to qualify to be included in the sample, it
is required to meet certain conditions. They include:

1. Stock dividend and interim dividend are not announced during
the event period

2. Firms must be listed in the FTSE 100 during both assessment
periods. Firms that were in the bear period but not in the bull period
as a result of changes in index’s constituents will be eliminated.

Similarly, firms present in the bull period but not in the bear period
for same reason will also be eliminated.

3. Price data for securities must be available from 220 days before
dividend was announced and 20 days after the announcement day
4. Firm must have being paying dividend two years before and two
years after the assessment period.

5. Dividend announcements such as stock splits, earnings, stock
dividends, right issues and share repurchases will be taken into
account and eliminated in order to avoid overlapping and
contamination of results.

The criteria above reduced the final sample to 86 firms having a
total of 172 announcements out of which 114 are dividend increase,
37 dividend decrease and 21 no change for both the bull and the
bear phases. This study went further to select firms into the highest
increase and the highest decrease as well as the no change. For a
firm to qualify in this sample, the change in dividend should be *
50% leaving a total of 47 dividend increase announcements, 20
dividend decrease announcements and 19 no change on dividend.
Grouping the announcements into three major portfolios as
suggested by MacKinlay (1997), these are the dividend increase
(good news), the dividend decrease (bad news) and the no
dividend change (no news) group to determine the validity of
signalling theory. The study went further to add two portfolios which
are the dividend increase announcements in the bull and the bear
phase and the dividend decrease announcements in the bull and
the bear phase in order to establish the impact of dividend
announcements which contradict the market phases.

Event window and estimation period

In defining the event window in the bull and bear phase identified
above, the study will take after MacKinlay (1997) who pointed out
that it is best to construct an event window which is larger than the
exact period of interest in order to create room for the assessment
of periods around the event. The event window was defined to
include some days before the announcement, the day of the
announcement and some days after the announcement.

Following the approach of Dasilas and Leventis (2011), this
research will be making use of a 41 day trading period for the event
window which includes 20 days pre-announcement day, the
announcement day which is day 0 and 20 days post announcement
day (i.e. -20, 0, +20) (Figure 1). The examination of pre-event day is
necessary in order to take into account any information that might
have leaked into the market before the announcement as proven by
Ariff and Finn (1989) and Adelegan (2003). The post-event days
are also examined in order to take into cognisance any aftermath
effect of the announcements.

The study will similarly take after Dasilas and Leventis (2011) in
estimating the observation period and this will be the 200 trading
days prior to the event window which is from -220 to -20 for each
company in the sample. The length of the observation interval is
likewise set at one day.

Estimation Period Event Window

-220 -20 0 +20

Figure 1. Event study timeline.

ESTIMATION OF EXPECTED RETURNS AND ABNORMAL
RETURNS

This study will therefore be taking after Below and Johnson (1996)



and Dasilas and Leventis (2011) by using the market model as
recommended by Klein and Rosenfield (1987) and MacKinaly
(1997).

MacKinaly (1997) defines market model as one that relates a
security’s return to the index’s return. The market model is written
thus;

E(Ri)=ai + BRmt + et (2)

Where ER; is the expected return on individual security, Rm is the
return on market index, e;; is the random error and o; & B are
market model parameters.

Abnormal return is the deviation of the expected returns from the
actual returns and will also be estimated using the market model as
used by Dasilas and Leventis (2011). The calculation of the
abnormal return is then followed by the computation of the
Cumulative Abnormal Returns (CAR) for the event window.

AR = Rit_E(Ri,t) (3)

Hence: AR, = Actual Return — Expected Return
Where;

ARj is the abnormal return on security i on day t
Ritis the actual return on the security on day t
E(Riy) is the expected return on security i on day t

According to Dasilas and Leventis (2011), the next step is to
obtain the Average Abnormal Returns (AAR) of each of the
portfolios of dividend change which in this study includes the
dividend increase, dividend decrease, the no dividend change,
increase in the bull and the bear market phases and decrease in
the bull and the bear market phases.

AAR,; = AR, (4)
N

Where AAR;: is the average of the abnormal returns for each
portfolio, ZAR; is the sum of the abnormal returns and N is the
number of observations.

Estimation of parameters

This research will be making use of the Ordinary Least Square
(OLS) regression model in estimating the market model parameters
as used in Dasilas and Leventis (2011). The return on security i
(dependent variable) will therefore be regressed against the return
on the market index (independent variable) during the estimation
period (-220, -21) to obtain both parameters (a; & bj). MacKinlay
(1997) explains that excluding the event window from the
estimation period in estimating the parameters would help to avoid
the returns arising from the event from having an abnormal
influence on the normal returns measure. The regression model is
specified below:

Rit=a + bRy + et (5)

Where R;; is the daily actual return on the security j on day t, Rm; is
the return on the market index on day t and a; & b; are the market
model parameters and e;; is the random error term.

To calculate the daily security returns (Rit) and daily market returns
(Rmt), Barndorff-Nielsen and Shephard (2002) endorse the use of
log normal prices of securities as it permits the volatility terms to
vary overtime. It is therefore calculated as;

Rit= LN(P/ Py1) (6)
Rt = LN(Xt/ X¢1) (7)

Where R;tis the return on security ion day {, Rm:is return on the
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market on day {, P;; is the closing stock price of security at time ¢, Py
1 is the closing stock price at time t-1, X, = closing price of market
index at time t and X1 = closing price of market index at time t-1.

In order to test for the significance of the AAR,; of each portfolio,
the f(mean) of the averages will be calculated using the following
formula.

Ew=Zg

Dy, S0
i i

=t (8)

Where
.Xwis the mean of the increased dividend announcement portfolio

.5?_;_ is the mean of the decreased dividend announcement portfolio
w4 is the standard deviation of the increased dividend
announcement portfolio

oS4 is the standard deviation of the decreased dividend
announcement portfolio

T is the number of observations

Hypothesis testing

The hypothesis will be testing the validity of the signalling theory
and its effect on share prices when dividend announcement that
contradicts the market phase is made.

Ho: Dividend announcement has no significant effect on share
during a bull and a bear market phase.

H¢: Dividend announcement has significant effect on share price
during a bull and a bear market phase.

Ho: Stocks with dividend increase in a bear phase earn no abnormal
positive returns than those with dividend increase in a bull phase.
Hq: Stocks with dividend increase in a bear phase earn abnormal
positive returns than those with dividend increase in a bull phase.
Ho: Stocks with dividend decrease in a bull phase earn no abnormal
negative return than stocks with dividend decrease in a bear phase.
Hq: Stocks with dividend decrease in a bull phase earn abnormal
negative return than stocks with dividend decrease in a bear phase.
Ho: Investors have no similar investment behaviour across diverse
financial markets

H1. Investors have similar investment behaviour across diverse
financial markets

Data analysis

The regression model and the market model used in the
methodology make use of the Gretl and Excel Data Analysis
packages in estimating both the market model parameters as well
as the expected returns for each of the securities. The results from
the analysis will be tested using the student t-test distribution. Also,
tables are presented to show the summary of the analysis.

EMPIRICAL RESULTS AND DISCUSSION

The expected returns and abnormal returns were
estimated using the market model that is, equations (2)
and (3) respectively for each portfolio as used in Dasilas
and Leventis (2011).

Tables 1(a) and 1(b) show a total of 86 announcements
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Table 1(a). Full sample of Increase and decrease in dividend for both the bull and the bear periods.

Full Sample
Increase in Dividend (N=47) Decrease in Dividend (N=20) No Change in Dividend (N=19)
Coefficient t-ratio Coefficient t-ratio Coefficient t-ratio
a; -0.00889 -0.0891 aq; -0.01822 -1.537 aq; -0.00087 -0.1054
(0.00998) (0.01186) (0.00824
Bim 0.93565*** 1235 B 1.47773*** 10.77  Bm 1.1265*** 12.17
(0.07578) (0.1093) (0.0926)
Mean 0.0287 0.150522 Mean -0.0399 0.1809 Mean -0.067996 -0.42625
(0.19067) (0.2206) (0.15952)
R’ 0.3894 R’ 0.3268 R’ 0.3825
Table 1(b). Dividend increase and decrease in the bull and bear periods.
Increase Decrease
Bull (N=26) Bear (N=21) Bull(N=9) Bear (N=11)
Coefficient t-ratio Coefficient t-ratio Coefficient t-ratio Coefficient t-ratio
a; 0.00044336 0.0658 -0.00404256 -0.4746 -0.0091284 -1.059 -0.011724 -1.325
(0.00673412) (0.00851767) (0.00861698) (0.00884556)
Bim  0.93426*** 12.946 1.11363*** 14.164 0.924328*** 9.0838 1.22907*** 9.5321
(0.0721644) (0.0786223) (0.101756) (0.12894)
R? 0.458433 0.503296 0.314548

made by 43 firms during the bull and the bear periods
combined. It also shows the mean of the returns for the
event window. Total dividend decrease announcements
made were 20 which have average negative returns of
0.0399%. The positive abnormal returns earned by the
dividend increase announcement portfolio and negative
abnormal returns earned by the dividend decrease port-
folio confirm the claims of Bhattacharya (1979), Asquith
and Mullins (1983), Daislas and Leventis (2011) and a
host of other researches that dividend announcement is
positively related to returns.

Also shown above is the relationship between Rjt which
is the average return on securities in the FTSE 100 index
and Rmt which is the market returns estimated using the
regression model for both the bull and the bear market
phases. The results show that a which is the intercept is
negatively related to the dependent variable in all the
portfolios except for the increase in dividend announce-
ments in the bull phase. While Bi on the other hand, is
positively related to the dependent variable and
statistically significant at 1% for all portfolios. This implies
that market returns have a positive relationship with the
securities’ returns and statistically significant at 1% level.

Data analysis

Following the method of Below and Johnson (1996) and
Dasilas and Leventis (2011), the expected returns and

abnormal returns of the securities were estimated using
the market model, and the Average Abnormal Returns
(AARs) were estimated using equation (4) as used in
Dasilas and Leventis (2011) for each of the portfolio. The
first portfolio consists of all firms that increased their
dividend in both the bull and the bear periods while the
second consists of firms that announced dividend cuts in
both periods. The third comprises of firms that increased
dividend in the bull and the bear market phases, while the
last portfolio consists of firms that announced dividend
decrease in both the bull and the bear market phases.
The following sub-sections show the analysis as well as
the interpretation of results obtained for each of the
portfolios.

Combined announcements of increase and decrease
in dividend

Still looking at the effect of dividend announcements but
focusing on days around day0O which is the announce-
ment day, Table 2(a) and 2(b) show the average daily
abnormal returns and cumulative abnormal returns for the
event window showing five days before and five days
after the announcement days as used in Dasilas and
Leventis (2011) for both dividend increase and decrease
announcements in the bull and the bear market phases
combined.

Table 2(a), first column presents the average abnormal



Table 2(a). AR around dividend announcement dates.

Day Increase (N=47) Dfﬁlzzje t(mean)
AR% AR%
-5 -0.015 0.2731 -0.151
-4 0.1078 -0.3092 2.002
-3 -0.0126 0.0617 1.922
-2 0.1861 -0.0006 0.892
-1 0.0225 -0.1499 0.669
0 0.4697* -0.3353* 2.112*
1 0.0947* -0.0497** 2.176
2 0.350** -0.1344** 2.114
3 0.0063 0.164 -0.021
4 -0.186 0.1487 1.730
5 0.068 0.0466 0.411

Table 2(b). CAR around dividend announcement dates.

Days Increase Decrease
CARs% CARs%
CAR(-5,+5) 1.0919 0.3937
CAR(-5,+1) 0.8533 0.4095
CAR(+1,+5) 0.3333* -0.0656*
CAR(-1,+1) 0.5869 -0.235
CAR(-1,0) 0.4922 -0.1855
CAR(0,+1) 0.5644 -0.3850

(*)(**)(***) significant at 10, 5% and 1* level of significance
respectively.

returns of 47 dividend increase announcements made
both in the bull and the bear market phases and Table
2(b) shows the corresponding CAR for the same period.
It can be observed that the market reacted positively to
the announcement of increase in dividend as the
abnormal returns on day 0 is positive at 0.4697% and
statistically significant at 10% level (t=1.679). Also, the
CAR following the dividend announcement day (+1,+5) is
positive at 0.333% which is also statistically significant at
10%.

Table 2(b) second column on the other hand, shows
the average abnormal returns of 20 dividend decrease
announcements made in the bull and the bear periods.
The result proves that the market reacts negatively to
dividend cut announcements with negative average
abnormal returns of 0.3353% on day 0 which is
statistically significant at 10% level (t=1.7247) and
remained negative through to day 11. The f(mean) shows
that the average abnormal returns earned on day t=0 are
significantly different from zero at 5% level of
significance. It also shows the abnormal returns of day +1
and +2 statistically different from zero at 5% level of
significance. Also testing the CAR around the announce-
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ment day at 10% level of significance, shows that the
result is statistically significant. The results support Below
and Johnson (1996), Dasilas and Leventis (2011) and a
host of other researchers by confirming the information
content of dividend hypothesis and the validity of
signalling theory. It also shows that investors in different
markets behave alike as the behaviour of investors in the
FTSE100 (UK), investigated in this study is similar to the
behaviour of investors in S&P500(US) that was investi-
gated by Below and Johnson (1996). It therefore means
that the Null Hypothesis that dividend announcement
does not convey any information to the market should be
rejected. Also, the null hypothesis that investors have no
similar investment behaviour across diverse financial
markets should be rejected.

Dividend increase announcements in the bull and
bear market phases

Table 3(a) focuses on firms that announced increase in
dividend in a bear phase and firms that announced
increase in dividend in the bull phase. The results confirm
that dividend announcements have information content
that is conveyed to the market with the results of the
analysis showing positive returns on the announcement
days for both the increase in the bull and the bear market
phases. The increase in the bear has average positive
abnormal returns of 0.4942% on day 0 while the increase
in the bull has average positive abnormal returns of
0.3928% on day 0 and are both statistically significant at
5% level of significance (t=1.7056). This shows that the
reaction to dividend increase announcements in the bear
phase is higher than that of the bull phase with about
22% increase and statistically significant at 5% level. This
is in agreement with the findings of Below and Johnson
(1996) which concluded that the reaction to the increase
in dividend in bear market phase is higher than the
reaction in the bull market phase.

Table 3(b) shows the cumulative abnormal returns for
11days in the event window including the dividend
announcement date i.e. dayO for dividend increase in the
bull and the bear periods. Both CARs show positive
abnormal returns around the days while CAR (+1,+5) and
(-5,+5) are statistically significant at 10%. This therefore
supports Dasilas and Leventis (2011) in rejecting the
hypothesis that share prices do not react to dividend
announcements by earning positive abnormal returns
around dividend increase announcement.

This also points to the fact that the market reacts more
to dividend increase in the bear phase than in the bull
phase. Furthermore, it can be noted that the market
began to react to the increase announcement even
before it was made. That is, CAR (-5,+5) in both the bull
and the bear markets are positive and statistically
significant. These findings confirm the observation of Ariff
and Finn (1989) and Adelegan (2003) that there is
information leakage i.e. the presence of insider trading
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Table 3(a). AR around dividend increase announcement in the bear
and the bull period.

Table 4. AR around dividend decrease announcement in the
bull and the bear periods.

Increase in bear Increase in bull

(N=21) (N=26)
Days AR% AR% t(mean)
-5 0.0791 -0.1003 -1.784
-4 0.0464 0.0381 -1.361
-3 -0.0303 -0.0432 -2.249
-2 0.1625 0.0838 1.859
-1 0.0732 0.0536 2.107
0 0.4924** 0.3928** 2.169**
1 0.0061 0.0493 2.791
2 0.4950 0.1449 -1.754
3 -0.0387 0.0698 0.313
4 0.1412 -0.0400 -2.229
5 -0.0630 0.0904 0.263

Table 3(b). CAR around dividend increase announcement
dates for both the bull and bear.

Days Increase in bear  Increase in bull
CARs% CARs%
CAR(-5,+5) 0.6694* 0.6323*
CAR(-5,+1) 0.4171 0.3670
CAR(+1,+5) 0.2410* 0.3146*
CAR(-1,+1) 0.1594 0.3886
CAR(-1,0) 0.1653 0.3393
CAR(0,+1) 0.0863 0.4422
which causes the market to react before the

announcements were made.

The results of this analysis therefore reject the second
null hypothesis which states that dividend announce-
ments have no impact on share prices in both the bull
and the bear market phases especially the bear market
phase which is categorized as a period where investors
are not encouraged economically to invest in the stock
market. Based on these findings also, the third null
hypothesis which states that stocks with dividend
increase in a bear phase earn no abnormal positive
returns than those with dividend increase in a bull phase
will also be rejected.

Dividend decrease announcements in the bull and
the bear periods

Table 4 presents dividend decrease announcements in
both the bull and the bear periods. It can be observed
from the results that the market earned negative
abnormal returns of 0.3147% on the average when
announcements of dividend cuts were made in the bull
phase and statistically significant at 5%. In addition, it can

Decrease in bull Decrease in bear

Days AR% AR% t(mean)
-5 -0.1521 0.1234 0.642
-4 0.4449 -0.1291 2.056
-3 -0.0790 0.1856 1.846
-2 -0.0016 0.0355 0.365
-1 -0.0300 0.1152 2.218
0 -0.3147** 0.0469** 2.124**
1 -0.0812 -0.1253 2.124
2 -0.1693 0.0756 1.787
3 -0.0891 0.0603 0.603
4 0.1241 -0.0087 2.319
5 0.1496 -0.1459 0.958

be noted that despite the announcements of decrease in
dividend when the market was in a bear phase, the
market earned positive abnormal returns of 0.0469% also
statistically significant at 5%. The t(mean) shows that the
average abnormal returns of the decrease in the bull is
statistically different from the average abnormal returns of
the decrease in the bear at 5% level of significance. This
confirms the results of Below and Johnson (1996) that
investors react more to dividend decrease that contra-
dicts the market phase as well as supports what Benesh
et al. (1984) and Eades et al. (1985) described as
inappropriateness of investors to dividend cuts.

SUMMARY AND IMPLICATIONS OF FINDINGS

The findings of this research have a strong support for
the validity of signalling theory and the information con-
tent of dividend hypothesis as posited by Bhattacharya
(1979), Asquith and Mullins (1983), Aharony and Swary
1980, Dasilas and Leventis (2011) etc. This can be
observed from the results (Table 2a and 2b) which show
dividend increase announcements earning positive
average abnormal returns (0.4697%) and statistically
significant at 10% level of significance. While the
announcements of dividend decrease on the other hand,
earn a negative average abnormal return (0.3353%)
which is also significant at 10% level of significance. In
addition, the study also supports the findings of Below
and Johnson (1996) that dividend announcements that
contradict the market phases do have significant impact
on share prices. That is, dividend decrease (increase)
when the market is in a bull (bear) phase convey more
information to the market and investors on the other
hand, react more to dividend cuts especially in a bull
phase.

It also shows that what obtains in S&P500 (USA) as
investigated by Below and Johnson (1996) also happens



in the FTSE100 (UK) with respect to investors’ behaviour.
It can therefore be deduced that investors have similar
investment behaviour across the financial markets. This
can be noted from the average abnormal returns earned
when announcements that contradict the market phases
were made. From Table 3(a) when the announcements of
dividend increase were made in the bull and bear phase,
it can be observed that the market earned an average
abnormal return of 0.4924% in the bear market and
0.3928% in the bull market. Though both abnormal
returns are positive but that of the increase in the bear
market is higher than the increase in the bull market. The
t(mean) shows the difference in these averages as
statistically significant at 5% level of significance. It can
also be seen from table 4 when decrease in dividends
were announced in the bear and the bull periods that the
market earned average positive abnormal returns
(0.0469%) despite the fact that it were dividend cuts. The
announcements of dividend cuts when the market was in
a bull phase on the other hand, earned negative average
abnormal returns (0.3147%) and the t-test shows both
results statistically significant at 5%.

The findings of this study on the other hand, refute the
claims if Watts (1973), Gonedes (1978), Benartzi et al.
(1997), DeAngelo and DeAngelo (1990) etc who are of
the opinion that there are no relationships between
dividend announced and share prices. This research
especially disagrees with the findings of Grullon et al.
(2005) which conclude that regardless of the model used
in the estimation of parameters, there are no relationship
between dividend announcements and returns. This is
because, the research makes use of market model as
used by Below and Johnson (1996), Dasilas and Leventis
(2011) and still confirms that dividend announcements
have a positive relationship with stock returns in days
around the day the announcement was made.

Some behavioural biases have been identified to be
responsible for investor behaviour in the bull and the bear
market phases. The first of these biases is the optimism
and pessimism bias. According to Nofsinger (2005),
investors are subject to pessimism bias which is more
pronounced when the announcement of a change in
dividend that contradicts the market phase is made.
Generally, in a bull market phase, securities are expected
to earn higher returns as well as increased dividends. As
a result, when a firm announces a dividend cut instead of
an expected increase, the market takes it as a signal that
the company is in a distress. This is because, dividend
cuts according to Below and Johnson, (1996) is seen as
a management’s last resort. The results of this study also
point this out in Table 4 as the announcements of
decrease in dividend in the bull phase earn negative
abnormal returns of 0.3147% and statistically significant at
5% and the announcement of dividend decrease in a bull
phase earns positive average abnormal returns of
0.0469% also significant at 5% level. Pessimism bias can
therefore be said to explain the pessimistic nature of
investors leading to a higher negative reactions in the bull
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phase than in the bear phase.

The announcement of dividend increase on the other
hand, brings about optimism bias especially when it is in
a bear phase. Table 3(a) shows the average abnormal
returns of dividend increase announcements in a bear
phase to be 0.4924% while increase announcements in
the bull phase earned lower average returns of 0.3928%
which are both statistically significant at 5% level.
According to Pettit (1972), management announces
dividend increase only when it is certain that future cash
flow would be able to sustain the increase. Investors
receiving the good news of dividend increase when the
market is in a bear phase see it as an information that the
firm is doing well irrespective of the nature of the current
market phase. This can be seen to explain why investors’
reaction to dividend increase in a bear phase is higher
than dividend increase in a bull phase.

Another factor responsible for investor behaviour was
identified by Barberis and Thaler (2003) as positive
feedback trading where investors buy shares because
prices are rising and sell shares because prices are
falling. This can also be observed from the results of this
study which show average abnormal returns of dividend
increase announcements in the bear period to be
0.4924% while similar announcements in the bull period
earned 0.3928% with both averages statistically
significant at 5%level of significance.

From the findings of this research, it can be concluded
that the information content of dividend hypothesis fits
equally well into the bull and the bear market phases.
This is because; the bull phase as mentioned earlier is
characterized by investors’ willingness to invest and a
stable financial wellbeing while the bear market is seen
as the opposite of the bull market. It therefore follows that
when an announcement of dividend increase (decrease)
is made in a bull (bear) market, it confirms the opinion of
investors who react by purchasing (selling) stocks
thereby pushing prices further up (down). On the other
hand, when an announcement of a decrease (increase) is
made in a bull (bear) market phase, it contradicts the
expectation of investors who also react negatively in the
case of the bull market because it is seen as a signal that
the company might be in distress despite the favourable
economic condition. Positive reaction on the other hand,
follows the announcement of dividend increase in the
bear phase because the firm is seen to be performing
well despite the contradicting market phase. Generally,
investors tend to buy more shares in the case of dividend
increase announcements which are seen as good news
in order to make more profit. While dividend decrease
announcements are seen as bad news thereby selling
their stocks in order to avoid further loses.

SUMMARY AND CONCLUSION

This research sets out to examine the validity of sig-
nalling theory that is, the information content of dividend
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hypothesis as well as testing the validity of the theory in a
situation when dividend announcements that contradict
the market phases are made. This study generally aims
to determine if investors earn abnormal returns around
dividend announcement days especially those announce-
ments that contradict the market phase e.g. a significant
positive abnormal return when dividend increase
announcements are made in a bear market phase and a
significant negative abnormal return when dividend
decrease announcements are made in a bull market
phase. It also seeks to establish if investors in different
markets have similar investment behaviour.

Based on the above analysis and tests, the findings of
this research have a strong support for the validity of
signalling theory and the information content of dividend
hypothesis as purported by Bhattacharya (1979), Asquith
and Mullins (1983), Aharony and Swary (1990), Dasilas
and Leventis (2011) etc. It was observed that generally,
investors earn positive abnormal returns around dividend
increase announcements while dividend decrease
announcements on the other hand, earn negative
abnormal returns around the announcement day which
shows that dividend announcement is positively related to
share prices. In addition, it was discovered that investors
react more to dividend cut than they react to dividend
increase which is consistent with Benesh et al. (1984)
and Eades et al. (1985).

Although the study by Uddin and Chowdhury (2003)
concludes that dividend announcements have no positive
relation with returns, it shares the same opinion with the
findings of this research that there exists the presence of
insider trading. That is, the market begins to react to
dividend announcements days before they are made
which is also consistent with Ariff and Finn (1989) and
Adelegan (2003).

Also consistent with Below and Johnson (1996) is the
fact that investors react more to dividend announcements
that contradict the market phases especially the
announcement of dividend cuts when the market is in a
bull phase. It was also noted that announcements of
dividend increase in the bear phase earned higher
positive abnormal returns than dividend increase
announcements in the bull phase. This study was also
able to determine in addition to the existence of signalling
theory, that investors in different financial markets have
similar investment behaviour.

RECOMMENDATIONS

The study of the effects of dividend announcements in
the bull and the bear markets has been carried out in
developed markets that is, this study which made use of
the FTSE100 index and the study by Below and Johnson
(1996) which made use of S&P 500 index and both
suggest that investors react more to dividend announce-
ments that contradict the market phases. It is therefore
recommended that future researches be carried out in

emerging markets in order to determine whether the
results will be consistent with those of the developed
markets. Future researches could also look into the
impact of dividend change announcements on small
capitalized and large capitalized firms during the bull and
the bear periods. That is, to investigate if dividend
changes announcements made by large capitalized firms
convey more information than small capitalized firms in
the bull and bear markets and vice versa.

Conflict of Interests

The author has not declared any conflict of interests

REFERENCES

Adelegan OJ (2003). 'Capital Market Efficiency and the Effects of
Dividend Announcements on Share Prices in Nigeria'. African
Development Review 15(2 - 3) : 218-236

Aharony J, Swary | (1980). 'Quarterly Dividend and Earnings
Announcements and Stockholders' Returns: An Empirical Analysis'. J
Financ. 35(1) : 1-12

Al-Yahyaee KH, Pham TM, Walter TS (2011). 'The Information Content
of Cash Dividend Announcements in a Unique Environment'. J Bank.
Financ. 35 (3): 606-612

Ariff M, Finn FJ (1989). 'Announcement Effects and Market Efficiency in
a Thin Market: An Empirical Application to the Singapore Equity
Market'. Asia Pacific J Manag. 6 (2): 243-265

Asquith P, Mullins Jr, DW (1983).'The Impact of Initiating Dividend
Payments on Shareholders' Wealth'. J Bus., 77-96

Barberis N, Thaler R (2003). 'A Survey of Behavioral Finance'.
Handbook of the Economics of Finance 1, 1053-1128

Barndorff-Nielsen O, Shephard (2002). Econometric Analysis of
Realized Volatility and its use in Estimating Stochastic Volatility
Models.: Wiley-Blackwell

Below SD, Johnson KH (1996). 'An Analysis of Shareholder Reaction to
Dividend Announcements in Bull and Bear Markets'. J o Financ.
Strategic Decisions 9 (3):15-26

Benartzi S, Michaely R, Thaler R (1997). 'Do Changes in Dividends
Signal the Future Or the Past?'. J Financ. 52 (3): 1007-1034.

Benesh GA, Keown AJ, Pinkerton JM (1984). 'An Examination of
Market Reaction to Substantial Shifts in Dividend Policy'. Financial
Review 17 (2), 14-14

Bhattacharya S (1979). 'Imperfect Information, Dividend Policy, and" the
Bird in the Hand" Fallacy'. The Bell J Econ., 259-270

Bhattacharyya N (2007). 'Dividend Policy: A Review'. Managerial
Finance 33 (1): 4-13

Black F (1998).'The Dividend Puzzle'. Streetwise: The Best of" the J
Portfolio Manag.", 10

Black F (1976). 'The Dividend Puzzle'. J Portfolio Manag. 2, 5-8

Bozos K, Nikolopoulos K, Ramgandhi G (2011). 'Dividend Signaling
Under Economic Adversity: Evidence from the London Stock
Exchange'. International Review of Financial Analysis 20 (5), 364-374

Brickley JA (1983). 'Shareholder Wealth, Information Signaling and the
Specially Designated Dividend: An Empirical Study'. J Financ. Econ.
12 (2), 187-209

Dasilas A, Leventis S (2011). 'Stock Market Reaction to Dividend
Announcements: Evidence from the Greek Stock Market'.
International Review of Economics & Finance 20 (2), 302-311

DeAngelo H, DeAngelo L (1990). 'Dividend Policy and Financial
Distress: An Empirical Investigation of Troubled NYSE Firms'. The J
Financ. 45(5): 1415-1431

Dolley JC (1933). 'Characteristics and Procedure of Common Stock
Split-Ups'. Harvard Business Review 11(3): 316-326

Eades KM (1985). 'Empirical Evidence on Dividends as a Signal of Firm
Value'. J Financ. Quant. Anal. 17(4): 471-500



Frankfurter G, Wood GB, Wansley J (2003) Dividend Policy Theory and
Practice. USA: Academic Press, Elsevier Science

Gonedes NJ (1978). 'Corporate Signaling, External Accounting, and
Capital Market Equilibrium: Evidence on Dividends, Income, and
Extraordinary Items'. J Accounting Res. 16(1): 26-79.

Gonzalez L, Powell JG, Shi J, Wilson A (2005). 'Two Centuries of Bull
and Bear Market Cycles'. International Review of Economics &
Finance 14(4): 469-486.

Grullon G, Michaely R, Benartzi S, Thaler R (2005). 'Dividend Changes
do Not Signal Changes in Future Profitability’. Available at SSRN
431762

Healy PM, Palepu KG (1988) 'Earnings Information Conveyed by
Dividend Initiations and Omissions'. J Financ. Econ. 21(2):149-175.

John K, Williams J (1985). 'Dividends, Dilution, and Taxes: A Signalling
Equilibrium'. J Financ. 40(4):1053-1070

Kalay A (1980). 'Signaling, Information Content, and the Reluctance to
Cut Dividends'. Journal of

Klein A, Rosenfeld J (1987). 'The Influence of Market Conditions on
Event-Study Residuals'. J Financ. Quant. Anal. 22(3):345-351.

Leftwich R, Zmijewski ME (1994). 'Contemporaneous Announcements
of Dividends and Earnings'. J Accounting, Auditing & Finance
9(4):725-762

MacKinlay AC (1997). 'Event Studies in Economics and Finance'. J
Econ. Lit. 35(1):13-39.

McWilliams A, Siegel D (1997). 'Event Studies in Management
Research: Theoretical and Empirical Issues'. Academy of Manag. J,
626-657

Faloye and Oluwole 283

Miller MH, Modigliani F (1961). 'Dividend Policy, Growth, and the
Valuation of Shares'. J Bus. 34(4):411-433.

Nissim D, Ziv A (2001). 'Dividend Changes and Future Profitability’. J
Financ. 56(6):2111-2133

Nofsinger JR (2005). 'Social Mood and Financial Economics'. J
Behavioral Financ. 6(3):144-160.

Pettit RR (1972). 'Dividend Announcements, Security Performance, and
Capital Market Efficiency'. J Financ. 27(5):993-1007.

Richardson VJ (2000). ‘'Information Asymmetry and Earnings
Management: Some Evidence'. Review of Quantitative Finance and
Accounting 15(4):325-347

Spence M (1973). 'Job Market Signaling'. The Quarterly J Econ. 87(3):
355-374.

Uddin MH, Chowdhury GM (2003). 'Effect of Dividend Announcement
on Shareholders’ Value: Evidence from Dhaka Stock Exchange'.
Finance and Banking, 1-16

Watts R (1973). 'The Information Content of Dividends'. J
Bus.46(2):191-211



academicJournals

Vol. 6(12), pp. 284-289, December, 2014
DOI: 10.5897/JEIF2014.0573

Article Number: ASB2FBAA49377

ISSN 2141-6672

Copyright © 2014

Author(s) retain the copyright of this article
http://www.academicjournals.org/JEIF

Journal of Economics and International Finance

Full Length Research Paper

Trade policy, fiscal constraint and their impact on
education in the long run

Maisonnave Hélene

University of the Free State, South Africa.

Received 17 February, 2014; Accepted 7 November, 2014

Many studies have evaluated the impact of trade liberalisation in South Africa. Our study proposes to
evaluate the consequences of trade liberalisation when fiscal constraints and budget discipline lead
government to reallocate the fiscal adjustment induced. More precisely, we will focus on the
consequences on the education system and the consequences of students’ performances at school in
long run. To evaluate the impacts of this tariff removal, we will use a Computable General Equilibrium
model (CGE) to be able to capture the economy wide effects, and especially on the education sector.
We present a tariff removal combined with three different fiscal options, and analyse the results on the
education sectors. We found that the decrease in government spending has dramatic impacts on
students’ behaviours in the long run, whereas an increase in the indirect tax on commodities affects the

post-secondary education sector.

Key words: Trade policy, fiscal constraints, impacts of trade liberalisation, impact on education.

INTRODUCTION
Trade liberalisation in South Africa

The South African trade policy was mainly geared towards
import substitution before 1970s according to Bell (1992,
1997). From then, quantitative restrictions started to
reduce until South Africa joined the World Trade Organi-
sation in 1994. Since then, the country reduced most of
its tariffs except for agricultural commodities, textile and
the automobile sector.

Most of the Computable General Equilibrium models
(CGE) applied to South Africa deal with trade issues.
Gelb et al. (1992) developed a dynamic one sector CGE
to evaluate the impact of a negative external shock and
the setting of a program of government stimuli. Then, Van

der Mensbrugghe (1995, 2005), Devarajan and Van der
Mensbrugghe (2000) developed a CGE to understand the
impacts of trade liberalisation and increases in public
spending. Thurlow and Van Seventer (2002) propose a
standard CGE modelling framewaork for South Africa.

Mabugu et al. (2010) evaluate gender discrimination on
labour market after trade liberalisation. An originality of
their work is that it takes into account household’'s home
production. They find that trade liberalisation has a better
impact on men’s salaries than on women’s, due to the
sectoral employment repartition. Thurlow (2006) finds
that trade liberalisation has affected men and women
differently and that it has worsened inequality in the
country.
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Table 1. Structure of the South African trade.
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Share of import

Share of import in

Share of export in Share of exports in

Sectors abS(I)r;pttoi:ﬁi (%) total imports (%) total production (%) total exports (%)
Agriculture 6.8 1.9 15.6 4.4
Coal 5.7 0.3 50.6 5.3
Gold 0.0 0.0 92.8 14.7
Other mining 64.5 7.1 81.4 16.0
Food 6.3 4.4 7.8 5.1
Textile 12.8 29 10.1 2.0
Footwear 20.5 14.4 3.2 0.1
Petrol 20.1 1.1 15.0 9.4
Other non iron mineral 13.7 21.2 10.6 0.8
Steel 33.9 2.8 32.0 19.0
Electronic Equipment 25.3 8.7 11.9 1.0
Radio 58.0 14.7 12.8 0.9
Transport equipment 35.8 8.3 16.0 4.7
Other manufacturies 15.7 0.0 19.1 7.7
Electricity 0.0 0.0 1.7 0.3
Water 0.1 0.0 0.0 0.0
Construction 0.6 0.2 0.1 0.0
Trade 0.1 0.0 0.1 0.1
Hotel and restaurant 11.8 1.5 14.5 1.8
Transport services 16.8 7.2 9.6 3.6
Communications 5.3 1.2 3.3 0.7
Financial intermediation 2.0 1.2 3.7 2.0
Real estate 0.4 0.1 0.1 0.0
Business activities 3.7 0.8 2.0 0.4
Total 100.0 100.0 100.0

Source: Computations from the SAM (2001).

Hérault (2006) uses a static model to analyse the
impact of trade liberalisation using all the information
contained in household’s survey. He finds that whatever
the closure, neoclassical or Keynesian, trade liberalisation
seems to be pro-poor. Employment creation in the formal
sector seems to be the cause of this decrease on
poverty. In terms of inequality, intra group inequalities
decrease whereas inter group increase.

Chitiga and Mabugu (2007) analyze the impact of
protection in textile sector on poverty levels, using a
dynamic micro simulation CGE. They find that increasing
protections in this sector is not good for the whole
economy, welfare decreases and poverty increases.
Finally, Chitiga and Mabugu (2009) review the different
attempts to evaluate the impacts of trade liberalisation on
South Africa.

Our paper deals with the impact on trade liberalisation
on the education sector, and specifically on students’
behaviour given fiscal constraints. From the Social
Accounting Matrix (SAM) we use in the model, we can
illustrate the relations between South Africa and the rest

of the world. Table 1 points out the penetration rate of
imports as well as the export intensity. It gives as well
export intensity in sectoral production, and the share of
each sector in total exports. It is relevant to notice that
the two thirds of “other mineral” supply are imported.
Moreover, radio equipment and transports equipment
also strongly depend on imports. Given this structure,
one can think that an increase in imports due to a
decrease of tariffs will have strong consequences in
these sectors. However, the three main sectors in total
imports are the sector of other non-iron mineral products
(Othnon, 21.2%): the Radio sector (14.7%) and the
footwear sector (14.3%).

South Africa exports most of its production of mineral
and precious metal, but we can also highlight its exports
in hotel and restaurant sectors (14.5%), or in other
industries (19.1%). Precious metal and mineral represent
65.2% of total exports of the country.

An external shock on mineral price would have strong
effects on the economy. However, South Africa also
exports transports services, transports equipment and
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other industries. As previously mentioned, South Africa
has already cut its tariffs. However, for some commo-
dities, tariffs remain quite high (for instance, footwear,
other mineral and electronic equipment). These
commodities will be sharply vulnerable to a tariff cut.
Moreover, these sectors use a lot of intermediaries’
consumptions, meaning that a decrease in the production
of these sectors will have consequences on other sectors,
notably trade and petrol sectors.

The model and data used

Our model is inspired by Decaluwé et al.’s (2001)" model.
We have changed several assumptions to better
represent the South African economy. The labour force is
disaggregated by population group and skill levels so that
we end up with twelve different labour categories. Each
activity uses capital and the different types of labour. We
assume that there is unemployment on each labour
market.

We have also disaggregated households such that we
have households by population groups (African, Coloured,
Indian and White). Then, we have specified households’
consumption with a Linear Expenditure System (LES) of
Stone Geary (1954) function, and we assume that
transfers between institutions are significant. Finally, we
consider that South Africa cannot export as much as it
wants by introducing an export demand function with
determined elasticity.

We also assume that aggregate capital-skilled labour
has a CES between capital and skilled labour, but is
presumed to be very low (quasi-Leontief, at 0.1). This
indicates that capital and skilled labour are comple-
mentary: some kinds of physical capital (such as a new
type of electronic machinery) cannot be used to produce
anything in the absence of skilled people.

In order to model students’ behaviour, we follow
Lofgren and Diaz-Bonilla (2006). Students are classified
into three educational sectors (primary, secondary and
post-secondary). Each year, a student graduates (dip),
drops out (aban) or repeats a grade (red). Moreover, we
assume that when a student graduates, she can go on
studying (contdip) or enter the labour market (quitdip).

What determines the students’ behaviour?

We assume that a student’s decision is influenced by
three variables:

(a) The quality of education, a variable which is directly
linked to government spending. Indeed, if the government
decides to increase the number of primary school
teachers, we would expect improved quality due to a
lower student to teacher ratio. Such an improvement in
school quality would offer students more incentive to stay
in school.

! Chapitre 9 of Decaluwé, Martens et Savard (2001)

(b) The wage differential between semi-skilled and low-
skilled labour. If the average semi-skilled wage is suffi-
ciently higher than the low-skilled one, the expectation of
a higher income would act as an incentive for the student
to continue their studies.

(c) The wage differential between semi-skilled and skilled
labour. Continuing on to more advanced schooling would
become more attractive if the average skilled wage is
sufficiently higher than the semi-skilled one.

These changes in student’s behaviours have impacts on
labour supply. Following Lofgren and Diaz-Bonilla (2006),
we assume that for a given year, labour supply is equal to
what it was the previous years plus the volume of
students that enter the labour market depending on their
success at school. We assume that students who
graduate from their primary education level would enter
the labour market as low skilled workers. Students who
would graduate from the secondary education level would
enter the labour market as a semi-skilled worker whereas
a student that graduates from the tertiary education level
would enter the labour market as a skilled worker. The
students who do not manage to graduate and drop out
would enter the labour market at the next lower level.
Therefore, it is easy to understand the potential links
between a given policy and the education sector: for
instance, if skilled wage rate drops after a shock in the
economy, students might be willing to enter the labour
market as semi-skilled workers and they will not be keen
in going on in the tertiary level. In the same way, a
negative shock on public expenditure will probably affect
the education quality, and therefore students’ behaviours.

To calibrate our model, we use the same Social
Accounting Matrix as Cockburn et al. (2005). We used
the same elasticity values as them for income and trade.

To calibrate unemployment rates, we use the Labor
Force Survey (2001) and use a wage curve (Blanchflower
and Oswald, 1995), given the elasticities computed by
Kingdon and Knight (2006).

For the closure rules, the nominal exchange rate is
fixed and is the numeraire of the model. As South Africa
is a small country, world prices are fixed. The current
account balance is exogenous. Labour supplies are fixed
at the first period and then depend on students
achievements. Capital demand is specific and exogenous
at the first period, and then grows given the new invest-
ments made in the activity”

SCENARIOS AND RESULTS

We analyse three scenarios of total tariff removal with
different fiscal policies. In the first scenario, government

2 We choose Bourguignon et al (1989) specification for the accumulation
demand function
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Table 2. Impact on total investment (in % to Business As Usual).

Scenario 1 Scenario 2 Scenario 3

Impact on total investment

-22.6%

-9.02% -5.3%

does not offset the decrease in its tariffs income; in other
words, government savings is endogenous and there is
no fiscal policies set up. In the two other scenarios, we
assume that government savings is fixed. To compensate
the loss in its income tariffs, in the second scenario we
assume that government sets up an indirect tax on
products. In the third scenario, we assume that to keep
its deficit constant, government reduces its public
spending.

Impacts on government’s income and the relations
with the rest of the world

The removal of tariffs leads, ceteris paribus, to two
direct consequences:

On the one hand, receipts will decrease. This decrease in
the receipts leads to a decrease in government’s income
as well as a decrease in its savings if no mechanism is
set up to balance the cut of duty receipts. That is what
happens in the first scenario, government's income
decreases by -3.1% and its savings drop strongly (-
16.6%). In the two other scenarios, by hypothesis, public
deficit remains constant.

On the other hand, import prices are decreasing and
this decrease will be stronger for former protected
sectors. We expect that imports would increase, notably
in footwear sector (+39.05%), in textile sector (+7.2%)
and in electronic equipment (+4.6%). Moreover, the price
of imports is decreasing, and this fall off will be greater for
former protected sectors.

Former protected sectors will have to adjust to price
decreasing, and so, they will have to decrease their price
to remain competitive. Given that, we expect a decrease
of production in some of these sectors, as well as a
decrease of the working force. The decrease of the
production in these sectors will decrease in the same
proportion intermediate consumptions that will have a
strong impact for trade sector.

The current account balance is fixed by hypothesis; the
increase in imports must be joined to an increase of
exports. We also assumed that South Africa cannot
export as much as it wants, meaning that to export more,
South Africa has to be more competitive. In other words,
local producers have to decrease their prices.

Impacts on institutions’ income and total investment:

We saw that producers have to be competitive to export

more. Thus, whatever the scenario, it infers that the
workforce decreases. It comes that wage rates are
decreasing and unemployment rates are increasing.

Given the decrease in the wage rate, households’
income decrease as well as their savings, which is a
proportion of their disposable income.

In the second scenario, we introduced an indirect tax
on products. In other words, households do not really
benefit from the decrease of import prices because they
have to pay a new tax. In this scenario, the decrease of
households’ consumption is greater than in the other.

Firm’'s income is mainly composed by capital income.
We know that, given the numbers of firings, capital is
relatively more abundant than labour. In the same way,
the price decrease leads to a decrease of marginal
productivity of capital; its return rate is decreasing. Thus,
firm’s income is decreasing as well as its savings.
Whatever the scenario analysed, total investment is
decreasing (Table 2), and the decrease is stronger in the
first scenario given the damage of public savings.

Impact on the educational system

Previous effects are traditionally observed in short term
for a trade liberalisation. Our aim is to analyse what
happens on the education system, and notably if govern-
ment has to reduce its spending in education to keep its
deficit constant. Moreover, we know that trade liberali-
sation can have effects on wage rates, and these
changes can have impacts on students’ behaviours.
Indeed, as wage rate variations create incentives for
students to go on studying or to enter the labour market,
it is interesting to see how trade liberalisation affects
students’ behaviours.

We saw that students’ behaviour is determined by the
supply of education services (assumed constant in the
two first scenarios), wage differential between skilled and
semi-skilled, and wage differential between semi-skilled
and unskilled. As education supply is assumed fixed in
the two first scenarios, only these two variables can infer
any changes on students’ behaviours.

Effects on education in these two scenarios are very
low: given the decrease of the average wage rate, and
the fact that the average skilled wage rate decreases
more than the average semi-skilled wage rate, we can
notice that the share of students that leaves secondary to
enter the labour market is increasing slightly.

In the third scenario, we assume that government keeps
its deficit constant by decreasing its public spending. We
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Table 3. Impact of trade liberalisation on students’ behaviours in the short run (scenario 3).

Behaviour by cycle African  Coloured Indian  White
Primary -0,24 -0,11 -0,10 -0,10
Graduate (dip) Secondary -1,43 -1,35 -0,42 -0,58
Post-secondary -1,43 -1,19 -0,39 -0,23
Primary 3,33 3,33 10,00 10,00
Drop out (aban) Secondary 0,94 1,21 2,73 2,31
Post-secondary 1,00 1,33 1,50 2,00
Primary 0,0 0,0 0,0 0,0
Repeat (red) Secondary 0,50 0,33 0,00 0,00
Post-secondary 0,40 0,36 0,00 0,00
Continue diploma (contdip) Primary -0,11 -0,11 -0,11 -0,11
Secondary -0,67 -1,25 -0,43 -0,11

We only present results for the third scenario given that changes in the two first are really very low

know that public spending in education plays a key role in
students’ behaviours. Thus, to balance a loss of duty
receipts, government reduces its spending, that leads to
a decrease of the quality of education in each sector (-
2.77%). This decrease of the quality is followed by an
increase of drop out and repetition rates and a decrease
of graduation rate for each level of education. In the
same way, the share of students that leave school after
primary and enter the labour market is decreasing,
whatever the population group (Table 3).

In the short term, effects of full trade liberalisation are
harmful for the South African economy as well as in the
education sectors. If in the first scenario we observe a
crowding-out effect, in the two other scenario, the layoffs
lead to a decrease in wage rate and so a decrease in
households income. Impacts on the education sectors
are greater in the third scenario, given that the decrease
in public spending is added to the changes in relative
wages.

In the long run, for the first scenario, the loss in govern-
ment’s income leads to an increase in its current deficit.
This, as expected, has a negative impact on total
investment. The drop in total investment affects most of
the productive sectors that fire workers. Unemployment is
going up while wage rate is going down. The drop in the
wage rate, especially for skilled workers has an impact on
students’ behaviour that does not continue after secon-
dary education level.

In the second scenario, government’'s savings is
constant and the loss in tariff revenues is compensated
by an increase in indirect taxes. This fiscal measure has
quite a bad impact on the economy as it affects house-
holds’ consumption and firms’ intermediate consumption.
In other words, the benefits from trade liberalisation in
terms of price decrease are lowered by the increase in
the indirect tax. Here again, unemployment rates are

increasing and we observe the same mechanism as in
the first scenario for the impact on education.

It is actually in the third scenario that we observe huge
impacts on education. Regarding the rest of the
economy, we have the same effects as in the short run.

The education sector faces in the long run a sharp
decrease of its resources, as government spending
adjusts. It means that the number of teachers is decree-
sing, or eventually schools are closing. This decrease in
the supply of education services leads to a decline in the
quality of the education system. Therefore, we observe
that dropout rates and repetition rates are increasing, and
graduation rate is therefore decreasing.

Conclusion

The aim of this paper is to analyze the impact of trade
liberalisation on students’ behaviours. We evaluated this
impact through two transmission channels, differential
wage rates and public spending in education under three
different fiscal scenarios. From our results, we find that
setting up a full trade liberalisation without fiscal scenario
is not sustainable in the long run, as the government’s
deficit hampers total investment and GDP in the long run.
The education sectors, and especially the post-secondary
education sector, are affected through the decrease in
skilled wages. Compensating the losses by increasing
the indirect tax rate on commodities is as well harmful for
the economy and the education sectors. From the last
scenario, we can conclude that the variations of public
spending have a stronger effect on students’ behaviours
than wage rate changes. Then, given our results, we can
say that a trade liberalisation policy that would lead
government to decrease its public spending would have

harmful consequences on education sectors as well as



the whole economy.

However, we need to qualify our results as we
simulated a full trade liberalisation in one shot. In this
paper, we were more interested in understanding the
mechanisms between trade liberalisation, different fiscal
options and students’ behaviours.
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