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1. Introduction

Three types of financial decisions influencing ttedue of the firm are investment decision,
financing decision, and dividend decision. These @so interdependent. The investment
decision will affect future earnings and potentiglre dividend. However, dividend decision
will influence the amount of equity capital in anfi's capital structure and so affect the cost
of capital. Although these interrelations exisg tlitimate goal of managers in making all of
these decisions is to maximize shareholder's we8ith dividend policy decision has a great
role in maximizing firm value in particular and sbholder’'s wealth in general. Moreover,
dividend is also important because under normalditioms and for long term investors,
dividend is the only way that they could benefonfr the company. In rare situation of
liquidation, investors benefit from the companyssets. Amount of dividends are determined
by board of directors and can vary between zeraend to all of present and past retained
earnings. Besides, dividend is real and off vabe, shareholders can use it in any proper
way. Most companies keep dividends at a level wihely can afford to pay in long run, no
matter how was the earning in the year is. Dividgiedds of shares keep a close relation to
the fixed deposit and interest rates. So, one deferor conservative strategy in investment is
to buy stocks which pay high dividends.

Many theories like information asymmetric, suggastelationship between dividend and
stock return, but it is an empirical research goadior many years. Although there are some
debates, a general correlation between dividendds/iend stock return was found
empirically.

Dividend vyield is a good predictor of stock retubut their relation in different market
conditions is questionable. Bull and bear markeats defined differently by scholars,
especially in terms of time horizon or selectioitecron (Bhaduri & Durai, 2006; Chen, 1982;
Cohen, Zinbarg, & Zeikel, 1973; Fabozzi & Frand977; Gombola & Liu, 1993; Kim &
Zumwalt, 1979; Lockwood & Mclnish, 1990; Weisenbergl984; Wood, Mclnish, & Ord,
1985). Bull markets generally interpreted as a bagnor rising economics. On the other
hand, bear markets is generally perceived as andegrleconomy. So, investors may interpret
same variable (dividend yield) differently in diféat market conditions. Previous studies
regarding the relation between dividend yields stwtk return show that investors generally
anticipate a low dividend yield in bull marketsmy be rationale because, in a bull markets
firms will have better investing opportunities. brder to finance the growth projects
internally, they will pay fewer amounts of dividenydso dividend yield and stock return will
have a negative relation during bull markets. dmtcast, in bear markets they may face
problems finding new growth opportunities, so firtead to pay more dividends to maintain
their stock price by showing their strength. Hertbe, relationship between dividend yields
and stock returns in bear markets would be a pesig@lation.

Previous studies (Gombola & Liu, 1993; Gwilym, Mang & Thomas, 2000) about this issue
were mainly done in developed markets but therenatesignificant works from emerging
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markets and especially from Malaysia. However, alper of studies on dividend policy and
dividend behavior have been done on Malaysian films survey study, Isa (1992) found
that Malaysian firms follow stable dividend poligmd a number of internal and external
factors govern these policies. Kester & Isa (1988p confirmed these results. Annuar &
Shamsher (1993) and Sing & Gupta (1994) confirnfexl @pplicability of Lintner (1956)
model for Malaysian firms. Joher, Shamsher, & Ann(2002) found that profitability in
terms of firms earning is the only factor among &jaian listed companies in determining
dividend policy decision. They also found that stfecompanies, leverage, and investment
opportunities provide some explanation for dividepdlicy choice, although it is not
statistically significant. Pandey (2001) in the dstuof dividend policy and behavior of
Malaysian firms found that large number of Malagsfams increase payment of dividend
when their earnings increase. Malaysian firms dse sery prompt in omitting dividends
when they suffer losses. However, a number of fitrgsto maintain dividends when their
earnings fall. Dividend actions of Malaysian firrase very sensitive to earning changes.
Pandey also proved the validity of the Lintner’sdabin Malaysian market. In his study, he
also shows that Malaysian firms rely on both pagiddnd and current earnings in deciding
the current period’s payments of dividends.

The relation between dividend yields and stockrretun different market conditions is still
guestionable and vague among financial scholareageas, academicians and shareholders.
The significance of this study was to help investéorecasting by giving them clarification
information about the dividend yields and stockume$ relationship based on the general
market condition. This can help them in their diecismaking about portfolio generating.
Although many works have been done up to now, baotenstudies are needed to be
conducted to ascertain this relation in varioustimorizons and markets.

The purpose of this study is to identify the catiein between dividend yields and stock
returns in different market conditions in Malays&tock market and checking the possibility
of providing another evidence for time variationtire relation between dividend yields and
stock return during bull and bear markets.

2. Data and Method

In this study, relation between dividend yields atatk returns in different market conditions

is analyzed for a context of 60 KLCI stocks foreaipd of 66 months from January 2000 until

June 2005. This period is set in order to satsstpng term study’s objective. In order to

select firms, list of firms were sorted on the basf dividend vyields. Then, the first 20

percent, the last 20 percent, and the middle 26epe¢rfirms were selected and set to three
portfolios of high-, medium, and low- dividend ydetompanies. Data are extracted from
DataStream database.

In order to be consistent with Gombola & Liu (19%)aduri & Durai (2006), the relative
up/down definition of market condition is used. eleif the market return at time period t is



greater than the time period t-1 then t time pehead been considered bull market and if the
value at t time period is less than t-1 then il i considered as bear market. This definition
is particularly have been chosen because othasrfastich as risk free rate or interest rate is
generally fixed by the Malaysian central bank (Batégara), so they could not be a good
evaluation criteria.

Dividend Yield and Stock Return were calculatedhi@ same way as Gombola & Liu (1993).
The firms are selected from 100 KLCI companiesorder to select firms, list of firms were
sorted on the basis of dividend yields. Then, tret 20, the middle 20, and the last 20 firms
were selected and set to three portfolios of highedium, and low- dividend yield
companies, respectively.

In order to find the relation between dividend gli@nd stock return more specifically during
bull and bear markets, regression analysis wasuzted on sample data. Initially, regression
model performed was just based on the concurrenthisodividend yield as follow.

Rit =) BlDYit + & (1)

As it's regarding f-value suggests, results for tegression analysis were not significant in
any case. Hence, this analysis is not statisticedlyealing any significant relationship
between dividend yield and stock return. Findirgignificant relation between dividend yield
(DY) and returns, regression formula was modifiedatlagged multiple regression analysis
by adding the lagged dividend yield term to theagmun (1), which would result in following
equation (2). The following regression equation weed to test whether there is a
relationship between dividend yield and stock metur

Rit =a + B1DYit + B2 DYir1 + & Q)
Where
R = stock portfolio return fof"l portfolio for period t
o = regression constant
B1, B2 = coefficients to be estimated
DY = dividend yield for ' stock portfolio for period t
DYi.1 = dividend yield for' stock portfolio for period t-1

& = error term



3. Empirical Results
3.1 Descriptive Statistics

During period of this study, January 2000 — Jun@52@lividend yields in some companies
were as low as 0 and the highest dividend yieleentesi was 15.53% for Dialog Group as in
year 2005. These stocks had average dividend y@l@s31 over the whole period. During
period of this study, there were always some cornegawith a zero dividend yield, but the
number of such companies was shrinking over timardler to analyze data, three portfolios
were set up. Average dividend yield of portfolios €éach year was shown in Table 1.

In another view as depicted in Table 2, differemtolio returns are calculated and as a result
we can see that high dividend yield portfolios (dinerefore high dividend stocks) generates
higher returns in overall market condition. Moregwhey generate higher returns in bear
markets (smaller negative terms) which is consigierisombola and Liu (1993). It suggests

that high dividend stocks are more resistant tdimex in markets which are consistent to the
conjectures of Blume (1980). In contrast, high dénd portfolio generates lower returns in

bull market which is also consistent with the resof Gombola and Liu (1993).

3.2 Findings and Discussion

As Table 3 shows, dividend yields have a statiByicagnificant relation with stock return in
all regressions. Regression analysis conducteHlifgir dividend yield portfolio (High DYP),
Medium dividend yield portfolio (Med DYP), and Logividend yield portfolio (Low DYP)
over the whole study period show a significant pesirelation between lagged term (Y
and return. This indicates that, generally, thehbighe dividend yield, the higher the stock
returns. This is consistent with the notion thathare with a higher yield will cause investors
to purse such share, thus, resulting into an iser@astock price, eventually earning a higher
stock return for investors.

Regression analysis conducted for High dividenddypertfolio (High DYP), Med dividend
yield portfolio (Med DYP), and Low dividend yieldopfolio (Low DYP) over the Bear
market shows a significant positive relation betvésgged term (DY;) and return. This
indicates that the higher the dividend yield, tihghkr the stock returns in bear market. This
finding is consistent with the findings of previoampirical researches (Bhaduri & Durai,
2006; Chen, 1982; Gombola & Liu, 1993; Gwilym et aD00).

Regression analysis conducted for High dividenddypertfolio (High DYP), Med dividend
yield portfolio (Med DYP), and Low dividend yieldogfolio (Low DYP) over the Bull
market shows a significant positive relation betvésgged term (DY.) and return. This
indicates that the higher the dividend yield, tighlr the stock returns. However, this is not
in consistency with previous works done in devetbpeuntries. Generally, in bullish market,
companies may reduce or even omit their dividendexchange for anticipated future
earnings. So, in line with the pecking order thedMyers & Majluf, 1984), and in
anticipation of favorable market condition, firmséeds to finance expansion projects are



mostly financed from internal sources, mainly bytiog dividends. In contrast to company’s
perspective, investors’ perception is that if tiiesgo concurrent dividend, they may benefit
from the future earnings. However, results of 8tigdy show that in the context of Malaysia,
this is not the actual case and trend.

There is an inconsistency between findings of stusly and previous works. Previous works
have found that dividend vyield is positively rethtéo return during bear markets but
negatively related to return during bull marketowséver, this study resulted in different
outcomes. This difference might be due to some domehtal difference between Malaysian
stock markets and those of other markets. One lpgessason is taxation effect. Malaysia
does not have the double taxation rule, i.e., énds are tax exempt. Thus, there is a
preference toward higher dividends in Malaysia. &éwer, another possible reason is the
difference in ownership structure of Malaysian BtmAbout 60% of Malaysian firms are
institutional investors, Government Linked Compan{&LC) or family owned companies
and these types of owners typically require higtieidends. For the GLCs the easiness of
access to debt market stimulates the higher payaietividends. These issues need more and
in-depth study. The taxation and ownership strgcteasons along with other reasons such as
investors’ preference, might have given dividendid/ian extra credit in determination of
variations of returns. However, this finding is smtent with previous works on the
Malaysian dividend policy mentioned before, i.eerthis a tendency for stable dividend
policy among Malaysian firms.

Furthermore, there is one other major differencehis study and other studies done in
developed markets especially US market. In prevgiudies done in developed markets the
analysis was based on the relationship of dividgeldls and stock returns in the same month.
They found significant relation between dividencelgi and return of the same month.
However, this relation is not significant in Mal&ys case, as mentioned before. But, a one
month lagged regression analysis resulted to statly significant results in Malaysian
market. This means that Malaysian stock marketigyaants take up to one month to fully
adjust the news regarding dividend yields. Thishige a result of market imperfection in
Malaysia. This is consistent with findings of ottetudies done on Malaysian stock market.
However, this reason needs further study.

In summary, dividend yield has a significant raatiwith return in Malaysian market.
Concurrent month’s dividend yield has a negativiati@ with return, while one month
lagged dividend yield has positive relation to returhis relation is not sensitive to market
condition in terms of sign; however its magnitudearges as market condition changes.
Positive relation of dividend yield and return dgribear market is consistent with previous
studies but positive relation of dividend yield ametlurn in bull market is not consistent with
previous works.

4. Conclusion

This study highlights the possibility for the Ma&ign long term investors of using dividend
yield to measure the value of stocks before buiegshares in different market conditions.
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To a certain extent, the results have been ablestablish that there exist a significant
relationship between dividend vyields and stock rrefuwithout concerning to market
condition. The higher the dividend yield, the higties stock return would be.

This study found that there is an inconsistencybet Malaysian stock market’s reactions to
market condition with other markets, especially aleped markets. In developed markets,
there is a significant positive relation betweeviaknd yield and stock return in bear market
and a significant negative relation between divilgields and stock return in bull market. In
contrast to this, in Malaysian stock market, thexest a significant positive relation between
dividend yields and stock returns both in bull d®dr markets. This inconsistency might be
of most interest for international investors in erdo diversification their international
portfolios in different countries in bull and beaarkets.

Table 1: Dividend Yield for Each Portfolio over Study Period

Portfolio\ Year 2000 2001 2002 2003 2004 2005

High 419 549 558 540 514 549
Med 133 268 253 254 223 263
Low 050 096 1.08 1.05 0.92 0.94

Table 2: Portfolio Returnsduring the bull and bear markets

Dividend Average Average Average Average
Yield Dividend Monthly Monthly Return  Monthly Return

Portfolio Yield Return in Bull Market in Bear Market

High DYP 4.98 0.76 4.73 -3.20

Med DYP 2.24 0.65 4.86 -3.56

Low DYP 0.89 0.52 5.69 -4.66




Table 3: Results of Multiple Lagged Regressions

Intercept Dividend Yield Lagged Dividend Yield
Coefficient Standard Coefficient Standard Coefficient Standard p-value | R Square

(t stat) Error (t stat) Error (t stat) Error
Pooled Regression — High DYP égg;;g) 3.94045 (—9-.13'611281?5** 1.55074 (8%3?);221)9’?** 1.54872 0.00000 | 0.58343
Pooled Regression — Med DYP (:822111) 2.83127 (4-172.?3(())62;;33** 3.80951 (5%)829732)53** 3.71895 0.00002 | 0.28983
Pooled Regression — Low DYP (:gjggg) 2.50226 (9-892:58;)93** 8.71480 (108;31%27229)1** 8.36291 0.00000 | 0.65079
Bull Market — High DYP (223325) 6.00300 (337%;;211)1*** 1.51061 (2;18%)963(211;5"‘** 1.54297 0.00577 | 0.29919
Bull Market — Med DYP (iii;gg) 3.69532 (2%372277?** 2.84091 (2510535295** 2.66089 0.11395 | 0.13911
Bull Market — Low DYP (ig:égi) 3.89613 (3-2115792;33** 7.68265 (327572:3%?2* 6.87112 0.00304 | 0.32957
Bear Market — High DYP (:iiggg) 5.62797 (igiggz) 1.73925 (137(231207? N 1.68690 0.21892 | 0.09946
Bear Market — Med DYP (2-74(2)3231** 2.89170 (_159227%%? * 2.64773 (266779231?1** 2.52413 0.02843 | 0.21772
Bear Market — Low DYP (2-942222?** 4.01598 (:112;33;:56)2* 10.00553 (226155852)35** 9.27885 0.02222 | 0.23090

Notes: *: 10% significance level
*x: 5% significance level
b 1% significance level
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