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ABSTRACT

Dividend policy is still a controversy in corporate finance area, since public firms are distributing the
earnings differently. By conducting multinomial logistic regression analysis with 241 firms as samples
which is listed in Indonesia Sock Exchange for period of 2010 to 2015, this study is testing the firm
behavior to pay dividends under catering theory, free cash flow theory, and life cycle theory. This
study reports, the firm behavior to pay dividends in general are depend on size and age with some
fundamental factors, such as debts, current net profit, and retained earnings. The market reactions are
significant and directly affecting the firm behaviors for distributing their dividends in relationship
with firm characteristics and considering the performance of fundamental factors. Moreover, the
maturity level and tendency of internal conflict are randomly spread into larger and older firms,
larger and younger firms, smaller and older firms, and smaller and younger firms.
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1 INTRODUCTION

Dividend puzzle by Black (1996) is still a contensy in corporate finance area along
with its advanced models in term to provides somdemces about how the firms determine
and decide their dividend policy. Black (1996) mees that, interest between shareholders
and managers is the essence for dividend policychwimakes managers have difficulties to
determine the earnings distributable since theynatevery clear whether the investors are
demanding dividends or not. Baker and Wurgler (20@bnfirm that, dividend policy is not
about decision to determine the amount of cashddihds but more emphasize on decision to
pay or not to pay dividends.

Budiarso and Pontoh (2016) and Saerang and Pdgatitt) prove that, dividend
policy in Indonesia have own complexity since paldirms are distributing their earnings
differently as these firms have their own charasties. Pontoh (2016) confirms that,
dividend policy in Indonesia has been affected dayes conditions under cash flow theory as
proposed by Jensen (1988), and Kuan, Li, and LQ1Z2, life cycle theory as proposed by



AN
J 7J0urnal of Life

Economics

Grullon, Michaely, and Swaminathan (2002), DeAng&&Angelo, and Stulz (2006), and
catering theory as proposed by Baker and Wurglg®4a, 2004b).

The objective for this study is to develop the eloidr dividend policy under cash
flow theory, life cycle theory, and catering thedrgised on capital market in Indonesia by
distinguishing some firm characteristics in termréveal the firm behaviors in distributing
their dividends since they have been paid theiiddinds in higher, lower, and non dividend
payments. The proceeds for this study is desigfolésns, section 2 reviews the relevant
literatures and develops the hypothesis, sectierpbains the method for this study includes
detail of sample and variable definitions, sectrdiscuss the findings, and section 5
concludes the findings.

2. LITERATURESREVIEW AND HYPOTHESISDEVELOPMENT
2.1. Catering theory

Baker and Wurgler (2004a, 2004b) propose the iogt¢heory in term to explain the
issue about dividend policy in relationship witre thrm behaviors to pay dividends. Baker
and Wurgler (2004a) confirm that catering effectll wexist under assumptions of
psychological or institutional reasons, uninformiedestor, and rational distribution of
dividends by firms. Baker and Wurgler (2004a, 200dimphasize that firms shall pay their
dividends in condition while the investors or slmmieer by their own compliance put firm
shares on higher prices in capital market.

Baker and Wurgler (2004a, 2004b), Dreman and uR000), Li and Zhao (2008),
Pontoh (2015), and Budiarso and Pontoh (2016) wouonthat, the catering theory will
effective when dividend in successful conveys théormation and affecting investor’'s
psychological or sentiment over asymmetry inforamvatiwhich gives impact for increasing
share prices. Reversely, Li and Lie (2006) confinat, the firm share prices in capital market
shall decrease when firms are not cater the shiaeisoor investors with dividends. Under
catering theory, this study suspects that if theestors or shareholders are overvaluing the
firm shares on higher prices then the firms shiglridbute their earnings in form of dividends
which giving the share prices have positive andiBgant effect on dividend payments, as
hypothesized as follow :

Ha; : Share price has positive significant effect on dividend payments.

2.2.  Freecashflow theory

Free cash flow theory or sometimes refers to agémeory is the other theory which
can explain the firm behavior in distributing digitds under circumstances of internal
conflict between managers with shareholders and walsen the firms are at mature level
(Jensen, 1986; Jensen, 1988; Myers, 2001; Kuarard, Liu, 2012). The conflict between
managers and shareholders begin while firms hawaandant of free cash and managers are
tend to spend it on unprofitable investments wtbemefit on them while shareholders are
tend to spend the free cash for dividends (Jen$888; Aivazian, Ge, and Qiu, 2005;
Fairchild, Guney, and Thanatawee, 2014; Easterhrb@®4; Jensen, 1986).

Jensen (1986) and Myers (2001) suggest that, istezxce of internal conflict then
shareholders should obtain and use debts in obgeti control the spending behaviors by
managers as confirmed by Thakor and Wilson (1988gle, Milsom, Hills, and Sharples
(1998), Aivazian, Ge, and Qiu (2005), Brav, Grahddgrvey, and Michaely (2005),
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Fairchild, Guney, and Thanatawee (2014), and Sgeesrd Pontoh (2016). In addition,
Fairchild, Guney, and Thanatawee (2014) also pm®phat, the consequence of higher debt
generally decreasing the dividend payments. Unéer ¢dash flow theory, this study suspects,
if shareholders are increasing the debts as a talontrol the spending behaviors by
managers and simultaneously demand for dividenels tiebts have positive and significant
effect on dividend payments, as hypothesized dm@wal

Ha, : Long term debt to total assets ratio has positive significant effect on dividend payments.

2.3. Lifecycletheory

Garengo, Nudurupati, and Bititci (2007) describatt firms at mature level are
generally have good governance and good perform&rodon, Michaely, and Swaminathan
(2002), and DeAngelo, DeAngelo, and Stulz (200@wskhat, mature firms normally have a
tendency to distribute their earnings in forms iwfdends for shareholders because they have
large of free cash and less investments. DeAn@séngelo, and Stulz (2006) prove that, the
portion of retained earnings for mature firms doaradant which make them have an ability
to increase their dividend payments to shareholders

Grullon, Michaely, and Swaminathan (2002), DeAng&eAngelo, and Stulz (2006),
Fairchild, Guney, and Thanatawee (2014), Jordam, and Wu (2014), Budiarso and Pontoh
(2016), Saerang and Pontoh (2016) confirm thatddind payments for mature firms are tend
to increase since they are much larger, more pitwéf have higher cash flows and have
higher retained earnings ratios. Under life cytieoty, this study suspects, if mature firms
are more profitable, large free cash and largenetieearnings ratios then these firms are tend
to increase their dividend payments which givingireed earnings ratio and return on assets
ratio have positive and significant effect on desd payments, as hypothesized as follow :

Haz : Retained earningsto total assets ratio has positive significant effect to dividend policy.
Ha, : Return on assets has positive significant effect to dividend policy.

3. RESEARCH METHOD
3.1. Sanmple

This study takes 241 firms which are listed in dndsia Stock Exchange
(www.idx.co.id) for period of 2010 to 2015 whichviig total 1.446 of observed data. This
study also excluding finance sector and the prgpeeal estate, and building construction
sector because of different financial report strcet

3.2.  Variabledefinitions

Dependent variable for this study is firm behasior distributing dividends which
represents as dividend payments and measured byngwand categorized as follow : (1)
higher dividend payments; (2) lower dividend payise(8) non or zero dividend payments.
This study determines categories for higher andetgpayments by cut off the median value
of the average dividend payments. The median Valuaverage dividend payments is 4.67.

The independent variables for this study are spaoces (symbolized by Price) which
measured by closing price at the end of year afigoorate action, debt ratio (symbolized by
LTDAR) which measured by ratio of total long termbiis over total assets, retained earnings
ratio (symbolized by RETA) which measured by raifaretained earnings over total assets,
profitability (symbolized by ROA) which measured katio of net profit for current period
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over total assets. In term to run the analysishigwothesis testing, this study normalizes
dependent variable and independent variables \aitiral logarithm.

3.3. Regression model

This study conducts multinomial logistic regress@nalysis for hypotheses testing
and uses chi square value to determine whethendael is fit or not fit. Significant rate for
multinomial logistic regression analysis are 0.0fl #.10, while chi square value at 0.05.
Moreover, in term to distinguish the results thiea $tudy controls firm size and firm age of
the sample to get larger and smaller firms and alder and younger firms. Firm size is
measured by average natural logarithm of totaltassed cut off by median value to get
larger firms and smaller firms, whereas firm agediference between current year of
observation (year of 2015) with established yearawh firm and also cut off by median value
which giving older firms and younger firms. On ced#ation, median value for firm size is
14.38 and firm age is 33 years. The regression hiodthis study noted as follows :

DBuun = a + piPrice+ oL TDAR + fsRETA + f4,ROA + ¢

4. RESULTSAND DISCUSSION

The study provides the results of multinomial &igi regression analysis in Table 1
and discuss the results in perspectives of cat¢hiegry, free cash flow theory, and life cycle
theory for larger and older firms, larger and yoemg@irms, smaller and older firms, and
smaller and younger firms, while Table 2 presemesstummary for implication theories based
on results and discussions.

Table 1. Multinomial logistic regression of firm behaviorsin distributing dividends

Firm characteristics

Dividend payments

1) 2 (©) (4)

Higher relative non dividends

Intercept -3.684 -6.498 -4.637 1.958
Price 0.880* 1.044* 0.980* 0.113
LTDAR -0.154 -0.643* -0.556* 0.210**
RETA 0.123 -0.228 0.442* 0.801*
ROA 0.237 0.467* 0.664* 0.554*
Lower relative non dividends

Intercept -1.491 -1.243 -1.339 0.699
Price -0.017 -0.337* -0.331** -0.191
LTDAR -0.433** -0.514* -0.545* -0.026
RETA -0.209 -0.672* -0.495* -0.079
ROA 0.051 -0.102 0.099 0.228*
Lower relative higher dividends

Intercept 2.193 5.255 3.299 -1.259
Price -0.896* -1.380* -1.311* -0.304**
LTDAR -0.279 0.129 0.011 -0.236**
RETA -0.332** -0.444* -0.936* -0.879*
ROA -0.185 -0.569* -0.564* -0.326**
R-square for models 0.315 0.524 0.574 0.195

(*) significant at 0.05, (**) significant at 0.1&irm characteristics are : (1) larger and oldemér (2)
larger and younger firms, (3) smaller and oldem§ir and (4) smaller and younger firms. Dependent
variable is dummy of firm behaviors in distributingvidends (DR,.), where : (1) higher dividend
payments, (2) lower dividend payments, and (3) dmdend payments. Independent variables are
closing price at the end of year after corporateoac(Price), long term debt to total asset ratio
(LTDAR), retained earnings ratio (RETA), and retwn assets (ROA). The chi-square values on
model fitting information and goodness of fit shaliregression models are fit.
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4.1. Larger and older firms

Table 1 shows that share prices have positive sgdificant effect to dividend
payments, which means hypothesis, iaaccepted in supporting the findings of Baked an
Waurgler (2004a, 2004b), Dreman and Lufkin (2000)ahd Zhao (2008), Pontoh (2015), and
Budiarso and Pontoh (2016). Under catering thettwy,result confirms that larger and older
firms are tend to pay higher dividend while thersharices are overvalue rather than to pay
lower dividends or not paying dividends for thdiaseholders.

Furthermore, Table 1 shows that long term delibtal assets ratio has negative and
significant effect to dividend payments, which meanypothesis Hais rejected and
inconsistent with the findings of Thakor and Wils¢995), Neale, Milsom, Hills, and
Sharples (1998), Aivazian, Ge, and Qiu (2005), Baraham, Harvey, and Michaely (2005),
Fairchild, Guney, and Thanatawee (2014), and Sgeaan Pontoh (2016). But, the result
also shows that there is a tendency for internaflicd while these firms are paying lower
dividends which makes the hypothesis; Ha accepted and consistent with free cash flow
theory. Consistent with Fairchild, Guney, and Thanae (2014), the result confirms that
firms are tend not paying their dividends whileithaebts are increasing which means the
larger and older firms are tend not under intecaaflict in context of free cash flow theory.

The result of analysis shows that, retained egmio total assets ratio has negative
and significant effect to dividend payments whiceams hypothesis Has rejected on lower
dividends but it is accepted on higher dividendse Tesult confirms that larger and older
firms are at mature level and tend to pay highelddnds rather than lower dividends, which
is consistent with Grullon, Michaely, and Swamiraath2002), DeAngelo, DeAngelo, and
Stulz (2006), Fairchild, Guney, and Thanatawee 4201ordan, Liu, and Wu (2014),
Budiarso and Pontoh (2016), Saerang and Pontol6)20Ttontext of life cycle theory.

4.2.  Larger and younger firms

Table 1 shows that larger and younger firms ane te pay higher dividends rather
than lower or non dividend payments, which meare higpothesis Hais accepted and
supporting the catering theory as confirmed by Balel Wurgler (2004a, 2004b), Dreman
and Lufkin (2000), Li and Zhao (2008), Pontoh (201&nd Budiarso and Pontoh (2016).
Reversely, these firms are tend to behave for aging dividends rather than paying lower
dividends while their share prices are overvalue.

Similar with larger and older firms, the long tedabt to total assets ratio for both of
higher and lower dividends relative to non dividggayments show negative and significant
effect to dividend payments, which means the hygmithHa is rejected because these firms
are tend not paying dividends while their debinisréase. But, the results also show there is
small possibilities for these firms whether to gagher or lower dividends which makes
hypothesis Hais accepted under free cash flow theory and ctamgisnvith Thakor and
Wilson (1995), Neale, Milsom, Hills, and Sharpld948), Aivazian, Ge, and Qiu (2005),
Brav, Graham, Harvey, and Michaely (2005), Faihibuney, and Thanatawee (2014), and
Saerang and Pontoh (2016).

The results of analysis for larger and youngengirare complex because hypothesis
Hag and hypothesis Hacan be accepted under certain conditions to supberfindings by
Grullon, Michaely, and Swaminathan (2002), DeAngeleAngelo, and Stulz (2006),
Fairchild, Guney, and Thanatawee (2014), Jordam, and Wu (2014), Budiarso and Pontoh
(2016), Saerang and Pontoh (2016) in context efdifcle theory. At a condition when the

5



AN
J 7J0urnal of Life

Economics

current net profit as reflected in return on asegetsgher, larger and younger firms are tend to
distribute higher dividend payments rather than dimmdend payments. The other condition,
larger and younger firms are tend to defer dividerather than paying lower dividends to
their shareholders when they have more retainedreg. But, in condition when these firms
higher current net profit and higher retained eagsj then they are tend to pay higher
dividends rather lower dividends. Notice the wofkGoullon, Michaely, and Swaminathan
(2002), it seems some of these firms are closeatiine level or growth level.

4.3. Smaller and older firms

Similar with larger and younger firms, Table 1 wisa¢hat smaller and older firms are
tend to pay higher dividends rather than lower @n dividend payments, which means the
hypothesis Hais accepted under catering theory and consistétht Baker and Wurgler
(20044, 2004b), Dreman and Lufkin (2000), Li an@&lt2008), Pontoh (2015), and Budiarso
and Pontoh (2016). These firms are also tend taveefor not paying dividends rather than
paying lower dividends while their share prices@rervalue.

Consistent with Fairchild, Guney, and Thanatav&f44) and rejected the hypothesis
Ha, the long term debt to total assets ratio for kafthigher and lower dividends relative to
non dividend payments show negative and signifiedfeact to dividend payments, which
means these firms are tend not paying dividendséewheir debt is increase. Under free cash
flow theory, smaller and older firms still have shaossibilities to pay higher or lower
dividends while debts are increase. On these sgsilie hypothesis Has accepted and
consistent with Thakor and Wilson (1995), Nealelshin, Hills, and Sharples (1998),
Aivazian, Ge, and Qiu (2005), Brav, Graham, Harvagd Michaely (2005), Fairchild,
Guney, and Thanatawee (2014), and Saerang andrP@@b6).

Table 1 shows that smaller and older firms areunsatirms which makes hypothesis
Haz and hypothesis Haare accepted under life cycle theory and condisiattn Grullon,
Michaely, and Swaminathan (2002), DeAngelo, DeAogelnd Stulz (2006), Fairchild,
Guney, and Thanatawee (2014), Jordan, Liu, and 20a4), Budiarso and Pontoh (2016),
Saerang and Pontoh (2016). The results show thess &re tend to pay higher dividends
rather than lower dividend payments or non dividpagments. Contrary, these firms are tend
prefer for not paying dividends rather than payiloger dividends while increasing in
retained earnings ratio.

4.4.  Smaller and younger firms

Table 1 shows that smaller and younger firms ané to pay higher dividends rather
than lower dividend payments, which means the thg®i$ Ha is accepted under catering
theory and consistent with Baker and Wurgler (20@984b), Dreman and Lufkin (2000), Li
and Zhao (2008), Pontoh (2015), and Budiarso andoRa(2016). In addition, although has
insignificant effect but the positive sign also fion these firms are tend to pay higher
dividends rather than non dividend payments winiteégasing in share prices.

Under free cash flow theory, the hypothesis, kaaccepted and consistent with
Thakor and Wilson (1995), Neale, Milsom, Hills, a8darples (1998), Aivazian, Ge, and Qiu
(2005), Brav, Graham, Harvey, and Michaely (200=gjrchild, Guney, and Thanatawee
(2014), and Saerang and Pontoh (2016). On resuitaller and younger firms seems have
tendencies under internal conflict between managélstheir shareholders since they prefer
to pay higher dividends rather than lower or nond#éinds while increasing in debts.
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The results for smaller and younger firms showdtlgpsis Haand hypothesis Hare

accepted which means these firms are at maturédsveroposed by Grullon, Michaely, and
Swaminathan (2002), DeAngelo, DeAngelo, and Sti#906), Fairchild, Guney, and
Thanatawee (2014), Jordan, Liu, and Wu (2014), &sdi and Pontoh (2016), Saerang and
Pontoh (2016). The results show these firms ard tenpay higher dividends rather than
lower or non dividend payments while their retaim@ainings ratio and return on assets ratio
are increase simultaneously. But in assumptiones$ Iretained earnings, then these firms
shall prefer to pay lower dividends rather than miwvidend payments if the current net
profits are available.

Table2. Summary of implication theories on firm behaviorsin distributing dividends

Dividend payments Theories
by each characteristics Catering Freecashflow Lifecycle
Larger and older firms
Higher dividends relative non dividends \ - -
Non dividends relative higher dividends - - -
Lower dividends relative non dividends - \ -

Non dividends relative lower dividends - - -
Lower dividends relative higher dividends - - -

Higher dividends relative lower dividends \ : V
Larger and younger firms

Higher dividends relative non dividends \ \ -
Non dividends relative higher dividends - - -
Lower dividends relative non dividends - \ -

Non dividends relative lower dividends - - -
Lower dividends relative higher dividends - - -

Higher dividends relative lower dividends \ : V
Smaller and older firms

Higher dividends relative non dividends \ \ \
Non dividends relative higher dividends - - -
Lower dividends relative non dividends - \ -

Non dividends relative lower dividends - - -
Lower dividends relative higher dividends - - -
Higher dividends relative lower dividends \ : V

Smaller and younger firms

Higher dividends relative non dividends - \ \
Non dividends relative higher dividends - - -
Lower dividends relative non dividends - - -
Non dividends relative lower dividends - - -
Lower dividends relative higher dividends - - -
Higher dividends relative lower dividends \ \ \
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S. CONCLUSIONSAND LIMITATIONS

Catering theory, free cash flow and life cycledtyeare interconnected theories to
explain the firm behaviors in dividend policy unaertain circumstances. However, the firm
behaviors to distribute their earnings in form demds are depend on market, fundamental
factors, and firm characteristics, such as sizélsages in relationship with these theories. In
objective to develop the model for dividend polityis study extents the firm characteristics
in testing these theories to reveal the tendermiidgm behaviors in dividend payments by
conducting multinomial logistic regression analyfs 241 firms which listed in Indonesia
Stock Exchange for period of 2010 to 2015.

This study reports, the firm behavior to pay dénds in general are depend on their
sizes and ages with some fundamental factors, asicdebts, current net profit, and retained
earnings. The market reactions are significant dinectly affecting the firm behaviors for
distributing their dividends in relationship withrnh characteristics and considering the
performance of fundamental factors. Moreover, thaumity level and tendency of internal
conflict are randomly spread into larger and oldens, larger and younger firms, smaller and
older firms, and smaller and younger firms.

Since the findings are limited to the samples @mtain periods, then this study
suggests for the next studies to extent the fundeaheariables, firm characteristics, and also
for tools for analysis to distinguish the model &vidend policy under catering theory, free
cash flow and life cycle theory. Although the fings are not absolute but hope it can be
reference for the next studies in the same area.
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