CHAPTER 2
THEORETICAL FRAMEWORK

2.1 Dividend
Companies receive capital (long-term funds) in fbem of debt or equity.
Funding through debt means the company borroweduhds, while funding
through equity means the company receives invedtrirem the owners by
issuing shares or holding retained earnings (Muhikaan & Erliani, 2014).

If the company issues a stock, the buyer becoime®iolder or stockholder.
This means that the certificate holder shares ohgpany’s equity, no matter how
small. Company can issue either common stock diepezl shares. Common
stock is securities that indicate a partial ownigrsbf a particular company.
Preferred shares are securities that show partalecship of a particular
company and offer certain priorities over commoockt (Mutumanikam &
Erliani, 2014).

The shareholder will receive some special treatmene of them is they
receive dividends. Dividends are part of companp®fits paid to the
shareholders, which are usually distributed in toem of cash (Ross,
Westerfield, and Jordan, 2010:547). Weygandt, Kimmed Kieso (2012) state
that dividend is a division of net income generatsdthe company to the
shareholder proportionally. Meanwhile, dividend Barmadji, Tjiptono and
Fakhrudin (2012:140) is the division of the remagnhnet income generated by
the company which will be distributed to the shatdars with the approval from
General Meeting of Shareholders (GMS). From thevabsiatement, it can be
concluded that dividend is part of the net profittee company that distributed to
the shareholders according to their ownership ptapo of certain capital that
has been approved by General Meeting of Sharelso{@VS).

The dividend policy is a firm’s decision to detémen how many dividends
that should be distributed to shareholders (Git&@azutter, 2014). This policy
stems from how the management treatment of profitrofit that generally, half
of the net income after tax is distributed in tbenf of dividend and the rest of it
are reinvested into the company in the form of ineth earnings. Retained

earnings are one of the most important sourcesund fto finance corporate
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growth, while dividends are cash flows paid to itneestors from the company’s

net income.

2.1.1 Form of Dividend Distribution

The dividend can be shared within some form thaidoordance with company

policy. According to Kieso, Weygandt, and Warfi¢kD14) there are four types

of dividends:

1.

Cash Dividends

Cash dividend is distributed dividend in the formoash. Cash dividend

payments will reduce cash and retained earningiseofompany.

Property Dividends

Property dividend is the dividend distributed te ghareholders in the form
of assets other than cash held by the companyeXamples of assets other
than cash that can be distributed to shareholdersnerchandise, share of
other company owned by the company, and others.

Liquidating Dividends

Liguidating dividend is distributed dividend to seholders as a result of the
liquidation of the company. Payment of this divideis based on the

reduction of the company’s capital. It does noebas profit generated by the
company. A dividend declared out of share capitalsibare premium is

referred to as liquidating dividends.

Sock Dividends

Stock dividend is the distributed dividend to tieholders in the form of

company’s shares, resulting in the number of coryigashares is increasing.
However, the company’s cash flow is not disturbedaduse the company

does not need to spend cash.

2.1.2 Typesof Dividend Policy

The dividend policies taken by companies vary, ddpeg on the board’s

decision at the shareholder's general meeting. elraes three types of dividend

policy according to Gitman and Zutter (2014:630)lsas:

1. Constant payout ratio dividend policy

The dividend payout ratio shows the percentageoh eollar obtained which

are distributed to the owner in cash.
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The calculation is done by dividing the dividend pbare with earnings per
share. With constant payout ratio dividend politye company sets a certain
percentage of its revenue paid to the owner in eiaddend period. Existing
problems on this type of policy is if the compangévenue falls or if losses
occur in the specified period, the dividend maydmee low or even none.
The condition and status of the company to comenofie the indicator
considered in determining the dividend can neghtiaéfect the stock price
of the company.

Regular dividend policy

This policy is based on payment of fixed dollaridend within every period.
Companies that use this policy often increase e¢lgelar dividend in case of
any sustainable increase on earnings and generadigr this dividend policy
almost never experience decrease.

Low regular and extra dividend policy

This policy is based on regular low-pay dividend/mpants, plus with an
extra dividend when earnings are higher than noah#he specified period.
The company avoids expectation that an increasep@rmanent dividend by
calling an additional dividend as extra dividenBy. setting a low regular
dividend, the company giving investors a stabl@me that is useful to build
confidence in the company, and extra dividendsaalthem to share revenue
especially in the good period. Companies that use dividend should
improve regular dividends as revenue increasesakhvidends do not have

to be routinely distributed.

2.1.3 Procedure of Dividend Distribution

In the dividend payout, the company will annountieially the schedule of the

dividend payments either by cash dividends or stheidends. According to
Gitman and Zutter (2014:619), there are three itambr dates related to

dividends:

1

Date of record

The date of record is the date on which the compamepares a list of
shareholder’'s names whose are entitled to a dididen

Ex-dividend date
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Ex-dividend date is the date on which the compamsuees that dividends
will be distributed to the right people. If an ister buys the stock 2 days
before the date of record, then he is entitledhéodividend. Meanwhile, if an
investor buys the stock after the date of the kdiven the previous owner is
entitled to the dividend.

3. Payment date
The payment date is the date on which a checkvideld payment is sent to

the rightful shareholders.

2.1.4 Factorsthat Affect Dividend Policy

The company’s dividend policy describes the plarafdion that will be followed

whenever decisions on dividends have been madetorSat¢hat become

consideration in setting dividend policy according Gitman and Zutter

(2014:628) includes:

1. Legal Constraints
Most states prohibit companies from paying cashddivd. It is calculated
with par value of common stock. Other countrieslsgal capital to not only
include par value of common stock, but also paiddpital in excess of par.
Companies sometimes set requirements to limit theusat of dividend. With
this limitation, the company cannot pay cash dim@kemore than the total of
its retained earnings. In other words, dividendy maly be paid from past
and present earnings and may not be if their payméhlead to loss or
insolvency for the company.

2. Contractual Constraints
The company'’s ability to pay cash dividend is oftienited by a very strict
provisions of the debt agreement. Generally, tHesgations prohibit the
payment of cash dividends until the company hashed a certain level of
income, or they can limit the dividend on a certdiollar amount or a
percentage of revenue. The limitation of divideetpl protect creditors from
losses due to the company’s inability to pay.

3. Growth Prospects
The company’s financial needs are directly relategrowth expectations and
asset acquisition. Companies are expected to deatha profitability and

risk to develop insight about the ability to incseathe external capital.
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Companies should determine cost and speed to ofataincing. Generally,
large companies have adequate access to new capitiz a fast-growing
company may not have the fund which is sufficienstipport an approved
project. A developing company is heavily dependentinternal funding
through retained earnings, so they share a snualieiend.

4. Owner Considerations
This factor may be either to pay dividends at the ef each trading period or
reinvest so as to be able to grow the organizammpanies must establish
policies that affect both the wealth of the majordf its owners. One
consideration is the tax status of the company'si@wIf the majority of
owners are rich shareholders with considerable nmegothe company can
decide to pay a lower percentage of their earnisgsthe owner can defer
payment of taxes until the shares have been sdldre8olders who have
lower income that needs dividend income will prefegher payment on
revenue.
Another thing to consider is the owner’s investmepportunity. If owners
have better external opportunity, companies shpalg a higher percentage
on its income. The last consideration is dilutidrpotential ownership. If the
company pays higher percentage than its earniregs equity capital must be
raised with common stock. The results of issuing sBhares can weaken the
control and income for owners.

5. Market Considerations
One of the most recent theories that explain tluésde of company’s policy
is catering theory. According to this theory, thevastor's demands on
dividends fluctuate from time to time. As the ecanyois in recession and the
stock market falls, investor will prefer dividend3atering theory shows that
more companies tend to start paying dividends amdeease the payouts that

exist when the investor shows a strong preferehdéevmend.

2.1.5 Theoretical Framework

According to Heinen (1985), theory is a group ajitally organized laws or
relationship that constitutes explanation in aigiste.

The underlying theory in this research will be expéd as follows:

1. Dividend Sgnaling Theory or Informational Content
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According to this theory which was suggested byhda Spence in 1973, if
the company announces a higher dividend ratherdhénoipated or expected
markets, this would be interpreted as a signalh® investors that the
company has a brighter future for financial perfance than expected. Given
such a good signal, investors will buy the stockhef company so the stock
price increases. Conversely, if the company annesiaclower dividend than
expected then this would be interpreted as a lgahkiMiller and Modigliani
state that a decrease in dividend could indicas tiiture earnings of the
company will be disappointing. It will cause a deelin company’s stock
prices (Gitman & Zutter, 2014).

Residual Theory of Dividends

The Residual Theory of Dividends states that divtevill be paid if the
company has residual net income after meeting timelihg needed for a
profitable investment for the company (Gitman & téut 2014). Based on
this theory, the company’s policy to pay dividensighe last priority if the
company has residual funds. If the company revenuthat year is not
sufficient for the company’s funding, then the demds will not be paid by
the company. In other words, this theory assumastttie company’s main
funding comes from its retained earnings.

Pecking Order Theory of Dividends

The Pecking Order Theory of Dividends is one ofesalitheories related to
the capital structure of the company. This theoag wuggested by Donaldson
(1984) which was later refined by Myers and Maj{iB84). The Pecking
Order Theory of Dividends describes a level in coape fundraising which
indicates that companies prefer to use internakgqufinancing investments
and implement them as growth opportunities. Thigoth states that
companies prefer internal funding rather than ewefunding, secure debt
rather than risky debt, and ordinary shares (M§ekdajluf, 1984).

The company will choose to fund based on the oddepreference, starts
from prioritizing a non-risk funding, minimal risto high risk. First, the
company will seek to obtain a non-risk fund. If gk funding cannot be
obtained, then the company will choose a fund veithaller risk. And if
small-risk funding cannot be obtained, the comparfiial step is to seek
funding that has higher risk.
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Retained earnings are the first option that a copghooses because it is not
a risk or has the least risk among other fundingpap. Retained earnings are
internal funding derived from operating profit ofcampany in the previous
period. If the retained earnings are not sufficiehe second option is with
external funding, i.e. debt. If debt cannot be wigd, then the last option is
funding from equity or issuance of new shares. &maders judge that
issuing new shares is riskier than debt.
The investment financing is decided by using iraéfiunding which is by
using preferred company’s retained earnings condpangth external
expenses because the costs incurred will be che@perefore, the company
tends to finance its investment projects by usetgined earnings. Thus, as
long as there is still investment that can be foeehthen the dividends paid
will be lesser depend on the available residuari@l funds. In this theory,
companies that are experiencing high growth willkendewer dividend
payments compared to the company who has lowertgrate.

4. Agency Cost of Free Cash Flow Theory
The agency theory is developed by Jensen and Meckli976). This theory
explains thathe interests of managers and the interests of shieisoare
often contradictory, so it can cause a conflicilesn them (Keown, Martin
& Petty, 2008:422). The situation happens becauseagers try to put his
personal interests that are not in accordance thighinvestor interests as
priority where the manager’s interests can augrtietcompany’s expenses
that can reduce the company’s profit. These cdsfii@an be reduced by the
presence of a mechanism so that it can align \witse interests. Monitoring
mechanism caused the occurrence of agency costs.
In theory of free cash flow, it explains that thistdbution of dividend to
investor becomes a means to reduce agency coBtseirtash flow (Jensen,
1986). With the distribution of dividend to shar&ters, it caused
unavailability of free cash flow for the compang, management is forced to
seek external funding such as issuing new shardéisidnce its investment.
Indirectly, dividend distribution can oversee thempany’s investment
activities, so it can minimize conflict between ragar and shareholder.

5. The FirmLife Cycle Theory of Dividends
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This theory is based on the concept that as abiEnomes mature its ability
to generate cash overtakes its ability to find ipsbfe investment
opportunities. Eventually, it becomes optimal foe firm to distribute its free

cash flow to shareholders in the form of dividends.

2.2 Previous Research
The previous studies used as comparative and nefematerials in this research

can be seen in Appendix 1.

2.3 Hypothesis Development
Generally, before the investors invest their funfisstly they will see the
company’s ability in generating profit. Net inconsean important element both
for the company and for the investor, because Wit profit the company can
expand its business and pay dividend to sharer®ldédrerefore, the level of
profitability becomes important consideration fovestors before investing.
Investors also need information about the comparability to pay its
liabilities and growth rate. This is important besa the profits generated by the
company are primarily used to pay its obligationsthe form of interest and
repayment of its debts. Most of the remaining mebme after paying off the
debt, can be used to finance the company’s gropai,dividends, and retained
earnings.
The other indicators that may affect dividend pplice agency cost and firm

size.

2.3.1 ThekEffect of Profitability on Dividend Payment
The profitability reflects the company’s ability generate net profits when the
business is running for a certain period. The Iéweprofitability becomes one of
the important factors that influence the companyslicy in distributed
dividends, because the dividends are part of meinre obtained by the company.
Therefore, the dividend will be distributed if coampes can generate profits.

The company’s profitability level can be measut®d these profitability
ratios, which are Return on Equity (ROE) and RetumnAssets (ROA) (Gitman
& Zutter, 2014). ROE ratio is used by investorsnieasure the ability of a

company to generate profits from its shareholdevestments. The greater the
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ROE level indicates the greater the company’s tghiili generating profits. ROA
is a financial ratio that is widely used to meadummmpany’s performance,
especially concerning the company’s ability in gatieg profit by using its
assets. A high rate of ROA indicates a solid finahand operational
performance. With the increase in profits, the antoof cash or excess cash
owned by the company will increase as well.

One theory that explains the profitability hypotiseis the Dividend Signaling
Theory. This theory states that investors consiti@nges of dividend as a signal
to the expected management earnings in the fuilmese signaling effects need
to be considered when the company wants to makegelsato dividend policy.
Therefore, profitability becomes the independentiades in this research
(Gitman & Zutter, 2014).

Meanwhile, according to the Agency Cost of Free hC&tow Theory,
companies who have bigger cash money or large sxcash preferred to
distribute dividends in big amounts rather than tisese cash for investment
activity.

Another theory that is underlying this hypothesishe Pecking Order Theory
of Dividends. This theory states that company psete use internal funding
rather than external funding. Unlike the profitalslempany that tends to have
more internal generated funds available for reitmaest, less profitable company
are forced to gain external financing from capitarket by issuing shares. There
is a high chance that profitable company will paghler dividends rather than
less profitable company. Therefore, according tséhtheories profitability has
positive effect on dividend payment.

But, if we are looking on the other perspectivelef Pecking Order Theory
of Dividends and the Dividend Signaling Theory @formational Content.
Profitable companies are usually better in gensgattained earnings rather than
less profitable companies. They will prefer to tisgse earnings as a capital or to
finance the company’s growth and operations. Hepogfitable company will
pay fewer dividends. On the other hand, less @bl firms will pay higher
amount of dividends to shareholders because they twaattract more investors
to invest in the company (Jozwiak, 2015). Theref@ecording to this theory

profitability has negative effect on dividend payre
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Since the relationship between profitability andvidend payment is
conflicting therefore, the first hypothesis is wedtional and stated as follows
profitability has significant effect on dividendyaent.

Ho1: Profitability does not significantly affect Divishd Payment
Ha1: Profitability significantly affects Dividend Paynt

2.3.2 TheEffect of Leverage on Dividend Payment

Leverage can be referred to as the amount of détrhaises to finance its assets.
The leverage ratio can be used to measure the eorspability in settling all its
obligations, either short term liabilities or lotgrm liabilities (Gitman & Zutter,
2014). There are two common ratios to measure tingpany’s leverage level,
i.e. Debt Ratio (DAR) and Debt to Equity Ratio (DERAR is a ratio used to
measures how well a company can pay their liagditwith their assets. The
higher the ratio, the greater the amount of delmde@sed to generate profit.
DER is a ratio used to measure a company’'s finarieieerage. This ratio
indicates how much debt a company is using to firats assets relative to the
value of shareholder’s equity. In other words, tiaio shows the percentage of
financing that comes from banks and shareholdargeheral, a high DER level
indicates that the company may not be able to gémemough cash to pay its
debt obligations (Gitman & Zutter, 2014). Howevlaw DER level may also
indicate that a company is not taking advantagehef increased profits that
financial leverage may bring.

There are four theories that are underlying therage hypothesis, i.e. the
Pecking Order Theory of Dividends, the Residual offteof Dividends, the
Agency Cost of Free Cash Flow Theory and the Diviti8ignaling Theory.

As mentioned before, the Pecking Order Theory ofid@inds is a theory
which states that company prefer to use their matefunding, which is retained
earnings rather than to raise external fundingh @agdebt and equity issuances.
On the other hand, the Residual Theory of Dividaedstheory which states that
the dividend will be paid by the company if theyvbaresidual funds or net
income. According to these theories, it assumes iththe company’s internal
fund is insufficient to pay the company’s debt, twmpany will seek funding

from capital market. Hence, the company will redtive portion of dividends
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that will be distributed to shareholders becausectimpany will prefer to pay off
their debt rather than paying dividends.

Meanwhile, in the Agency Cost of Free Cash Flowdgit implies that
when a company raises money for working capitatapital expenditures by
selling debt instruments, it usually provides atomlrmechanism to monitor and
restrict the management from using its free cash.flA company with high debt
level tends to have a higher financial risk. Hertbe, company will pay fewer
dividends to shareholders in order to ensure ig&bility as ongoing concerns.

And the last theory that underlying this theorythe Dividend Signaling
Theory. In this theory, the company credibly corsrepme information about
itself to another party, e.g. investors. If the pamy’s financial leverage is high,
it will indicate that the company does not have dypoospect on their financial
performance. It can also be a signal to the investbat the high debt level
company will not have the intention to pay highetidends.

Aside from these theories, the company’s debt pdiiecomes one of the
important considerations for investors before itivgs This is due to companies
with higher debt levels will use his net profitgay off all its obligations in the
form of interest and debt repayment before payimglends. Company who has
a high debt level will not only become attentiom fbe shareholders, but also a
concern for the creditor. The creditor worried doenpany cannot pay off all the
debts.

Therefore, creditors apply debt agreements or debdénture with the
company to protect its interests. One of the cdat@nthe agreement is in the
form of a negative covenant which is about restns on management policies
including the limitation of dividend distributionotshareholders. With the
limitation of dividend payout, it will minimize th@ortion size of distributed
dividend.

Therefore, the second hypothesis is leverage hgatime effect on dividend
payment.
Ho2: Leverage has no significant negative effect ovideind Payment

Ha2: Leverage has significant negative effect on Deavid Payment
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2.3.3 TheEffect of Growth on Dividend Payment

Companies that have high growth rate will need diggnds than the company
with lower growth rate. The company’s funds areduse finance company
growth in investment activities, corporate expansi&nd company projects. The
funds can come from internal and external sources.

In this research, the growth rate will be measurngdvarket to Book Ratio.
Market to Book Ratio is a ratio that shows the cangon between the stock
market value per price of the company’s book valogined from the difference
between the value of assets owned by a companthanglue of liabilities.

The effect of Market to Book Ratio on shares witthigh enough ratio
between market value and book value has the akulibalculate stock returns on
the book value proxies for future cash flows. Andduce a variable related to
stock returns, where the basic strategies for irtgadare used in two
combinations, namely income and book value (Baei,KL998). In addition,
the Market to Book Ratio also provides profitalgileand the results of future
stock returns by using a combination of marketdokoratio and dividend yield,
where the combination can show the performancatafé stock returns (Jiang &
Lee, 2007).

There are four theories that underlying the gromthothesis, i.e. the Pecking
Order Theory of Dividends, the Agency Cost of Ffeash Flow Theory, the
Dividend Signaling Theory and the Residual Thedriwidends.

The Pecking Order Theory of Dividends which wasoi®red by Donaldson
in 1984, states that firms tend to seek fundingnaiimal risk. This theory was
later refined by Myers and Majluf (1984), accorditegthem, financing comes
from three sources, which are debt, internal fuadd new equity. Companies
prioritize their sources of financing by firstlygferred to use internal financing
when that is depleted and then debt is issuedy lesiting equity. There is no
optimal capital structure in this theory becausedélection of corporate funding
is based on the order of risk preference (hiergrditganwhile, the Agency Cost
of Free Cash Flow in this hypothesis implies thhaigh growth rate company has
less motivation to pay dividends in generous amd@tiause this company has
high propensity to use their internal generatedd$umo finance its growth.
According to these theories, a high growth rate mamy pays fewer or less
dividends.
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In the Residual Theory of Dividends, the dividenddl be paid if the
company has a net residual income after doingrthestment opportunity for its
growth. If the company uses most of its net incdarenvestment activity, then
the dividend portion will be smaller (Gitman & Zeitt 2014). A high growth rate
companies usually uses most of its revenue to ¢edhe company growth, thus
the chance of having residual income is low. Thaeefthis company pays fewer
dividends. Conforming to these theories, growthatiegly affects the dividend
payment.

Meanwhile, the Dividend Signaling Theory or Infational Content implies
that high growth companies give good signal toittvestors that the companies
have good prospects in the future. Company who smanénter capital market to
raise new funds needs the trust of the investoerdfbre, according to the
dividend signaling theory or informational contegitpwth has positive effect on
dividend payment. Since there are conflicting predns regarding the effects of
growth on dividends from these theories, the thiygothesis is un-directional
and stated as follows.

Hos: Growth does not significantly affect Dividend Pagnt

Hasz: Growth significantly affects Dividend Payment

2.3.4 The Effect of Agency Cost on Dividend Payment

Agency cost is the cost borne by shareholders toitorothe agents. The agency
problem occurs because two parties have differgetasts. The managers may
take actions that will be unprofitable for the ®widers, while the shareholders
will invest on project that will increase their owrelfare. To solve the conflict of

interests, usually, the company will pay for monitg costs to supervise

activities in progress and to ensure that the mamegon the same wave length
of the shareholders. If the monitoring costs inedsrthen the agency costs will
be reduced.

This research will use free cash flow as the prokggency cost. Free cash
flow is the cash and other assets that the commmble to generate after
required investment to maintain its asset base.

One theory that is underlying the agency cost Hygsit is the Agency Cost
of Free Cash Flow Theory. Easterbrook (1984) stttatidividend payments can

also alleviate agency problems. If the cash ressuace distributed, then the size
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of internally generated fund to the agents is a¢éstuced. The managers will be
force to seek external financing from capital markéence, dividend payment
would benefit the shareholders.

Therefore, the fourth hypothesis is agency costsigrsficant positive effect
on dividend payment.
Hos: Agency cost has no significant positive effectinidend Payment

Haa4: Agency cost has significant positive effect owibend Payment

2.35 TheEffect of Firm Size on Dividend Payment

The firm’s size has been one of the commonly usetbfs in previous studies.

Lloyd et.al (1985), Holder et.al (1998) and Hededs& Raaballe (2006) argued

that the size of the company is one of the factioas have the largest influence

on the dividend payout ratio. The measurementt®fsize have varied between
studies even though the majority of previous ssidiave concluded that size is
an important factor. Large firms usually have moirerse shareholders, for that
reason it has to pay higher dividends in ordeethuce agency costs (Lloyd et.al,
1985). Holder et.al (1998) stated that the capitaiket has better access since it
is usually able to provide high collateral.

There are two theories that are underlying thishe.e. the Firm Life Cycle
Theory of Dividends and the Agency Cost of Freeh(@lsw Theory.

As mentioned in the previous section, the Firm L@gcle Theory of
Dividends is a theory based on the concept thaa &#em becomes mature, it
tends to have high free cash flow and low growtiesathus mature firm pay
higher dividends than young firm.

According to the Agency Cost of Free Cash Flow Thetarge companies
are associated with the complex operations thadsléa some problems related to
monitoring the agents. Large companies tend to nawe diverse shareholders.
Thus, according to this theory, in order to redilneeagency cost large companies
will pay higher dividends.

Therefore, the fifth hypothesis is firm size posty affects the dividend
payment.

Hos: Size has no significant positive effect on DividePayment

Has: Size has significant positive effect on DividdPa@yment
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2.4 Resear ch Framework
Based on the theoretical basis and previous rdseaagarding the various
relationships between profitability, leverage, gtlowagency costs, firm size and

dividend payment, the research framework is ilatsttl in Figure 2.1.

Independent Variables
P Return on Assets
e
Hi -
z//
// Hz// Debt to Equity Ratio
Dependent Variable ////
Dividend Payout Ratio \ Asset Growth
"\_\\h
\\“‘\_‘_\k‘\\-
\\\ Hs i Agency Cost
Hs e
\\
Firm Size

Figure 2.1 Research Framework
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