‘H
= JOURNALOF
i Financial
ECONOMICS

ELSEVIER Journal of Financial Economics 57 (2000) 309-354
www.elsevier.com/locate/econbase

Special dividends and the evolution of
dividend signaling”

Harry DeAngelo®*, Linda DeAngelo?, Douglas J. Skinner®

*Marshall School of Business, University of Southern California, Los Angeles, CA 90089, USA
*University of Michigan Business School, Ann Arbor, MI 48109, USA

Received 14 January 1999; received in revised form 19 November 1999

Abstract

This paper documents that (1) special dividends were once commonly paid by NYSE
firms, but are now rarely paid; (2) firms typically paid specials almost as predictably as
they paid regular dividends; (3) despite the dramatic overall decline in specials, the
incidence of very large specials increased in recent years; and (4) special dividends were
not displaced by stock repurchases. Most plausibly, small specials disappeared because
their predictability made them close substitutes for regular dividend signals, while
large specials survived because their sheer size automatically differentiates them from
regulars. © 2000 Elsevier Science S.A. All rights reserved.

JEL classification: G35; D82

Keywords: Dividend policy; Payout policy; Special dividends; Signaling; Stock repur-
chases

*We appreciate the useful comments and suggestions of David Denis, Ananth Madhavan, Ron
Masulis, Kevin J. Murphy, Pat O’Brien, Jay Ritter, René Stulz, Mike Weisbach, and especially Jim
Brickley (the referee) and Larry Dann. We thank Arezou Motamedi, Steve Sedmak, Robert Sosa,
Michael Wartena, and especially Sharon Sun for research assistance. Financial support was
provided by the Marshall School of Business at USC (Charles E. Cook/Community Bank and
Kenneth King Stonier Chairs) and the University of Michigan Business School (KPMG Professor-
ship).

* Corresponding author.

E-mail address: hdeangelo@marshall.usc.edu (H. DeAngelo).

0304-405X/00/$ - see front matter © 2000 Elsevier Science S.A. All rights reserved.
PII: S0304-405X(00)00060-X



310 H. DeAngelo et al. | Journal of Financial Economics 57 (2000) 309-354
1. Introduction

Dividend signaling plays a prominent role in corporate finance theory, with
numerous studies outlining scenarios in which managers use cash dividends to
convey information about firm profitability [see, e.g., Bhattacharya, 1979; Miller
and Rock, 1985; John and Williams, 1985; and more recent papers cited in Allen
and Michaely’s (1995) survey of the dividend literature]. However, few empirical
studies indicate that signaling is pervasively important, although some research
suggests it might be important in limited circumstances [see e.g., DeAngelo
et al., 1996; Benartzi et al., 1997; and many earlier studies cataloged by Allen and
Michaely]. In their comprehensive survey, Allen and Michaely (1995, p. 825)
state that “ ... the empirical evidence (on dividend signaling) is far from conclus-
ive... more research on this topic is needed”. The juxtaposition of continued
strong theoretical interest in signaling models on the one hand, with limited
empirical support on the other, has made the relevance of dividend signaling an
important unresolved issue in corporate finance.

There are firms in which dividend signaling is inarguably at work, and they
are the ones studied by Brickley (1982, 1983), whose managers pay both regular
dividends and occasional special dividends (extras, specials, year-ends, etc.,
hereafter “specials”). As Brickley indicates, the differential labeling of special and
regular dividends inherently conveys a warning to stockholders that the
“special” payout is not as likely to be repeated as the “regular” payout.
Brickley’s evidence indicates that investors treat special dividends as hedged
managerial signals about future profitability, in that unanticipated specials are
associated with weaker stock market reactions than are regular dividend
increases of comparable size. One contribution of the current paper is to provide
evidence that the historically prevalent practice of paying special dividends has
largely failed the survival test, casting further doubt on the overall importance of
signaling motivations in explaining dividend policy in general.

We document that special dividends were once commonly paid by NYSE
firms but have gradually disappeared over the last 40 to 45 years and are now
a rare phenomenon. During the 1940s, 61.7% of dividend-paying NYSE firms
paid at least one special, while only 4.9% did so during the first half of the 1990s.
In the single year 1950, 45.8% of dividend-paying NYSE firms paid specials,
while just 1.4% of such firms paid specials in 1995. In years past, special
dividends constituted a substantial fraction of total cash dividends. Among
NYSE firms that paid specials, these bonus disbursements average 24.3%
(median, 16.8%) of the dollar value of total dividends paid over all years
between the firm’s first and last special. Firms that at one point frequently paid
specials include such high visibility “blue chip” corporations as General Motors,
Eastman Kodak, Exxon, Mobil, Texaco, Gillette, Johnson & Johnson, Merck,
Pfizer, Sears Roebuck, J.C. Penney, Union Pacific, Corning, International
Harvester, McGraw Hill, and Boeing. Today, only a handful of NYSE firms
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continues to pay frequent special dividends, and these firms are generally not
well known companies.

Why have firms largely abandoned the once pervasive practice of paying
special dividends? Our evidence suggests that the evolution of special dividends
reflects the principle that dividends are a useful signaling mechanism only when
they send clear messages to stockholders. Surprisingly, most firms paid specials
almost as predictably as they paid regulars, thereby treating the two dividend
components as close substitutes and impeding their ability to convey different
messages. Over 1926-1995, more than 10,000 specials were paid by NYSE firms,
and virtually all of these were declared by firms that announced specials in
multiple years. Remarkably, a full 27.9% of the latter firms omitted paying
specials in less than one year out of ten on average (i.e., they paid specials in over
90% of the years between their first and last special dividend). Well over half
(56.8%) the firms that paid specials in multiple years did so more frequently than
every other year on average. We find that the only specials that have survived to
an appreciable degree — and that, in fact, have grown in importance — are large
specials whose sheer size automatically differentiates them from regular divi-
dends.’

When investors view specials and regulars as close substitutes, there is little
advantage to differential labeling, and so firms should eventually drop the
practice of paying two types of dividends and simply embed specials into the
regular dividend. Evidence supporting this prediction comes from our Lintner
(1956) model analysis of the dividend decisions of firms that eliminated specials
after paying them frequently for many years. This analysis shows that, control-
ling for earnings, the pattern of regular dividends after the cessation of specials
does not differ systematically from the earlier pattern of total (special plus
regular) dividends. Other data indicate that these sample firms preserved the
relation between earnings and total dividends by substituting into greater
reliance on regular dividend increases. We also find that firms generally tended
to increase regulars when they reduced specials to a still-positive level, further
supporting the view that firms treated specials and regulars as reasonably close
substitutes. Finally, our data show that the disappearance of specials is part of
a general trend toward simple, homogeneous dividend policies in which firms
converged on the now prevalent practice of paying exactly four regular divi-
dends per year.

We study the stock market’s reaction to special dividends from mid-1962
(when CRSP first provides daily returns) through 1995. We find that the stock
market typically reacts favorably to the fact that a special dividend is declared

!Large specials, like large repurchases, are likely to get stockholders’ attention. These large
payouts may or may not serve as signals in the conventional sense, however, depending on whether
stockholders interpret them as information about the firm’s future profitability as opposed, e.g., to
information about the success of its current restructuring efforts.
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(holding regular dividends constant), but that the market reaction is not system-
atically related to the sign or magnitude of the change from one positive special
dividend payment to another. For example, we observe an average stock market
reaction of about 1%, both when firms increase specials and when they reduce
them to a still-positive level. Overall, our event study analysis indicates that,
although special dividend declarations tend to convey good news to market
participants, any signaling content they exhibit is typically small.

We find some empirical support for the notion that the long-term decline in
special dividends is related to the clientele effect shift from the mid-century era,
in which stock ownership was dominated by individual investors, to the current
era, in which institutions dominate. One might reasonably expect this clientele
shift to reduce the importance of special dividends, since institutions are presum-
ably more sophisticated than retail investors and are therefore better able to see
that most firms treated specials as close substitutes for regulars. At the aggregate
level, the secular decline in specials and the increase in institutional ownership
occurred roughly in parallel, with both trends proceeding gradually over many
years. At the firm level, our logit regressions show a significant negative relation
between the level of institutional ownership and the probability that a firm
continues to pay special dividends.

Finally, we find little support for the notion that special dividends were
displaced by common stock repurchases. Theoretically, one might expect a close
connection between the disappearance of specials and the adoption of stock
repurchases. Both payout methods allow managers to signal their beliefs about
company prospects through temporary bonus distributions, with no necessary
commitment to repeat today’s higher cash payout in future years. Moreover,
repurchases are now widely prevalent (much as specials used to be), although
historically they were rare events (as specials are now). However, at the aggreg-
ate level, the secular decline in specials began many years before the upsurge in
repurchase activity, so that any theory which attributes the disappearance of
specials to the advent of repurchases faces the difficult task of explaining the
long time gap between the two phenomena. Moreover, at the firm level, the
number of companies that repurchased stock after they stopped paying special
dividends is significantly less than expected if firms simply substituted one for
the other form of payout. Finally, repurchase tender offers and large specials
both increase in recent years with the upsurge in corporate restructurings and
takeovers.

Perhaps the most important implication of the findings reported here is the
challenge they pose for dividend signaling theories. Specifically, the fact that
special dividends once flourished, but have largely failed to survive, is inconsist-
ent with the view that these signals serve an economically important function.
We discuss this and other implications of our findings for corporate finance
research in Section 7. We begin in Section 2 by documenting the long-term
evolution of special dividend payments. Section 3 analyzes the predictability of
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special dividends, the evolution of large specials, the behavior of total dividends
around the time firms stopped paying specials, and firms’ general tendency to
increase regulars when they reduce specials. Section 4 presents our event study
analysis of the information content of special dividends. Section 5 examines the
relation between institutional ownership and the payment of specials. Section 6
investigates the connection between repurchases and the decline in specials.

2. The historical importance of special dividends in corporate dividend policies

Table 1 documents the number and size of special dividends paid by NYSE-
listed firms (panel A) and the length of time that specials were an element of
these firms’ dividend policies (panel B).? From mid-year 1926 through year-end
1995, 1,287 NYSE-listed firms paid a total of 10,008 special dividends, with 9,636
specials paid by the 942 firms that made special distributions in multiple years.
Panel A shows that the average special dividend is 157% (median, 100%) of the
latest regular dividend payment for the full sample and 138% (median, also
100%) for firms that paid specials in multiple years. These figures indicate that
the specials paid by our sample firms tend to be larger than those examined by
Brickley (1982, 1983), whose median special is 67% of the most recent regular
dividend.

Panel A of Table 1 also reports the ratio of special dividends to total
dividends, a measure that shows the importance of special dividends in firms’
payout policies during the time they paid specials. This ratio is defined as (1) the
sum of the dollar amount of all split-adjusted special dividend payments from
a firm’s first year of special payment through its last such year, divided by (2) the
sum of all split-adjusted regular and special dividends paid over all years in the
same interval, regardless of whether a special distribution was made in a given
year. Special dividends account for an average of 24.3% (median, 16.8%) of total
cash dividends in the full sample and 20.0% (median, 15.5%) of total dividends
by firms that paid specials in multiple years. These figures indicate that, over the
years that firms had policies of paying occasional special dividends, these

2 Throughout the paper, we employ the Center for Research in Security Prices (CRSP) monthly
tape to identify NYSE-listed firms that paid special dividends. We consider only securities with
CRSP distribution codes 10 or 11 and thus exclude ADRs, various ownership units (e.g., limited
partnership interests), closed-end funds, REITs, and shares of firms incorporated outside the United
States. We classify a cash distribution as a special if it carries distribution code 1262 or 1272, the code
numbers CRSP employs to identify dividends labeled year-end, final, extra, or special. We do not
include CRSP code 1282 (defined as “interim” dividends) because they are relatively uncommon and
almost all are bunched in one year (1929). We exclude code 1292 (defined as “non-recurring, or
proceeds from sale of rights”) because these distributions are generally not pure cash payouts to
stockholders. For example, during the 1980s, code 1292 often identifies poison pill securities.
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Table 1
Size of special dividends and length of time they were paid by NYSE-listed firms from mid-1926
through year-end 1995

In panel A, the first size measure is the ratio of each individual special dividend payments to the most
recent single regular dividend payment, provided that a regular has been paid within the last year.
The second size measure is the ratio of the dollar value of a// special dividends to the dollar value of
total dividends paid beginning with the first year the firm paid a special and ending with the last year
it did so. The denominator in the latter measure incorporates all dividends paid over all years in this
interval, including those years in which no special was paid. For both size measures, all cash
dividend amounts have been adjusted for stock splits and stock dividends. For the first size measure,
the number of specials accompanied by regulars within one year is 9,821 for the full sample and 9,494
for the firms that paid specials in multiple years. Panel B reports the cross-sectional distribution of
the length of time that specials were paid by firms that paid them in multiple years. The length of
time that a given firm paid special dividends is defined as the total number of years between the first
and last special. All data are from the CRSP monthly tape, and include only NYSE securities with
CRSP share codes 10 or 11. A dividend is classified as a special if it has a distribution code of 1262 or
1272, the codes CRSP employs to identify dividends labeled year-end, final, extra, or special.

All firms Firms that paid specials
in multiple years

A. Number and size of special dividend payments

Number of firms 1,287 942
Number of special dividends 10,008 9,636
Special/latest regular dividend
Mean 157% 138%
Median 100% 100%
All specials/all dividends
Mean 24.3% 20.0%
Median 16.8% 15.5%

B. Length of time that firms paid special dividends

Length of time from the firm’s Number of firms Cumulative number

first to last special (% of cases) (%) of firms

30 or more years 174 firms 174 firms
(18.5%) (18.5%)

20-29 years 193 firms 367 firms
(20.5%) (39.0%)

10-19 years 218 firms 585 firms
(23.2%) (62.2%)

less than 10 years 357 firms 942 firms

(37.9%) (100.0%)
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payments typically accounted for approximately one-fifth of total dividend
distributions.

Panel B of Table 1 shows that special dividends were a component of many
NYSE firms’ dividend policies for long periods of time. For each firm that paid
specials in multiple years, we tabulate the number of years between the first and
last special dividend payment, an interval which can be viewed as a lower bound
on the time that a firm had a policy of paying specials. (A firm’s ex ante policy of
paying specials may have started earlier or ended later than the interval between
the first and last payment dates, even though the events necessary to trigger
special payments actually occurred only between the latter dates.) We find that
174 NYSE firms had policies of paying specials for 30 or more years, 367 firms
had such policies for at least 20 years, and 585 firms had such policies for at least
10 years.

Fig. 1 reports the annual incidence and dollar magnitude of special dividends
by NYSE firms for 1927-1995. Panel A gives the proportion of dividend-paying
firms that paid specials, while panel B reports the annual dollar amount of specials
divided by the dollar amount of total dividends paid by all NYSE firms. Fig. 1
indicates that the incidence and dollar volume of special dividends is generally
quite high in the early sample years, but that both erode gradually over the last
four decades to very low levels. In virtually every year from 1927 through the
1950s, a large fraction of dividend-paying firms distributed specials (panel A). In
the average year during the decade of the 1950s, specials were paid by 26.2% of
the dividend-paying firms on the NYSE. This average is not significantly
different from the average annual incidence of 23.9% over 1927-1949. However,
the average falls to 11.2% for the 1960s, 5.4% for the 1970s, 2.2% for the 1980s,
and 1.8% for the 1990s (through 1995). All these figures are below the average
for 1927-1949 at very high levels of statistical significance.’

The dollar value statistics in panel B of Fig. 1 show that special dividend
payments generally fluctuated around 10% of all cash dividend distributions,
hitting peaks of 21.1% in 1936 and 19.3% in 1950. The dollar volume of specials
falls below 5% of all dividends in the early 1930s at the depths of the Great
Depression and does not fall below 5% again until the late 1950s. In the average
year over 1927-1949, specials constitute 9.8% of the dollar value of all cash

3 Brickley (1982) documents that special dividends were paid by many banks, particularly those
with shares traded over-the-counter. We therefore identified the number of firms with a primary SIC
code of 60 (depository institutions) that paid special dividends while listed on the NYSE. From 1926
through 1995, there are at most 10 such depository institutions paying specials in a given year (the
peak of 10 was attained only in 1937). From 1926 through the early 1970s, depository institutions
never account for more than 5.4% of the special dividend-paying firms on the NYSE (with the peak
of 5.4% also attained in 1937). These data indicate that the early popularity of (and subsequent
decline in) special dividends among NYSE-listed firms was not a phenomenon driven by banks or
other depository institutions.
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A. Number of NYSE firms that paid special dividends as a proportion of dividend-paying firms
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Fig. 1. Annual incidence of NYSE firms that paid special dividends (Panel A) and magnitude of
special dividend payments as a fraction of all dividends paid (Panel B): 1927-1995.

Panel A gives the number of NYSE-listed firms that paid special dividends in a given year as
a proportion of the total number of NYSE firms that paid any type of cash dividend in that year.
Panel B gives the dollar amount of special dividend payments by all NYSE firms in a given year as
a proportion of the total cash dividends they paid in that year. To generate the dollar volume of total
dividends for a given firm, we take the number of shares outstanding at the beginning of the year and
multiply by the sum of all (split-adjusted) dividend payments during the year. The dollar volume of
special dividend payments is calculated analogously for the subset of dividend payments labeled
specials. The sample firms and associated dividend data are drawn from the CRSP monthly tape. We
consider only those securities with CRSP share codes 10 or 11, which exclude ADRs, various types
of units, closed-end funds. REITs, and shares of firms incorporated outside the United States. A cash
dividend is classified as a special if it has a distribution code of 1262 or 1272, which are the CRSP
codes for dividends labeled year-end, final, extra, or special.
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dividends paid by NYSE firms. The corresponding average for the 1950s is
8.0%, which is not significantly different from the 9.8% average over 1927-1949.
During the 1960s, the average year’s dollar volume of specials falls to 7.2% of
total dividend payments, which differs significantly from 9.8% (p-value, 0.04).
For the 1970s, 1980s, and 1990s, the average dollar volume of specials falls
respectively to 2.2%, 0.2%, and 0.1% of all dividends paid by NYSE firms, with
all three averages below 9.8% at very high significance levels.

The data in Fig. 1 establish that, at least through the middle part of the 20th
century, many NYSE firms paid special dividends. Because of the occasional
nature of special payouts, these data understate the importance of specials as
a component of corporate dividend policies.* A broad horizon view of the extent
to which firms occasionally paid specials is provided by the incidence of NYSE
firms that paid at least one special dividend during a given decade. These data
(not presented in our tables) show that specials were an element of the payout
policies of over half the dividend-paying firms on the NYSE during the 1930s,
1940s, and 1950s. Consistent with the trends in Fig. 1, the number of firms
paying at least one special during the 1960s falls to less than half the level of the
1950s (from 56.3% to 24.8% of dividend-paying firms). During the 1970s, fewer
than one in five dividend-paying firms paid a special dividend. The downward
trend continues during the 1980s and 1990s, with less than one firm in ten paying
a special dividend. In sum, these data indicate that special dividends were once a
common feature of the dividend policies of NYSE firms, but they are now a rare
phenomenon.

3. Sharply delineated signals and the survival of special dividends

While Section 2 documents that specials as a group have virtually disap-
peared, the data in Section 3.1 show that large special dividends (constituting at
least 5% or 10% of equity value) have actually increased in importance. Large
special dividends are notable because their sheer size inherently commands
stockholders’ attention and accordingly differentiates the special from the regu-
lar payout. The trend in large specials is therefore consistent with the view that
the disappearance or survival of special dividends depends on whether they send
sharply delineated messages to stockholders. Further support for this view
comes from an examination of the predictability of most special dividends
(Section 3.2), firms’ conversion of special into regular dividend payments

4To see why, consider a firm whose policy is to pay specials only in even numbered years. In odd
years, this firm will not be counted as a firm that pays special dividends, even though its policy is
unchanged in those years. Since firms do not generally pay special dividends in every single year,
a one year window is too narrow to accurately estimate the incidence of firms that have a policy of
paying specials. For our example firm, a two year window would suffice, but that window would be
too narrow for firms in general (see the payment frequency data in Section 3.2).
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(Sections 3.3 and 3.4), and firms’ general convergence on the now pervasive
practice of paying exactly four regular dividends per year (Section 3.5).

3.1. Large special dividends have increased in importance

Table 2 reports the number of special dividends by NYSE firms that exceeds
three size thresholds for each decade from the 1920s to the 1990s, and the
percentage they represent of all special dividends paid in each decade. Columns
(1) and (2) respectively present the incidence of special dividends that equal or
exceed 5% and 10% of the pre-announcement equity value of the firm, while
column (3) reports the incidence of specials whose size equals or exceeds that of
the average repurchase tender offer studied by Dann (1981), i.e., a cash distribu-
tion of 18.6% of pre-announcement equity value.

Table 2 shows that, in the early sample years, large special dividends represent
a modest fraction of all specials. For example, column (1) indicates that 5%-plus

Table 2
Special dividends whose size equals or exceeds (1) 5% of equity value (2) 10% of equity value, and (3)
the size of the average repurchase tender offer

The table reports the number of specials whose size meets three thresholds. Thresholds (1) and (2) are
5% and 10% of equity value at the end of month before announcement of the special dividend.
Threshold (3) is 18.6% of pre-announcement equity value, the average size of the cash distributed to
stockholders in Dann’s (1981) sample of 143 repurchase tender offers by NYSE and AMEX firms
over 1962-1976. This analysis examines 9,948 specials (rather than the 10,008 reported elsewhere in
the paper) because we exclude those cases in which CRSP does not report a stock price for the firm
for the month prior to a given special. All data are drawn from the CRSP monthly tape, and include
only NYSE securities with CRSP share codes 10 or 11. A cash dividend is classified as a special if it
has a distribution code of 1262 or 1272, the CRSP code numbers for dividends labeled year-end,
final, extra, or special.

Specials whose size equals or exceeds:

(1) 5% of equity (2) 10% of equity (3) Size of the average

value value repurchase tender offer

Decade Number of Number of % of all Number of % of all Number of % of all
specials cases specials cases specials cases specials

1926-1929 539 6 1.1% 3 0.6% 1 0.2%
1930-1939 1,445 44 3.0% 5 0.3% 1 0.1%
1940-1949 2,653 81 3.0% 12 0.5% 1 <0.1%
1950-1959 2,982 51 1.7% 1 <0.1% 0 0.0%
1960-1969 1,244 2 0.2% 0 0.0% 0 0.0%
1970-1979 691 12 1.7% 1 0.1% 0 0.0%
1980-1989 281 37 13.2% 22 7.8% 17 6.0%
1990-1995 113 21 18.6% 17 15.0% 6 5.3%
All years 9,948 254 2.6% 61 0.6% 26 0.3%
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specials never exceed 3% of all specials from the 1920s through the 1970s, while
column (2) indicates that 10%-plus specials always account for less than 1% of
all specials during the same period. Column (3) reveals that there are virtually no
special dividends as large as the average repurchase tender offer over this period.
Consistent with Section 6’s inference that repurchases did not generally replace
specials, the latter observation clearly establishes that repurchase tender offers
cannot have displaced large specials since, at least through the 1970s, there were
virtually no comparably large special dividends to displace.

Table 2 further shows that large special dividends have increased substan-
tially in importance in recent years, both in absolute number and as a propor-
tion of all specials. For example, over the 1980s and 1990s, there are 39 specials
whose size equals or exceeds 10% of equity value — almost double the 22 specials
of comparable size paid over the prior half-century. The increased importance of
large specials in recent years plausibly reflects the takeover/restructuring pres-
sures faced by many firms over the last two decades. Wall Street Journal reports
indicate that 30 (81.1%) of the 37 10%-plus specials announced during the 1980s
and 1990s are part of a corporate restructuring, and that 18 (60.0%) of these 30
payouts are related to explicit takeover pressures.” The presence of take-
over/restructuring pressures suggests that managers of these firms felt it was
important to distribute large amounts of cash to provide a credible indication of
their faith in their planned restructurings (and perhaps to convince investors
that otherwise successful restructurings would not be undermined by unprofit-
able reinvestment of free cash flow).

3.2. The predictability of special dividends

Although the “special” or “extra” label seems to connote an infrequent cash
dividend, managers actually distributed these bonus payouts remarkably often.
Fig 2 presents the dividend histories of Eastman Kodak and General Motors,
with the height of each bar representing total dividends for a given year and the
black portion representing the special dividend component. Over the 33 years
from 1954 to 1986, Kodak paid a special dividend in every year, and since that
time has paid no specials at all. Many years before this lengthy string began,
Kodak had another period of densely clustered special dividend payments,
making such distributions in 1926-1932, 1935-1937, and 1942. GM went
through three distinct phases in which it paid specials quite often, interspersed
between long dormant periods with no such distributions. GM’s clustering of

5 This finding is consistent with the restructuring pattern documented by Denis (1990), Palepu and
Wruck (1992), and Denis and Denis (1995). The 12 specials that are elements of restructuring are
paid by eight firms and include one payout by Sealed Air Corp. (Wruck, 1994), three payouts by
General Dynamics Corp. (Dial and Murphy, 1995), and two payouts by Manville Corp. as it
emerged from asbestos litigation-induced bankruptcy.
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Fig. 2. Special and regular dividends paid by Eastman Kodak and General Motors: 1926-1995.

The height of each bar is the total dollar dividends paid per share in the year in question. The black
portion of the bar represents special dividend payments, while the white portion represents regular
dividend payments. All cash dividends have been adjusted for stock splits and stock dividends. The
low total dividend values for early years reflect the fact that one current share of stock is equivalent
to a small fractional share interest in earlier years due to stock splits that occur in the interim. All
dividend data are drawn from the CRSP monthly tape. A cash dividend is classified as a special if it
has a distribution code of 1262 or 1272, the CRSP code numbers for dividends labeled year-end,
final, extra, or special.

specials came in (1) 16 of the 20 years between 1961 and 1980 (and nine
consecutive years in the 1960s), (2) nine of the 11 years between 1926 and 1936,
and (3) four of the seven years between 1949 and 1955.

The high frequency of special dividends is not peculiar to the Kodak and GM
cases, but instead characterizes the vast bulk of NYSE firms that at one time had
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Table 3
Frequency of special dividend payments by 942 NYSE-listed firms that paid specials in multiple
years during 1926-1995

The frequency with which a firm paid special dividends is defined as the total number of years in
which a special was paid divided by the total number of years between the first and last special. For
example, a frequency of 40% implies that the firm paid specials in four out of 10 years on average
(during the time that it was paying specials). All data are drawn from the CRSP monthly tape, and
include only NYSE securities with CRSP share codes 10 or 11. A dividend is classified as a special if
it has a distribution code of 1262 or 1272, the codes CRSP employs to identify dividends labeled
year-end, final, extra, or special.

Percent of time that Number (%) Cumulative Number (%) Cumulative
firm paid specials of firms % of firms of specials % of specials
90% < frequency 263 27.9% 2,037 21.1%
(27.9%) (21.1%)
80% < frequency < 90% 52 33.4% 999 31.5%
(5.5%) (10.4%)
70% < frequency < 80% 56 39.3% 990 41.8%
(5.9%) (10.3%)
60% < frequency < 70% 73 47.0% 980 52.0%
(7.7%) (10.2%)
50% < frequency < 60% 92 56.8% 1,271 65.2%
(9.8%) (13.2%)
40% < frequency < 50% 84 65.7% 1,038 76.0%
(8.9%) (10.8%)
30% < frequency < 40% 110 77.4% 1,074 87.1%
(11.7%) (11.1%)
20% < frequency < 30% 113 89.4% 839 95.8%
(12.0%) (8.7%)
10% < frequency < 20% 74 97.3% 344 99.4%
(7.9%) (3.6%)
frequency < 10% 25 100.0% 64 100.0%
(2.7%) (0.6%)

a policy of paying specials. For our full sample, Table 3 summarizes the
frequency of special dividends, defined as the number of years in which a firm
pays specials divided by the number of years between the firm’s first and last
special dividend. A strikingly large 27.9% of the firms that paid specials in
multiple years did so more often than 90% of the time - i.e., these firms omitted
paying specials in less than one year out of 10 on average. Well over half (56.8%)
the sample firms paid specials more frequently than every other year on average.
Moreover, these figures actually understate the frequency with which firms
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temporally clustered their special dividend payments, since they do not adjust
for dormant periods in which firms paid no specials.® These figures establish
that specials typically were not paid as occasional bonuses, but rather provided
stockholders with recurring payments at frequent intervals.

Since most firms paid specials almost as predictably as they paid regular
dividends, the payout pattern chosen by managers diminished any signaling
difference between specials and regulars. There is a clear analogy here to
the practice of paying faculty salaries in academic year and summer research
components. Since many schools now pay summer money virtually all the
time, faculty often focus on their total pay and treat the university’s commitment
to maintain both salary components as almost equivalent. The same logic
implies that, if managers pay special dividends with great frequency,
stockholders will come to expect them nearly as much as the regular dividend
so that little purpose is served by the differential explicit labeling. Moreover,
as it becomes clear that specials are effectively close substitutes for re-
gulars, it becomes more likely that firms would eliminate the differential
labeling.”

3.3. The conversion of specials into regular dividends

To assess the latter prediction, we focus on NYSE firms that (1) paid special
dividends in 10 or more different years, (2) paid specials at least 25% of the time
on average, (3) paid specials through at least 1965, and (4) remained listed on
CRSP for at least four years after the last special. Criteria (1) and (2) ensure that
we have isolated firms that followed well-established policies of paying specials.
Criterion (3) increases the likelihood that Compustat data are available for the
earnings-based tests described below. Criterion (4) enables us to observe sample
firms’ payout decisions following the cessation of specials. We exclude four firms
that satisfy (1) through (4), but continue to pay specials after 1991. This screening
process yields a sample of 91 firms that ended well-established policies of paying
recurring special dividends. These firms account for more than 22% of all

¢The Kodak and GM examples show that some firms paid specials in multiple year clusters,
interspersed between long periods with no special dividends. Table 3 measures the frequency of
special dividends from the time of a firm’s first special through its last, including intervening periods
in which the firm paid no specials. Inclusion of these intermittent periods obviously reduces the
estimated frequency of special dividends below that which prevailed during the time the firm actually
paid specials.

71t might, however, take a long time for the practice of paying specials to die out unless there are
large costs from a policy of paying two types of dividends with poorly differentiated signaling
attributes. As long as any disadvantages are modest, little is lost if managers take a long time to
recognize that specials are not serving a useful purpose and to act to eliminate them.
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specials paid by NYSE firms over 1926-1995, and their median special dividend
is identical in size to the median for the full sample (100% of the most recent
regular dividend).

Table 4 documents regular dividend increases and decreases by the 91 firms
that stopped paying specials after long histories of paying them at frequent
intervals. The first row of the table gives the incidence of regular increases and
decreases during the time the firms had policies of paying specials, while the
second row gives their incidence after the cessation of specials. The table shows
no significant difference in the incidence of firm-years with dividend cuts during
the period that specials were paid and the period after they were stopped (15.1%
versus 14.5%, with a p-value of 0.612 to assess the difference). However, we find
a statistically significant rise in the incidence of regular dividend increases from
48.0% during the time specials were paid to 52.1% after the cessation of specials

Table 4

Frequency of increases and decreases in annual regular dividend payments during and after the
period in which special dividends were paid by 91 NYSE firms with long histories of paying specials
at frequent intervals

This table reports changes in the annual amounts of regular (split-adjusted) dividend payments. The
sample contains 91 firms that paid specials in 10 or more years and that did so at least once every
four years on average. All dividend data are drawn from CRSP. A firm is included here only if it paid
specials through 1965 and remained listed on CRSP for at least four years after the last reported
special. A given dividend is classified as a special if it has distribution code 1262 or 1272, the CRSP
code numbers for dividends labeled year-end, final, extra, or special. A dividend is classified as
a regular payment if it has distribution codes 1232, 1212, 1218, 1222, or 1245, which are the CRSP
code numbers for U.S. cash dividends with the following respective frequencies: quarterly, unspeci-
fied frequency (normally taxable), unspecified frequency (fully taxable), monthly, and semiannual.
The table considers dividend changes from a positive level so that regular increases exclude
initiations of dividends and unchanged values exclude cases where the firm paid no regular
dividends in adjacent years. The p-values are for pairwise tests to assess whether the proportion of
decreases (or increases or unchanged regulars) during the special dividend payment period differs
from the corresponding proportion after the cessation of specials. A chi-square test that simulta-
neously assesses all differences in the table is significant at the 0.029 level.

Number (%) of firm-year observations that entail:

Regular Unchanged Regular Row total
decreases regulars increases
During special dividend 471 1151 1496 3118
payment period (15.1%) (36.9%) (48.0%) (100.0%)
After cessation of special 206 473 739 1418
dividends (14.5%) (33.4%) (52.1%) (100.0%)
Significance of pairwise p=0.612 p =0.021 p =0.010

proportion comparison
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(p-value of 0.010). While this rise is not particularly large, it is nonetheless
consistent with the notion that firms simply converted payouts formerly labeled
“special” into regular dividend increases.

Although the cessation of specials is associated with somewhat more frequent
regular dividend increases, it is not associated with a material change in the
payment of total dividends by sample firms. In other words, the evidence is
consistent with the view that sample firms simply rolled specials into regular
dividend increases while continuing to follow the same overall (total dividend)
payout policy. In Table 5, we work with the 59 companies (out of the sample of
91) that have sufficient data on Compustat to estimate the Lintner (1956) model
and to test for dividend shifts around the cessation of special dividends. We
define event year O as the calendar year in which the firm last paid a special, year
— 1 as the immediately prior year, year + 1 as the immediately subsequent
year, and so on. The sample of 59 firms consists of those firms with no fiscal year
changes and with dividends and earnings data available on Compustat through-
out years — 15 to + 3.

For each firm, we obtain Lintner model parameter estimates using data for
event years — 15 to — 4. These estimations use the firm’s annual earnings per
share before extraordinary items and total dividends per share, i.e. the sum of
both regular and special dividends, with all data inputs split-adjusted as appro-
priate. Fama and Babiak (1968) examine a variety of Lintner model specifica-
tions and conclude that the best dividend predictions come from the
specification that suppresses the constant term and includes both lagged and
current earnings per share. To provide a robustness check on our findings, we
run tests on this and three other model specifications. (Models A and B have
intercepts set equal to zero, while C and D have fitted intercepts. Models B and
D included lagged earnings, while A and C do not.)

For each firm in each year from — 3 through + 3, we generate raw prediction
errors, which equal the observed level of total dividends minus the predicted
level of total dividends based on the Lintner parameter estimates, realized
earnings, and the prior year’s dividend. We then generate standardized predic-
tion errors, defined as the raw error divided by the firm’s average dividend over
the five years beginning with year — 10. Our statistical tests analyze the mean,
median and percent of negative standardized prediction errors for the cross-
section of the 59 firms in each of years — 3 through + 3.

If firms simply converted specials into regular dividends, we should observe
dividend prediction errors clustered near zero in the years surrounding the
cessation of specials. On the other hand, we should find systematically negative
prediction errors around this time if firms largely stopped paying specials
because of general factors that put downward pressure on total dividends.
Suppose, for example, that tax law changes encouraged firms to reduce divi-
dends or, more realistically, to raise them less aggressively. We should then find
that actual dividends are systematically below the levels predicted by realized
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Table 5

Lintner model standardized dividend prediction error (sdpe) analysis for the seven years surround-
ing the firm’s last special dividend payment by 59 NYSE-listed firms with long histories of paying
specials at frequent intervals

Event year 0 is the last year in which a firm paid special dividends, year — 1 is the immediately prior
year, etc. The 59 firms in this sample are a subset of the 91 firms (studied in Table 4) which paid
specials in 10 or more years and did so at least 25% of the time. The 59 firms are those firms with no
fiscal year changes and complete earnings and dividend data on Compustat for years — 15to + 3.
For each firm, we fit the Lintner model using annual earnings and dividend data for years — 15 to
— 4. Models A and B have intercepts set equal to zero, while C and D have fitted intercepts. Models
B and D include lagged earnings, while A and C do not. For each firm, raw dividend prediction
errors for years — 3 to + 3 are defined as actual dividends per share minus predicted dividends
based on the fitted model coefficients, realized earnings, and last year’s dividend. Standardized
dividend prediction errors (sdpe) equal the raw prediction error divided by the firm’s average
dividend over the five years beginning with year — 10. Columns (3), (4), and (5) summarize the
cross-sectional means, medians, and percent of negative sdpe values. Columns (6), (7), and (8) give
p-values for t-tests and Wilcoxon tests to assess whether the means and medians differ significantly
from zero, and for binomial tests to assess whether the percent of negative sdpe’s differs significantly
from 50.0%.

Event Mean Median % Negative  P-value P-value P-value
Year Model sdpe sdpe of sdpe’s Mean Wilcoxon Binomial
(1 (2 (3) “4) (%) (6) (7 @®)
-3 A —0.01 —0.03 64.4% 0.79 0.35 0.04
B 0.02 —0.02 57.6% 0.44 0.76 0.30
C 0.04 0.00 54.2% 0.36 0.60 0.60
D 0.08 0.00 52.5% 0.05 0.15 0.79
-2 A 0.01 —0.03 57.6% 0.83 0.36 0.30
B 0.05 —0.03 54.2% 0.47 0.81 0.60
C 0.10 0.00 50.8% 0.14 0.55 1.00
D 0.15 0.04 42.4% 0.09 0.20 0.30
—1 A 0.04 —0.08 62.7% 0.58 0.28 0.07
B 0.08 —0.05 59.3% 0.38 0.74 0.19
C 0.17 0.00 47.5% 0.10 0.43 0.79
D 0.22 0.05 44.1% 0.06 0.09 0.43
0 A 0.23 —0.03 54.2% 0.29 0.76 0.60
B 0.23 —0.11 55.9% 0.30 0.71 043
C 0.36 0.03 44.1% 0.09 0.08 0.43
D 0.42 0.13 44.1% 0.04 0.02 0.43
1 A —0.14 —0.11 61.0% 0.27 0.07 0.12
B —0.17 —0.14 64.4% 0.17 0.06 0.04
C —0.01 —0.02 54.2% 0.97 0.61 0.60
D 0.03 0.01 49.2% 0.79 0.99 1.00
2 A —0.06 —0.03 54.2% 0.58 0.19 0.60
B —0.12 —0.16 62.7% 0.32 0.08 0.07
C 0.11 0.06 39.7% 0.37 0.26 0.15
D 0.02 0.01 46.6% 0.88 0.54 0.69
3 A —0.09 —0.01 50.8% 0.53 0.39 1.00
B —0.08 —0.21 59.3% 0.52 0.10 0.19
C 0.09 0.07 44.8% 0.59 0.54 0.51
D 0.20 0.03 48.3% 0.16 0.68 0.90
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earnings and the fitted Lintner model. Conversely, we should observe positive
prediction errors if the cessation of specials was associated with a shift toward
payout policies in which firms tended to distribute greater total dividends than
they would have historically, given their earnings performance.

Table 5 indicates that sample firms did not significantly alter their policies
regarding total dividends around the time they ceased paying special dividends.
For almost every Lintner model specification and event year from — 3 to + 3,
columns (6) and (7) show that the mean and median standardized dividend
prediction errors (sdpe’s) are not significantly different from zero at conven-
tional levels. In only two instances (model D in years — 3 and 0, column (6)) is
the mean significantly different from zero at the 0.05 level or better. The
Wilcoxon p-values in column (7) show only one instance in which the median
sdpe differs significantly from zero at this level (model D in year 0). A similar
pattern appears in column (8), which reveals only two cases in which the percent
of negative spde’s is statistically distinguishable from 50.0% at the 0.05 level or
better (model A in year — 3 and model B in year + 1).

The results shown in Table 5 for years — 3 through 0 indicate that sample
firms did not systematically alter their total dividend policies in the four years up
to and including their last special dividend. These findings are inconsistent with
the view that sample firms were under significant pressures — for example, from
changes in tax laws or other parameter shifts — that led them to drop specials as
part of a general shift toward a less aggressive dividend policy. These firms
simply continued to adjust total dividends in response to earning realizations in
a manner consistent with the policies they had followed in prior years. The same
pattern holds in years + 1, + 2, and + 3, a finding which also indicates that
managers largely converted specials into regulars, with no significant change in
the total dividends paid.

3.4. Increases in regulars often offset reductions in special dividends

The data we next report indicate that the conversion of specials into regulars
is a general phenomenon, and one that does not simply occur at the time when
firms terminate a longstanding policy of paying special dividends. These data
show a strong tendency for managers to increase the regular whenever they
reduce a special dividend. This pattern is consistent with the view that managers
seek to avoid disappointing investors with cuts in the special by compensating
them at least to some degree with increases in the firm’s regular dividend.

Table 6 documents the frequency and magnitude of regular and special
dividend changes (panels A and B), and the extent to which our sample firms
used increases in the regular dividend to offset reductions in specials (panels
C and D). Since it is impossible to observe dividend reductions from a zero level,
we restrict attention to those firm-years in which a company paid both positive
special and regular dividends in the prior year. All data are for split-adjusted
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Table 6
Changes in regular and special dividends by 942 NYSE firms that paid specials in multiple years
over 1926-1995

The dividend change data in panels A through D are based on split-adjusted annual dividends (as
reported by CRSP), and are restricted to cases in which the firm paid positive regular and special
dividends in the prior year. In panel B, the last column gives the percent of the sample of dividend
cuts that are omissions. For the subset of cases in which the firm reduced special dividends from the
prior year, panel C documents the incidence of the different types of regular dividend changes that
came in the same year as the special reduction. For those years in which the firm both reduced the
special and increased the regular dividend, panel D documents the incidence of cases in which the
dollar magnitude of the regular increase was less than, equal to, or greater than the dollar magnitude
of the special reduction.

A. Incidence of regular and special dividend changes the year after a special dividend payment

Sample Decrease No change Increase

size dividend in dividend dividend
Regular 7,171 13.4% 33.6% 53.0%
Specials 7,171 49.8% 27.2% 23.0%

B. Percent changes in regular and special dividends the year after a special dividend payment

Sample 25th Median 75th Dividend
size percentile change percentile  omissions
Regular decreases 963 — 50.0% —25.0% —16.7% 8.3%
Special decreases 3,572 — 100.0% — 100.0% — 50.0% 65.7%
Regular increases 3,800 11.1% 25.0% 50.0%
Special increases 1,648 28.6% 60.0% 100.0%

C. Regular dividend decisions that accompany a reduction in special dividends

Sample Decrease No change Increase

size regular in regular regular

All firms, all years 3,572 18.2% 21.8% 60.0%
1960 + earlier 2,648 19.3% 24.3% 56.4%
After 1960 924 15.0% 14.8% 70.2%

D. Size of regular dividend increase relative to a contemporaneous special dividend reduction

% of cases with dollar amount of regular increase

Sample < special = special > special

size reduction reduction reduction
All firms, all years 2,142 38.3% 3.5% 58.2%
1960 + earlier 1,494 43.4% 4.3% 52.3%

After 1960 648 25.5% 1.9% 71.6%
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changes in annual dividends for the 942 NYSE firms that paid special dividends
in multiple years over 1926-1995 (per CRSP).

Since the special label connotes a temporary or occasional dividend flow,
conventional wisdom suggests that firms will cut specials more frequently than
they cut regulars, and that specials will accordingly exhibit greater volatility
than regulars. The former expectation is confirmed in panel A, which shows that
reductions in special dividends outnumber reductions in regular dividends
roughly four-to-one (49.8% versus 13.4%) and in panel B, which shows that
special omissions vastly outnumber regular omissions.® The latter expectation is
confirmed in panel B, which shows that the median reduction in regular
dividends is — 25% versus — 100% for the median reduction in special divi-
dends, while the median regular increase is 25% versus 60% for the median
special increase. (For both increases and decreases, the 25th and 75th percentiles
also show larger absolute changes for specials than for regulars.)

While managers of sample firms are more willing to cut specials than to cut
regulars, our data also show that managers are hesitant to reduce specials
without providing compensation in the form of a regular dividend increase.
Panel C reveals that managers raised the regular dividend in 60.0% of the 3,572
firm-years in which they cut specials, a frequency significantly greater than the
46.1% of the firm-years in which they increased regulars while also increasing
the special or paying the same special amount. (The 46.1% figure is not shown in
the table; the p-value to assess the difference between 46.1% and 60.0% shows
statistical significance at better than the 0.0001 level.) Panel C further shows
that, during the first half of our sample period (mid-1926 to 1960), sample
firms raised regulars in 56.4% of the firm-years in which they cut specials, and
did so in 70.2% of such cases during the later sample period. However, the
increase from 56.4% to 70.2% is not of economic importance, since it can be
explained by the general tendency for sample firms to increase regulars more
often in recent years (details not provided).

The contemporaneous changes in special and regular dividends reported in
Table 6 are those that occur within the same calendar year, and not necessarily
on the same declaration day. However, declaration day data reported in Table 8
below indicate that, more often than not, regular dividends are increased on the
same day that firms reduce or fail to pay special dividends, after paying both
a regular and a special contemporaneously in the prior year (see Section 4.1 for
sampling details). Specifically, columns (3) and (4) of Table 8 show that regular
dividends were increased 55.7% of the time (240 out of 431 total observations)
on the same day that specials were cut or omitted.

8 The statistics in panel B imply that there are fewer than 100 firm-years with regular dividend
omissions and more than 2,300 with special omissions, since omissions constitute just 8.3% of the
963 regular decreases versus 65.7% of the 3,572 special decreases.
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Panel D of Table 6 compares the immediate (i.e., current year) dollar magni-
tude of regular dividend increases with the magnitude of special dividend
reductions for the subset of 2,142 firm-years with contemporaneous special
reductions and regular increases. Of these particular special dividend reduc-
tions, 58.2% were accompanied by a larger immediate dollar increase in the
regular dividend. (This incidence rises from 52.3% in the first half of the sample
period to 71.6% in the second half, but this trend can again be explained by
sample firms’ general tendency to increase regular dividends more frequently in
recent years.) These findings are stronger than they might seem at first glance,
since the more permanent nature of regular dividends implies that investors
should happily trade a given dollar reduction in the special dividend for
a somewhat smaller increase in the regular dividend.

The data in panels C and D indicate that managers typically adjust the
regular dividend to ameliorate — and in many cases more than fully offset — any
disappointment that stockholders might associate with a reduction in special
dividends. Since such compensating actions were taken with reasonably high
frequency in our sample, investors had (yet another) reason to view specials and
regulars as reasonably close substitutes, rather than as independent variables
that managers might use to signal distinctly different information about transi-
tory versus persistent earnings.

3.5. Convergence to the now prevalent practice of paying four quarterly dividends
per year

Table 7 provides evidence that the virtual disappearance of special dividends
is an element of a long-term convergence toward homogeneous dividend pol-
icies in which firms pay exactly four regular dividends per year. The sample here
consists of all 1,287 firms that paid at least one special dividend sometime
between mid-1926 and year-end 1995 while listed on the NYSE. For simplicity,
we present data only at five year intervals, beginning with 1930 and ending with
1995. For each year, we include only those firms that paid at least one regular
dividend during that year. We tabulate the percentage of firms that paid
between one and three dividends, exactly four dividends, and more than four
dividends.

Table 7 shows that over the last several decades, more than 80% of sample
firms paid exactly four dividends per year, consistent with one’s intuition that
most firms pay regular dividends on a quarterly basis. But the table also shows
that this was far from uniform practice earlier in the century and that sample
firms converged slowly on this practice over the same years they gradually
dropped special dividends. Recall from Fig. 1 that the decades of the 1930s,
1940s, and 1950s were years when many firms paid specials. Table 7 shows that,
during these same years, many firms — often a majority — deviated from a policy
of paying exactly four dividends per year and a substantial minority paid fewer
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Table 7
Number of dividend payments per year by 1,287 firms that paid at least one special dividend while
NYSE-listed

The sample consists of the 1,287 firms that paid at least one special dividend at some time from
mid-1926 through year-end 1995 while listed on the NYSE. For each year, we consider only the
subset of the 1,287 firms that paid at least one regular dividend in that year. We then tabulate the
total number of dividend payments (regulars and specials) by that firm in the year in question. The
table reports the percent of firms paying less than four, exactly four, and more than four dividends
during the specified year. For simplicity, we report data at five year intervals. All data are drawn
from the CRSP monthly tape, and include only NYSE securities with CRSP share codes 10 or 11.
A dividend is classified as a special if it has a distribution code of 1262 or 1272, the codes CRSP
employs to identify dividends labeled year-end, final, extra, or special.

Percent of firms with given number of dividends in year:

Year Number 1,2o0r3 exactly 4 more than 4
of firms dividends dividends dividends
1930 423 21.7% 57.7% 20.6%
1935 331 26.6% 47.4% 26.0%
1940 500 30.8% 41.8% 27.4%
1945 634 23.8% 56.2% 20.0%
1950 747 14.5% 37.2% 48.3%
1955 753 13.8% 54.2% 32.0%
1960 714 12.7% 70.2% 17.1%
1965 732 9.8% 70.4% 19.8%
1970 627 10.4% 82.6% 7.0%
1975 632 8.7% 80.5% 10.8%
1980 575 8.3% 84.2% 7.5%
1985 454 9.7% 87.0% 3.3%
1990 329 10.0% 84.8% 5.2%
1995 291 7.9% 88.7% 3.4%

than four dividends per year. The latter fact clearly indicates that many firms
had not yet settled on a policy of paying four regular dividends per year. (Since
many firms paid three or fewer dividends per year, including specials, they
obviously could not have paid regulars on a quarterly basis). The data for more
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recent years show a substantially higher proportion of firms paying exactly four
dividends per year and much lower proportions of firms paying either less than
four or more than four dividends per year. This pattern suggests that the
disappearance of special dividends was part of a gradual evolution to the now
pervasive practice of paying exactly four undifferentiated quarterly dividends in
each year.

4. Information content of special dividend announcements

The evidence in Section 3 is consistent with the view that special dividends
were largely replaced by regular dividends because many firms paid specials
frequently, effectively converting them into close substitutes for regulars. This
explanation does not consider the potential signaling value attached to the
magnitude of any change in special distributions declared by management.
However, the event study evidence we present next indicates that the sign and
magnitude of special dividend changes do not systematically convey significant
information. Moreover, the average stock market reaction to special dividend
declarations, although statistically different from zero, is just not that substan-
tial. These observations lend credence to the notion that, at least during the
1962-1995 sample period for which we have data, the information signaling
content of special dividends is small at best.

Brickley (1982, 1983) documents that stock prices increase by about 2% on
average when firms announce unanticipated special dividends (defined as
specials declared by firms that had not paid them for at least two years). Brickley
also finds that, controlling for the size of the total dividend change, regular
dividend increases have a significantly more favorable market impact than do
unanticipated specials. We extend Brickley’s analysis by (1) documenting the
stock market reaction to other types of special dividend changes, most impor-
tantly to reductions in specials to a still-positive level, and by (2) assessing
whether the abnormal stock returns at special dividend announcements are
systematically related to the size of the special change.’

We find that the stock market typically reacts favorably to the fact that
a special dividend is declared (holding the regular dividend constant), but that
the stock price response is not systematically related to the magnitude of the

9 Jayaraman and Shastri (1988) report a positive average stock price reaction to special dividend
announcements, but unlike Brickley do not control for whether or the extent to which these
announcements represent a change in the special dividend. It is difficult to interpret Jayaraman and
Shastri’s findings, since they assume that every special dividend is simply a “labelled dividend
increase” (p. 301). But this assumption is not descriptive since, as we document below, many special
declarations actually represent a reduction (or no change) from the prior year’s special. Nevertheless,
Jayaraman and Shastri’s results are consistent with Brickley’s findings and with those reported here.
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change in the special. Most strikingly, we observe a significantly positive average
stock market reaction even when firms reduce special dividends (to a still-
positive level) and leave regular dividends unchanged. Our data also show
statistically indistinguishable positive average abnormal returns for increases
and decreases in the special dividend to a still-positive level. Moreover, the
average market reaction to special dividend declarations (including increases,
decreases, and no change from the prior year’s level) is significantly greater than
the essentially zero market response we find when firms fail to pay a special after
declaring one in the prior year. Finally, our tests reveal no systematic relation
between the stock return at special dividend announcement and the magnitude
of the special change, holding the regular dividend constant.

4.1. Basic event study findings

In Table 8, we examine special dividends declared from mid-1962 (when daily
stock returns become available on CRSP) through year-end 1995 by NYSE
firms that paid multiple specials while on the CRSP tape. For all dividend
announcements analyzed here, the firm paid one special dividend in the base
year (defined as year 0) and paid either one special or none in the event year
(defined as year 1). Columns (1), (2), and (3) of the table contain cases where the
firm paid a special in both years 0 and 1, while column (4) contains cases where
the firm paid one special in year 0 but omitted such payment in year 1. For
columns (1), (2) and (3), we restrict attention to those cases in which the firm
declared a regular dividend on the same date that it declared its special in year 1.
We cannot apply this condition to special omissions because firms generally do
not announce the omission of a special, but instead simply fail to declare one.
Accordingly, the column (4) analysis of special omissions examines cases in
which a firm (a) declared a regular dividend in the same calendar month of
year 1 as it declared both a regular and a special in year 0, and (b) did not declare
a special in that or any other month of year 1.

Table 8 documents average abnormal stock performance in the three days
surrounding announcements of special dividends, with the sample partitioned
according to the combination of regular and special dividend actions taken on
the announcement day. Columns (1), (2), (3), and (4) respectively report results
for announcements of an increase, no change, a decrease to a still-positive level,
and an omission of special dividends. Rows (A), (B), and (C) report results for
increases, no change, and decreases (including omissions) in regular dividends.
For each observation in the table, we calculate the abnormal stock return as the
firm’s raw stock return from the business day before through the business day
after the dividend announcement minus the return on the CRSP value-weighted
market index over the same three-day period. We assess statistical significance
using t- and z-statistics under standard parametric and nonparametric
Wilcoxon tests.
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The most important findings in Table 8 are those in row (B), since these
subsamples contain only observations for which the regular dividend is
unchanged. These data show that, on average, firms experience significantly
positive abnormal stock returns of about 1% when they do not change their
regular dividend and either increase the special [column (1)], leave the special
unchanged [column (2)], or cut the special to a still-positive level [column (3)].
The findings in column (3) are especially noteworthy because they indicate that
investors respond favorably to the news that the firm will pay a special dividend,
even when that dividend is smaller than the prior year’s special.

Brickley (1982, pp. 121-126) runs tests analogous to those in columns (2) and
(4) of row (B). For 22 special omission observations, he reports a negative
average announcement day return that is almost identical to the mean figure in
our column (4) and which, like ours, is not significantly different from zero. For
15 observations in which the firm left the special unchanged, he finds a negative
but statistically insignificant stock return. The latter finding is inconsistent with
the significantly positive return we document in column (2), but this inconsist-
ency is not particularly troubling given the small sample size. Brickley does not
present findings for samples analogous to those in our columns (1) and (3), and
so we cannot compare these aspects of our analysis with the findings of his
study.

The comparison test statistics in row (B) of Table 8 indicate that, on average,
the stock market reacts more favorably when a special will be paid than when
one is omitted, but that it reacts in essentially the same way to special increases
and decreases to a still-positive level. Specifically, when firms leave the regular
dividend unchanged, we find significantly greater stock returns when they
continue to pay another special of whatever magnitude [columns (1), (2), and (3)
pooled] than we observe when they fail to pay one [column (4)], with compari-
son test statistics of t = 2.74 and z = 3.06. However, we find no statistically
detectable difference between the favorable market reactions to special increases
and to special decreases to a still-positive level (t = 0.42, z = 0.14).

Row (A) of Table 8 presents a similar picture, except that these tests are less
informative than those in row (B) because the various observations in row (A)
have heterogeneous (and contemporaneous) changes in the size of regular
dividends. As with row (B), the row (A) data show that firms experience positive
mean and median abnormal stock returns when they increase the regular
dividend and simultaneously either increase the special, leave it unchanged, or
cut the special to a still-positive level (columns (1), (2), and (3) respectively).
However, when firms increase the regular dividend but omit payment of
a special, the average stock return does not differ significantly from zero (column
(4)), suggesting that the regular dividend increase effectively compensates stock-
holders for the relatively disappointing news that the firm will not pay a special.

We find no statistically significant difference between the mean (and median)
stock returns for increases and decreases in special dividends to a still-positive
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level, as evidenced by comparison test statistics of t = 1.60 and z = 1.03 in
column (5) of Table 8. However, the pooled sample in which firms continue to
pay specials exhibits materially larger stock returns than we find for the sample
in which regulars are increased and specials omitted (t = 5.15, z = 4.90).
Although the tests in row (A) do not control for the size of regular dividend
changes, they are nonetheless consistent with the general patterns found in row
(B), which do control for such changes.

The 25 cases in which firms cut the regular dividend and omitted the special

experience an average abnormal return of — 1.32% [row (C) and column (4) of
Table 8]. This stock return represents a smaller decline than the — 5% or
— 6% average market reaction to regular dividend decreases previously
reported by Charest (1978) and Woolridge (1983). Since this finding is not
central to the main themes of this paper and since it is based on a relatively small
sample, we do not investigate this issue further.

4.2. Cross-sectional regression analysis of announcement returns

We next investigate whether there is significant information (or signaling)
content associated with the magnitude of special dividend changes. For this
regression analysis, we study the sample of observations in which regular
dividends are unchanged, i.c., the observations in row (B) of Table 8. We exclude
the 7 observations (out of 677) where the special increased by 300% or more,
since these very large changes likely differ in fundamental ways from the vast
majority of recurring special dividends. (For example, consistent with the
findings presented in Section 3.1, they are more likely to be associated with
corporate restructurings.)

The dependent variable in our regression tests is the abnormal stock return
for the three-day dividend announcement period, denoted AR. The first ex-
planatory variable, OMIT, is an indicator variable that takes the value 1 if the
special dividend was omitted and O if a special was paid. The size of the special
dividend change is denoted CHG, which is defined as the ratio of the split-
adjusted values of (1) the difference between the current year’s and last year’s
special dividends, divided by (2) total dividend payments in the prior year.
Finally, OMIT x CHG is a slope interaction term which measures the dollar size
of a given special omission standardized by the firm’s total dividend in the prior
year. The regression estimates (and t-statistics) are:

AR =0.008 — 0.023 OMIT + 0.024 CHG — 0.071 OMIT x CHG.
(6.16) (—2.00) (1.54) (—1.10)
This regression captures a very small portion of the total variation in abnor-

mal returns, with an adjusted R-squared of just over 1%. However, the intercept
is significantly positive, indicating that specials are met with a favorable stock
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price reaction that averages about 1%, a finding that is consistent with the
figures reported in Table 8. Also, the significantly negative coefficient on OMIT
indicates that the stock market return is materially lower when the firm fails to
pay a special dividend, corroborating our earlier finding that investors react
favorably to the fact that a special will be paid. The insignificant coefficients on
CHG and on OMIT x ICHG indicate the absence of a systematic relation
between the announcement period abnormal stock return and the size of the
change in special dividends.

We find similar results when we replace the CHG variable with the percentage
change in the special dividend. The new size measure dictates that we must
exclude a slope interaction term in the regression, since all special omissions
represent a — 100% change in the special dividend, which makes the slope
interaction variable perfectly collinear with the intercept term. With these
modifications, the resulting regression yields a significant positive intercept and
a significantly negative coefficient for OMIT (¢-statistic = — 2.12), while the
coefficient for the percentage change in the special does not differ significantly
from zero (t-statistic = 0.61). As before, the announcement return is significantly
influenced by the presence or absence of a special dividend payment, but it is not
systematically related to the size of the special change.

We would ideally like to assess whether (1) special dividends had significant
signaling content in our early sample period, but (2) lost much of that power in
later years after special payments had become routine. Unfortunately, CRSP
reports daily stock returns only beginning in mid-1962. Given these data
limitations, we instead run one additional cross-sectional test on post-1962 data
to see if the wealth impact of specials is smaller when the firm historically paid
consistent specials. We employ the structure of the regressions reported above,
but add as an independent variable the number of consecutive years that a firm
paid specials prior to each announcement under consideration. We include the
consecutive years variable to assess the hypothesis that, when the signaling
content of specials is relatively large (the number of consecutive payment years is
low), the market reaction will be greater than when the “surprise” element is
small (the number of consecutive payments is high).

We find that the coefficient estimates for the consecutive years variable are
negative, as expected, but not statistically different from zero (details not
reported). These results do not support the notion that a longer history of
paying special dividends translates to a diminished stock market response to
subsequent special announcements. (As in the regressions reported above, these
tests also show no significant relation between announcement returns and the
magnitude of the change in special dividends.)

We are reluctant to place much weight on the results of these cross-sectional
tests because they focus exclusively on post-1962 data, and our Section 2 analy-
sis indicates that the decline in specials was already well underway by that time.
The latter regularity suggests that any signaling content these payments had in
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earlier decades may have been substantially reduced by the time our sample
period begins. If so, it would be difficult to observe in our data any cross-
sectional relation between relative signaling content and stock returns. Consis-
tent with this conjecture, our regressions uniformly exhibit low R-squareds.
Additionally, most announcement returns in our sample are just not that large.
In fact, the main picture that emerges from our event study analysis is that, while
special declarations convey modest good news to market participants in recent
years, their signaling content is typically small.

5. Institutional stock ownership clienteles and the decision to pay special dividends

The virtual disappearance of special dividends may reflect differences in the
demand for specials by individual and institutional clienteles, coupled with the
substantial shift over the last 45 or so years from a retail-dominated stock
market to one dominated by institutions. If institutional investors are more
financially sophisticated than retail investors, they should more easily infer the
lack of a substantive difference between regular dividends and specials paid with
great frequency. Consequently, higher levels of institutional ownership should
encourage firms to stop paying specially designated dividends. Stockholders’
behavioral biases will reinforce this effect. For example, Shefrin and Statman
(1984) argue that some investors demand dividends because they impose a “self
control” heuristic that prohibits spending out of invested capital. Miller and
Modigliani’s (1961) logic implies that such behavior assumes financially naive
investors, since invested capital will fall by the amount of the dividend on the
ex-dividend day. Nevertheless, some investors may believe dividends do not
reduce invested capital, and thus naively view special dividends as “windfalls”.
To the extent that special dividends are aimed at financially naive investors,
greater institutional ownership should reduce firms’ incentives to pay them.!°

At least two other factors might encourage managers to pay fewer specials
when institutional ownership increases. One possibility is that the greater
dividend volatility inherent in a policy of paying specials may lead some
institutional investors to raise more questions about firm performance than they
otherwise would. If so, managers seeking to avoid scrutiny may eliminate

108trickland (1997) and Jain (1999) provide evidence that institutions tend to tilt their portfolio
holdings toward stocks with low dividend yields. Evidence that institutional ownership and the
ERISA prudent man rule affect the stock returns of dividend-omitting firms is presented by Brav and
Heaton (1998). Although these studies document a connection between institutional ownership and
dividend policy, none speaks directly to the issue of the incentive to pay specials. Our discussion
emphasizes differences in financial sophistication across institutional and retail investors because
this difference plausibly implies a connection between institutional ownership and the payment of
specials.
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specials to generate a smoother overall dividend series. A second possibility is
that managers eliminate specials because institutional investors find the asso-
ciated dividend volatility to be bothersome when rebalancing their portfolios.
For example, some institutions may view specials as unattractive because of the
periodic need to make last minute portfolio “window dressing” trades in
response to unanticipated bonus dividend amounts.

5.1. Aggregate trends in institutional ownership and special dividend payments

The New York Stock Exchange Fact Book (various issues) presents Federal
Flow of Funds data which indicate that the percent of equity holdings by
households and nonprofit institutions fell from 91.3% in 1950 to 48.6% in 1990,
while stock ownership by profit-oriented institutions increased from 6.1% to
44.5%.'" Gompers and Metrick (1998) report firm- and institution-specific data
which show that, in recent years, stock ownership has come to be highly
concentrated in the hands of a small number of institutional investors. For 1996,
they find that investment managers with over $100 million in discretionary
funds controlled over 50% of the value of publicly traded stocks, and the 100
largest fund managers controlled over two-thirds of this total. The high concen-
tration of equity ownership by a small number of financially sophisticated
institutions suggests that such ownership plausibly contributed to the virtual
disappearance of special dividends, consistent with the behavioral bias outlined
above.

Two characteristics of the aggregate shift from individual to institutional
stock ownership make it more likely that this clientele trend contributed to the
disappearance of specials. First, in 1950, aggregate institutional stock ownership
was at modest levels (less than 10%, according to the NYSE Fact Books) and
special dividends were paid by almost half the dividend-paying firms on the
NYSE.!? Second, subsequent years’ increases in institutional ownership and
declines in special dividends both occurred gradually over a long period. If the
incidence of specials had fallen abruptly over a short time period, we would

11 Poterba and Samwick (1995, Table 7) provide a year-by-year summary of the same data that
shows a slow and steady decline in the incidence of household stock ownership from 89.7% in 1952
to 47.7% in 1994. These data show that household ownership increased in only three of the 43 years
from 1952 to 1994, and two of these increases are by 1/10th of 1% and 2/10ths of 1%. Almost all the
decreases are also small in magnitude (on the order of 1% or so), with the sole exception of 1969
when household ownership declined from 81.9% to 69.1%.

12 The introduction noted than many large blue chip firms historically paid specials, a finding that
might seem at odds with the argument that specials largely appeal to unsophisticated investors (since
today we find heavy institutional ownership of blue chips). The two points are consistent, however,
since the data show that as recently as the middle part of the 20th century, institutional ownership of
equities was not very substantial. The latter fact virtually requires that, during these earlier periods,
ownership of many blue chips was not dominated by institutions.
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suspect a particular tax or regulatory shift as the primary causal agent. But since
we find a gradual decline in specials, it seems more likely that their disappear-
ance is due to economic factors such as the clientele shift toward institutional
ownership, which evolved slowly over many years.

5.2. Logit analysis of the impact of institutional ownership on the decision to pay
specials

Our tests for a negative relation between the likelihood that a firm continues
to pay specials in recent years and its level of institutional ownership employ
three samples of dividend-paying NYSE-listed firms. We include only those
firms with institutional ownership reported at year-end 1985 in Standard and
Poor’s Security Owner’s Stock Guide. Sample (I) contains 118 firms that paid at
least 10 special dividends before 1981. Sample (II) contains 195 firms that paid at
least five specials before 1981. By construction, these two samples contain only
firms with a strong historical tendency to pay specials frequently, which should
enhance our ability to detect any impact of institutional ownership on the
decision to pay specials in the 1980s. Sample (III) contains 1,009 dividend-
paying firms with sufficient data for our logit regressions (described below). The
latter sample contains a large number of firms that did not pay specials before
1981, which should make it more difficult to detect any impact of institutional
ownership on the decision to pay specials in the 1980s.

We classify a firm as paying special dividends during the 1980s if, at any time
from 1981 through 1990, it paid at least one special whose size was less than 5%
of equity value. (We impose the size cap because, as documented in Section 3.1,
the 1980s witnessed a substantial increase in large one-time specials associated
with corporate restructurings, i.e., payments that are not necessarily indicative
of an ongoing policy of paying specials.) If the firm paid no such specials
over 1981-1990, we classify it as having a policy of not paying specials. In
samples (I), (IT), and (I11), the number of firms that pay specials during the 1980s
are 16, 23, and 28 (13.6%, 11.8%, and 2.8% of the firms in the respective
samples).

For all three samples, we find that firms that pay special dividends in the
1980s have significantly lower institutional ownership, both under simple
univariate comparison tests and in logit regressions that control for other
factors that plausibly affect the decision to pay specials. In sample (I), the mean
institutional ownership is 49.3% for the firms that do not pay specials versus
34.3% for firms that pay them (¢-value for difference = 3.50) and the respective
medians are 52.4% and 32.9% (Wilcoxon z-value = 3.38). In sample (II), the
mean and median are 49.7% and 52.5% for those that do not pay specials,
compared to 33.0% and 33.9% for those that continue to pay specials (¢- and
z-values of 5.11 and 4.50). In sample (III), the mean and median institutional
ownership are 33.1% and 35.1% for firms that pay specials during the 1980s
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versus 40.5% and 41.3% for firms that do not (¢- and z-values of 2.29 and 2.10).
These univariate results are consistent with the notion that higher levels of
institutional ownership are associated with a lower probability of paying special
dividends.

Table 9 reports results of logit regressions that assess whether the likelihood
that a firm pays specials is negatively related to the percentage of stock held by
institutions. The dependent variable equals one if the firm pays special dividends
during the 1980s and zero otherwise. Since larger firms tend to have higher
institutional ownership, we control for (the log of) market capitalization to
avoid having institutional ownership proxy for other potentially important, but
omitted factors related to firm size. We also control for stock return volatility
since theory suggests that a riskier operating environment should encourage
managers to pay specials to make any future dividend cuts less surprising, hence
presumably less troubling to stockholders. The regressions include dividend
yield to control for the firm’s overall level of dividends. It seems plausible that
fewer specials will be paid by firms that pay low overall dividends, given that
their dividend policies are not likely to attract any clientele (individual or
institutional) with a strong demand for dividend income.

Panel A of Table 9 reveals a significant negative relation between the level of
institutional ownership and the likelihood that a firm continues to pay special
dividends, controlling for the effects of these other variables. The statistical
strength of the relation is of roughly the same order of magnitude in the three
samples, with p-values for the institutional ownership coefficient of 0.003 for
sample (I), 0.0001 for sample (IT), and 0.001 for sample (III).

The control variables show some signs of significance, but overall their impact
is not great. The market capitalization coefficient is significantly negative only
when institutional ownership is excluded in samples (I) and (II) and is indistin-
guishable from zero in sample (III). These findings suggest that firm size per se
does not affect the decision to continue paying specials. Stock return volatility is
significant (or nearly so) in all specifications, but the sign of its coefficient is the
opposite of that predicted. One possible explanation is that greater volatility
leads managers to adopt conservative dividend policies (with lower regular and
fewer special dividends) to hedge against disappointing investors with cuts in
either type of dividends. The dividend yield coefficient is insignificant in samples
(I) and (I1), and significantly negative in sample (III). Contrary to our expecta-
tion, these dividend yield coefficients are inconsistent with the view that firms
that pay higher overall dividends are most likely to pay specials in the 1980s. We
have no obvious explanation for this finding. In any case, the important
implication for the current study is that all three logit estimations indicate that
greater levels of institutional ownership are associated with a significantly lower
probability that a firm pays special dividends.

Panel B of Table 9 provides evidence that the negative impact of institutional
ownership on the decision to pay specials is economically material. In this



H. DeAngelo et al. | Journal of Financial Economics 57 (2000) 309-354 341

analysis, we hold the control variables constant at their mean values and vary
the level of institutional ownership to generate estimates of the probability that
a firm pays specials at a given level of institutional ownership. The logit
estimates for samples (I) and (IT) both imply that, at low levels of institutional
ownership, the predicted probability is high that a firm continues to pay specials
in the 1980s. For example, 10% institutional ownership implies a firm will
continue to pay specials with 88% probability if it is in sample (I) and 50% if it is
in sample (II). The predicted probabilities decline fairly rapidly as institutional
ownership increases: at 20% institutional ownership, the probabilities decline to
49% for firms in sample (I) and to 34% for firms in sample (II) and, at 50%
institutional ownership, they fall to 8.8% and 6.7% respectively. These logit
results imply that a large increase in institutional ownership - roughly equal to
that which occurred over the last 45 or so years — would be met with a very large
decline in the incidence of special dividends.

Although they point towards the same conclusion, the predicted probability
changes for sample (III) are not as striking. For this sample, the predicted
probability that a firm pays specials falls from 7.6% at 10% institutional
ownership to 1.3% at 50% ownership. Arguably, it is more relevant that the
absolute probability change from 7.6% to 1.3% represents a relative decline of
83% in the predicted probability of paying specials. The reason that the 83%
figure is more telling is that sample (III) contains many firms with no prior
history of paying specials, which implies a low unconditional probability of
paying specials for this sample as a whole. In other words, the fact that few firms
in sample (IIT) ever paid specials inherently limits the chances of finding a large
absolute reduction in the probability of paying specials. Thus, the 83% relative
decline is a strong finding in the sense that it represents almost as large a decline
in the importance of specials as one could possibly expect to find in these
data.

6. Did common stock repurchases displace special dividends?

Four considerations motivate our interest in assessing whether common
stock repurchases displaced special dividends. First, specials and repurchases
share the common feature of allowing managers to temporarily increase
cash payouts without necessarily committing to continue the higher distribu-
tions in future years. Second, managers may have replaced specials with repur-
chases to capture the tax advantages associated with the latter form of cash
distribution. Third, common stock repurchases are currently used by many
firms to distribute cash to stockholders, just as special dividends were once used
by many firms. Finally, repurchase activity was economically trivial during the
years that specials were prominent in corporate payout policies (see below for
details).
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6.1. The timing of the decline in specials and the increase in stock repurchases

Many prior studies indicate that stock repurchases were uncommon before
1973. For example, Dann (1980, 1981) reports a yearly average of 3.8 repur-
chases tender offers during 1962-1972 by NYSE and AMEX firms, which
increased to 43 and 30 in 1973 and 1974. Dollar volume, however, remained
modest until 1984. Bagwell and Shoven (1989) estimate annual repurchases for
Compustat firms at:

1977: $3.3 billion 1981:$4.0 billion  1985: $41.3 billion
1978:$3.5 billion 1982:$8.1 billion  1986: $41.5 billion
1979: $4.5 billion 1983:$7.7 billion  1987: $54.3 billion
1980: $5.0 billion 1984: $27.4 billion

For the same population, Poterba (1987) estimates repurchases at $1.8 billion
for 1976, while Helwege et al. (1995) estimate them at $0.7 billion for 1975 and
$1.1 billion for 1976. These authors, Barclay and Smith (1988), Allen and
Michaely (1995), Dunsby (1995), and Dittmar (1997) also report a radical
upsurge in repurchases in 1984. Jagannathan et al. (1999) document that the
repurchase boom continued at least through 1996.

The decline in special dividends we observe began sometime in the late 1950s
and was essentially complete well before the 1984 upsurge in repurchases (Fig. 1,
panel A). Only 1.6% of dividend-paying NYSE firms paid special dividends in
1984, an incidence far below that of the 1920s through the 1950s. Similarly,
specials account for one-fifth of 1% of the dollar amount of all dividends paid by
NYSE firms in 1984 (the same is true for 1981-1983). It is difficult to conceive of
economically plausible scenarios in which the mid-1980s stock repurchase boom
is closely connected to decisions that many firms made 20 or more years earlier
to cease paying special dividends.

6.2. Tax law changes and the incentives to repurchase stock and pay special
dividends

The timing of the repurchase boom is also at odds with familiar arguments
about tax incentives to pay dividends versus repurchase stock. As many others
have noted, the tax law changes in the Tax Reform Act of 1986 should have
encouraged greater reliance on dividends relative to repurchases, yet the oppo-
site occurred. It therefore seems unlikely that the increased use of repurchases in
recent years is primarily attributable to tax-related factors.

It is similarly difficult to argue that the disappearance of specials is due to tax
code shifts that discouraged dividend payments in general. The decline in
specials occurred gradually over many years and not in a short time span as one
would expect if a single tax law change were the cause. If multiple tax law
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changes were responsible, there should be a contemporaneous dampening of all
forms of dividends over the years that specials eroded. However, the available
evidence is inconsistent with this view. Poterba (1987, Table 4) reports that
aggregate dividend payout ratios are reasonably stable from the 1940s onward,
and increase substantially in the 1980s. [ Similar evidence is reported by Dunsby
(1995, Table 2) and Fama and French (1999, Table 10)]. This pattern is
inconsistent with the view that taxes — or any other factors — put general
downward pressure on dividends during the years that specials were declining in
importance. This evidence suggests that the disappearance of specials is connec-
ted to forces that made specials per se unattractive and not to factors that
generally discouraged dividend payments.

Finally, other data in Poterba (1987) cast additional doubt on the notion that
income taxes played an important role in the disappearance of specials. His
Table 4 provides estimates of the tax penalty on dividends relative to capital
gains. These data show only small variation in the dividend tax penalty from
World War II through the early 1980s, with a modest trend toward a smaller
dividend tax penalty in later years. If tax changes were the primary reason that
firms altered their usage of special dividends, the incidence of specials should
increase in recent years, the opposite of what actually occurred.

6.3. Did firms replace recurring special dividends with stock repurchase
programs?

Because special dividends are similar in structure and size to open market
stock repurchases,'® we next investigate whether firms substitute open market
repurchase programs for prior policies of paying recurring special dividends. To
enhance our ability to detect a substitution of repurchases for specials, we focus
on the sample of 91 NYSE firms (described in Section 3.3) that ended well-
established policies of paying specials at frequent intervals. If these firms have
indeed substituted repurchases for specials, we would expect to observe a rea-
sonable number of repurchases (see below for more precise estimates) within
a few years of their last special dividend. We exclude firms that historically paid
specials infrequently, since we would have difficulty interpreting evidence of low
repurchase activity following their last special dividend. A low incidence of
repurchases may be perfectly normal for the latter firms (given their historical

13 Special dividends provide cash to all stockholders, who can also choose to sell their shares and
thus receive a similar cash distribution under an open market repurchase program. Data in Stephens
and Weisbach (1998) imply that the average annual payout under an open market repurchase
program is about 2% of equity value. For our sample, the mean and median specials are 1.46% and
0.98% of the firm’s share price one month before the special was announced.
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proclivity to pay special dividends infrequently) and not necessarily an indica-
tion that they have failed to substitute repurchases for specials.'*

For each firm in the sample of 91, we document repurchases by searching the
Wall Street Journal Index for the last year in which a special was paid (event
year 0), the two prior years (years — 2 and — 1), and the ten years after the last
special (years + 1 to + 10). Column (1) of Table 10 reports the cumulative
incidence of open-market repurchases as of each event year.!> Columns (2) and
(4) report estimates of the expected repurchase incidence under the assumption
that repurchases replaced specials. To see the logic underlying these estimates,
let  represent the probability that a firm makes a bonus cash distribution in
a given year. Assuming that different years’ bonus payouts are independent, the
probability of zero repurchases for T consecutive years is (1 —n)" and the
probability of at least one repurchase by year T and is p(T) = [1 — (1 — ®)"]. If
1 is equal across firms, the expected incidence of firms that repurchase stock by
year T is np(T), where n is 91. Column (2) sets © = 0.25, and thereby provides
a lower bound on the expected repurchase incidence, since all sample firms paid
specials at least 25% of the time. Column (4) sets m = 0.587, and thereby
provides an “average case” estimate, since the average sample firm paid specials
58.7% of the time. Columns (3) and (5) report z-statistics to assess whether the
observed level of open-market repurchases differs significantly from their ex-
pected level.'®

For each event year from + 1 through + 10, Table 10 shows a significantly
lower cumulative incidence of open-market stock repurchases than expected
under either the lower bound or average case scenarios. By event year + 5, 20

14 An assumption here is that by focusing on firms with a high historical incidence of special
dividend payments, our tests analyze firms whose future policies are to make bonus distributions at
a high frequency. This assumption seems reasonable a priori, but it is clearly an approximation, since
whether a special dividend is paid or not depends on both the firm’s policy regarding special
distributions and whether the exogenous events necessary to trigger a special dividend actually
materialized ex post. Since the tests reported below show an unexpectedly low incidence of stock
repurchases following the cessation of specials, one might be concerned that this low incidence
occurred because of exogenous changes that led firms to materially after their payout practices.
Some evidence that this concern is not an issue for the 91 firms in this sample is that our earlier
Lintner model analysis reveals no detectable change in the behavior of their total dividend payments
around the time they stop paying special dividends (see Table 5).

1S For each event year, we report repurchase incidences as a proportion of the full sample of 91
firms, even though there are four firms for which we have incomplete data after event year 5. The
statistical significance of our results is unchanged when we measure repurchase incidence as
a proportion of the number of firms with complete data.

16 The proportion of firms that repurchase stock by event year T follows a binomial distribution
with “success” probability p(T). Letting O(T) equal the observed number of firms that repurchase
stock by year T (out of a sample of n firms), the test statistic is then z = [O(T) — np(T) — 0.5]/
[np(T)(1 — p(T))]*/2. This test statistic is based on the normal approximation to the binomial
distribution with correction for continuity.
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Table 10

Cumulative incidence of firms announcing open-market stock repurchases in the years surrounding
the cessation of special dividend payments: 91 NYSE firms with long histories of paying recurring
specials

The sample contains 91 NYSE firms that paid special dividends in 10 or more years and did so at
least once every four years on average. A firm is included here only if it paid specials through 1965
and remained listed on CRSP for at least four years after its last reported special. Event year O is
defined as the calendar year in which the firm last paid a special dividend. Column (1) reports the
actual cumulative number and percent of firms announcing an open-market repurchase program by
the specified event year. Columns (2) and (4) give the expected cumulative number and percent of
firms repurchasing stock under two different scenarios, while columns (3) and (5) provide z-statistics
to assess the significance of the difference between the actual and expected numbers. The “lower
bound” scenario takes the probability that a firm will repurchase stock in a given year as 0.25. It is
a lower bound scenario in the sense that all sample firms paid special dividends at least once every
four years during the time between their first and last special. The “average” scenario takes the
probability that a firm will repurchase stock in a given year as 0.587. It is an average scenario in the
sense that the average firm in the sample paid special dividends in 58.7% of the years between their
first and last special. Information on stock repurchases is taken from the Wall Street Journal Index.
A dividend is classified as a special if it has a distribution code of 1262 or 1272, the CRSP codes for
dividends labeled year-end, final, extra, or special. In columns (2) through (5), the entries for years
— 2 through 0 are marked not applicable (n.a.) to reflect the assumption that firms do not
repurchase stock until they stop paying special dividends.

Event year Cumulative Lower bound prediction of Average case prediction of
relative number (%) of stock repurchases stock repurchases
to payment firms making
of last open-market Expected (1) vs. (2) Expected (1) vs. (4)
special repurchases number (%) z-statistic number (%) z-statistic
(1 @ )] 4) 4
-2 1 n.a. n.a. n.a. n.a.
(1.1%)
—1 4 n.a. n.a. n.a. n.a.
(4.4%)
0 8 n.a. n.a. n.a. n.a.
(8.8%)
1 10 23 —321 53 —9.35
(11.0%) (25.0%) (58.7%)
2 14 40 — 5.56 75 < —15.00
(15.4%) (43.8%) (82.9%)
3 16 53 — 7.88 85 < —15.00
(17.6%) (57.8%) (93.0%)
4 18 62 — 10.08 88 < —15.00

(19.8%) (68.4%) (97.1%)
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Table 10 (continued)

Event year Cumulative Lower bound prediction of Average case prediction of
relative number (%) of stock repurchases stock repurchases
to payment firms making
of last open-market Expected (1) vs. (2) Expected (1) vs. (4)
special repurchases number (%) z-statistic number (%) z-statistic
(1) (2) (3) 4 (%)
5 20 69 —12.30 90 < —15.00
(22.0%) (76.3%) (98.8%)
6 21 75 — 14.89 91 < —15.00
(23.1%) (82.2%) (99.5%)
7 22 79 < —15.00 91 < —15.00
(24.2%) (86.7%) (99.8%)
8 28 82 < —15.00 91 < —15.00
(30.8%) (90.0%) (99.9%)
9 29 84 < —15.00 91 < —15.00
(31.9%) (92.5%) (100.0%)
10 29 86 < —15.00 91 < —15.00
(31.9%) (94.4%) (100.0%)

firms or 22.0% of the test sample had announced an open-market repurchase.
Using lower bound estimates, we expect that number to be 69 firms, or 76.3% of
the test sample. Using average case estimates, we expect it to be 90 firms, or
98.8%. Under the lower bound scenario, we expect 86 firms to have announced
such programs by event year + 10 while, under the average case scenario, we
expect virtually all 91 firms to have done so.

The same picture emerges when we consider all types of repurchases: tender
offers, privately negotiated buybacks, and open-market repurchases. In every
year, we observe significantly fewer repurchases of all types than expected under
the substitution hypothesis (details not shown in Table 10). For example, by year

+ 10, 38 firms (41.8% of the sample) announced some type of repurchase, an
incidence that is materially below that expected under both lower bound and
average case scenarios.

Because our data include the 1970s and 1980s period of generally increased
repurchase activity, they probably overstate the number of firms that introduced
repurchases specifically to replace special dividends. In Table 10, 11 (28.9%) of
the 38 firms that paid their last special before 1973’s general increase in
repurchases had repurchased stock by year + 10. Of the remaining 53 firms
(which paid their last special in 1973 or later), 50.1% (27 firms) repurchased
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stock by year + 10. The difference in repurchase incidence before and after 1973
is significant at the 0.031 level under a chi-square test. The higher incidence of
repurchases after 1973 plausibly reflects, at least to some degree, the general
increased popularity of repurchases per se rather than a deliberate substitution
of repurchases for specials.

A possible explanation for the low incidence of stock repurchases in our
sample is that firms replaced a policy of paying frequent specials with one of
making infrequent stock repurchases. We can assess this possibility by noting
that, even if firms slowed the rate of special payouts (independent of form), we
should nonetheless observe the greatest incidence of repurchases among firms
with the highest prior frequency of special dividends. For this test, we partition
the sample according to the historical frequency of special dividends. Group
I contains those firms that paid specials least often (less than every other year on
average), group III contains the firms that paid specials most often (more than
three out of four years on average), and group II contains the firms that paid
specials with intermediate frequency.

Among the firms that had previously paid special dividends most frequently,
only 20.0% (five of 25 firms) had repurchased stock by the end of event year

+ 10 (group III), a frequency well below that for firms in the other groups.
Among firms that previously paid specials least often, 53.7% (22 of 41 firms)
had repurchased stock by the end of event year + 10 (group I). And repurchases
were undertaken by 44.0% of the firms (11 of 25) in the intermediate special
dividends group (group II). Thus, firms with the highest prior frequency of
special dividends have the lowest subsequent incidence of repurchases, and the
difference across groups is significant at the 0.052 level under a chi-square test.
This pattern is the opposite of what we should observe if firms replaced special
dividends with stock repurchases.

7. Summary and implications of findings

This paper documents that NYSE firms once pervasively paid special divi-
dends, but this practice gradually eroded over the second half of the 20th
century so that now such payouts are rare. Our evidence indicates that firms
typically paid specials almost as predictably as regular dividends, a payment
pattern that effectively made them close substitutes for regulars. A remarkably
large 27.9% of NYSE-listed firms that paid specials in multiple years did so at
least 90% of the time, i.e., in at least nine out of ten years on average. Well over
half (56.8%) these firms paid specials more often than every other year on
average. When specials are paid so predictably, the special versus regular
labeling loses much of any meaningful distinction. In contrast to the vast
majority of special dividends, large specials (defined as those exceeding 5% or
10% of equity value) have survived and, in fact, have increased in importance in
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recent years. The survival of large specials likely reflects the fact that their sheer
size automatically differentiates them from regular dividends.

With little substantive economic difference between virtually all specials and
regulars, we would expect most firms to eventually drop the labeling distinction
and simply incorporate specials into the regular dividend. Evidence consistent
with this view is provided by our Lintner (1956) model analysis of firms that
eliminated specials after paying them frequently for many years. Controlling for
earnings, the pattern of regular dividends after the cessation of specials does not
differ significantly from the earlier pattern of total (special plus regular) divi-
dends. Further evidence that these firms simply substituted regular dividends for
specials is the fact that they increased regulars significantly more often after they
stopped paying specials than they did while paying specials. More generally, we
also find that firms tended to increase regulars when they reduced specials to
a still positive level, effectively treating regular increases as substitutes for
reductions in specials. Our data also indicate that the disappearance of specials
is part of a general evolution toward homogeneous dividend policies in which
firms gradually converged on the simple practice of paying exactly four regular
dividends per year.

Consistent with Brickley (1983), we find that over 1962-1995 the stock market
typically reacts favorably to the declaration of a special dividend, holding the
regular dividend constant. However, the market reaction is typically modest in
size and is not systematically related to the sign or magnitude of the change from
one positive special dividend payment to another. For example, the stock
market response averages approximately 1%, both when firms increase specials
and when they reduce them to a still-positive level. Overall, our data indicate
that although recent years’ special dividends generally convey good news to
investors, any such signaling content is typically small.

We also find some evidence that the decline in specials is related to the
clientele shift from the mid-century era when individuals dominated stock
ownership to the current era in which institutions dominate. At the aggregate
level, the decline in specials and the increase in institutional ownership evolved
roughly in parallel, with both occurring gradually over many years. At the firm
level, logit regressions show a significantly negative relation between institu-
tional stock ownership and the probability that a firm pays specials in recent
years. These findings suggest that the disappearance of specials is at least partly
due to institutional investors’ superior ability to infer that, as a practical matter,
corporate managers treated most specials and regulars as close economic
substitutes.

Our evidence indicates that the disappearance of specials is not closely
connected to recent years’ upsurge in stock repurchases. For example, the
decline in special dividends began many years before the upsurge in stock
repurchases and was largely complete by the time repurchases became common.
Historically, there is no clear analog to repurchase tender offers among special



H. DeAngelo et al. | Journal of Financial Economics 57 (2000) 309-354 351

dividends, since prior to the takeover and restructuring wave of the 1980s there
were virtually no specials comparable in size to repurchase tender offers. Tender
offers apparently emerged as vehicles to satisfy relatively recent desires to
quickly distribute large amounts of cash, and did not displace large special
dividends in accomplishing this objective. Finally, among firms that stopped
paying specials after long histories of frequently making such payouts, the
incidence of open market (and other types of) repurchases is significantly lower
than expected if firms had simply substituted stock repurchases for special
dividends.

Our findings pose a challenge for dividend signaling theories, which hold that
dividend decisions are an important vehicle for managers to signal stockholders
about future firm profitability. As Brickley (1982, 1983) notes, the explicit
labeling of special dividends inherently conveys a message that a portion of
current dividends is transitory. The fact that specials have almost completely
disappeared is inconsistent with the view that these particular dividend signals
serve an economically important function. Moreover, the revealed preferences of
most managers indicate that they generally did not assign great importance to
the ability to send signals that sharply and credibly differentiated between
transitory and permanent dividend components. If managers viewed such sig-
nals as important, they would not have followed the self-defeating practice of
paying specials almost as predictably as they paid regulars.

It is conceivable that special dividends historically served an economically
useful signaling function, but were supplanted by more effective signaling
vehicles. In this case, the disappearance of specials would not call into question
the value of financial signaling per se, but would indicate that one type of
dividend signal had been rendered obsolete by innovation in signaling techno-
logy. A priori, common stock repurchase is the most plausible candidate for
such a signaling innovation. The empirical difficulty with this explanation is that
we find little evidence of a connection between the disappearance of specials and
the emergence of repurchases as an important payout vehicle.

If we nonetheless assume that special dividends historically served as financial
signaling devices and that repurchases now serve this function, we are left with
some interesting unresolved questions about what would appear to be a gla-
cially slow process of financial innovation. What factors might explain why
specials declined in importance many years before the wide adoption of an
ostensibly superior signaling vehicle? And why would most firms that dropped
specials after paying them at frequent intervals not move immediately into using
the superior signaling technology? Bagwell and Shoven (1989, p. 136) argue that
managers required a long time to learn about the advantages of repurchases as
a cash distribution method. Yet, if managers were slow to see the advantages of
repurchases, why were the disadvantages of special dividends apparent to them
so much earlier? While answers to these questions would be interesting in their
own right, they could also help us better understand the general process through
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which once-popular financial practices come to be obsolete and are eventually
replaced.

The findings documented here for special dividends also raise doubts about
the importance of signaling as an explanation for observed changes in firms’
regular dividends. Our evidence indicates that the survival of different types of
special dividends depends on whether or not these payouts send sharply delin-
eated messages to stockholders. If we apply this criterion to firms’ regular
dividends, changes therein would seem to convey an important message to
stockholders only when those changes are dramatic (and not when they are
routine). Since most firms tend to make modest changes in regular dividends, the
probability that these changes are viewed by investors as meaningful signals
about future profitability is small. Thus, if we extrapolate our inference from the
data on special dividends, most regular dividend decisions are unlikely to reflect
signaling motives. Fama and French (1999) report evidence that publicly traded
firms have become significantly more reluctant to pay dividends over the
last two decades. Although a variety of factors may explain this trend, Fama
and French’s evidence is consistent with the view that a substantially larger
proportion of publicly traded firms now finds it worthwhile to forego dividend
signaling.

Signaling issues aside, our analysis is also relevant to the question of the
general relation between firms’ dividend policies and their stock repurchase
activity. Although dividends and stock repurchases are widely viewed as closely
related cash distribution methods, Shoven (1986) and Dunsby (1995) find no
evidence that increases in repurchases lead to offsetting reductions in total
dividends. Similarly, Jagannathan et al. (1999) conclude that repurchases do not
appear to replace dividends. It is possible that the findings of these studies are
attributable to their empirical focus on total dividends rather than on specials
alone. Unlike regulars, specials and repurchases are similar because both enable
managers to make temporary cash payouts without implicitly committing to
continue the higher payments in the future. For this reason, an examination of
the relation between specials and repurchases should provide a more powerful
test of whether repurchases displaced dividends. Our evidence on special divi-
dends indicates that any such connection is weak at best.

A possible explanation for the weak empirical relation between dividends and
repurchases is that each accomplishes fundamentally different objectives. For
example, dividends may largely serve to distribute free cash flow, while repur-
chases may be actions taken primarily to raise the firm’s share price. This view is
plausible in that repurchases were of marginal economic significance until the
1980s, when takeover pressures became widespread. The increased importance
of institutional ownership may play a complementary role by pressuring man-
agers to keep stock values high. Such pressures could explain why repurchases
are now so popular and why they were not generally observed earlier in this
century when institutions did not dominate the stock market and when hostile
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takeovers were uncommon. The disappearance of specials and the advent of
repurchases might therefore both be related to the clientele shift toward institu-
tional ownership, but with different specific motivations driving the two trends.

Finally, our evidence indicates that the scope of interesting unresolved ques-
tions about corporate payout policies extends beyond that emphasized in recent
research. The recent literature focuses on the questions of why firms pay
dividends (e.g., to signal future profitability or to limit free cash flow wastage),
and what determines the mix of dividends versus repurchases. Interest in these
questions is shaped partially by issues that seem of immediate relevance; e.g.,
interest in stock repurchases is undoubtedly driven by their explosive growth
since the mid-1980s. But the evidence implies that corporate finance theory does
not simply face the task of explaining the current set of payout practices, since
the nature of those practices has changed substantially over the last 50 years.
Taking history as a guide, there is no guarantee that the paractices that
currently seem of greatest relevance will continue to seem so important even 20
or 30 years from now. A more realistic view is that there is not a single fixed set
of payout practices to be explained, but that instead these practices are in
constant flux, so that an important task of corporate finance research is to help
identify the factors that shape their evolution.
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