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ABSTRACT 

This paper investigates the impact of dividend reduction announcements on the returns to stocks 
listed on the Stockholm Stock Exchange. We perform an event study on dividend cutting firms 
between 2002-2016 to determine if contrarian trading on the basis of negative dividend 
announcement yields abnormal returns. We evaluate the immediate market reaction during a 
three-day event window surrounding dividend announcements. Thereafter we test a contrarian 
trading strategy by examining abnormal returns during a holding period up to twenty days 
following the initial event. We evaluate the results in reference to previous literature on post 
earnings (dividend) announcement drift and contrarian investment strategies. The findings 
suggest that the initial market reaction to dividend cuts is negative, but that the abnormal returns 
to buying stock following dividend reduction announcements are negligible. Furthermore, we 
argue that there might be means of increasing these returns by supplementary analysis of firm 
specifics. 
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1.! Introduction 
Is it possible to obtain abnormal returns from a trading strategy based on buying stock in firms 

that recently announced dividend cuts or omissions? A dividend reduction or omission is 

generally viewed as negative by market participants due to to the circumstances often preceding 

such a decision (Healy and Palepu, 1988). Managers and investors alike are aware of the 

potential signaling effects produced by an announcement aimed at reducing or omitting 

dividends, but could the following market reaction in fact be an overreaction? If such an 

overreaction exists then stocks may be listed at a bargain price, which could be exploited. 

                  The main thesis behind this reasoning is a belief in market inefficiencies regarding 

the analysis of the underlying circumstances behind dividend cuts or omissions. If a firm cuts 

a dividend it is often an indicator of financial distress and low managerial confidence in the 

firm’s operations (Healy and Palepu, 1988). In that case, a dividend cut may be the first of a 

series of cutbacks if the firm is unable to improve on its operational inefficiencies or current 

market situation. However, this may not always be the reason for dividend cuts. The decision 

to cut dividends may be due to value-adding investments that require cash or market wide 

distress that is not firm-specific. If one of the latter explanations holds true and the market 

reaction to a proposed dividend is equal to the reaction following a dividend cut due to 

operational distress than the reaction is perhaps too extreme. If a stock falls disproportionately 

following a dividend cut, its yield may still be appealing for investors with a higher risk 

tolerance. Therefore, abnormal returns ought to be observable among such stock. 

                  The reason for a market overreaction to dividend cuts may stem from a possible 

“hype” for dividend increases. Although it is difficult to measure if such a phenomenon exists, 

there are indications that dividend demand may affect managers more than what may be optimal 

for the firm in question. As Brav et al. (2005, p. 520) iterate, 

 

-! “Many of those firms that pay dividends wish they did not, saying that if they could 

start over again, they would not pay as much dividends as they currently do.”  

 

Brav et al. (2005) go on to conclude that dividend conservatism exists among managers and 

that managers are reluctant to even begin paying dividends because they are then “trapped” in 

the inflexible domain of dividend paying firms, where dividend cuts are met with distaste. 

Although such findings do not prove the existence of an “over-hyped” dividend demand they 
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do provide an indication worthy of further research into disproportionate negative reactions to 

dividend cuts, and whether such a reaction can be exploited.  

 

1.1#Purpose#of#Study#

In our research we evaluate our thesis by performing an event study where we observe the 

abnormal returns to a hypothetical trading strategy guided by the managerial decision to reduce 

or omit dividends on the Swedish stock market. The event study consists of two event windows. 

The first is a three-day window immediately surrounding the dividend announcement event 

where we determine the initial market reaction. The second is a holding period window initiated 

the day after the event and ending twenty days after the announcement. This constitutes the test 

of our trading strategy. We also evaluate if any specific firm characteristics can be observed 

that yield greater returns to this dividend based trading strategy. Fama and French (1993) have 

produced leading research attempting to better explain market returns and have found that value 

stocks generally outperform growth stocks and that relatively small stocks generally outperform 

large stocks. We take inspiration from their research and examine these firm specific 

characteristics in relation to the events. 

 

2. Prior Research on Dividends in Relation to Market Value 
If we are to discuss a market reaction, it is necessary to determine what information the market 

is acting upon, and how significant the information actually is. A prevailing issue in behavioral 

finance is the level of information, whether correct or incorrect, that market participants draw 

from managerial decisions. Empirical studies over the years have documented market responses 

to announcements of cash dividends as well as how they are perceived by management 

(Grinblatt, Masulis and Titman, 1984; Bali, 2003; Brav et al. 2005). Among the existing 

literature on dividend signaling, a large number of prominent theorists and experts hypothesize 

that management sets a dividend policy at least in part due to their views of future earnings 

prospects (Miller and Modigliani, 1961; Bhattacharya, 1979; Miller and Rock, 1985; John and 

Williams, 1985). However, there is limited consensus on the exact nature of the relation 

between cash dividends and firm value. A large portion of research on the subject of dividends 

is heavily concerned with whether or not there indeed are signaling qualities in the 

announcement of dividend changes. Nissim and Ziv (2001) refer to “The information content 

of dividends hypothesis”, a term coined by Miller and Modigliani (1961), which they find 
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empirical support for in relation to profitability in the subsequent years following the 

announcement of a dividend change. Nissim and Ziv (2001) also find a positive relation 

between dividend changes and earnings changes exclusively in each of two years following a 

change in dividends. Contrary to Nissim and Ziv (2001), Benartzi, Michaely and Thaler (1997) 

find only limited support for such a hypothesis in their research. Of the sample firms, firms that 

increased dividends had enjoyed increased earnings in the years leading up to the increase but 

the same firms showed no unexpected earnings in the years following the increase. Similarly, 

firms announcing a dividend cut have suffered diminished earnings in the years leading up to 

the announcement but were found to have significant increases in earnings the following year 

(Benartzi, Michaely and Thaler, 1997). Healy and Palepu (1988) find that firms that omit 

dividends have decreased earnings one year prior to the omission; but that the earnings 

subsequently recover.  

Aforesaid research leads us to conclude that there might well be an overreaction to 

dividend cuts or omissions, if indeed earnings generally seem to recover in the following year. 

Similarly, the notion that dividend policy can be used to identify firms with the most attractive 

future earnings appear limited. DeAngelo, DeAngelo and Skinner (1996) propose two 

underlying factors behind the lack of signal value through dividends; (1) a behavioral over-

optimism that leads managers to overestimate future earnings and (2) managers stick to modest 

commitments when dividends are increased. 

So what exactly is the relationship between dividends and stock returns? Research on 

the importance of dividend announcements by Pettit (1976) suggests that the market does make 

use of dividend announcements in determining the market value of a firm. Bali (2003) 

documents the effects of changes in dividends on stock returns with a size-based expected 

returns model. The results suggest a significant drift in stock returns following dividend 

announcements, implying a delayed market response to dividend announcements (Bali, 2003). 

The subject is not without controversy.  On one hand, Michaely, Thaler and Womack (1995) 

find similar results while examining the effects of dividend initiation and omission 

announcements, and conclude that the market underreacts to dividend omission 

announcements. On the other hand, Aharony and Swary (1980) conclude that the market 

reaction to dividend announcements support the hypothesis that market participants quickly and 

efficiently impound the new dividend information into firm value. Leftwich and Zmijewski 

(1994) however, point out that the marginal informational content of dividends in the presence 

of contemporaneous earnings announcements is ambiguous, and that earnings provide more 

relevant information than dividends regardless of the nature of the dividend announcement. 
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Charitou, Lambertides and Theodoulou (2011) provide evidence that patterns of past earnings 

and dividends affect the market reaction when firms declare a dividend cut, while Mikhail, 

Walther and Willis (2003) find that the market reaction to dividend changes are conditional on 

earnings quality. 

If dividend announcements are in fact guiding the markets valuation of listed equities is 

left up for debate. However, the plentitude of existing literature evaluating the informational 

content of dividends suggests that it is not impossible that there are transactions being made on 

the basis of dividend announcements. So if that assumption holds true, how can a trader use it 

to their own advantage? 

 

3. Prior Research on Investment and Trading Strategies 
An investment strategy as a set of rules or guidelines tailored to direct an investor's selection of 

securities in their investment portfolio has been the subject of numerous prominent researchers 

(Dechow and Sloan, 1997; Dechow, 2001; Piotroski, 2000; Danbolt, Siganos and Tunyi, 2016).!

One such strategy is the value investing strategy developed by Piotroski (2000) demonstrating 

that investors can create a stronger value portfolio by selecting securities through simple screens 

based on historical financial performance. The value versus growth investment debate separates 

stocks based on intrinsic firm value, where value stocks are stocks with relatively low price to 

fundamentals ratios and thereby are undervalued (Piotroski, 2000). On the contrary growth 

investment strategists analyze the potential growth of a firm and include the security in their 

portfolio if expected earnings growth is above the benchmark for an industry or market 

(Piotroski, 2000). Empirical evidence suggests that value investing strategies have generated 

superior returns (Fama and French, 1998; Chan and Lakonishok, 2004). The reason for a 

premium in abnormal returns has been attributed to the market undervaluing distressed stocks 

and overvaluing growth stocks (Lakonishok, Shleifer and Vishny, 1994; Conrad and Haugen, 

1995). If finding distressed value stocks is what a trader is searching for, then firms cutting 

dividends might be a good group to look at. 

 

3.1.#Contrarian#Investment#Strategy#

One of the basic assumptions in the value investing strategy discussed above is that markets at 

least temporarily value stocks inefficiently, which is a basic assumption in the contrarian 

investment strategy as well. The Contrarian Investment Strategy calls for purchasing and selling 

contrary to the current market sentiment (Mun, Vasconcellos and Kish, 1999). The strategy 
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stems from the overreaction hypothesis, which refers to a psychological phenomenon where 

people tend to overreact to dramatic events, regardless of whether the events are positive or 

negative (De Bondt and Thaler, 1985). The term overreaction carries with it the notion that the 

reaction is not appropriate in regard to the event itself. Overreaction will cause securities to 

suffer greater volatility than expected, so that the value of a security would not reflect the 

current value of the asset immediately following the event (Mun, Vasconcellos and Kish, 1999). 

De Bondt and Thaler (1985) find evidence that the overreaction hypothesis has an effect on 

stock returns, and that investors tend to push or pull stock value to unsustainable levels. 

Consequently, stocks tend to rebound to former values, which leads to the conclusion that 

former losers (winners) will become winners (losers) in the subsequent period. De Bondt and 

Thaler (1985) test the overreaction hypothesis on the US market by using monthly stock returns 

to firms traded on the New York Stock Exchange (NYSE). By evaluating the subsequent returns 

to portfolios consisting of either stocks classified as winners or losers, the researchers find that 

the losers outperform the winners by an average 25 percent 36 months after the portfolios 

formation date. According to De Bondt and Thaler’s (1985) research, the loser stocks do not 

only outperform the winners, but the market as a whole, by 19,6 percent.  

Bremer and Sweeney (1991) study the reversal of large stock price drops for a 

sample of large firms traded on the NYSE. They study the effects following a large one-day 

price change (>10 percent). Their findings suggest that over the six subsequent days, the loser 

stocks rebound by, an average of 30 percent.  

Further research attempting to explain the abnormal returns obtained by 

contrarian investment strategies solidify the strategy’s results. Dechow and Sloan (1997) 

manage to identify a model of naive investor expectations, in regard to biased analyst forecasts, 

in an attempt to explain the abnormal returns to contrarian investment strategies. Lakonishok, 

Shleifer and Vishny (1994) argue that the returns obtained by contrarian investments arise 

because of the naive expectations of a firm’s past growth in sales and earnings. They go on to 

expand this reasoning by referencing psychological evidence indicating that individuals form 

their predictions of the future without regard for the mean reversion phenomenon and that 

expectations are largely based on historical data, and not what Lakonishok, Shleifer and Vishny 

(1994) liken to the “class average”.   

The principal of mean reversion, the reversal of a variable to the class average, 

applies to statistical prediction at large. Kahneman, Slovic and Tversky (1982) state that 

predictions should be allowed to match an individual’s impressions only in the case of perfect 

predictability. If perfect predictability is not the case, then the lower the predictability the closer 
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the prediction should be to the class average (Kahneman, Slovic and Tversky, 1982). Their 

reasoning goes on to state that individuals often make predictions on the basis of information 

whose reliability is known to be low, a flaw that can be exploited. Furthermore, Bauman and 

Dowen (1988) and La Porta (1996) suggest that contrarian strategies are able to yield positive 

returns because prices reflect analysts’ long-term forecasts, forecasts which are systematically 

biased and often wrong.  

 

3.2#Post#Earnings#and#Dividend#Announcement#Drift##

While there are indications that overreactions to dividend information may exist research has 

also suggested that the contrary can be observed. Post Earnings Announcement Drift (PEAD) 

is the tendency for a firm’s stock to yield abnormal returns in accordance with the direction of 

the earnings surprise (Michaely, Thaler and Womack, 1995). The PEAD-phenomenon was 

initially proposed by Ball and Brown (2014) in 1968, but has since then been the subject of 

research for others, such as Bernard and Thomas (1989). Their research shows that when firms 

make surprising quarterly earnings announcements, the corresponding stock price tends to 

move in the same direction (drift) as the announcement for the next three quarters. Michaely, 

Thaler and Womack (1995) apply this theory when researching price reactions to dividend 

initiations and omissions. The authors suggest that dividend announcements are similar to 

earnings surprises and that firms that omit a dividend would generate a continuous negative 

drift and vice versa if the firm in question is initiating a dividend. The drift could be categorized 

as an underreaction from investors, since the initial price movement is not sufficient and thus 

leaving room for drift. The research conducted by Michaely, Thaler and Womack (1995) show 

that dividend announcement drift resembles the drift previously found with earnings surprises. 

However, they go on to conclude that these drifts tend to differ in some aspects. For instance, 

the drifts caused by dividend announcements are more pronounced and last longer than those 

caused by earnings surprises (Michaely, Thaler and Womack, 1995). Such findings could 

however also be contaminated by other phenomenon during the time interval. For instance, 

distressed firms omitting dividends would likely have fundamental problems that become 

known to investors. The findings by Michaely, Thaler and Womack (1995) regarding share 

price drift seem contradictory to Healy and Palepu’s (1988) findings which state that distressed 

firms that reduce dividends because of lower earnings generally recover their previous level of 

earnings after approximately one year. The reason for such a discrepancy between findings may 

be due to another phenomenon within behavioral finance, Extrapolation Bias. Extrapolation 
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Bias is the psychological tendency of individuals to extrapolate, or project, past data onto the 

future (Lakonishok, Shleifer and Vishny, 1994). Simply put, investors have a tendency to 

purchase stock that has performed well recently and overlook stock that has performed poorly.  

So, bearing all this in mind, on what grounds should a trader make their equity transactions? 

 

3.3#Research#Summary#and#Hypotheses#

As discussed in this literature review, various investment and trading strategies aiming to 

exploit overreactions and incorrect extrapolations of past data, have been tested. Some research 

has indicated that contrarian effects exist and can yield abnormal returns if they are used to 

guide investments. We believe these contrarian effects to be applicable to dividends. Other 

research, on the PEAD-phenomenon for instance, counteract the overreaction thesis behind this 

study. Bearing this in mind, it is clear that there are questions that beg to be answered regarding 

the use of announcement reactions to guide trading. The events studied in this paper provide an 

opportunity to analyze our main thesis, whether the market response to dividend cuts and 

omissions are motivated, or if it is in fact an overreaction that can be exploited. 

 

3.3.1#Hypotheses#

To test our thesis, we test the following hypotheses. For the abnormal returns immediately 

surrounding the dividend announcement, we expect abnormal returns to be significantly 

negative. Thus formulating Hypothesis One: 

 
!":$%&' = 0 

 
!(:$%&' < 0 

 

Where % is the mean abnormal return. Hypothesis One will be studied during the first of our 

event windows (*(), beginning the day prior to the dividend announcement and ending the day 

after the dividend announcement and tested against the null hypothesis (!") that there are no 

significant abnormal returns to be observed. For the longer event window and test of our trading 

strategy thesis, we expect a rebound from the predicted initial negative reaction following a 

dividend reduction announcement, enabling a successful trade. Therefore, we postulate 

Hypothesis Two: Abnormal returns observed during the second event window$(*-), beginning 

immediately after the first event window and ending twenty days after the announcement, will 

be significantly positive.   
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!":$%&. = 0 
 

!(:$%&. > 0 
 

Where % is the mean abnormal return. Likewise, tested against the null hypothesis (!") that 

there are no significant abnormal returns to be observed. 

 We also believe that there may be differences in the market reaction between 

firms of varying market capitalization and valuation. While examining our results, we divide 

the sample firms in a manner similar to research by Fama and French (1993) to evaluate if 

any noticeable differences between value and growth stock as well as small and large stocks 

can be observed. However, we do not postulate any specific hypotheses for these factors but 

rather explore the factors amongst our results in an investigative manner. 

 

4. Research Design and Data Requirements 
Building on the previous research discussed in our literature review, the research design in this 

study is aimed at utilizing information incorrectly impounded in price. Therefore, the formation 

of a trading strategy assuming that the market overreacts to information concerning dividend 

signals and the returns to said strategy is the overall test of our thesis. Furthermore, the 

assumption is made that returns will capture any information announced after the dividend 

announcement. To test the trading strategy, an event study is conducted. We calculate abnormal 

returns (AR), cumulative abnormal returns (CAR), and Buy-and-Hold abnormal returns 

(BHAR) and test the significance of these abnormal returns statistically. A more detailed 

description of data retrieval, calculations, and testing is provided in the following section.  

 

4.1#Data#Selection#

The data sample consists of historical dividend information and returns for firms listed on the 

Stockholm Stock Exchange. As this paper is concerned with the effects of dividend cuts and 

omissions, firms initiating or increasing existing dividends are disregarded. For practical 

purposes dividend cuts and omissions are analyzed in the same manner. The firms in the sample 

are or have been listed on the Stockholm Stock Exchange (Nasdaq Stockholm) lists; Large Cap, 

Mid Cap, and Small Cap. The sample selection strategy consists of identifying firms that have 

paid dividends during the years the firm has been listed on the Stockholm Stock Exchange. 
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Thereafter the dividend proposal announcements of these firms are reviewed to obtain a list of 

losers who have made a dividend cut or omission. A dividend cut or omission will be defined 

as: 

 

$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$01 − 013( < 0$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$(1) 
 

 

Where D is dividend declared per fiscal year t = 0, 1, 2…N. The initial data sample consists of 

dividend data between the years of 2000-2016 gathered from Thomson Reuters Datastream. 

The data retrieved is coded with the mnemonic (WC0501) and presents dividends per share as 

declared, adjusted for current shares outstanding during the fiscal year of declaration. For a 

firm’s dividend reduction or omission to be considered as viable for the purpose of this study, 

the firm must have declared at least two consecutive annual cash payments in advance of the 

dividend reduction or omission. Thus, the first event chronologically is in 2002. The data 

retrieved from Thomson Reuters Datastream provides dividend data for 289 firms listed on the 

Stockholm Stock Exchange in April 2016. To avoid survivor bias we supplement this list with 

a list of all firms listed on the Stockholm Stock Exchange between 2001-2014. 151 delisted 

firms are supplemented. Of these 440 firms, 224 firms were omitted, due to them not exhibiting 

a dividend cut or omissions between 2000-2016, resulting in 216 firms comprising the data 

sample. Following the initial data-filtering process, each events was manually filtered to 

remove events where dividends were substituted for other forms of payout, such as share 

repurchases, since this is deemed as equivalent for the purpose of this study with reference to 

the theoretical implications provided by Miller and Modigliani (1958). Furthermore, some 

potentially viable events were excluded from the study. Typical reasons for excluding potential 

omissions and reduction were the following: 

 

•! No record of a dividend reduction or omission could be found within the firm’s year- 

end report, i.e. the data presented by Thomson Reuters Datastream was incorrect.  

•! Payment of a cash dividend was not actually omitted or reduced, but merely changed 

to another type of payment, such as a stock dividend. 

•! The firm had earlier officially announced a likelihood of a dividend reduction or 

omission, making the announcement superfluous.  
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•! Noisy announcements, where numerous factors in the announcement could trigger 

movements in the firm’s stock. 

 

Thereafter, the remaining firms were scrutinized in a similar fashion to determine the date of 

announcement for the dividend reduction. Of the 216 firms, that were scrutinized in this fashion, 

94 firms were omitted, resulting in 125 viable events. The constituents of the data sample are 

presented in Table 1. 
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Table 1 displays an event cluster during the latest financial crisis where a disproportionally 

large fraction of sample firms’ management decided to cut dividends. This event cluster could 

potentially skew our results which we examine in greater detail in our data analysis. Therefore, 

we test the clustered events individually as well as the remaining events and compare them in 

the robustness section of this paper. 

 

4.2#Event#Study#Design#

Following the selection of the data sample, our event study is performed to discover the effects 

that the dividend announcements have on the returns of the sample firms exhibiting a reduction. 

In the context of this study, the usefulness of an event study is attributed to the fact that the 

abnormal returns at the time of an event provide a measure of the impact (if unanticipated by 

the market) of this type of event on the value of a stock. Furthermore, short-horizon event 

studies, as in this case, are viewed as being more effective at providing evidence relevant for 

understanding corporate policy decisions than long-horizon event studies that may be skewed 

by other factors beyond the specific event (McKinlay, 1997; Kothari and Warner, 2006). The 

return data used in the event study is, like the dividend data, gathered from Thomson Reuters 

Datastream under the mnemonic (RI) and consists of the total return index of the equity in 

question. Through the analysis of historical returns data, returns are calculated during a three-

day window surrounding the event (one day prior to and one day after the reduction 

announcement). For such a short horizon calculation of abnormal returns the results are not 

particularly sensitive to the benchmark used (Ikenberry, Lakonishok and Vermaelen, 1995, p. 

185). Therefore, for ease of calculation and analysis, the Market Return Model, consisting of a 

contemporaneous comparison of firm returns and market index returns is deemed to be 

sufficient. The use of multifactor models for event studies generally produces limited gains due 

to the fact that the marginal explanatory power of added factors is small and produces little 

reduction in the variance of abnormal returns unless the sample firms have a common 

characteristic such as market capitalization or industry attribute (MacKinlay, 1997). 

Fortunately, such is not the case for the sample in question. To test our trading strategy thesis, 

we also calculate the slightly longer event window of the twenty days following the event. Total 

returns for the individual equity as well as the total return index of the OMXSPI-index are 

evaluated. Total return data for the OMXSPI-index was not available via Datastream, our 

primary source of data, for the sample period prior to 2008/01/02. Therefore, to calculate 

expected returns in a manner that would be as similar as possible given this restriction, expected 
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returns are estimated using total returns for the individual security against total returns from the 

OMXS30-index. From 2008/05/02 to 2016/05/02 the correlation between the two indices is 

(0,996196). The comparison leads us to conclude that using the OMXS30-index returns as a 

proxy for the OMXSPI-index during the years with missing data is sufficient for the purposes 

of this research paper and its limitations. However, we due note that this is a possible source of 

error and could lead to the predictions of abnormal returns being less sharp for the events during 

these early years.  

 

4.2.1#Event#Window#

To measure and analyze abnormal returns, it is necessary to define a clear event window with 

as little overlap between the studied phenomenon as possible (MacKinlay, 1997). For this study 

we wish to examine the immediate dividend announcement effects on returns as well as the 

returns to trading on these effects. Therefore, two event windows are defined. The first (*()$is 

limited to the period between the day prior to the event (63(), and the day after the event (6(), 

including the event date (6"). The second event window, the holding period where the strategy 

is tested (*-),$is limited to the period between (6() and the twentieth day following the event 

(6-").  

 

 
(Figure!1)!

!

4.2.2#Calculating#Abnormal#Returns#

We calculate abnormal returns per day with The Market Return Model and then aggregate the 

abnormal returns using two separate methods. Cumulative Abnormal Returns are aggregated 

arithmetically while Buy-and-Hold Abnormal Returns are compounded geometrically. Thus, 

creating differences in the long run. Abnormal returns (AR), Cumulative Abnormal Returns 

(CAR) and Buy-and-hold Abnormal Returns (BHAR) are calculated respectively as follows:  



 16 

 
 
                                      89:,1 = 9:,1$− E[9:,1 |;:,1]                                  (2) 
 
 
Equation 2: Where AR, R, and E(R) is the abnormal return, actual return, and expected return 

for firm (i) at observation time (t).( E[R>,?|Ω>,?$)$is the expected return calculated with 

estimation model $(Ω>,?). In this study the Market Return Model is used for estimation. 
 

 

                                        $$$A89:$=  89:,1B
1C1D                                       (3)      

 
Equation 3: Cumulative abnormal returns for security (i), calculated as the sum of abnormal 

returns as calculated by Equation (2). (t) = 0,1,2…N. 
!

 
 

$$$$$$$$$$$$$$$$$$$$$$$$$$$$F!89: = (1 + 9:,1

B

1C"

) − (1 + I[9:,1|;:,1])
B

1C"

$$$$$$$$$$$$$$$(4) 

 

Equation 4: Buy-and-Hold abnormal returns (BHAR) for security (i) from (t) = 0 compounded 

geometrically up to (t) = N. (R) is the observed return and (E[R>,?|Ω>,?]) the expected return 

calculated with estimation model $(Ω>,?).  

Following these initial calculations. The cross-sectional mean for each measure 

is calculated to test their statistical significance. For CAR the cross-sectional mean is calculated 

using Equation 5 where N = the number of events, per event window (6(6-). 

 

 

$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$A89(O'O.) =
1
P

A89:(O'O.)$$$$$
B

:C(
$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$(5)$$$$$$ 

 
 

Mean BHAR is calculated similarly, see Equation 6. 

 
$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$ 

 

$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$F!89 O',O. =
1
P

F!89:(O'O.)
B

:C(
$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$(6)$$$$$$$$$$$ 
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4.3#Data#Analysis#

As a final step, the sample is divided into subgroups to discern firm specific characteristics that 

may be associated with higher abnormal returns. We form subgroups according to the following 

specifications: 

 

1.! Firms are sorted by mean CAR during the initial event window. This procedure is 

chosen to evaluate the degree of initial market reaction that may be optimal for buying 

the “loser” stock. The sample is divided into quartiles based on the events CAR during 

(*(). Thereafter mean CAR and BHAR during  (*-) per quartile is calculated and 

tested.  

 

2.! Firms are sorted by market capitalization during the calendar month of the event into 

three groups; small, medium and large. Small consisting of firms with market 

capitalization lower than the 30th percentile, medium consisting of firms with market 

capitalization between the 30th and 70th percentile and large consisting of firms with 

market capitalization greater or equal to the 70th percentile). The purpose of this 

distribution is to determine if any firm size characteristic has an impact on the abnormal 

returns during the event windows.  

 

3.! Firms are sorted by Market-to-Book Equity (ME/BE) ratio during the calendar month 

of the event into three groups; low, medium, and high. These subgroups are classified 

per ME/BE-ratio as low (ME/BE below the 30th percentile), medium (ME/BE between 

the 30th and 70th percentile) and high (greater than the 70th percentile). The purpose of 

this distribution is to determine if any valuation characteristic has an impact on the 

abnormal returns during the event windows.  

 

 

4.4#Significance#Testing######

The abnormal returns observed during the independent event windows are tested for statistical 

significance using a t-test. Where (n) is the number of events in the sample and (s) is the 

standard deviation of the corresponding variable.  The T-statistic is calculated:#
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1
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Z
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Significance levels are determined for the t-tests and critical values are reported in reference 

to the sample t-statistic in our table of results. The same method is used to calculate the t-

statistics for mean BHAR.  
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5. The Market Reaction to Dividend Cuts & Omissions 
Figure 2 displays the mean buy-and-hold abnormal return in our sample over the initial reaction 

window and holding period event window. To better illustrate the stock returns  

we make no distinction between the two event windows in Figure 2. The initial reaction is 

clearly negative with a slight reversal over the holding period.  
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(Figure 2) 

!
Our findings are presented in detail in Table 2 through Table 4. The results presented provide 

an extensive representation of the short-term abnormal returns surrounding dividend reduction 

announcements in our sample. In our sample of dividend reduction events, there are negative 

abnormal returns in immediate conjunction with the announcement. The average market 

reaction in our sample of the event window (*()$was a cumulative abnormal return of -2.42 

percent. The mean buy-and-hold abnormal return for event window (*()$ was -2.39 percent. 

These results indicate that the average market reaction is to receive the dividend reduction 

announcements negatively. Following the initial event window, mean abnormal returns take a 

turn in the opposite direction, but exhibit a weaker trend. Mean CAR for the holding period 

event window (*-) are 1.61 percent, while mean BHAR are 1.32 percent. During the holding 

period we observe significant abnormal returns only for cumulative abnormal returns. 
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5.1#Initial#Market#Reaction#

The abnormal returns to the subgroups are presented in Table 2 and Table 3. The distribution 

of firms by market reaction during (*() is presented per quartile under Q1, Q2, Q3, and Q4 in 

Table 2. The most interesting in relation to our thesis were, perhaps to no surprise, the two 

quartiles who reacted most negatively to the dividend reduction announcements. The mean 

CAR for Q1 and Q2 individually are 2.20 percent and 3.33 percent respectively, while mean 

BHAR are slightly lower (2.07 percent and 3.03 percent). The choice of trading based on the 
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initial reaction surrounding a dividend reduction announcement is contingent on the market 

reaction being negative during (*(). The mean CAR calculated for the overall sample includes 

events where the market reaction during (*() is positive. While analyzing the results it is 

therefore deemed probable that a trader with a contrarian strategy in mind would choose not to 

buy stock where a positive reaction has already taken place. Thus, to analyze the returns in a 

more reasonable fashion, we discuss the returns during (*-)$where the initial returns during 

(*()$are negative. Through the identification of firms that show ex post returns in the lowest 

two quartiles of the events, the losers can be discerned to make up a list of potential purchase 

candidates. As illustrated in Table 2, the mean abnormal returns (CAR) during (*-)$ to the firms 

in the second quartile (Q2) are greater than the mean abnormal returns (CAR) to the overall 

sample, 3.33 percent and 1.64 percent respectively. The mean CAR to the firms in the first 

quartile (Q1) are also greater (2.2 percent) than the overall sample but lack statistical 

significance. These results suggest that there is a greater rebound in returns if the firm is not 

one of the most distressed. They also imply that there are other confounding factors guiding the 

market’s reaction to negative dividend announcements. Using declared dividend alone we are 

not able to determine ex-ante which stock would react most negatively to the announcement. It 

is likely that earnings and other fundamentals announced alongside dividends could be driving 

the stocks volatility. Whereby, a more effective trading rule focused on the initial market 

reaction following firm specific announcements in general and not placing complete 

dependency on the dividend portion of the announcement may yield greater returns.  
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(Note: Two firms are missing due to data retrieval errors for Market to Book Ratio.) 
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5.2#Effects#of#Market#Capitalization##

The holding period returns (*-)$differ for firms of varying size (Market Capitalization) and 

relative valuation (ME/BE) as illustrated in Table 3. The abnormal returns per size-subgroup 

during the  holding period (*-)$ were largest among the small stocks. This small group has a 

mean CAR during (*-)$ of 3.38 percent and an average BHAR of  3.13 percent. The medium 

and large groups presented less convincing abnormal returns, with the large group exhibiting a 

negative average BHAR during the holding period. Firm size as an explanatory factor behind 

stock returns has long been a topic of discussion and is frequently used to model expected 

returns (Fama and French, 1993). The small firm effect, where smaller firms garner greater 

returns than larger firms, appears to make itself known in our sample as well. These smaller 

firms tend to have a more volatile economic situation whereby the effects of firm specific issues 

lead to greater volatility in returns as well. The opposite is true for equities with a large market 

capitalization which are often firms in a consolidated state not undergoing an aggressive growth 

expansion. It therefore seems reasonable that a trader could exploit this volatility surrounding 

dividend reduction announcements, given a tolerance for the increased risk that would be 

associated with such trades. 

 

5.3#Effects#of#Market#Valuation#

The ME/BE divided subgroups also differ in abnormal returns. The abnormal returns for the 

holding period are greatest among stock in the high ME/BE subgroup. The high ME/BE 

subgroup average a CAR of 2.89 percent and a BHAR of 2.65 percent. For the medium and 

low ME/BE subgroups the abnormal returns were lower during the holding period, albeit 

positive. Mean CAR and BHAR during (*-)$ are 0.83 percent and 0.74 percent for the medium 

ME/BE subgroup  and 1.2 percent and 0.52 percent for the low ME/BE subgroup. This proves 

to be a more difficult result to evaluate. The abnormal return for the high ME/BE subgroup, 

directly contradicts the observations by Fama and French (1993) that value stocks would offer 

greater abnormal returns. But, as with the rest of our sample the abnormal returns are not so 

sound as to allow more than limited extrapolation to future results. A possible explanation could 

be the fact that the average initial market reaction is relatively weak. If the equity in question 

is valued highly by the market or considered as a growth stock it is possible that investors might 

have a higher tolerance for negative information, such as a dividend cut or omission, which in 

turn leads to an appreciation during the holding period.   
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5.4#Significance##

Table 2, Table 3 and Table 4 also report the statistical significance of the observed returns in 

relation to the corresponding t-statistic. The results support Hypothesis 1. Average CAR are 

significantly negative, as are mean BHAR for the overall sample during the initial event 

window. However, regarding Hypothesis 2, the results show significance only for mean CAR 

and not for BHAR for the overall sample. The CAR for the holding period is significant only 

at the 5%-level.   

 The significance of the individual subgroups abnormal returns is also presented 

in Table 2 and 3. We find significant results only for the small market capitalization subgroup 

and the high ME/BE subgroup. Therefore, these firm characteristics appear to be of highest 

interest for a trader following our thesis. Although extrapolating data from samples such as this 

to future market implementation can be treacherous, our findings show statistical significance 

on a few accounts. Nevertheless, care should be taken when evaluating these results because of 

the likelihood that confounding factors are present.  

 In table 4 we present the distribution of events and corresponding abnormal 

returns to illustrate their spread. We can see from the spread of events that the dispersion is 

quite even. This negates our thesis. Based on the declared dividend information alone it is 

difficult to select individual equities to buy, even if the mean abnormal return is negative during 

(*()$ and positive during *- . 
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5.5#Trading#Strategy#Returns#and#Analysis 

The findings in this study suggest that there are reasons to believe that there is an overreaction 

by market participants taking place around the announcement of dividend cuts, or at least the 

announcements in which dividends are included. Trading in equities where firm management 

has cut dividends may at first glance appear to be a plausible strategy for obtaining abnormal 

returns, albeit perhaps not overwhelming abnormal returns. However, given further analysis, it 

is unlikely that this strategy is the most effective. The returns produced by using our trading 

rule are likely to be negligible to a trader looking for sufficient profit, especially when taking 

into account prior research on the marginal information content of dividends presented 

alongside contemporaneous earnings figures. Existent research implies that profitability and 

earnings measures are more relevant in forecasting returns (Leftwich and Zmijewski, 1994; 

Charitou, Lambertides and Theodoulou, 2011). It is likely that we have stumbled upon returns 

that would be greater if profitability measures were guiding our trading strategy instead of 

dividend announcements alone.  

These findings lend weak support for the Extrapolation Bias discussed by 

Lakonishok, Shleifer and Vishny (1994) as well as some indications that returns to the 

contrarian investment strategies discussed by Mun, Vasconcellos and Kish (1999) are 

obtainable. Contrarian trading against the short term market sentiment for particular equities 

following negative dividend announcements yields results concurrent with the overreaction 

thesis. However, the empirical results from our study are not at such a level of significance that 

it is possible to make any conclusive deductions regarding the precise factors guiding stock 

returns. An example of this is the relatively even spread of events illustrated in Table 4. Even 

after a filtration for noisy announcements many of the stocks have positive abnormal returns 

directly following a dividend reduction event, suggesting that other factors are driving the 

returns.  

  While our results are somewhat consistent with a market overreaction, they are 

contradictory to the literature on Post Earnings Announcement Drift, particularly to the findings 

by Michaely, Thaler and Womack (1995) who apply the theory on dividend omissions and 

initiations, and Bali (2003) who documents a delayed price response to dividend changes. The 

reasons behind the divergence could lie in several factors. The most apparent differences in 

data are the underlying market and research era. Michaely, Thaler and Womack (1995) conduct 

their research on data between 1964 and 1988, whereas our research data consists of events 

between 2002 and 2016. These provide compelling limitations to a comparison of results. 

Moreover, the dividend omission and initiation drift that is discussed by Michaely, Thaler and 
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Womack (1995) is observed during a longer period than our holding period, spanning thirty-

six months. Our research does not indicate that a negative drift during our holding period exists, 

but it is possible that such a drift could be observed if the sample period were longer. Future 

research will have to deduce if similar effects can be observed on the Swedish stock market. It 

should be noted that a longer sample period contaminates the sample with subsequent 

information releases, making it more difficult to draw conclusions pertaining to the effects of 

the initial dividend reduction announcement.   

6. Robustness  
While analyzing our results we also take into account some aspects that could skew our 

conclusions. Specifically, we examine the event cluster surrounding the latest financial crisis, 

performance measurement, the effects of outliers, and the issue of noisy announcements. 

 

6.1#Event#Clustering#

As illustrated in Table 1 we have a large event cluster surrounding the latest financial crisis. 

Since a large portion of our sample is concentrated in this relatively small window in time, it is 

possible that the application of our trading strategy produces different results around 

macroeconomic disturbances. It stands to reason that many firms with sound operations and 

fundamentals would have an incentive to cut dividends at such a time and yield greater 

abnormal returns if the stock is purchased at a time of recession and held until more favorable 

times. However, with a short-run holding period such as the one used in this study it is unlikely 

that it would capture these returns. A test of a longer holding period ought to be more effective 

in capturing the potential abnormal returns if stock is purchased during a recession. 

Nevertheless, to test our results in this aspect we analyze the abnormal returns surrounding 

these events separately against the rest of the events in our sample and present them in Table 5. 

No major discrepancies between the two event groups are observed that could influence our 

overall conclusions.  
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6.2#Noisy#Announcements#

Another aspect is the noise surrounding dividend reduction announcements, which is 

problematic in the majority of research concerning dividends and their informational content 

(Leftwich and Zmijewski, 1994). Earnings, among other key performance figures, are also 

presented at the time of announcement. It is not impossible that there is a more effective variable 

to guide this contrarian trading strategy, that we have overlooked. Overall, our conclusions 

from this study indicate that such is the case. We believe we have found a means of acting on 

market overreactions, but that we have missed the most effective variable to guide a contrarian 

trading strategy surrounding the announcements. 

 

6.3#Performance#Measurement#

We have argued that the market return model constitutes an appropriate benchmark for 

calculating abnormal returns in a short-horizon event study such as the one performed in our 

study. However, due to limitations on the accessibility of index return data, two separate indices 

are used to model expected returns. While the long-run correlation between the two indices is 

high, it is naturally a source of error that could skew our results.    
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6.4#Outliers#

A sample such as this is susceptible to outliers. Therefore, we test the robustness of our findings 

by performing the same statistical tests with a slight data manipulation. Since our sample is 

relatively small we choose to preserve as much of the informational content as possible. Thus, 

we elect to winsorize our events instead of trimming the data. To determine the effect that 

outliers have on our results we winsorize the events by setting all values above the 99th 

percentile to the value of the 99th percentile, and set the values below the 1st percentile to the 

value of the 1st percentile. The results are presented the results in Table 6. No major 

discrepancies between the winsorized abnormal returns and the non-winsorized abnormal 

returns are observed that could influence our overall conclusions.  

 

 

7. Conclusions 
In our research we investigate the potential of a contrarian trading strategy exploiting market 

overreactions. We find that the short-term impact of dividend reduction announcements is 

negative. Mean cumulative abnormal returns aggregated from the day prior to announcement 

to the day after announcement were -2.42 percent, while the buy-and-hold returns were slightly 

lower due to compounding effects (-2.39 percent). Our sample illustrates a weak subsequent 
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correction during a holding period initiated the day immediately following a dividend reduction 

announcement and ending twenty days after the announcement. However, the only significant 

measure was a mean cumulative abnormal return during the holding period of 1.61 percent. 

Thus, proposing a viable trading rule based solely on dividend during the same period seems 

excessive and exaggerated. However, we argue that we do observe returns that are in line with 

contrarian trading strategies and a market overreaction, but that we do not capture the relevant 

confounding factors. It is possible that if profitability measures were analyzed in a similar 

fashion abnormal returns could be higher. The market seems to be acting less on dividends than 

other firm specific information also contained in the same announcement that we see as a 

dividend reduction event.     

We also argue that contrarian trading on the basis of dividend cuts and omissions 

can not only be supplemented with measures of profitability but also certain firm 

characteristics. Our findings suggest that equities who hold a high market sentiment, with a 

relatively high market valuation, have stronger tendencies to recover from a negative dividend 

announcement. We argue that these tendencies could be due to biased opinions among investors 

that persist even after negative information is released. Likewise, stocks with a small market 

capitalization appear to be the most suitable for contrarian trading. These findings are well in 

line with the small firm effect observed by Fama and French (1993). 

Our findings are inconsistent with previous research on post earnings (dividend) 

announcement drift. The phenomenon directly implies a market underreaction and has 

repeatedly been observed on various stock markets around the world.  

It is of no small importance that a major difficulty in evaluating the informational 

content of dividends, is the contemporaneous announcement of earnings and profitability 

figures. Thus, when taking into account confounding factors, determining the actual impact on 

stock returns that is solely attributable to dividends is rather precarious. Further research should 

be concentrated on discerning these factors and their effects on security returns. Further tests 

of the informational content and the interaction between these contemporaneously announced 

performance indicators would likely yield more effective trading rules than the one postulated 

in our thesis. 
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9. Appendices 
 
9.1 Appendix 1 – Abnormal Returns (CAR) 
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9.2 Appendix 2 – Abnormal Returns (BHAR) 
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9.3 Appendix 3 – Market Capitalization and Price to Book Value 
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