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DO FIRMS USE DIVIDENDS TO HELP INVESTORS
INTERPRET ACCOUNTING POLICY CHANGES?
EVIDENCE FROM LIFO ADOPTIONS

1. INTRODUCTION

The information content of dividend changesiswell documented. Research has also shown that
dividend changes by corporations are associated with subsequent earnings changes (Carrall,
1995; Aharony and Dotan, 1994; Healy and Palepu, 1988).2 Moreover, dividend changes convey
supplemental information about a firm's current economic environment, such as earnings
prospects (Leftwich and Zmijewski, 1994; Brown, Choi and Kim, 1994; Ofer and Siegel, 1987).
These findings on the informationa role of dividends raise an interesting research question: do
managers use dividend policies to help investors interpret the "meaning” of their accounting
policy changes?

The use of dividends as an information signa would seem particularly appropriate for firms
considering the adoption of LIFO inventory method, because, in the absence of additiond
signals, investors might not be able to interpret the LIFO adoption as either good news or bad
news. On the one hand, the LIFO change implies greater cash flows accruing to the firm due to
tax benefits. On the other hand, a primary inducement to adopt LIFO is an inflationary
environment affecting the firm's factor prices, and this might well be interpreted as generaly
"bad news' by the investor. The firm might be adopting LIFO in order to remove realized

holding gains caused by inflation from the computation of taxable income, and thus to protect

'References to this literature are given in section 2.

Additional discussion of these papers is presented in section 2.
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the firm from inflationrelated tax penaty. Thus, a LIFO adoption decision is an
acknowledgment of an upward trend or a greater variability of inventory prices. Hughes and
Schwartz (1988) also suggest that LIFO adoption may be asignal of smaller future cash flows.

In sum, firms that adopt LIFO might fall into two groups. those that experience net adverse
cash flow consequences due to rising input prices, and those that experience no net negative cash
flow consequences, or even experience net positive cash flow consequences due to the
mitigating effect of tax savings. Thus, a firm facing a LIFO adoption decision would have an
incentive to convey through a dividend increase that the overall impact of the environment on
the firm's cash flows is neutral or positive, and thereby distinguish itself from other firms for
whom the overall cash flow impact of the inflationary environment is negative. This study
examines whether dividend changes play such arole for firmsin the year of LIFO adoption.

The methodology is to examine the effect of dividend policy of LIFO adopting firms on their
annua abnormal returns, defined here as the excess over a corresponding market index's return,
for the year of LIFO adoption, and to examine the effect of dividend change on the linear
relationship between abnormal annual returns and unexpected earnings. The results support the
conjecture that dividend policy is used by LIFO change firms as an effective tool to convey their
underlying economic performance in the year of LIFO adoption. The annual market performance
of LIFO change firmsis strongly associated with changes in dividend policy: LIFO change firms
not announcing a dividend increase (including firms not paying dividends) incur negative
abnormal annua returns while firms announcing a dividend increase earn positive abnormal
annual returns. Moreover, the regression of unexpected annua earnings with returns shows a

stronger earnings response coefficient and large adjusted R? when LIFO adopting firms declare
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dividend increases. By contrast, it is seen that the effect of dividend increase on the earnings
valuation regression for a control sample of non-LIFO change firms is to lower the regression
R?. These results suggest that market participants are able to interpret the information about a
firm's LIFO environment more clearly when firms supply additional information in the form of
dividend increases.

The rest of the paper is organized as follows:. the next section summarizes previous research
findings related to dividend policy and earnings information. Section 3 describes sample
sdection and the characteristics of firms making LIFO accounting changes and dividend
changes. Results on annua returns versus dividend change are presented in section 4. The last

section provides a summary and conclusions.

2. RESEARCH ON DIVIDEND CHANGESAND EARNINGSINFORMATION
It is well-known that dividend changes are associated with strong market reactions. Aharony and
Swary (1980), Eades, Hess and Kim (1985), Kalay and Loewenstein (1985), Bajgj and Vijh (1995), and
many others find positive excess returns for dividend increases and negative returns for dividend
decreases. Asquith and Mullins (1983), Dielman and Oppenheimer (1984), Bajg and Vijh (1990), and
Bajg (1992) find similar market reactions for specia cases such as dividend omissions, dividend
initiations, and large dividend changes.

Clearly, dividend changes convey information of some sort to the market. But what is the nature of
this information? Many studies have examined this question. In particular, recent research has examined

the hypothesis that dividend changes convey information about a firm's future performance, and has

found a strong relationship between dividend changes and subsequent earnings changes. Healy
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and Palepu (1988) find that firms that initiate dividends have positive earnings changes for one
to two years afterward. Aharony and Dotan (1994) find a smilar association between all
dividend changes and subsequent unexpected earnings changes. Carroll (1995) and Ofer and
Siegd (1987) find that revisions of anayst earnings forecasts following dividend changes are
positively associated with dividend changes.

Dividend policy changes also change the firm's information environment so that the
informativeness of subsequent earnings announcements is altered. Venkatesh (1989) shows that,
when firms initiate dividends, the information content of subsequent quarterly earnings
announcements decreases. A number of studies document a similar interactive effect of dividend
change announcements on the market reaction to subsequent earnings announcements. Evidence
from Aharony and Swary (1980) and Kane, Lee and Marcus (1984), and the theoretical analysis
of Miller and Rock (1985) suggest a "corroborative' relationship between the two
announcements, and in particular, that dividend announcements can preempt the information in

subsequent earnings announcements.

3. SAMPLE

LIFO Changes

The sample of LIFO accounting changes used here is a subset of the discretionary accounting
change firms collected by Dharan and Lev (1993). They identified their firms using a variety of

data sources covering the period 1979-89, including Disclosure, Accounting Trends and

3See also Brown, Choi and Kim (1994) for related discussion.
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Techniques and the National Automated Accounting Research System (NAARS), available
through Lexis/Nexis. Their sample was restricted to NY SE and ASE firms, and they excluded
utilities and firms with multiple accounting changesin ayear. With afew exceptions, they chose
1979 asthe earliest selection year to exclude the extreme number of LIFO changes that occurred
during 1974-76. Hand (1993) identified 821 firms adopting LIFO between 1974 and 1975, or an
average of two LIFO adoptions per trading day. By contrast, Dharan and Lev's sample has only
87 LIFO changes over a ten-year period. To keep the effort for manua data collection (of
dividend changes, LIFO announcements and earnings announcements) manageable, the latter
sampleisused here.

Table 1, Pandl A, provides the distribution of the LIFO changes by year for this sample. The
magjority of the LIFO accounting changes took place in the high inflation years of 1980 and
1981. Fifty-four of the 87 firms, or 62 percent of the observations, come from these two years
By 1983, new LIFO adoptions had tapered off. Between 1983 and 1989, only two firms on

average per year were adopting LIFO.

Control Sample

A random set of control firms that had no accounting changes, selected by Dharan and Lev
(1993), is dso used here to compare the dividend change characteristics and market reactions
with the LIFO change firms. Due to the selection strategy used, the industry distribution of the

control sample is similar to that of the LIFO change firms. Fisca years for andysis were

* This frequency of 27 LIFO adoptions per year during 1979-80 is till far below the 400-plus LIFO
adoptions per year of the 1974-75 period.
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randomly chosen. Panel B of Table 1 provides descriptive data for the LIFO change and no-
change firms on mean sales, mean sales growth, and mean values of changes in reported and
pre-accounting change earnings. Earnings were measured as the primary earnings before
extraordinary items and discontinued operations, divided by the stock price at the beginning of
the year.

The control firms (for the fiscal years examined) and LIFO change firms are similar in size,
with mean sales of $1.544 and $1.698 billion respectively. The sales growth for both groupsis
also smilar, with a mean of 13.5% for LIFO change firms and 11% for the control firms.
Overdl, LIFO change firms reported a mean growth in earnings (adjusted by beginning stock
price) of 1.19% while the control firms reported an average of 0.74% growth. The earnings
growth of LIFO change firms, however, would have been 3.54% if the change to LIFO had not
been made. Nevertheless, the differences in size, sales growth or earnings growth between the

two groups were not statistically different at the 10 percent level.

Dividend Change

Using Compustat Quarterly tape, Moody's Dividend Record and The Wall Street Journal Index,
dividend announcements were examined for each sample firm to identify the dividend change, if
any, in the year of the accounting change. The year of the LIFO change, rather than the
subsequent year, is chosen as the relevant year because the objective is to examine whether
dividends are used by managers as an information signal to clarify the economic environment
underlying the LIFO change.

Dividend changes, if any, announced within the first three months of the accounting change
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year were excluded because of the possible corroboration effect between such dividends and the
previous year's earnings.” Thus a firm was classified as having made a dividend change in the
LIFO change year if it announced a dividend change in the last nine months preceding the
annual earnings announcement date. A similar strategy was used for the control sample.
Excluding the first three months proved not to be restrictive since very few firms announced
dividend increasesin the first three months after the annual earnings announcement while almost
half of the dividend change announcements occurred in the last three months preceding the
annua earnings announcement.

An dternative strategy of limiting the identification of the dividend changes to the quarter in
which the firm made the decision to change to LIFO was explored but not adopted because of
the limited number of sample firms for which the date of LIFO change announcement was
available. Most firms do not announce the LIFO adoption separately and instead include the
information only with the annua earnings announcement or only in the annua report. The
difficulty of determining LIFO announcement dates is well noted in the literature. Using the
Value Line as well as the Wall Street Journal Index, Ricks (1982) could find announcement
dates for only about 40% of his sample® For the eighty seven sample firms studied here, the
LIFO adoption was mentioned in the Wall Sreet Journal Index for only twenty-one firms. The

LIFO announcement date preceded the annual earnings announcement date for thirteen of these

°See Kane, Lee and Marcus (1984). See, also, Chang and Chen (1991), Easton (1991), and Eddy and
Seifert (1992).

®Using numerous other sources, Hand (1993) had more success in identifying theannouncement dates of
LIFO adoptions during 1974-76.
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firms. Seven of the thirteen firms announced the LIFO adoption within a month preceding the
annual earnings announcement. Two others announced within two months before earnings
report. These data are congistent with the findings of Ricks (1982) who reports that about 80%
of the 1974 LIFO change firms for which he could find the LIFO announcement dates
announced the accounting change in the fourth quarter.

Only four of the thirteen firms announced dividend changes on or after the LIFO
announcement and before the annua earnings announcement. Moreover, the dividend change
classfication would change for only two of these four if the period before the LIFO
announcement date instead of the annua earnings announcement date had been used to identify
dividend change.” Four others did not change dividends throughout the accounting change year
and the remaining five announced their dividend changes well before LIFO announcement.
Therefore, their classification would aso remain unchanged. In summary, LIFO announcement
dates are difficult to identify, the dates (when available) are concentrated in the fourth quarter,
and dividend changes are aso concentrated in the fourth quarter. Thus, it appears reasonable to
use the annua earnings announcement date and the ninemonth period preceding it for
identifying the dividend variable instead of the LIFO announcement date and the announcement
quarter.

Table 2 presents the frequency of dividend changes (in Panel A), the mean percentage
dividend changes (in Panel B), and firm characteristics by dividend decision (in Panel C), for

LIFO change firms and for the no-accounting-change firms. Panel A shows that only 9% of the

"One firm announced a dividend increase on the same day it announced LIFO adoption.
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LIFO change firms are non-dividend paying, compared to 41% for the random no-accounting-
change sample. This difference in dividend paying policy does not seem to be an artifact of
control sample selection. In particular, the difference cannot be due to firm size, profitability or
industry distribution. More likely, the difference may be due to the fact that manufacturing firms
facing incentives to adopt LIFO are older, inventory-heavy firms who pay dividends because of
where they are in their life cycle. In any case, among dividend-paying firms, the distribution of
firms announcing dividend increases or reductions or not changing dividends is remarkably
similar between LIFO change and control firms. The magnitude of dividend dhanges is adso
quite similar for LIFO change and control firms, as can be seen from Panel B of Table 2:
increases average 15.4% and 18.3%.

While there are some size and performance differences between dividend-increasing firms
and other firms, as can be seen from Panel C of Table 2, the differences are not consistent
between the various variables examined within the LIFO change firms. LIFO firms that increase
dividends are considerably larger in size, with average sales of $2.4 billion compared to $1.4
billion for no-change firms. The eight firms that do not pay dividends are much smaller, with
average sdes of $641 million. Among control firms, however, dividendincreasing firms are
much smaller than no-change firms.

The LIFO change firms appear to be enjoying robust sales growth, with mean values of
23.1%, 9.3% and 31.1% for dividend-increase, no-change and non-paying groups, compared to
only 7.6%, -1.3% and -6.4% for similar control firms. Part of the growth, however, may be
attributable to the higher inflation faced by LIFO firms. Moreover, the larger sales growth of the

non-paying firms may smply be an artifact of the smaller sales base of these firms.



10

In terms of earnings, while dividend-increasing LIFO change firms are clearly more
profitable, they seem only about as profitable as the non-paying firms. Moreover, the no-
dividend change LIFO firms are actualy as profitable as the dividend-increasing control firms.
In summary, the economic parameters such as sales growth and earnings vary considerably
between the subgroups of LIFO change firms in such a way that it makes them insufficient to
distinguish between the various groups. For the control firms, by contrast, sales growth and
earnings growth are clearly higher for dividend-paying firms compared to other firms. This
suggests that, for the LIFO change firms, the dividend change decision may have a stronger

signaling role to play compared to the control firms.

4. RESULTS

Did the dividend change announcement by LIFO adopting firms make a difference to the market
participants in interpreting the company's economic environment? To examine this issue, the
annual abnormal returns for the LIFO change year is computed for the LIFO change firms that

did and did not announce dividend changes.

Annual Returns and Dividend Changes

To compute the annua abnormal returns, market-adjusted monthly excess returns were first
computed by subtracting the monthly return on the equally-weighted NY SE-ASE market index
from the firm's monthly return. These monthly excess returns were then geometrically
accumulated from month 4 of the year of the accounting change to month 3 of the following year

to compute the annua excess return. The accumulation period is designed to alow for the
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impact of the announcement of annual earnings data on the computed annual returns. Averages
of the annua market-adjusted excess returns were then computed for various subgroups of the
sample, Table 3 presents these data.®

When computing long-horizon returns such as annua excess returns, the sdection of the
benchmark market index to compute the excess returns becomes important. Given the
significant size differences between the various subgroups classified by the dividend decision (as
seen from Table 2, Panel C), the main methodologica problem caused by the use of a market-
wide index as benchmark is that returns could vary significantly across various firmsize groups,
with smaller firms usually known to earn larger returns® Thus a market-wide index used as a
benchmark to compute excess returns would overstate the excess returns for smaller firms and
understate them for larger firms.

For LIFO change firms, since larger firms increased dividends and smaller firms did not, the
differences in mean returns between these groups would therefore be reduced when market-
adjusted returns are used, resulting in reduced statistical significance of the differences. Hence,
in this study, annual excess returns were also computed using an aternative methodology in
which the benchmark market return used for afirm is the average return of al NY SE-ASE firms
belonging to its size decile Table 3 presents these size-decile portfolio adjusted excess returns as
well as the usual market-adjusted excess returns. As predicted, the T-ratio for the differences

between dividend-increasing and no-change firms is higher for size-decile adjusted returns. The

8Firms with dividend cuts were excluded from the analysis in this and subsequent tables, because of the
[imited number of observations available.

“This so-called firm size effect, or the differential returns of small firms relative to large firms, has
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following discussion therefore focuses only on the size-decile adjusted returns.

The results, in Table 3, for no-accounting-change firms show that firms that increased
dividends had a mean size-adjusted annua return of 6.5%. Firms that did not increase dividends
had a mean annual return of only 1.5%. The difference between the two groups, however, is not
significant, with at-ratio of only 1.19. Part of the reason is that firms that did not pay dividends
also had positive annua excess returns of 4.0%. Thus, while the dividend increases for the
control firms signified larger annua returns, the returns were not generally much higher than
what could be obtai nable from the average non-dividend-paying control firm.

By contrast, LIFO change firms that did and did not increase dividends differed more clearly
in terms of observed mean annual excess returns. In particular, firms that did not increase
dividends suffered a mean annual excess return of -5.0% while firms that increased dividends
were credited with a mean excess return of 5.3%. The difference is significant at the 10% level.
Moreover, the annual returns are negative both for dividend-paying firms that did not increase
dividends and non-dividend paying firms. The results are consistent with the inference that LIFO
adopting firms that perceive a net positive cash flow impact of their economic environment are
able to signal this information to the market participants with dividend increases. The negative
returns for non-dividend paying firms aso mean that firms that pay dividends, and therefore can
signal their economic status with a dividend increase, are in the best position to see a beneficial

market impact from LIFO adoption.

Annual Returns, Earnings and Dividend Changes

been widely studied in the accounting and finance literature.
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The data in Table 3 are aggregated across firms without controlling for differences in annua
unexpected earnings. It can be seen from Table 2, Pandl C, that the mean change in annua
earnings (which can be viewed as a proxy for annua unexpected earnings) is higher for
dividend-increasing firms than for other firms. Thus the results in Table 3 do not indicate
whether the returns differ between groups because of the dividend signal or because of
differencesin unexpected earnings.

To study the impact of unexpected earnings, Panel A of Table 4 presents the results of the
regression between annual returns and unexpected earnings, grouped by the type of dividend
change.™ The regression for LIFO changefirmsis

Ra=a + by dAE + b, AC,
where the independent variable, dAE, is the change in the annual earnings before the effect of
the LIFO change, and AC is the earnings effect of LIFO change.™* The dependent variableisthe
cumulative size-decile portfolio adjusted annual return. Both earnings variables were divided by
the stock price at the beginning of the year, to facilitate crosssectiona comparison. The split-up
of the earnings change variable into dAE and AC was done to determine whether the market
interpreted the earnings impact of LIFO change (the coefficient on AC) differently for dividend
increasing firms. However, the results in Table 4 would be unchanged if the reported earnings

change is used instead as the single independent variable (as isdone for the control firmsand in

%As noted earlier, dividend cuts were excluded from the analysis because of the limited number of
observations.

“An aternative is to define dAE as the change in annual reported earnings (i.e., the earnings after the
effect of the LIFO change). However, given the relatively magnitude of the AC variable, the results
using this formulation are virtually identical to the results reported in Table 4.
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Panel B regression described below). The coefficient by in the above equation can thus be
viewed as equiva ent to the usual earnings response coefficient (ERC).

Instead of estimating the above valuation equation separately for dividend-increasing and
other firms, as in Panel A of Table 4, one could include a dividend change variable as an
independent variable in the regression and test for the significance of this variable, to assess the
impact of dividend policy of LIFO firms on the annual returns. The regression is:

Ra=a& + bz dE + by DIV x dE,

where R; is the annua size-decile portfolio adjusted return and dE is the change in earnings
divided by the beginning-of-the-year price. The dividend change effect is represented by a
dummy variable, DIV, with a vaue of 1 for firms with dividend increases, O for firms with no
dividend increase (including nontdividend paying firms but excluding dividend cuts). The
results of this regression are presented in Panel B of Table 4. The dummy variable is used in the
multiplicative form, DIV x dE, to help assess the impact of the dividend increase signal on the
earnings coefficient (as opposed to the intercept term). Differentiating the above equation with
respect to dE yields the earnings response coefficient term (bs + b, DIV). Hence, a positive and
significant b, would be consistent with dividend policy improving the impact of earnings in the
earnings val uation equation.

The regression results in both panels of Table 4 confirm the inference from Tables 2 and 3
that the ability to convey economic news through dividend increases is helpful for investors in
evauating the impact of LIFO accounting change on firms performance. For LIFO change
firms, Panel A regressions show that the adjusted R? for the earnings val uation regression is only

2.70% for no dividend change firms, while it increases to 30.82% for dividend increasing LIFO
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adopters. The coefficient of earnings change, by, is dso substantialy improved by the presence
of the dividend increase signal. From Panel A, it is seen that the ERC is 1.45 for LIFO adopting
firms that declared dividend increases and only 0.62 for firms with no dividend changes.
Correspondingly, in Panel B, the coefficient by for the dividend change dummy is positive and
significant. The magnitudes of the estimated coefficients bz and b, show that the ERC is highly
dependent on the dividend change policy, with over 65% of the total vaue of the estimated ERC
for LIFO change firms coming from the beneficial effect of the dividend increase. The effect of
the dividend change, thus, is to strongly increase the valuation impact of the annua earnings of
the LIFO change firms, relative to firms that do not announce such a change.

The corresponding regressions for the control firms reveal that the adjusted R is lower for
firms with dividend increases, though the ERC coefficient by for earnings changes is higher for
firms with dividend increases than for other firms. (The coefficient by is significant for control
firms also.) The smaller R? for dividend increases of control firms is in marked contrast to the
larger R? for dividend increases of LIFO change firms. Thus the improved explanatory power of
the earnings valuation model for firmswith dividend increases is acharacteristic of LIFO change
firmsand not all firms.

The coefficient of the earnings effect of LIFO accounting change (b,) is insignificant and
thus not very informative in determining whether the market interprets the earnings effect of
LIFO differently based on the prior dividend increase signal. The coefficient is, however,
negative for firms with dividend increases, though insignificant, and positive for firms with no
dividend changes. Since the earnings impact of LIFO is negative, the negative by coefficient may

be interpreted as weak support for the inference that dividend increases lead to a positive
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assessment of LIFO's impact on the value of the firm. One implication of this inference is that
studies such as Hand (1993) that examine the market reaction to LIFO announcement should
consider the presence of prior signals such as dividend increases in interpreting how the market
reacts to the LIFO news. Banker, Das and Datar (1993) provide some support for this view: they
find that market reaction to stock dividend announcements is conditioned on the available firm-

specific prior information, such as capital expenditures and regular dividend history.

Dividends Changes and Subsequent Annual Earnings Announcement

The result in Table 4 on the behavior of earnings and dividends for the control firms requires
some additional discussion. Thereisevidencein the literature to support the results reported here
for the control firms that a dividend increase announcement reduces the power of subsequent
earnings to explain returns, though earnings remain valuable (as seen from the by coefficient).
Venkatesh (1989) examines the impact of dividend initiations on the information content of
earnings, and reports that earnings in the post-initiation period play alesser information role than
pre-dividend earnings. The result in Table 4 for control firms also parallels the findings of
McNichols and Manegold (1983) that a richer information regime (in the form of initiation of
quarterly earnings reports in their study) reduces the power of annua earnings in explaining
returns.

Do the results in Table 4, while conforming to these findings with respect to the control
firms, contradict the above findings with respect to LIFO firms? The answer may depend on the
fact that research on information environment such as Venkatesh (1989) and similar research on

the corroboration between earnings and dividends such as Leftwich and Zmijewski (1994) and
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Brown, Choi and Kim (1994) focus on earnings announcement dates rather than annual earnings
asin Table4.

To understand whether the dividend increase signal atered the interpretation of the
preliminary annual earnings announcement in conformity with the above findings, sizedecile
adjusted daily excess returns were estimated for each LIFO change firm for the three trading
days (-1, O, +1) surrounding the preliminary annua earnings announcement date, and the
returns-earnings regression was estimated for the earnings announcement event. Results are
presented in Table 5 for the LIFO change firms. Consistent with the prior literature cited above,
adjusted R? are -3% for firms that had announced dividend increases previously and +20% for
firms that had no dividend changes. The overall R of 6% is in line with similar estimation

resultsinthe literature for daily returns (Lev, 1989).

Summary

Table 5 is intended for the specific goal of examining the consistency between the results in
Tables 3 and 4 and those of past studies that showed the negative effect of dividend increase
announcements on the informativeness of subsequent earnings announcements. Table 5 results
show that, for the LIFO change sample, the daily returns around the annual earnings do obey the
findings from the prior literature. However, the focus of this study is the behavor of the annual

returns in the year of LIFO change, presented in Tables 3 and 4. To summarize the findingsin
these tables, they show that the effect of adividend increase signal on atypica firm isto reduce
the power of the annual earnings vauation equation, while for the LIFO change firms it is the

absence of adividend increase that reduces the power considerably. The extremely low adjusted
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R? for the LIFO change firms that did not increase dividends means that investors trying to
interpret the firms prospects find the firms economic environment murky and confusing in the

absence of adividend increase signal.

5. CONCLUSION

The empirica results presented here show, generdly, that dividend policy is an effective
signaling tool for LIFO change firms, some of which use it to convey their underlying economic
performance. The annua market performance of LIFO change firms is strongly associated with
changesin dividend policy: those that do not announce a dividend increase incur negative annua
excess returns while LIFO change firms announcing a dividend increase are credited with
positive annual excess returns. The earnings response coefficient and R? from a regression of
annua returns with unexpected annua earnings also show large increases for dividend-
increasing LIFO change firms relative to those that do not increase their dividends. Thisisin
contrast to the reduced R? usually observed in the earnings-return relationship when firms reveal
information through other variables prior to earnings rel ease.

The paper's results shed light on a LIFO change firm's motivations for dividend signaling
and, consequently, on the market's ability to interpret a firm's LIFO change decision. The main
motivation for a firm adopting LIFO to also announce a dividend increase seems to be the need
to provide the market with clarifying supplementa information about its economic environment.
It is known that LIFO-adopting firms are faced with variable prices for their inputs and a tax
penalty on the consequent inflation-induced holding gains. LIFO-adopting firms aso tend to

have lower inventory turnovers, perhaps caused by slowing sales or by inventory build-up, and
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higher marginal tax rates (Lee and Hsieh, 1985; Dopuch and Pincus, 1988). While the cash
savings from LIFO adoption are "good news' to investors, the mix of economic factors leading
to LIFO adoption and these cash savings thus presents a "mixed blessing” to investors. The
results presented here suggest that LIFO change firms that adopt a dividend increase in the
change year are able to signal to the market that even though they face variable factor prices and
other potentialy unfavorable economic developments, their cash flows are, on average, not
affected negatively by the economic environment. Without the dividend increase, the market is
unable to interpret the economic environment of the firm as advantageous to the firm's cash
flows.

Previous studies on the market reaction to LIFO adoptions have been, on baance,
"inconclusive” (Hand, 1993). Researchers have had difficulty, for example, in documenting
positive average abnormal stock returns at the initial announcement of LIFO adoption, or at the
initial LIFO earnings release. In resolving this impasse, Hand (1993) considers the role of the
firm's public disclosures about LIFO adoption prior to LIFO announcement in influencing the
market reaction to LIFO adoption. The results presented here suggest that other disclosures by
firms such as dividend changes are d so likely candidates for influencing market expectations.

Table 4 has interesting results for the sample of nonraccounting change firms as well. While
the results in Table 4 are generally consistent with those in the literature for the impact of
dividend policy on earnings valuation, several additiond avenues of research on this issue seem
to be open. Lipe (1990) examines the effect of aternative information on the market valuation of
accounting earnings, but his focus is on the predictability of future earnings. Brown, Choi and

Kim (1994) examine the joint informativeness of dividends and earnings but their analysis
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focuses mainly on information timing and firm size. A more general evauation of dividend
policy changes on the informativeness of earnings, in the spirit of Healy and Palepu (1988) and
Venkatesh (1989), both of which examine only special cases such as dividend initiations,

therefore merits future research.
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TABLE 1
1979-89 LI1FO Changes: Descriptive Statistics

Pane A: Distribution of LIFO Change by Y ear

1978 2
1979 9
1980 29
1981 25
1982 8
1983-89 14

Pane B: Characteristicsof LIFO Change and Control Firms

LIFO change firms are compared to a control sample of firms with no accounting changes.
Reported and adjusted earnings per share for each firm are divided by the beginning-of-the-year
stock price per share. All data (except the number of firms) are mean values.

LIFO No-Accounting-
ChangeFirms ChangeFirms

Number of firms 87 285
Sales ($ millions) 1,698 1,544
Change in sales (%) 13.48 10.98
Change in earnings (%) 119 0.74

Changein pre-accounting
change earnings (%0) 354 N.A.
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TABLE 2
Dividend Changes by LIFO Change Firmsand Other Firms
Panel A: Frequency of Dividend Changes

The table has the number of firms in each dividend category and the percentages, for LIFO
change firms and no-accounting-change firms.

LIFO Change Firms No Accounting Change Firms
% of All % of Divid. % of All % of Divid.
Number Firms Firms Number Firms Firms
Dividend increases 32 37% 41% 77 27% 46%
No change in dividends 45 52% 57% 85 30% 51%
Dividend decreases 2 2% 3% 5 2% 3%
Non-dividend paying firms 8 9% 118 41%

Panel B: Mean Percent Changein Dividends

This table has the mean percentage change in dividends in each category. Means differences
between LIFO change firms and control firmsare not significant.

LIFO No-Accounting-

ChangeFirms ChangeFirms

Dividend increases 15.4% 18.3%
Dividend decreases -66.7% -51.8%

Panel C: Firm Characteristicsby Dividend Decision

All data (except the number of firms) are mean va ues.

LIFO Change Firms No Accounting Change Firms
Dividend No Non- Dividend No Non-
Increase Change Paying Increase Change Paying
Number of firms 32 45 8 77 85 118
Saes ($millions) 2419 1,408 641 1,081 2,640 1,109
Changein sales (%0) 23.11 9.26 3115 756 -134 -6.40
Change in earnings (%) 4.08 0.38 3.50 182 0.38 -0.58

Changein pre-accounting
change earnings (%) 5.95 253 8.33 N.A. N.A. N.A.
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TABLE 3
Annual Returnsand Dividend Changes

The table reports the mean cumulative annual percentage returns for manth 4 of the year of the accounting change to
month 3 of the following year. Cumulative returns of a firm are computed from its excess monthly returns. For market
adjusted return, the benchmark to compute the excess monthly return is the monthly return onan equally weighted NY SE-
ASE market index. For size-decile portfolio adjusted return, it is the return on a portfolio of firms in NYSEASE
belonging to the same size decile. T-ratios are given in parentheses below the returns. The number of norrmissing
observations is given next to the returns.

LIFO Change No-Acctg. Change
% Return Firms % Return Firms
Market-Adjusted Returns
Dividend increase 4.36 32 457 77
(0.79) (1.43)
No change in dividends -4.48 53 1.49 201
(-1.60) (0.56)
T-Test: dividendincrease firmsvs
no change in dividends (unequal variances) (143 (0.74)
No change in dividends (dividend-paying) -4.63 45 -2.27 85
(-1.48) (-0.88)
Non-dividend paying firms -3.62 8 4.25 116
(-0.58) (1.01)
Size-Decile Portfolio Adjusted Returns
Dividend increase 5.26 32 6.54 77
(1.03) (1.99)
No change in dividends -5.02 53 153 201
(-1.74) (0.58)
T-test: dividend increase firmsvs
no change in dividends (unequal variances) (1.795) (1.19)
No change in dividends (dividend-paying) -5.14 45 -1.85 85
(-1.60) (-0.74)
Non-dividend paying firms -4.38 8 4.00 116

(-0.64) (0.96)



TABLE 4

Annual Returns, Earnings and Dividend Changes

The dependent variable, R, is the cumulative annual return from month 4 of the year of the accounting change to month 3
of the following year. Annua returns are based on monthly excess monthly returns, computed against the monthly returns
for a benchmark portfolio of firms in NY SE-ASE belonging to the same size decile. The independent variable for no-
accounting-change firms is dE, the change in annual earnings per share. For LIFO change firms, the independent variables
are dAE, earnings change excluding the accounting change effect, and AC, the earnings effect of accounting change. dE,
dAE and AC are deflated by the beginning of the year stock price per share. DIV is adummy variable with value of 1 for

dividend increases and O for no dividend changes. Tratios are given below coefficient estimates.

Pand A: Ry=a + b; dAE + b, AC (LI1FO changefirms)

Ra =& + by dE (no-accounting-change firms)

Earnings Accounting Adjusted

Sample Firms Intercept Change
ap b]_

LIFO ChangeFirms

All firms 80 -0.0604 1.0750
(-2.14) (4.11)

Firms with dividend increases 30 -0.0976 1.4480
(-1.84) (2.90)

Firms with no dividend changes 50 -0.0608 0.6218

(-179) (183

No-Accounting-Change Firms

All firms 250 0.0033 1.2833
(0.197) (6.44)

Firmswith dividend increases 76 0.0245 2.2529
(0.69) (2.76)

Firms with no dividend changes 174 -0.0142 1.1727

(-072)  (5.80)

Pand B: R,=a,+ b3z dE + b, DIV x dE

Earnings
Sample Firms Intercept Change
27) b3

LIFO change firms 80 -0.0550 0.6097

(-249)  (181)

No-accounting-change firms 250 -0.0040 1.1775
(-0.23) (5.69)

Effect R?
b
0.0616  0.1625
(0.06)
22343  0.3082
(-0.72)

03794  0.0270
(0.36)

0.1397

0.0812

0.1589

Dividend Adjusted
Change R?
b4
1.0884 0.1932
(2.00)

13530  0.1474
(1.80)



TABLES

Dividend Changes and Subsequent Ear nings Announcement
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The dependent variable, Ry, is the three-day (days -1, 0 and +1) cumulative daily returns around the preliminary annual
earnings announcement date. Daily excess returns are computed against the daily return for a benchmark portfolio of firms
in NY SE-ASE belonging to the same size decile. dE is the change in annual earnings per share, deflated by the beginring
of the year stock price per share. DIV is a dummy variable with value of 1 for dividend increases and O for no dividend

changes. T-ratios are given below coefficient estimates.

Pand A: Rqy=a; + b; dE

Earnings
Sample Firms Intercept Change
ag b]_
LIFO ChangeFirms
All firms 79 0.0040 0.1239
(1.02) (2.59)
Firms with dividend increases 31 0.0024 0.0213
(0.33) (0.25)
Firms with no dividend changes 48 0.0091 0.2152
(1.86) (3.57)

Pand B: Rg=a, + bsdE + b, DIV X dE

Earnings
Sample Firms Intercept Change
2%) b3
LIFO changefirms 79 0.0067 0.2098
(1.66) (3.40)

Adjusted
RZ
0.0684
-0.0322

0.1997

Dividend
Change

-0.2116
(-2.13)

Adjusted

0.1093



