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Abstract: Purpose – The purpose of this article is to present the signalling effect, in particular, to introduce 
its theoretical foundations and to review major empirical studies on this effect.
Design/methodology/approach – The literature review enabling to identify and discuss the main theoretical 
and empirical works regarding the signalling effect.
Findings – The conducted study of the literature on the signalling effect leads to a conclusion that although 
researchers generally agree that dividend payments give some information, there is no consensus on what 
they really signal.
Originality/value – Dividend theories described in the Polish literature are most often discussed in a collec-
tive way. By focusing on only one dividend policy aspect, i.e. the signalling effect, the article offers a more 
in-depth and comprehensive view of the presented issue.
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Introduction

Although the dividend has been known since the sixteenth century, it was only the twentieth 
century, and, more specifically, the years after World War II, that had the greatest impor-
tance for the development of the research on this issue (Lease et al., 2000, p. 5). Decisions 
on a dividend policy, apart from solutions regarding investments and shaping of an opti-
mal capital structure, are one of the most important areas of financial decisions of compa-
nies. A dividend policy, in terms of its impact on the value of a company, has remained one 
of the most controversial issues in finances for several decades. It might be confirmed by the 
fact that the debate on a dividend policy was mentioned by Brealey and Myers (2011, p. 872) 
among the ten most important financial issues, which still have no satisfying theoretical 
solution.

A long term character and a wide scope of debates have given rise to a vast body of 
literature, which grows practically day by day. A complete overview of all the topics of this 
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dispute in a single article is thereby not feasible. Therefore, the purpose of this article is to 
present only one topic i.e. the signalling effect, and, in particular, an implication according 
to which changes in the current dividend policy and future changes in profits should aim in 
the same direction. To accomplish this objective, main arguments and explanations under-
lying the signalling effect have been discussed in the first place. Next, an attempt has been 
made to order and review the most important empirical studies regarding the mentioned 
aspect of the effect.

1.	 The signalling effect - theoretical foundations

When Miller and Modigliani (1961) were developing the dividend irrelevance theory, they 
assumed that both managers (insiders) and investors (outsiders) have identical information 
about a given company. However, a phenomenon of information asymmetry appears in real 
conditions of the financial market. Managers, who deal with company affairs on a daily 
basis, have information about their current situation and prospects, which is not accessible 
from the outside. This information gap between the knowledge possessed by insiders and 
outsiders respectively, might cause a situation when the intrinsic value of the company is not 
known on the market. In such a case, the market price of shares is not always an accurate 
measure of the value of a company. Managers trying to fill this information gap might face 
the necessity of sharing their knowledge with investors, e.g. by the means of a dividend. 
In this way the investors might also know the intrinsic value of the company. Even the above 
mentioned Miller and Modigliani (1961, p. 430) suggested that prices of shares might react 
to dividend changes when markets are imperfect. In their opinion, dividend announcement 
might be perceived as a transmission of classified information on the future income poten-
tial of the company. The authors called this type of situation a phenomenon of the informa-
tional content of dividends. Currently, it is also referred to as the effect (hypothesis) theory 
of signalling (Sierpińska, 1999, p. 122; Cwynar, Cwynar, 2007, p. 182; Kowerski, 2011, 
p. 85; Tuzimek, 2013, p. 181).

According to the signalling theory, investors might make conclusions regarding the fu-
ture financial results of the company based on signals (information) derived from dividend 
announcements. However, two conditions must be fulfilled so that this theory could prove 
true. Firstly, managers must have private information on the prospects of the company, inac-
cessible from the outside, and must be willing to share it with the market. Secondly, the sig-
nal transmitted by managers must be real, i.e. announcements of a dividend growth should 
be combined with relevant prospects and adequate financial resources so that weak entities 
with no prospects were not able to imitate such signals and send any false information to the 
market. Thus, if these two conditions were met, the market should respond positively to the 
announcement of the dividend growth and react negatively in the opposite situation (Koch, 
Shenoy, 1999).
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Since managers have more information about the prospects of entities they manage than 
external investors, they may be able to use announcements of a dividend change as a tool 
to provide information on the future growth of the company and its profits to the financial 
market. Meanwhile, external investors might perceive these announcements as a reflection 
of the managerial evaluation of the current company performance and its prospects. The an-
nouncement of a dividend payment increase might, therefore, be interpreted as good news 
that the company bodes well for the future in terms of the growth and profits, and that is 
why the prices of its shares “today” should respond positively. Similarly, an announcement 
of a dividend decrease might be treated as bad news – a signal that the company has weak 
prospects; the prices of shares “today” might, in that case, react negatively.

For the above reasons, it is not surprising that managers do not want to announce any 
reductions in a dividend level. Lintner (1956, p. 100) argued already that corporations are 
generally reluctant to any change in the adopted policy of payment. Managers increase divi-
dends only when they think that company profits will rise permanently and they reduce 
dividends in the situation where a current level of payments cannot be maintained in the 
future. This forecast of behaviours is consistent with the so-called dividend smoothing hy-
pothesis. It means that managers will be aiming to smooth a dividend level in the long term 
and, at the same time, they will not be making any significant current increase in dividend, 
unless they are be able to keep these increased dividends in the foreseeable future, too. 
Lipson and others (1998, p. 44) further stated that managers will not even initiate a dividend 
payment until they do not reach a conclusion that these dividends can be supported by future 
profits.

It should be noted that the managing board of the company can use a dividend change as 
a signal to communicate information to the market, but, in some cases, these changes can 
generate ambiguous signals. The following situation might serve as an example: the com-
pany can reduce a dividend payment and use its own resources to finance investments in 
order to improve its future results. If managers communicate with investors unsuccessfully, 
the share price may decrease in the short term because the market, not having full informa-
tion, may mistakenly interpret this event as a signal of deteriorating prospects (Soterennis 
et al., 1969; Quiry et al., 2005).

Although a phenomenon of the informational content of dividends was already recorded 
in the capital market in the 1950s and early 1960s, in this initial period it did not possess any 
theoretical foundations because it was not modelled until the end of 1970s and the beginning 
of 1980s. Bhattacharya (1979), John and Williams (1985), as well as Miller and Rock (1985), 
are usually considered to be the creators of a model presentation of the signalling theory 
and in their theoretical considerations they tried to explain how and why decisions about 
changes in the level of the dividend payment signal information to the market.

In general, their models are based on different assumptions, but also have something in 
common. One shared assumption is the presence of the information asymmetry between 
company managers and shareholders. Managers are considered here as a group possessing 
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the best, most complete information on the current situation of the company and its pros-
pects. Secondly, all authors assume that dividend announcements are used as a signalling 
mechanism because they contain specific information on the company and also because 
managers have motivation to communicate their private information to the market by these 
signals in order to close the information gap. Moreover, a common element of the models is 
a conclusion drawn from them that an announcement of dividend increase is interpreted as 
a good sign, communicating to the market that a company has good prospects for the future 
and can afford to increase cash expenditure.

2.	 The current changes in a dividend level and the future results  
of the companies – the practice of the markets

Researchers (Koch, Shenoy, 1999, p. 17; Allen, Michaely, 2002, p. 66; Al-Malkawi et al., 
2010, p. 187; Chen, 2006, p. 27; Seaton, 2006, p. 44; Zenonos, 2003, p. 138) agree that the 
signalling theory brings important and empirically verifiable implications, focusing on the 
two of them.

The first implication states that share prices should, immediately after the information 
announcement, move in the same direction as the announced, unexpected changes of the 
dividend.

According to the second one, changes in a dividend level should entail identical, in terms 
of the direction, changes in the level of the future profits. In practice, it deals with the answer 
to the question whether it is possible to predict the future results of the company based on 
the changes in its current dividend policy.

The subject literature has devoted a lot of attention to the above mentioned consequences 
of the signalling effect. In this article, due to its volume limitations, the focus has been put 
on presenting empirical studies referring only to the second implication. The first implica-
tion has been omitted, bearing in mind, however, that it is extremely vital because, if a given 
dividend announcement does not lead to a specific, predictable reaction of share prices in 
the short term, then the validity of the conclusions drawn from the signalling hypothesis is 
doubtful.

Watts (1973) was one of the first scientists who tried to verify a statement that it is pos-
sible to forecast future profits in a better way when they are based on the information on the 
past and current dividend tendencies, rather than on the information on the past and current 
profits. Watts (1973) tested whether the level of profits in the year t + 1 can be explained 
by the current (year t) and past (year t – 1) level of dividends or profits using a sample of 
310 corporations for the years 1946–1967. The results of all his analyses have shown that 
the connection between future profits and unexpected current changes in dividends exists, 
which would confirm the signalling hypothesis. Watts (1973, p. 211), however, taking into 
consideration the fact that the level of significance of his results was very low, eventually 
came to a conclusion that the value of information contained in dividends is very small. 
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Gonedes (1978) came to similar conclusions regarding the informational content of divi-
dends. The results of the research carried out by Benartzi and others (1997), or DeAngelo 
and others (1996), also showed the lack of relationship between the ongoing changes in 
a policy of dividend payment and future profits.

Laub (1976) and Pettit (1976), in response to the above mentioned findings made by 
Watts (1973), questioned his conclusions in two independent papers published in 1976. Both 
authors concurred in their deductions that dividends contain information on future profits.

The results obtained by Healy and Palepu (1988) were also partly in line with the signal-
ling theory. Analysing the sample of the companies which initiated the payment of divi-
dends, they found out that profit of those entities increased in the year of initiation and also 
in the two subsequent years. In the sample of the companies which ceased paying dividends, 
however, the achieved results were opposite to what the signalling theory predicts. Although 
the profit of those companies decreased in the year when the cessation of payments was an-
nounced, it significantly increased over the next two years.

In the recent publications, which have appeared in the twenty-first century, one can also 
find a number of studies conducted in the US market, which have attempted to verify the 
signalling hypothesis. Among that set of tests there are both those that do not support the 
informational content of the dividends hypothesis and those which results are at least partly 
consistent with the conclusions of this hypothesis.

For example, Grullon and others (2002), came to the conclusions contrary to the signal-
ling theory. Analysing the sample of the companies which changed their dividend by more 
than 10%, the authors showed that a dividend increase (or reduction) in the subsequent years 
was associated with a decrease (or increase) in profitability (ROA) and a decrease (or in-
crease) in the systematic risk. Grullon and others (2005), also demonstrated that dividend 
changes were negatively correlated with future changes in profitability (ROA). Summing up 
their results, the authors stated definitively that the changes in the dividend policy do not 
contain any information about the future profits.

Nissim and Ziv (2001) came to the conclusions opposite to the above presented ones, 
i.e. to those consistent to some extent with the signalling hypothesis. The results of their 
research were in line with the findings obtained by Healy and Palepu (1988). Although these 
authors generally confirm that the changes in dividends and the changes in profits are posi-
tively correlated, which supports the signalling hypothesis, simultaneously, they have not 
found any relationship between the dividend reduction and the future profitability (ROE) of 
the companies.

However, Howatt and others (2009), fully confirmed the signalling hypothesis in their 
studies. The research results have shown that an increase/initiation of payment (a reduction/
cessation of payment) of the dividend leads to an increase (or decrease) in the EPS level 
in the future. Moreover, quite surprisingly, their findings have shown that, contrary to the 
results of Grullon and others (2002), changes in a dividend level lead to an immediate and 
future risk increase.
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Chen and Fu (2011), trying to verify, i.a. the signalling hypothesis, obtained, in turn, 
mixed results. On the one hand, the results of their analyses confirmed regularities relevant 
to the hypothesis referring to the relationship between a dividend increase and future results 
measured by the level of profits from a business activity. On the other hand, in the case of 
a measure of future profits expressed by the EBITDA level (earnings before interest, tax, 
depreciation and amortization), the results did not prove the hypothesis.

Summing up the above overview of studies, one can form an opinion that the evidence 
gathered for the American market does not allow to state unambiguously that the changes in 
the dividend policy carry with them the information about the future results of the compa-
nies. A similar conclusion, however, can be reached by following the results of the research 
conducted on stock markets in other countries.

Research by Chowdhury and others (2010), carried out on the Chinese market, can be 
mentioned among the works which confirmed the signalling hypothesis. The results of their 
study showed that an increase (or reduction) in the current level of dividend payments is 
a positive (or negative) signal about the future profits of companies (the ROE was used as 
a measure of profit). Similar conclusions were also drawn by Lee (2010), who confirmed the 
informational content hypothesis, by examining only the cases of dividend increases on the 
stock market in Singapore (the EPS was used as a measure of profit). In turn, Choi and oth-
ers (2011), examining the informational content of dividends on the South Korean market, 
were not able to positively verify the hypothesis, utilising, at first, the entire sample of the 
companies. However, when they divided the research sample into the companies belonging 
to chaebols and the ones not belonging to chaebols, they were able to positively verify the 
hypothesis in the case of the latter (the ROA was used as a measure of profit). In the end, 
the authors formulated a conclusion that the system of corporate governance in which the 
companies function, may determine the informational content of dividends. Liljeblom and 
others (2015), studying the signalling theory in the companies from Denmark, Norway and 
Sweden, were also not able to positively verify the analysed hypotheses on the basis of the 
entire sample of companies. However, when they split companies into respective countries, 
the hypothesis was fully and positively verified for the Swedish companies (the EPS was 
used as a measure of profit).

Scientists studying the relationships between the current changes in dividend and future 
profits of the companies in the Iranian, British and Malaysian markets, partly confirmed 
the signalling hypothesis. In particular, the results of the studies by Lee and others (2012), 

conducted on the stock market in Malaysia indicated that the changes in dividends (an 
increase/a decrease) must be of a substantial size (by 50% or more) to carry a specific signal 
about the future profits (the EPS was used as a measure of profit), although the scope of 
this signal was limited to only one year after the changes. In turn, analyses of Ghodrati and 
Hashemi (2014), conducted for the companies from Iran, showed that an impact of a divi-
dend increase on the future profitability of the companies (the ROE was used as a measure 
of profit) was positive in the next three years (+1, +2, +3) but statistically significant only in 
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the first year. However, in the case of a dividend reduction, the authors did not confirm the 
occurrence of dependences relevant to the signalling hypothesis. That hypothesis could not 
also be confirmed by Gwilym and others (2008), in the case of the cessation of payments 
among the companies from the UK. Yet, the authors found some statistically significant 
evidence of the positive impact of decisions to resume dividend payments on the future 
profitability of the companies (the ROE was used as a measure of profit), but only in the 
first year after that decision. In the case of the two consecutive years, however, profitability 
decreased.

Similarly to numerous studies which confirm the occurrence of dependencies relevant to 
the signalling hypothesis on stock markets in many countries to a lesser or greater degree, 
there are also tests which do not prove it. The lack of the confirmation of the hypothesis can 
be noted, e.g. on the stock market in Turkey (Kadıoğlu, Öcal, 2016), Thailand (Fairchild 
et al., 2014), France and Portugal (Vieira, Raposo, 2007) or Switzerland (Stacescu, 2006).

Wrońska (2009), Brycz and Pauka (2013), as well as Pieloch-Babiarz (2015), tried to 
verify the discussed aspect of the signalling hypothesis on the Polish stock market. In the 
first case, Wrońska (2009) analysed the relationship between dividends and various meas-
ures of the effects of an activity (net profit, operating profit, net cash flow, net operating 
cash flow), which were achieved by companies both before and after the payment of divi-
dends. However, the results of her study did not confirm the hypothesis, because the final 
conclusion was a statement that “in the case of the examined companies dividends contain 
information about past results and can be only used as a signal of this performance”. In turn, 
Brycz and Pauka (2013), referring to the cases of dividend payment initiations, tried to an-
swer the question: “Is it possible to treat information about commencement of dividend pay-
ments as actual signals emitted by the management boards of these companies about their 
expected improved financial condition in the future?”. The results of their analyses showed 
that the companies initiating dividend payments increased their assets and sales revenue 
in the future, however, as stated by the authors, “forecasting a message of initial dividends 
regarding future results is no longer strong enough for the investors to base their expecta-
tions exclusively on it”. The initiation of dividend payments was also a subject of the study 
by Pieloch-Babiarz (2015), who, unlike the above mentioned authors, proved the signalling 
hypothesis with her results. In particular, she stated that companies which initiated dividend 
payments had usually been profitable a few years before (t – 5) making the first payment, as 
well as several years after (t + 4), whereas in the first year (t + 1) following the year of the 
initiation, the average profitability of the companies decreased.

Final remarks

The purpose of this article was to present the signalling effect. To achieve this objective, the 
paper, in the first place, discussed the basic arguments and explanations constituting theo-
retical foundations of the presented effect. Subsequently, an attempt was made to overview 
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and order empirical studies, which tried to answer the question: “Is it possible to predict 
future profits of a company on the basis of changes in a current dividend level?”. The con-
ducted study of literature leads to a conclusion that, while the researches generally agree 
that dividend payments give some information, there is no consensus on what they really 
signal (Frankfurter et al., 2003, p. 99; Benhamouda, 2007, p. 188). The answer to the ques-
tion if dividends signal the trend of historical profits, or maybe they are a more accurate 
measure of the current profits or maybe they signal expectations for a future profit, is left 
open. It seems that the above mentioned lack of consensus confirms that the famous words 
by Black (1976, p. 5) remain valid despite the passage of time: “The more we look at the pic-
ture of dividends, the more it seems to be like a puzzle, which pieces just do not fit together”.
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EFEKT SYGNALIZACJI – ZMIANY W BIEŻĄCEJ POLITYCE DYWIDENDY  
A PRZYSZŁE WYNIKI SPÓŁEK – TEORIA I PRAKTYKA

Streszczenie: Cel – Celem artykułu jest przedstawienie efektu sygnalizacji a w szczególności przybliżenie 
jego teoretycznych podstaw oraz dokonanie przeglądu głównych badań empirycznych nad tym efektem.
Metodologia badania – Przegląd literatury umożliwiający zidentyfikowanie i omówienie głównych prac 
teoretycznych i empirycznych dotyczących efektu sygnalizacji. 
Wynik – Przeprowadzone studium literatury, dotyczącej efektu sygnalizacji, prowadzi do wniosku, że wśród 
naukowców tak jak zasadniczo jest zgoda co do tego, iż wypłaty dywidend niosą z sobą pewne informacje, 
tak nie ma zgody co do tego co one tak naprawdę sygnalizują.
Oryginalność/wartość – Opisywane w polskiej literaturze teorie dywidendowe omawiane są na ogół w spo-
sób zbiorczy. Artykuł skupiając się tylko na jednym kontekście polityki dywidendowej tj. efekcie sygnaliza-
cji oferuje bardziej dogłębne i kompleksowe spojrzenie na prezentowane zagadnienie.

Słowa kluczowe: dywidenda, efekt sygnalizacji
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