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Corporate Payout Policy and Credit Risk: Evidence from CDS Markets

Abstract

We examine the consequences of unexpected dividend changes in the cost of debt using evidence
from the credit default swaps (CDS) market. We find that CDS spreads substantially increase in
response to dividend cuts, especially during recessions and among firms with high credit risk and
worse past stock performance, suggesting that the information content effect of dividend cuts
dominates the wealth transfer effect for debt holders. In addition, dividend cuts are followed by
a higher probability of defaults and credit rating downgrades. We find little evidence that CDS
spreads change in response to dividend raises or share repurchases.

Keywords: Credit default swaps, Dividend policy, Credit risk, Information content, Wealth
transfer
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Corporate Payout Policy and Credit Risk: Evidence from CDS Markets

1. Introduction

Despite tax disadvantages and a lack of flexibility, dividend payouts remain economically
significant and salient (Floyd, Li, and Skinner (2015)). A well-documented empirical regularity is
that firms usually increase dividends gradually and rarely cut them (Allen and Michaely (1995)).
According to the survey by Brav, Graham, Harvey, and Michaely (2005), managers believe that
maintaining the dividend level is as important as making investment decisions and will only resort
to slaying the sacred cows by cutting dividends when they are unable to conserve or raise funds
using other means. However, the strong desire to avoid dividend cut of most managers has not
been fully understood by the existing studies. In this paper, we provide fresh evidence that dividend
cutting is associated with a substantial increase in the cost of debt, especially when firms are
already in financial distress. Our results provide a potential explanation for the puzzling
phenomenon: managers are extremely reluctant to cut dividends even when firms are short on cash.

Prior research provides extensive evidence that the stock market reacts negatively (positively)
to announcements of dividend cuts (raises). Such market reaction in response to unexpected
dividend changes can be explained by the information content hypothesis, which states that due to
the asymmetric information between managers and outsider shareholders, dividend cuts signal the
decline in firms’ future prospects (see, for example, Bhattacharya (1979), John and Williams
(1985), and Miller and Rock (1985)). Alternatively, the wealth transfer effect posits that dividend
payments represent a wealth transfer from debt holders to equity holders and dividend cuts are
perceived as bad news to the equity market. While both hypotheses have the same prediction for

equity markets, they yield opposite predictions for debt markets. The information content



hypothesis predicts that debt value should decrease while the wealth transfer hypothesis predicts
that debt value should increase in response to dividend cuts. However, the consequence of dividend
cuts in the debt market is less understood and the empirical evidence is mixed. For example,
Handjinicolaou and Kalay (1984) find that bond prices react negatively to dividend cuts, while
Dhillon and Johnson (1994) show the opposite.!

In this paper, we take advantage of the credit default swaps (CDS) market to shed new light on
the controversial findings on the relation between dividend decisions and firm credit risk. Due to
data availability, past studies generally investigate the relation between dividend policy and credit
risk by utilizing secondary corporate bond prices.> While in principle credit risk should be reflected
similarly in both CDS spreads and bond prices, CDS spreads have several important advantages
over bond prices. First, CDS spreads are a more accurate measure of credit risk, while bond prices
are affected by various non-credit risk factors, such as systematic risks unrelated to default (e.g.
interest rate risk) and liquidity (Chen, Lesmond, and Wei (2007), Covitz and Downing (2007),
Bao, Pan, and Wang (2011), Lin, Wang, and Wu (2011), Acharya, Amihud, and Bharath (2013)).
Second, CDS markets reflect changes in credit risk more quickly and timely than the bond markets.
Institutional features facilitate continuous flow of trades in the CDS markets, while secondary
bond markets are much less liquid due to the “buy and hold” portfolios of institutional investors.

As a result, a number of studies find that the CDS markets lead the bond markets in credit risk

! Specifically, Handjinicolaou and Kalay (1984) examine 1,967 dividend announcements from 1975-1976 and find
that bond prices react negatively to dividend cuts. In contrast, Dhillon and Johnson (1994) examine 131 dividend
change announcements from 1978 to 1987 and find that bond prices react positively to dividend cuts. Both studies
find little evidence that bond prices react to dividend raises.

2 Early studies obtain daily bond returns from The Wall Street Journal and monthly returns from Moody’s and
Standard and Poor’s Bond Guides or the Lehman Brothers Bond Database. The recently TRACE database make
individual bond transactions available. A disadvantage is that TRACE only starts from July 2002 and is only fully
implemented in February 2005, which cannot cover the recession during 2001-2002. Although TRACE covers more
firms than the CDS data does, due to illiquidity in the secondary corporate bond market, only less than 20% of firms
have institutional-sized bond trades during or one day after dividend announcements.
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price discovery.® Third, CDS contracts are standardized and homogeneous, while corporate bonds
are associated with heterogeneous features, such as embedded options, guarantees, and covenants.
Thus, CDS spreads serve as a much better and more direct measure of firm credit risk than
secondary corporate bond prices. A number of recent papers use CDS spreads to estimate credit
risk premia and recovery rates in asset pricing studies (for example, Elkamhi, Jacobs and Pan
(2014) and Friewald, Wagner, and Zechner (2014)), and to measure firm financial heath and
default risk in corporate finance studies (for example, Carlson and Lazrak (2010), Hortacsu,
Matvos, Syverson and Venkataraman (2013), and Adelino and Dinc (2014)).

Our sample consists of 14,377 dividend announcements by firms with CDS trading data from
2001 to 2014. We find that dividend cuts tend to be less frequent but larger in magnitudes than
dividend raises. In addition, our univariate analysis shows that CDS spreads increase (i.e., debt
markets react negatively) during the announcements of dividend cuts and CDS spreads decrease
(i.e., debt markets react positively) during the announcements of dividend raises. This result
suggests that for debt holders, the information content effect of dividend changes dominates the
wealth transfer effect.

We also find that CDS spreads react more strongly to dividend cuts than to dividend raises.
For example, one-year CDS spreads on average increase by 55 percent during the 15-day event
window surrounding the announcements of dividend cuts* but decrease by merely 1 percent during

the same event window surrounding the announcements of dividend raises. In our regression

3 See, for example, Blanco, Brennan, and Marsh (2005), and Daniels and Jensen (2005). Several studies, such as
Norden and Weber (2004), and Acharya and Johnson (2007), also suggest that CDS markets respond to adverse
changes in credit risk earlier than equity markets.

4 We choose a relatively large event window, (-7, 7) trading days, because our analysis suggests that CDS spreads
start to react as early as seven trading days before the dividend announcement date. This design choice is also in line
with the finding in prior studies that the CDS market reacts earlier to event announcements than other markets (Loon
and Zhong (2014)). The results based on alternative event windows, (-5, 5) and (-3, 3) trading days, have similar
patterns but smaller magnitudes.



analysis, controlling for concurrent information from the equity market (i.e., stock returns) and
other firm news (i.e., earnings surprises), we find that changes in CDS spreads are associated with
dividend cuts but not dividend raises. This result holds after further considering the magnitudes of
the dividend changes.

The asymmetric reaction of CDS spreads to dividend cuts versus dividend raises is consistent
with two explanations. First, the payoff function of debt is concave. Due to the non-linear
asymmetric payoff functions for debtholders, debt value will decrease more than it would increase
for the same change in the firm’s market value (Handjinicolaou and Kalay (1984)). Second,
dividend decisions are not exogenous. Because managers are more likely to cut dividends when
firms are in distress and face long-lasting liquidity crises, debt value will change more from
dividend cuts than dividend raises.

To further understand our results, we perform analyses conditional on macroeconomic
environments and firm-level credit risk. We find that the increase in CDS spreads in response to
dividend cuts is greater during periods of recession and among firms with high credit risk and
negative past stock performance. We continue to find that CDS spreads do not react to dividend
raises in general, although there is some evidence that CDS spreads decrease more from dividend
raises among firms with negative past stock performance. These results are consistent with our
expectation that the effect of dividend changes on debt value should be more pronounced when
firms approach defaults. They also confirm that dividend cuts have a greater information content
effect than dividend raises.

It is worth noting that the dominance of the information content effect does not rule out the
wealth transfer effect. In addition, the information content hypothesis only suggests that dividend

changes convey new information to the market. We are agnostic about the motivations behind the



dividend decisions. For example, while managers may use dividend raises as a signal to the market
participants for firms’ future prospects or as a way to transfer wealth from debt to equity holders,
they are unlikely to use dividend cuts for these reasons. However, once the decision is made,
announcements of dividend cuts and raises can have the unintended consequences of conveying
information to the market or causing wealth redistribution between debt and equity holders.

To shed light on the relative importance of the information content and wealth transfer effects,
we attempt to quantify these effects by estimating the changes in debt value associated with
announcements of dividend cuts and raises. We first estimate the net change in debt value based
on the information in a firm’s term structures of CDS spreads (Feldhutter, Hotchkiss, and Karakas
(2016)). We then estimate the wealth transfer effect based on the amount of dividend payments
and default probabilities. Finally, we subtract the estimated wealth transfer effect from the
estimated net change in debt value to obtain the estimated information content effect. Our results
confirm that the information content is the predominant effect of dividend change announcements
and that announcements of dividend cuts are associated with greater changes in debt value than
announcements of dividend raises. For example, our estimation suggests that during the
announcements of dividend cuts, the average debt return is -0.753%.> In addition, we estimate that
this number consists of 0.132% and -0.886% for the wealth transfer effect and information content
effect, respectively. In contrast, during the announcements of dividend raises, the average debt

return is only 0.009%.

5> We assume that all long-term debt is a 5-year zero-coupon bond with present value equal to its current book value.
To the extent that the average maturity of a firm’s long-term debt is longer than five years, we under-estimate the net
change in debt value. Nonetheless, our estimated magnitude of bond return during announcements of dividend cuts is
greater than the amount documented in Handjinicolaou and Kalay (1984)), suggesting that the information content of
dividend cuts is stronger than previously thought.



We also evaluate the information conveyed by dividend cuts and raises for assessing credit
risk. We find that firms with dividend cuts are more likely to experience subsequent defaults and
downgrades of credit ratings. The results for dividend raises are more nuanced: firms with dividend
raises do not have a lower likelihood of future defaults but are more likely to receive future credit
rating upgrades. In terms of economic significance, the odds of defaults for firms experiencing
dividend cuts are 3.25 times as high as the odds of defaults for firms without dividend cuts. Firm
credit ratings on average decrease by 0.26 notches after a dividend cut and increase by 0.03 notches
after a dividend raise.

Finally, we extend our analysis to examine the effect of share repurchases on CDS spreads.
Share repurchases are an important alternative form of payout policies but do not involve ongoing
commitment as dividend raises do (Guttman, Kadan, and Kandel (2010)). Using a sample of 1,248
repurchases from 2001 to 2014, our univariate analysis finds weak evidence that CDS spreads
increase in response to the announcements of share repurchases. This result supports the wealth
transfer effect and is consistent with the finding in Maxwell and Stephens (2003) that bond prices
decrease in response to repurchase announcements. However, this relation becomes insignificant
after controlling for information from the equity market. In sum, these results suggest that share
repurchases play a negligible information role for debt holders.

We contribute to the literature in three important aspects. First, our study helps to rationalize a
long-lasting but less-understood regularity of dividend policy: managers have a strong desire to
avoid cutting dividend and treat maintaining the dividend level on par as making investment
decisions (Brav, Graham, Harvey, and Michaely (2005)). Using CDS spreads as a clean measure
of firm credit risk, we provide clear evidence that dividend cuts send strong negative signal to the

credit market and are associated with substantial increase in the cost of debt.



Second, by conducting our study using a large sample covering firms with heterogeneous
financial conditions through different economic cycles, our study allows a more updated and in-
depth understanding of the impact of payout policies on credit risk. Our finding also has
implications on the controversy of dividend payouts during the 2008-2009 financial crisis. During
the crisis, firms showed strong reluctance to cut dividends even when they suffered large losses.
Because these dividend payments can represent a transfer of wealth from debt to equity holders,
firms are often urged to stop the payments to protect debt holders (Scharfstein and Stein (2008);
Acharya, Gujral, Kulkami, and Shin (2011)). Yet it is also possible that dividend cuts will convey
news about worsened firm prospects and therefore harm debt holders. We show that CDS spreads
spike when firms cut dividends during financial crises. This finding is consistent with the view
that managers are reluctant to cut dividends during financial distress, not because they use
dividends to expropriate debt holders but because dividend cuts are a sign of their firms’ financial
weakness (Floyd et al. (2015)).

Third, we improve our understanding of the information content explanation of payout policy.
The traditional view of the information content explanation suggests that dividend changes convey
managers’ views of future earnings prospects. However, several studies cast doubt on this view by
documenting that dividend raises and cuts are not followed by future earnings increases and
decreases (DeAngelo, DeAngelo, and Skinner (1996); Benartzi, Michaely, and Thaler (1997)). A
newer view is that dividend changes convey news about changes in discount rates. Grullon,
Michaely, and Swaminathan (2002) suggest that dividend raises are associated with a subsequent
decline in systematic risk because firms tend to increase their dividends when they become mature.
Charitou, Lambertides, and Theodoulou (2011) extend Grullon et al. and find that dividend raises

are followed by a reduction in default risk. Different from Charitou et al. (2011), who estimate



default risk using option- and accounting-based measures, we use CDS spreads that are directly
measurable and mainly capture changes in default probabilities and default risk premia. In addition,
Charitou et al. focus on dividend raises, whereas we examine both dividend cuts and raises. Our
study not only documents the asymmetric effect of dividend cuts versus raises on credit risk but
also examines the predictability of dividend changes on future defaults and credit rating changes,
thereby asserting the link between dividend cuts and firm credit risk.

The remainder of the paper proceeds as follows. Section 2 describes the data. Section 3 presents

the empirical results. Section 4 discusses additional analyses and Section 5 concludes.

2. Data

We obtain CDS data during the period 2001 to 2014 from Markit. We focus on CDS contracts
with maturities of one, three, and five years because they are the most liquid contracts. In addition,
to enhance the homogeneity of the sample, we limit our analysis to CDS contracts that are
denominated in US dollars and adopt the no-restructuring (XR) or modified-restructuring (MR)
clause (Friewald et al. (2014)).° Data on daily stock returns and dividend announcement dates are
from the Center for Research in Security Prices (CRSP). Financial statement information and
credit rating data are from Compustat. We restrict our sample to common stocks traded on NYSE,
Amex, and NASDAQ and ordinary cash dividends paid in US dollars that are recurring in nature

(i.e., quarterly, semi-annual, and annual dividends). Our final sample for testing CDS market

¢ Under the XR clause, restructuring credit events are eliminated from a CDS contract. Under the MR clause, any
restructuring is defined as a credit event, but the deliverable obligations are limited to bonds with maturities within 30
months of the CDS contract’s remaining maturity.



reactions to dividend changes consists of 14,377 dividend announcements by 500 firms from 2001
to 2014.7

We obtain share repurchase announcements from the Securities Data Company (SDC) mergers
and acquisition database. We identify 9,784 share repurchase events from 2001-2014 after linking
the SDC and CRSP data. After further merging with CDS data, our final sample for testing CDS
market reactions to share repurchases consists of 1,248 repurchase announcements by 417 firms
from 2001 to 2014.

Table 1 presents the frequency of dividend changes and share repurchases by year. It shows
that 210, 2,140, and 12,027 announcements indicate dividend cuts, dividend raises, and zero
dividend changes, respectively. In addition, dividend cuts are more frequent in 2008 and 2009, and
dividend raises and repurchases are more frequent during 2005-2007.

Figure 1 plots the average cumulative CDS spread changes surrounding the dividend
announcement date for dividend cuts, dividend raises, and zero dividend changes. It shows that
CDS spreads start to react as early as seven trading days before the actual dividend announcement
date for both dividend cuts and dividend raises, indicating that the CDS market preempts the
public disclosure of dividend changes.® This pattern is similar to the findings in prior studies that
CDS markets usually react earlier to event announcements. For example, Loon and Zhong (2014)
show that the CDS market reacts to the announcement of central clearing 10 days before the
announcements. A potential explanation for this phenomenon is the use of insider information

(Acharya and Johnson (2007)). Consequently, we consider three different event windows: (-7, 7)

714,159 (98.5%), 68 (0.5%), and 150 (1%) of the sample are quarterly, semi-annual, and annual dividend payments,
respectively. We keep all types of dividend payments for completeness, but our results are qualitatively the same when
we restrict the sample to quarterly dividend payments.

8 This effect remains the same after we exclude dividend announcements with concurrent earnings announcements
during the (-14, 0) event window as shown in Table IA2 and Figure IA1 in Internet Appendix
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days, (-5, 5) days, and (-3, 3) days, also referred to as 15-day, 11-day, and 7-day event windows,
respectively, with day 0 being the dividend announcement date. We use the 15-day event window
as our primary event window.’

Table 2 presents the descriptive statistics of the variables used in our analyses. We winsorize
all continuous variables at the top and bottom 1% of their respective distributions. Appendix A
provides the definitions of the variables. We find that on the dividend announcement date, the
average CDS spreads for 1-year, 3-year, and 5-year contracts are 0.585%, 0.832%, and 1.067%,
respectively. During the 15-day event window, the average changes in CDS spreads for 1-year, 3-
year, and 5-year contracts are 0.004%, 0.004%, and 0.003%, respectively. In addition, the average
dividend change is 0.001%. Among observations with non-zero dividend changes, we find that the
average magnitude of dividend cuts (1%) is almost 10 times larger than the average magnitude of
dividend raises (0.1%). For the control variables, we find that the average equity return during the
15-day event window is 0.8%. The average earnings surprise and earnings change are 0.017% and

0.024%, respectively.

3. Empirical Results

3.1 CDS market reactions to dividend announcements

Table 3, Panel A presents a univariate analysis of the average CDS spread changes during
various event windows surrounding the announcements of dividend cuts, dividend raises, and
zero dividend changes. The table shows three main findings. First, CDS spreads strongly respond

to dividend changes. Except for the CDS contract with five-year maturity during the event

? Since most of the CDS market reaction happens before the announcement date, we also consider a shorter post-event
window from day -7 to day 1. The results for this shorter window remain qualitatively the same and are reported in
the Table IA3 in Internet Appendix.
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window (-3, 3) days, CDS spreads of all maturities significantly increase during the
announcements of dividend cuts and decrease during the announcements of dividend raises
throughout various event windows. These results suggest that the information content effect
dominates the wealth transfer effect of dividend decisions on credit risk. The market reaction to
dividend changes is not only statistically significant but also economically large. For example, as
the average one-year CDS spread is 0.585%, an increase of 0.322% for the one-year CDS spreads
during the 15-day event window of dividend cuts suggests that the one-year CDS spread jumps
by 55% (0.322/0.585) on average during this event window. In contrast, the CDS spreads
experience insignificant changes during announcements with zero dividend changes.

Second, the response of CDS spreads to dividend changes decreases with the maturity of the
CDS contract. During the 15-day event window of a dividend cut announcement, the 1-year, 3-
year, and 5-year CDS spreads increase by 0.322%, 0.266%, and 0.216%, respectively. This
finding suggests that dividend changes have a greater impact on CDS contracts with a shorter
maturity. Previous studies also report that the effect of current earnings news on CDS spreads
decreases with CDS maturity (Callen, Livnat, Segal (2009)). Intuitively, current dividend
decisions are more likely to be informative about firms’ ability to repay debtholders in the near
future. The default probability of reference entities in the distant future is not only determined by
the information revealed by current dividend decisions but also affected by future information as
uncertainty gradually resolves. Theoretically, Duffie and Lando (2001) show that credit spreads
under imperfect information are strictly higher than those under perfect information when
maturity approaches zero because investors are uncertainty about the distance between the firm

asset value and the trigger level at which the firm would default. The theory thus suggests that
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information has a larger impact on credit spreads when debt maturity is shorter.'® However, the
relation between CDS spreads, dividend policies, and maturity may be complicated by other
factors (such as liquidity) and ultimately is an empirical question.

Third, dividend cuts have a stronger impact on CDS spreads than dividend raises. The average
magnitude of the change in CDS spreads is much stronger during the announcements of dividend
cuts than the announcements of dividend raises. Using the event window (-7, 7) days, the average
magnitude of the change in one-year CDS spreads is 0.322% for dividend cuts but only 0.006%
for dividend raises.

Next, we perform a regression analysis of CDS market reactions to dividend announcements.
To capture dividend cuts and raises, our first regression model uses dummy variables indicating
cuts and raises, and our second regression model uses the magnitudes of the corresponding
dividend changes. We use both approaches to facilitate the interpretation of the results because
the magnitudes of dividend cuts tend to be greater than the magnitudes of dividend raises. Our
regression models follow:

ASpread; = po+ p1 CutD;+ p2 RaiseD;,+ y Controli; + i1, (1)

ASpread;;= o+ P Cuti+ 2 Raisei+ y Controli + &iy, (2)
where ASpread;; is the changes in CDS spreads for firm i during the 15-day event window
surrounding the dividend announcement date . CutD is a dummy variable that equals one if the
dividend change is negative and zero otherwise. RaiseD is a dummy variable that equals one if the

dividend change is positive and zero otherwise. Cut equals the absolute change in the dividends if

10 Figure 1 in Duffie and Lando (2001) compares the credit spreads under imperfect information and perfect
information. Figure 10 presents similar comparison for default swap spreads. It is evident that the spread difference
significantly increases as maturity approaches zero, which suggests the information effect is larger when maturity is
shorter.
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the dividend change is negative and zero otherwise. Raise equals the change in dividends if the
dividend change is positive and zero otherwise. We include the following control variables: (1)
EquityRet, the cumulative equity returns during the 15-day event window, (2) EarnSur, earnings
surprises, and (3) AEarning, earnings changes. We control for equity returns during the
announcement window to test whether dividend announcements convey incremental information
to the credit market in addition to what has already been reflected in the equity market. We control
for earnings surprises and earnings changes because Callen, Livnat, and Segal (2009) suggest that
earnings surprises and earnings changes are associated with changes in CDS spreads. We also
control year and firm fixed effects.

Table 3, Panel B presents the results of the regression analysis for CDS contracts of 1-year, 3-
year, and 5-year maturities. Columns 1-6 report the results estimating Eq. (1). Columns 1-3 include
the dummy variables indicating dividend cuts and raises and the year and firm fixed effects. We
find that the regression results are generally similar to the results of the univariate analysis. The
coefficients on CutD are significantly positive, suggesting that CDS spreads increase during
announcements of dividend cuts. The coefficients on RaiseD are significantly negative, suggesting
that CDS spreads decrease during the announcements of dividend raises. Further, the magnitudes
of the coefficients on CutD are much larger than the magnitudes of the coefficients on RaiseD.
Columns 4-6 include additional control variables. We find that the coefficients on CuzD remain
significantly positive, but the coefficients on RaiseD become insignificant. These results suggest
that dividend cuts contain useful information for the credit market beyond the information
conveyed by the equity market and earnings news, while dividend raises do not provide

incremental information content.
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Columns 7-12 of Table 3, Panel B report the regression results estimating Eq. (2). We find that
even after considering the level of dividend changes, the coefficients on Cut remain significantly
positive and have larger magnitudes than the coefficients on Raise.

In sum, our analyses in Table 3 find that CDS spreads increase during announcements of
dividend cuts, suggesting that the information content effect of dividend cuts dominates the wealth
transfer effect for debt holders. Moreover, CDS markets react more strongly to dividend cuts than
to dividend raises, which is consistent with the notion that the payoff function of debt is concave
and that dividend cuts indicate severe financial weakness in firms.

3.2 Analyses conditional on macroeconomic environments

Due to the concave payoff function of debt, debt value should respond more to changes in firm
value when firm value approaches the default boundary. Thus, the effects of dividend changes in
the credit market should be greater when firm value is low and credit risk is high. In this section,
we test this prediction by conditioning the analysis on macroeconomic environments.

We define the recession periods as the years 2001, 2002, 2008, and 2009.!! Panel A of Table
4 reports the univariate analysis. We find that CDS spreads respond significantly to dividend cuts
only during the recession periods, with the 1-year, 3-year, and 5-year CDS spreads increasing by
0.631%, 0.532%, and 0.435%, respectively. Given that the average one-year CDS spread is
0.575%, an increase of 0.631% suggests that the one-year CDS spread jumps by 110% on average

during the 15-day event window of dividend cuts. The magnitude of the CDS market reaction to

' These periods follow the peak of the NBER business cycle reference dates of March 2001 and December 2007.
As in Bordo (2008), we identify 2001-2002 as the recession period because of the heightened Baa Ten Year Composite
spreads, a measure of the financial market’s assessment of credit risk. 2008-2009 is the financial crisis period
commonly identified in prior studies (Lins, Servaes, and Tomayo (2017)).
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dividend raises is also larger during the recession periods than the other periods, but the effect is
much smaller than that of dividend cuts.

Panel B of Table 4 reports the regression analysis. Columns 1-3 investigate the coefficient on
the interaction terms between the dummy variables indicating dividend cuts and raises (CutD and
RaiseD) and a dummy variable indicating recession periods (Recession). We find that the
coefficients on CutD x Recession are significantly positive (0.558, 0.493, and 0.395 for the 1-year,
3-year, and 5-year CDS contracts, respectively), suggesting that CDS spreads increase more in
response to dividend cuts during recession periods than non-recession periods. The coefficients on
RaiseD x Recession are all insignificant in these columns. Columns 4-6 show similar results using
the magnitudes of dividend cuts and raises. These results are consistent with our predictions and
suggest that the effect of dividend cuts on credit risk is greater during recession periods.

Figure 2 illustrates the impact of dividend announcements on CDS spreads during 2001-2014.
It shows that CDS spreads increase the most during announcements of dividend cuts in 2002 and
2008. The year 2002 corresponds to the recession following the burst of the dot-com bubble and
2008 is the heart of the financial crisis originating from the credit market. One-year CDS spreads
jumped by around 200 basis points in 2002 and 100 basis points in 2008 on average during the 15-
day event window of dividend cuts. It is evident from the figure that the credit market reacts
strongly and unfavorably to dividend cuts, especially during the period of heightened credit risk.
3.3 Analyses conditional on firm-level credit risk

We further examine the effect of dividend changes on CDS spreads conditional on firm-level
credit risk. We use credit ratings, leverage, and Oscore to capture firm-level credit risk. Our first
measure, a speculative grade dummy (SPE), equals one if a firm has a S&P long-term credit rating

below BBB- and zero otherwise. Our second measure, LevD, equals one if a firm’s leverage is
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above the sample median in the current quarter and zero otherwise. Our third measure, OscoreD,
equals one if a firm’s Oscore, a measure of firm bankruptcy risk based on accounting information
(Ohlson (1980)), is above the sample median in the current quarter and zero otherwise. Firms with
a value of one for SPE, LevD, or OscoreD have higher credit risk than the other firms. We interact
the dummy variables indicating dividend changes (CutD and RaiseD) with each credit risk measure
and investigate the coefficients on the interaction terms.

Table 5 reports the results. The coefficients on the interaction terms between CutD and all three
credit risk measures are significantly positive, confirming that CDS spreads increase more in
response to dividend cuts among firms with higher credit risk. The coefficients on the interaction
terms between RaiseD and all three default measures are insignificant.'2

Taken together, our analyses suggest that CDS spreads increase more in response to dividend
cuts among firms with higher credit risk. These results corroborate the importance of the
information role of dividend payout decisions when firms are in financial distress.

3.4 Analyses conditional on firm past stock performance

Due to their different payoff functions, the values of equity and debt change with the
underlying firm value in a predictable way. When a firm receive negative shocks, the equity value
of the firm first decreases. As the firm approaches its default boundary, the debt value of the firm

starts to decreases. In other words, a decrease in equity value reflects a decline in firm credit quality.

12 For parsimony, we only present results using dummy variables indicating dividend changes in this and subsequent
analyses. The use of dummy variables also facilitates the interpretation of the coefficients on the interaction terms and
avoids the assumption of a linear relation between CDS spread changes and dividend changes. The results using
magnitudes of dividend changes (untabulated) generally are qualitatively the same as the results using dummy
variables indicating dividend changes. The only exception is that the coefficient on CutD x SPE in Table 5 becomes
insignificant, which may be due to the large market surprise induced by dividend cuts for some firms with high credit
ratings prior to the crisis.

16



Thus, a decrease in equity value will precede an increase in CDS spreads in response to negative
news such as a dividend cut.

To test this prediction, we investigate the effect of dividend changes on CDS spreads
conditional on a firm’s past stock performance. We define a dummy variable, NegPastRet, which
equals one if the firm’s stock return in the past quarter is negative and zero otherwise. We interact
the dummy variables indicating dividend changes (CutD and RaiseD) with NegPastRet and
investigate the coefficients on the interaction terms.

Table 6 reports the results. We find that the coefficient on CuzD is insignificant. Importantly,
we find that the coefficient on CutD x NegPastRet is significantly positive for all three types of
CDS contracts. The results support our prediction that the CDS market starts to respond to negative
news after firms have already received negative shocks, as reflected by the past stock return
performance. Similarly, we find that the coefficient on RaiseD x NegPastRet is significantly
negative, indicating that CDS spreads also react more to good news when firm value has
experienced negative shocks in the past.

3.5 Estimation of the information content and wealth transfer effects

In this section, we attempt to estimate the relative importance of information content and
wealth transfer effects of dividend changes on debt value. Our analyses so far measure the net
effect of information content and wealth transfer on CDS spreads. While the findings suggest that
the information content effect dominates the wealth transfer effect, it does not rule out the existence
of the wealth transfer effect. Because the two effects impact CDS spreads in opposite directions,
the net effect in fact provides a lower bound of the information content effect.

In Appendix B, we provide a detailed description of the estimation procedure. First, we

estimate the net change in debt value during dividend announcements based on the CDS-implied
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zero coupon yield curves (Feldhutter, Hotchkiss, and Karakas (2016)). We assume that all long-
term debt is a five-year zero coupon bond with present value equal to its current book value. Badoer
and James (2016) suggest that the average maturity of corporate borrowing is five years. We thus
assume that all debt is a five-year zero coupon bond to facilitate our calculation. To the extent that
the maturity of a firm’s debt is longer than five years, we underestimate the net change in debt
value.

Second, we estimate the changes in bond present value associated with the wealth transfer
effect. Dividend changes only affect debt values if firms default. Thus the expected change in debt
present value equals the expected default probability times the present value of all dividend
changes. We derive the estimated change in debt value due to the wealth transfer effect in
Appendix B. We take the actuarial approach similar to that used by Credit Suisse Financial
Products (CSFP) with CreditRisk+ by assuming that default for individual bonds follows an
exogenous Poisson process, which allows us to calculate default probability and debt value with

3 We use an annual discount rate of 8%, which equals a 6% equity

analytical expressions. !
premium plus a 2% risk-free rate.'* Third, we subtract the estimated wealth transfer effect from
the net change in debt value to obtain the information content effect.

Panel A of Table 7 reports the results for dividend cuts.'® We present the results for the full

sample during all years and subsamples during the recession and non-recession periods based on

the 15-day event window. Column 1 reports the estimated net change in debt value during

13 See Crouhy, Galai, and Mark (2000) for a review of widely used Credit Value-at-Risk methodologies. Alternative
approaches include (1) modeling default in a structured model as an endogenous process, which is related to the capital
structure of the firm, and (2) conditioning default probability on macroeconomic variables such as unemployment,
interest rates, and economic growth rates, which drives the credit cycle of the economy.

14 See Fama and French (2002) for the estimated equity premium.

16 The sample size in this analysis is slightly reduced due to the requirement of credit ratings to estimate default
probabilities.
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announcements of dividend cuts, and Columns 2-3 report the estimated wealth transfer and
information content effects. Our estimation suggests that during the announcements of dividend
cuts, debt value on average decreases by $148.7 million. In addition, the estimated wealth transfer
and information content effects on average are associated with an increase of $26.1 million and a
decrease of $174.8 million, respectively. Consistent with our earlier results, the estimated change
in debt value is greater during the recession period. The difference is also economically significant,
with a decrease of $279.9 million during the recession period versus a decrease of $20.1 million
during the non-recession period.

Our estimation also suggests that the average debt return during the announcements of dividend
cuts is -0.753%, which consists of 0.132% and -0.886% for the estimated wealth transfer effect
and information content effect, respectively. Our estimated magnitudes of debt return during
announcements of dividend cuts are larger than the result documented in Handjinicolaou and Kalay
(1984). Specifically, Table 6 of Handjinicolaou and Kalay (1984) reports the mean excess
premium bond returns of -0.478% during the event window between the last bond trading date
before, and the first bond trading date after, the announcements of dividend cuts.!’

Panel B of Table 7 uses the same structure and reports the results for dividend raises. Our
estimation suggests that during the announcements of dividend raises, debt value on average
increases by $0.8 million. In addition, the estimated wealth transfer and information content effects
on average are associated with a decrease of $3.0 million and an increase of $3.7 million,

respectively.

17 We use their result in Panel B of Table 6 because this event window gives the most negative bond return, although
the exact length of the event window is unclear. If we recalculate their average bond return using the same (-7, 7)
event window, the average bond return is -0.26%, which equals the cumulative mean excess premium returns on day
7 (-1.046%) minus the number on day -8 (-0.787%), as reported in Table 4 of Handjinicolaou and Kalay (1984).
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In terms of the estimated debt returns, the average debt return during the announcements of
dividend raises is small, 0.009%, which consists of -0.036% and 0.046% for the estimated wealth
transfer effect and information content effect, respectively. The small magnitudes, in line with the
result in Handjinicolaou and Kalay (1984),'® suggest that dividend raises have little information
content for debt holders.

Taken together, our analyses suggest that the information content is the predominant effect of
dividend announcements. Confirming our previous inferences, dividend cuts have larger economic
consequences on debt value than dividend raises. In addition, the change in debt value and the

information content effect of dividend cuts are much stronger during recessions.

4. Additional Analyses

4.1 Dividend changes and future defaults

To help shed light on the information conveyed by the dividend changes, we examine the
relation between dividend changes and future defaults. Asset prices are forward-looking and CDS
spreads are ex ante measure of firms’ future default probability. If dividend changes genuinely
reflect important information about firm credit risk and are associated with significant changes
in CDS spreads, they should be able to predict future defaults.

We test this relation by running the following logit regression:

Default; s = fo+ p1 CutD;,+ p2 RaiseD; ,+ y Controlis+ €, (3)

where Default; s is a dummy variable that equals one if the firm defaults in the next five years

and zero otherwise.

'8 Handjinicolaou and Kalay (1984) report mean excess premium bond returns of 0.008% during the event window
between the last bond trading date before, and the first bond trading date after, the announcements of dividend raises.
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Table 8 reports the results. Column 1 includes our variables of interest, dividend dummies
(CutD and RaiseD), and Column 2 adds year fixed effects. Column 3 further controls firm
characteristics commonly used in the literature to predict defaults (Ohlson (1980); Ericsson,
Jacobs, and Oviedo (2009), Gopalan, Song, and Yerramilli (2014)): firm size (SIZE), book-to-
market equity ratio (BM), leverage (LEV), profitability (PROFIT), R&D expenditure (RDA), cash
holdings (CASH), tangibility (TANG), and volatility of return on equity (VROE). Column 4
further controls for credit rating fixed effects. We find that the coefficient on CutD is significantly
positive in all columns, suggesting that the probability of defaults is higher for firms with a
dividend cut than other firms. For example, the coefficient on CutD in Column 4 is 1.180,
indicating that the odds of defaults for firms experiencing a dividend cut is 3.25 (e"'*°) times as
high as the odds of defaults for firms without a dividend cut.!® The coefficient on RaiseD is
insignificant. Among the control variables, the coefficients on leverage are significantly positive,
suggesting that firms with higher leverage have greater default probability.

Overall, these findings show that dividend changes contain useful information for predicting
future defaults. In addition, the relation between dividend changes and future defaults is
asymmetric. Dividend cuts predict firms’ defaults, but dividend raises do not.

4.2 Dividend changes and future credit rating changes

Both CDS spreads and credit ratings provide ex ante measures of firm default probability.

However, while CDS spreads respond to credit information more quickly and efficiently, credit

ratings are generated by rating agencies and incorporate changes in credit risk less timely than

19 The odds of defaults are defined as the ratio of the probability of default over the probability of no default.
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market-based risk measures.?’ If dividend decisions contain useful information about credit risk,
we expect them to predict future credit rating changes.

We test this prediction by running the following regression of future credit rating changes on
dividend changes:

ARating; 11 = o+ p1 CutD;,+ p> RaiseD,,+ y AControl;; + ¢, (4)
where ARating; ., 1s credit rating changes in the following year. Rating is an ordinal variable that
indicates the S&P long-term credit rating of the firm. Rating takes the value of 1 through 22, with
a larger value representing a better credit rating. Appendix A provides detailed definitions of the
variables.

Table 9 reports the results. Column 1 includes only the dividend dummies (CutD and RaiseD),
Column 2 adds year and firm fixed effects, and Column 3 further controls changes of other firm
characteristics. The results suggest that dividend changes indeed have strong predictive power for
future credit rating changes. In all specifications, the coefficient on CutD is significantly negative.
Column 3 shows that this coefficient is -0.26, suggesting that firm credit ratings on average
decrease by 0.26 notches after a dividend cut. The coefficient on RaiseD is also significantly
positive in all specifications. Column 3 shows that this coefficient is 0.03, suggesting that firm
credit ratings on average increase by 0.03 notches after a dividend raise. Among all of the control
variables, firm size, profitability, and tangibility are positively associated with future credit rating
upgrades, and book-to-market equity ratio, leverage, and volatility of return-on-equity are

negatively associated with future credit rating upgrades. In sum, our results suggest that dividend

201t is widely recognized that credit ratings lack timeliness in response to changes in firm credit risks. The survey
conducted by the Association for Financial Professionals (AFP, 2002) reports that 25% of issuers think that their firms’
credit ratings are inaccurate and nearly 60% of practitioners observe a lack of timeliness in credit rating changes.
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changes contain useful information about future credit rating changes, which is consistent with the
information hypothesis of dividend policy.
4.3 Share repurchases and CDS spread changes

In this section, we investigate how CDS spreads respond to share repurchase announcements.
Instead of paying out dividends, firms can also distribute cash to shareholders through share
repurchases. Unlike dividend payments, which are usually repeated payments, share repurchases
are less regular. A number of studies suggest that firms choose share repurchases to distribute
relatively transient cash flow shocks and choose dividend raises to distribute permanent cash-flow
shocks (e.g., Guay and Harford (2000)). Thus, share repurchases should signal less persistent cash
flow shocks and therefore play a weaker information role than dividend raises.

Panel A of Table 10 reports the average CDS spread changes of 1-, 3-, and 5-year contracts
during the 15-day, 11-day, and 7-day event windows surrounding the share repurchase
announcement dates. The univariate analysis shows that CDS spreads increase during share
repurchase announcements, indicating that the wealth transfer effect dominates the information
content effect for share repurchases. This result is consistent with the result in Maxwell and
Stephens (2003), who find negative abnormal bond returns during the announcements of share
repurchases.

Panel B of Table 10 presents the regression results. The benchmark firms consist of all firms
with CDS data and without repurchase announcements surrounding the (-6, 6)-month event
window of the repurchase firms. We find that repurchase firms do not experience significant
changes in CDS spreads during share repurchase announcements after controlling for year and

firm fixed effects.
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In sum, the results in this section suggest that the announcements of share repurchases play a
negligible information role on firm credit risk. Evidence in the equity market also suggests that
stock prices react more positively to dividend raises than to share repurchases (e.g., Guay and
Harford (2000)). Our findings are consistent with the view that share repurchases reflect transitory
cash flow shocks and thus contains limited information about firm permanent performance in the
future.

4.4 Controlling for the effect of debt covenant violation

While we control for equity returns and earnings news in our primary analysis, it is possible
that our results could be subject to another confounding event, debt covenant violation. Thus, we
further control for current and past covenant violation in Eq. (1). We identify the occurrence of
debt covenant violation following Nini, Smith, and Sufi (2012), who obtain information directly
from 10-K and 10-Q Securities and Exchange Commission (SEC) fillings based on a text-search
algorithm. The data from 1996 to 2008 for non-financial firms are available on Amir Sufi’s website.
We use the same search algorithm and extend the data to 2014 for non-financial firms to cover our
full sample period.?!

A violation of debt covenants reveals substantial information about the firm’s credit condition
and leads to debt contract renegotiation. To address the concern that the CDS market reaction may
be driven by information revealed by debt covenant violation rather than dividend announcements,
we further control for CurrentViolation and PastViolation in Eq. (1) and repeat our analysis over

the event window, (-7, 7) days. CurrentViolation equals one if the firm violates debt covenants in

21 The sample of this analysis is restricted to non-financial firms due to the limitation of debt covenant violation
data.
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the current quarter and zero otherwise. PastViolation equals the frequency of debt covenant
violations in the past three quarters.

Table 11 presents the results. We find that the coefficients on CutD remain significantly
positive and the magnitudes barely change after controlling for covenant violations. This finding
suggests that dividend announcements provide robust incremental information beyond what have
been reflected in debt covenant violation events.
4.5Dividend Omissions, Dividend Initiations, and CDS Spread Changes

In this section, we further examine how CDS spreads respond to dividend omissions and
initiations. We identify a dividend initiation date when a firm announces a dividend payment for
the first time or announces a dividend payment after at least five-year omission of dividends. We
identify a dividend omission when a firm announces at least six consecutive quarterly cash
dividend payments and then pays no cash dividend in the next quarter; when a firm announces at
least three consecutive semi-annual cash dividend payments and then pays no cash dividend in the
next six months; when a firm announces at least two consecutive annual cash dividend payments
and then pays no cash dividend in the next year. The omission date is defined as the date of the
corresponding quarter, semi-annual and annual dividend announcement in the last year plus 365
days. After merging with CDS data, our final sample has 58 dividend omission events and 81
dividend initiation events from 2001 to 2014.

In the Table A1 of Internet Appendix we report the average CDS spread changes of one, three,
and five-year contracts during (-3,3), (-5,5), and (-7,7) event windows for dividend omissions and
dividend initiations. The results suggest that, in general, CDS spreads increase when firms omit
dividends and decrease when firms initiate dividends. Moreover, dividend omissions have a

stronger impact on CDS spreads than dividend initiations. For example, CDS spreads of one, three,
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and five-year contracts increase 1.346, 0.929, and 0.650 percentage points for dividend omissions,
but only decrease 0.012, 0.025, and 0.034 percentage points for dividend initiations during (-7,7)
announcement window. We further perform the following regression analysis:

ASpread; = po+ f1Omission;,+ frInitiation;,+y Control;; + &;,, (5)
where ASpread;; 1s defined as the changes in CDS spreads for firm i during a 15-trading day (-7,7)
window surrounding the dividend announcement date t. Omission;, is a dummy variable that
equals one if a firm omits a dividend payment and zero otherwise. Initiation;, is adummy variable
that equals one if a firm initiates a dividend and zero otherwise. We include dividend
announcements with no dividend changes in the regression as control samples. The results from
the regression analysis are similar to those reported in the univariate analysis. CDS spreads
increase during dividend omissions (although the coefficient become insignificant after controlling
for fixed effects, the magnitude of the coefficient still remains large), and decrease during dividend
initiations. And the magnitude of the coefficient on Omission;, is more than ten times larger than
that on Initiation;,. This asymmetric effect is again consistent with the information role of
dividend decisions and the concave function of debt, which suggests that CDS spreads should
respond more to bad news signaled by dividend omissions than to good news signaled by dividend

initiations.

5. Conclusion

This paper identifies the information role of payout policy in the credit market. We show that
CDS spreads increase substantially in response to dividend cuts. The negative CDS market
reaction to dividend cuts is particularly pronounced during recession periods and among firms

with high credit risk and worse past stock performance. These results support the dominant
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information content effect of dividend cuts on credit risk. We find little evidence that CDS
spreads change in response to dividend raises or share repurchases, suggesting that the
information content effect of these announcements is negligible in the debt market.

Firms’ reluctance to cut dividends during the 2008-2009 financial crisis has attracted great
scrutiny from both academic researchers and government regulators. Many firms keep paying out
dividends to investors even when they suffer from large losses. While such firms are heavily
blamed for their risk-shifting behavior by transferring wealth from debt to equity holders during
financial distress, our evidence suggests an alternative explanation: dividend cuts convey
information about firms’ worsened future prospects. The information role of dividend payouts is
particularly strong during the financial crisis; therefore, firms are extremely reluctant to reduce
dividends.

Our study also adds to the debate on whether changes in dividend policies convey information
about future cash flows or discount rates. Instead of inferring firm systematic risk from factor
models or estimating default risk from option- and accounting-based models, we use CDS spreads
to directly measure firm credit risk. We also lend further support for the information role of
dividend policy by documenting that dividend changes contain useful information in predicting
future defaults and credit rating changes. Dividend cuts predict a higher default probability in the
next five years, and dividend cuts (raises) predict a higher probability of future credit rating
downgrade (upgrade). The relation between dividend changes and future credit events confirm

that the information conveyed in dividend decisions is important for evaluating firm credit risk.
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Appendix A
Variable Definitions

CDS variables

SpreadlY: The premium of the CDS contract with one year to maturity at dividend announcement
date (in %).

Spread3Y: The premium of the CDS contract with three years to maturity at dividend
announcement date (in %).

Spread5Y: The premium of the CDS contract with five years to maturity at dividend
announcement date (in %).

ASpreadlY: The change in premium of the CDS contract with one year to maturity during the
15-day dividend announcement window (in %).

ASpread3Y: The change in premium of the CDS contract with three years to maturity during the
15-day dividend announcement window (in %).

ASpread5Y: The change in premium of the CDS contract with five years to maturity during the
15-day dividend announcement window (in %).

Dividend variables

ADividend: Dividend change, defined as the actual dividend per share (DPS) for the current quarter
minus the actual DPS in the previous quarter, scaled by the stock price at the current quarter
end (in %).

CutD: A dummy variable equal to one if Adividend < 0 and zero otherwise.

RaiseD: A dummy variable equal to one if Adividend > 0 and zero otherwise.

Cut: The absolute value of announced dividend cuts, which equals | Adividend | if Adividend < 0
and zero otherwise (in %).

Raise: The absolute value of announced dividend raises, which equals Adividend if Adividend > 0
and zero otherwise (in %).

Conditional variables

Recession: A dummy variable equal to one for the years 2001, 2002, 2008, and 2009 and zero
otherwise.

SPE: A dummy variable equal to one if a firm’s S&P’s long-term credit rating is lower than
BBB- and zero otherwise.

LevD: A dummy variable equal to one if a firm’s market leverage is above the median leverage
in the current quarter and zero otherwise.

OscoreD: A dummy variable equal to one if a firm’s Oscore is above the median leverage Oscore
in the current quarter and zero otherwise.

NegPastRet: A dummy variable equal to one if a firm’s stock return in the past quarter is negative
and zero otherwise.

28



Appendix A, continued

CurrentViolation: A dummy variable equal to one if the firm violates debt covenant in the current
quarter and zero otherwise.
PastViolation: The frequency of debt covenant violations in the past three quarters.

Other credit risk variables

Default: A dummy variable equal to one if a firm defaults in the next five years and zero otherwise.

Rating: An ordinal variable that indicates the S&P long-term credit rating of the firm. The
variable is coded as follows: AAA =22, AA+=21, AA=20, AA-=19, A+=18,  A=17,
A-=16, BBB+ =15 BBB =14, BBB-=13,BB+=12,BB=11,BB-=10,B+=9,B =
8,B-=7,CCC+=6,CCC=5,CCC-=4,CC=3,C=2,Dor SD=1.

Control variables

EquityRet: Cumulative equity return during a 15-day dividend announcement window.

EarnSur: Earnings surprise, defined as the quarterly actual EPS minus the median of quarterly
EPS forecasts, scaled by the stock price at current quarter end (in %).

AEarning: Earnings change, defined as actual earnings per share (EPS) in the current quarter
minus actual EPS in the previous quarter, scaled by stock price at current quarter end (in %).

SIZE: The natural logarithm of the book value of assets.

BM: Book-to-market equity ratio, defined as the book value of equity divided by the market value
of equity at the end of the current quarter.

LEV: Market leverage, defined as the sum of long-term debt and debt in current liability scaled
by total market value of equity in the current quarter.

PROFIT: Operating income scaled by total sales in the current quarter.

RDA: Research and development (R&D) expenditure scaled by total assets in the current quarter.
We replace missing values of R&D expenditure as zero.

CASH: Total cash and marketable securities scaled by total assets in the current quarter.

TANG: Tangibility, defined as the ratio of property, plant, and equipment to total assets in the
current quarter.

VROE: Standard deviation of quarterly ROE for the previous three years. We require at least
eight observations.
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Appendix B
Estimation Procedure for Calculating the Net Effect, the Wealth Transfer
Effect, and the Information Content Effect Due to Dividend Announcements

1. Calculate the net effect on debt value

Before dividend announcements, the present value for a five-year zero coupon bond is:

FVv 5
PVbefore = 5 => FV= PVbefore X (1 + ZS,before) ’

(1 + ZS,before)
where PVperore 18 the current book value of debt, and zs e fore 1s the annualized five-year zero

coupon yield derived from the term structure of CDS spreads before dividend announcements.

After dividend announcements, the present value for the same bond is

FV
PVafter = 3

5
(1 + ZS,after)
where Zs g ¢t 18 derived from the term structure of CDS spreads after dividend announcements.

The change in debt value due to the net effect of dividend announcements, ADebt, follows
ADebt = PVytrer — PVhesore-

2. Calculate the wealth transfer effect

Suppose there is a dividend stream, Dz, paid at the end of each period 7 (=0, 1, 2...). At period 0,
we observe a dividend change, 4D. Assuming that the dividend stream follows a random walk, the
expected dividend changes for each period will be 4D. We also assume that the default probability
follows a Poisson distribution with a constant default rate per period, A. E; denotes the present
value of expected change in debt value due to dividend raises (i.e., wealth transfer) for period ¢,
right before dividend payment D,. u denotes the discount rate per period for the dividend stream.
The formula for E7 at the end of each period follows:

E0=0,

E, = —4D,

E, = —2(1 A)[AD+ AD]

2 1+ pul

E, = —a(1— 12 |ap + 22 4 AP ]

37 ] 1+u (1+wp2r

E,=-2(1 /‘l)3-AD+ 4D + 4D + 4D ]

o . T+ (1+w? A+w3l

E: =-21(1 /1)4>AD+ AD+ 4D + 4D + 4D ]
5T N N N CEH ERN G L ¢

For a five-year bond, the estimated change in debt value due to the wealth transfer effect,
ADebt,, , is as follows:

ADEbtW = El + E2 + E3 + E4_ + E5.
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Appendix B, continued
3. Calculate the information content effect

The change in debt value due to the information content effect, ADebt;, is the difference
between the net effect and the wealth transfer effect:

ADebt; = ADebt — ADebt,,
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Table 1. Frequency of Dividend Changes and Share Repurchases by Year
This table presents the frequency of dividend changes and share repurchases by year for our sample
firms from 2001 to 2014.

No dividend Share
Year Dividend cuts Dividend raises change repurchase
2001 14 32 430 37
2002 9 56 703 33
2003 9 125 788 61
2004 8 179 954 102
2005 6 224 1,052 139
2006 7 216 1,044 143
2007 9 218 1,076 160
2008 36 166 1,000 87
2009 49 68 931 46
2010 3 145 904 77
2011 11 182 862 109
2012 14 190 835 72
2013 27 189 818 89
2014 8 150 630 93
Total 210 2,140 12,027 1,248
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Table 2. Summary Statistics

This table reports the descriptive statistics. See Appendix A for variable definitions.

Variables N Mean Std. dev. P25 Median P75

SpreadlY (%) 12,947 0.585 1.119 0.109 0.239 0.572
Spread3Y (%) 13,561 0.832 1.130 0.236 0.448 0.944
Spread5Y (%) 14,377 1.067 1.182 0.365 0.661 1.289
ASpreadlY (%) 13,298 0.004 0.276 -0.028 0.000 0.020
ASpread3Y (%) 13,763 0.004 0.250 -0.035 -0.001 0.024
ASpread5Y (%) 14,377 0.003 0.242 -0.039 -0.001 0.026
ADividend (%) 14,377 0.001 0.210 0.000 0.000 0.000
CutD 14,377 0.015 0.120 0.000 0.000 0.000
RaiseD 14,377 0.149 0.356 0.000 0.000 0.000
Cut (%) 14,377 0.016 0.192 0.000 0.000 0.000
Raise (%) 14,377 0.016 0.074 0.000 0.000 0.000
Cut (%), non-zero value 210 1.091 1.176 0.339 0.718 1.321
Raise (%), non-zero value 2,140 0.106 0.170 0.041 0.062 0.098
EquityRet 14,249 0.008 0.072 -0.029 0.008 0.045
EarnSur (%) 13,736 0.017 0.555 -0.037 0.043 0.169
AEarning (%) 13,710 0.024 1.189 -0.269 0.049 0.361
SPE 14,254 0.125 0.331 0.000 0.000 0.000
LevD 14,324 0.500 0.500 0.000 1.000 1.000
OscoreD 11,249 0.499 0.500 0.000 0.000 1.000
NegPastRet 14,249 0.407 0.491 0.000 0.000 1.000
Default 14,377 0.007 0.085 0.000 0.000 0.000
ARating 13,082 -0.122 0.714 0.000 0.000 0.000
SIZE 14,377 9.550 1.381 8.543 9.400 10.338
BM 14,377 0.558 0.361 0.294 0.472 0.742
LEV 14,377 0.642 1.161 0.157 0.304 0.662
PROFIT 14,377 0.161 0.132 0.078 0.133 0.215
RDA 14,377 0.003 0.007 0.000 0.000 0.001
CASH 14,323 0.086 0.091 0.023 0.053 0.117
TANG 14,377 0.296 0.248 0.092 0.227 0.484
VROE 14,234 0.033 0.057 0.011 0.018 0.033
CurrentViolation 12,091 0.038 0.266 0.000 0.000 0.000
PastViolation 12,091 0.012 0.111 0.000 0.000 0.000

38



6¢

LTOTT  98€° 1l €56°01 LT0°C1 €ev Il SEO'TI LT0CI €LV I S80Il N
(¢c0) (1o 1o (0€°0-) (S6°0~) (+9°0-) (s€0) (zs0) (T+'0°) 818
0000 0000 0000 0000 200°0- 1000 100°0 100°0 100°0- peaidgy  a3ueypd o1z
ov1‘c TLOT  T66°1 0v1T 8L0°C L00C o1 780°C v10°C N
(900)  TT) (167T) (S9'1-) (0s°2) (€L¢) (9L'1-) (81°C) 91°¢) 7818
0000 ,,£000- ,,700°0- ,£000-  ,,#000- ,,,900°0- 70070 .b000-  ..900°0- peardgy  soster-AIq
01C S0T 661 01C LOT 661 01T 80T 661 N
arp  aenD (8072 66'1) (s$'0) (86'1) (€60 (80°¢) (8L0) Je18-)
8¢00  ,LLOO  LIILO 10170 WSLT0  ,,LTTO LLOIT0 9970 . TTE0 peardgy  simd Al
eI A -C Jed A-¢ Jed A-1 I8 X -C Jed A-¢ Jed A -1 I8 X -C Jed A-¢ Jed A-1 = bﬁﬂzme Sdp
(6) (8) 0 9) (©) (t) (€) (@) (1)
skep (¢°¢-) skep (5°G-) skep (L°L-) — MOPUIM JUIAY
SISA[eU® J)BLIBAIU() Y [dUed
"KJOAIOAASAI ‘STOAJ[ PA[IBI-0M] 0] PUR ‘046
0401 9U3 18 QOUBDIJIUSIS JLJIPUl  pue ¢ ¢ S}OMoRIq Ul pajrodar a1e sonsne)s-7 oY, "%, ul oIe speards SO [[V 7 21ep JUdWIdUNOUUL

kK

*k ok

PUSPIAIP punoie skep (£ °L-) mopuim judAd oY) Suump 7z wuryy Joj afueyd peaids gqD oy “'ppasdgy st djqenrea juopuadap oy,
T3 pIoquo)) & +11asy T + 1) 1 +0f ='ppaadgy
113 L ro.quo0)y & 1 qasy oY + 1 in)) 1y + 0 =1ppaadgy

:u015S21391 SUIMO[[0F 9 JO S)nsax Ay} spudsaxd g [oued ‘sAep Surpen (¢ ¢-) pue (GG-) ‘(L L-) SMOPUIM JUIAD I} JOAO

$10B1U0D S(I)) 1BIA-G pUe ‘IBaA-¢ “Ieak-1 ul (peaidgy) soSueyd peaids aAneMWND Jo $1[NSal d)eLBAIUN 3Y) S1I0daI d[qe) SIY) JO  [duRq

SJUIUWADUNOUUY PUIPIAI( 0} UONIBIY INIBIA SAD JO SISA[BUY °€ dqe L

(@)
(1



ot

vTo'€l  SII'€l 189 LLEYT  TIS'€l  T90°€El vTo€l  SII1°€l  189°CI LLEVT TIS°€1 T90°¢l N
€LI0  ¥LIO IO LLOO  S80°0  TSO0 TLT0  ILT0  +P1°0 9200 T80'0  T80°0 A paisnipy
Wi “Jed X wr ‘Jed X W] ‘Jed X Wit ‘Jed X S102fJi poxi]
(Tr1) 1) (8eT1) Lrr)  @sr1) Ori)
£000- 9000~  L000- £00°0-  L00'0-  L000- Surgy
(98C)  (ssT)  (¥9°T) oLz) ) (897)
:920°0- ,,620°0- ,,,b€0°0- ST0°0- ,,LT0°0 ,,,TE0°0" ANSUAD ]
(66C1-) (T6'11-) (S0°67) (90°¢1-) (00CI-) (LT'6°)
wl00'T-,,,986°0" ,,,L98°0" 9001~ ,,,986°0- ,,,998°0" 10y Q1nbzy
#00) (€00  (¥0°0-) #81) (1) (Leo)
10000 6000  100°0- 6€0°0-  I€0°0- 9€0°0- asmy
oy (Lo W) (€0 a8 LD
SIET0 . .SLT'0 ,..681°0 LIST0  ,..S61°0 ,,.80T°0 mH
@o) (¥'0) (90) (6s'T) (') (o)
700°0-  2T00°0- €000~  ,,.600°0- ,,600°0- ,,010°0- aasmy
60 WD) (@D 9970 (18D (sv0)
9070 ,,.65T0 ,.01€0 0670 ,,.€87°0 . bEE0 an)
IR X-C  JBOX-¢ JIBOA-] JBOA-C  IBOX-¢ JIBOA-] JBOA-C IBOX-€ JBOXA-[ IBOA-C IBOXA-C IBOXA-T =AM SAD
49) (In (1]9) (6) (8) (L) ) (©) (t) (€) (@) (1)

sAep (L °L-) MOPUIM JUIAJ 3y} Surinp speaads QD ul s93ueyd Surdq d[qeLIBA JUIPUIdIP oY) YIIM SISA[eUR UOISSIISIY *{ [Pued

panupuod ‘¢ dqe L



8%

TLY'8 015°8 ¥ST'8 SSI'e €96°C 1€8°C N
(8s'1) (L6'D) 91°0) @) (81°1-) (9L°0°) 7RIS~
€000 1000 0000 9000 L000- £00°0- peerdgy  o3ueyd o107
9¢8°T 16L°T pELT v0€ 16T 08¢ N
(Iv'1-) 69°1-) (11e) (Iec1-) (29'1-) (TsT) 8181
£€00°0- 00°0- 000" 600°0- 210°0- 010°0" peardgy  sosier AIQ
LOT 901 201 €01 201 L6 N
(1€°0) (82°0) (69°0) (10°¢) 91°¢) (L2 1S~/
1100 010°0 820°0 SEV0 CEST0 e 1€9°0 peaidgy sId A1
Jea A -C Jea X-¢ Jea A-1 Jea A -C JBI A-¢ Jea X-1 H%ﬁ.ﬁ:u.mz Sad
9) (©) (+) (€) @ (1
()=UOISSAIY [=UOISS03Y
SISA[eU® J)BLIBAIU() "V [QUeBd
"S9[qRLIBA JQYJO JO SUONIULJIP 10)
x1pudddy 995 "A[9ANO2dSAI ‘S[OA] PI[I1BI-0M] 0] PUR 04 G ‘000 AU I8 QOUBDIIUSIS QJBIIPUl  PUB ‘¢ “[OAJ[ WLILJ ) J& PII)ISN[D SIOLID

kK

pJepue)s 1SnNqol U0 paseq e ‘sjoxoeIq ul pajaodar ‘sonsIe)s-7 "dsIMIdYI0 0I9Z Pue ‘6007 PUB ‘8007 ‘TO0T ‘1007 SIedK 103 duo 03 [enbd
9[qeLIBA AWWNP B SI ©01SS202Y] “OSIMIIYIO 0IOZ pue dA1IS0d ST 93uByd PUSPIAIP Y} JI1 U0 0} [enb3 d[qeLIBA AWIWUND € SI (72S1DY 9SIMIYIO
0I9Z pue 9ANE3dU SI dFUBYD PUIPIAIP Y} JI QU0 0} [enbd J[qerreA Awwunp e SI (7772) } 9Jep JUIWIOUNOUUE PUIPIAIP punote sKep (L
‘/-) MOpUIM JUIAS 91 Surmp 7 wuy 10J ofueyd peaids QD oY ¥ ppa.dgy st o[qeLieA Juapuadop oy [, "SISA[eue uoIssaISal oY) sjudsaxd
g [oued pue sisATeue ojerreArun dy) sjudsaid y [oued ‘spoudd uorsuedxo pue uorssadar 10y sisAeue dpdwesqns oy syrodar a1qes Syl
SJUIWIUOIIAUF JTWOUOII0IIBA] UO [BUONIPUO)) SISA[RUY “ J[qB L



(44

YT9°€l SITCI 189C1 X STICI 189°C1 N
SP1°0 LST0 121°0 L9T°0 891°0 P10 A paisnipy
w g wan g 1YY paxL]
(88°0°) (ze'1°) 61°1-) (so'1-) (av'1-) (8¢'1-)
€000~ 900°0~ 9000~ £00°0~ 9000 L00°0- Sungy
(19°7) (sTT) (57 (68°7) (ss'2) (287
s CC00" H£20°0" 620°0- e STO0- WLT0°0 e 1€0°0" ANSUAD]
(9s°€1-) (L9°CI-) (0L6°) (0S°€1-) (8s°21-) (L9°6°)
00071~ el LO°0" +:C98°0" V€0 T- 910 T- s V680" 10y dinbzy
(0z'¢) (85°¢-) (S1°7) (86°C) (YT er) (877
8100 :020°0" H£10°0- el 100" 8100 LE10°0 Uo1s$209Y
(9%°0-) &T0) L10)
€20°0- 020°0 600°0- uoIss222Yy x aSY
(€0°¢) 81°¢) #60)
:01P°0 L 1CS0 +::9CS0 UO1SS2I9)Y] x IN))
(620) (01°0) (¥1°0°)
9000 200°0 $00°0- sty
(92°0°) (s€0) 011
£00°0~ £00°0 6100 my
(zzor) (61°0-) (sT'1-)
200°0- 200°0- $10°0- uoISS222Y x (JoSWY
(8€0) (1970 (1) 4]
..S6€°0 L E6V°0 ..855°0 uoIss222Y x (M)
(s0°0) (90°0-) (zo0)
0000 0000 0000 qosiy
(10°0~) (zo'0) (s€0)
0000 1000 910°0 any
IeI A -G TR A-¢ T A - Je X -G IeIA-¢ IR K- =KumieN SAD
) (S (¥) (€) (9] (D

SISA[eU® UOISSIIZNY g [Pued
panunuod ‘¢ dqe],



1974

"SO[qELIBA JOYJO JO suonmuiyap 10J y xipuaddy 29§ “A[oAnoadsax

‘S[OAS] PA[IBI-0M} % | PUB 4G ‘040 U J& S0UBDLIUTIS JedIPUL  PUB “  ° [OAS[ WL SY} J& PAISISN[O SIOLID PIEPUE)S JSNQOI UO Paseq
QIe ‘s)oyorIq Ul pajodar ‘SorsIie)s-7 "ISIMIAYIO OIOZ PUB 9I0IS() UBIPIW O} JAOQE SI 9109S() WL JT dUO 0} [enba djqerrea Awwunp e si
(J24095() “9SIMIAYIO OIOZ PUB dFBIOAJ[ UBIPIUW Y} dAOQE SI 9FBIOAJ[ WL JI duO 03 [enba g[qeLreA Awwunp e SI (74277 "OpeI3 JUOWISIAUL
ue Sey ULILJ 9y} JI 0I9Z PUB OPBI3 JUSUNSIAUI JANB[NIAAS © Sey wuy oy} JI duo 0) [enbd d[qerrea Awwnp e SI FJS "9SIMIYIO 019Z pue
oAnsod s1 93uByd PUSPIAIP A} JI SUO 0) [enbd d[qeLIBA AWIWNP © SI (72SIDY "OSIMIdYIO0 0IOZ puk dANRIU SI 9FUBYD PUIPIAIP Y} JI dUO 0)
renba ojqeueA Awrwump e S1 (7772) 7 91Ep JUSWIIUNOUUR PUIPIAIP punoIe SABp (£ °/-) MOPUIM JUIAD oY) uLmp 7 wuiy 10§ o3ueyd peaids
SAD Y Yppaadgy st d[qeriea juspuadap oY, 910080 pue ‘98eIdAd] ‘sSurje JIPaId S UL € UO [BUORIPUOd SisA[eue suiodar a[qe) sIy],
SYSIY JIPAID) [PAI[-ULIL] U0 [BUONIPUO)) SISA[EUY *G J[qe],



144

LLYOT 1LT01 066 vT9°cl SITCI 189°C1 LYE €l 698°CI 1S¥°CI N
781°0 681°0 €LT0 SLT'O LLTO 0S1°0 081°0 6L1°0 IST°0 A paisnipy
LT ‘Ted X WLIL “Ted X UL ‘Ted X spoaff57 poxL]
(61°07) (82°0-) (Lg0) (S1°1-) (§s'1-) (Sv'1-) (81°1-) (0s'1-) (Iv°'1-)
100°0- 100°0- 200°0 £00°0- L00°0~ L00°0~ 000~ L00°0~ L00°0~ Suuigy
(Ly'v) (08'+°) (ST ($9°2) (LET) (¥9°2) (zs'T) (82°2) (ov'2)
eSS00- ,..€900"  ,..190°0" €200 ,.,$700-  ,..0£0°0 L2200~ 7200 ,.620°0 ANQUADT]
99'11-) (66017 (168 (socr-)  (cozrr) 916 (or¢r)  (zozi) (€260
P80 ,..€08°0-  ,..989°0" 86600 ,..LL60- ,..098°0" 000 T-  ..686°0-  ,..698°0" 10y M1nbg
(1$°0”) (65°0) (08°0)
£00°0- $00°0~ 9000~ 240250
(Lo0-) (s0°0-) ¥e0-)
0000 0000 200°0- q21095Q x q2SWY
(2 ad) (€L #9°0
#x6S€0  L.T99°0  ..6VS°0 210950 x (N
(S¥°07) (€2°0°) (€6°07)
€00°0- 200°0~ L00°0~ qaea1
81°0) (s#°0-) 90°1)
100°0 £00°0- 110°0- a27 x qaswy
9%'0) 080 (C4atd)
L00€0  ...€6€0 .. .E€4°0 a2 x @n)
6'1) Lsn (08°0)
PEE00 920°0 ¥10°0 AdS
(9¢°0-) (€8°0-) (zo'0)
L00°0~ 810°0- 0000 AdS x qosmy
Le'n) (s8'1) 86'1)
L6PP°0 LELY0 6150 qAdS x @n)
(60°1-) (LL o) (€¥°0) (¢6'07) (950 (L1ro) (ze'0)) (1z70°) (TL o)
£00°0~ €00°0~ 200°0~ €00°0~ 200°0~ 100°0- 100°0- 100°0- £00°0- qasivy
(z6°07) (9¢'17) (L6°07) (€1°0) (¥$°07) (zzo) (9¢1) (19'1) (og'n)
1¥0°0- 950°0~ €80°0- £00°0~ L1070~ 0100 1210 L9T°0 90T°0 and
Jed X -¢ Jed x-¢ Jeo X -] Jed X -G Jed X -¢ Jed X -] Jed x -6 Jed x-¢ Jea x-1 =KunieN SaD
(6) (8) L) 9 (9] (2] (€ ) (1)

panupuod ‘g Iqe L



Sv

vToel SITET 189°CI N
rr1°0 €r1°0 SIT0 A paisnipy
WLIL “Ted X SpO2fJFT paxtg
(€1°1-) (Ts'1-) (6€°1-)
£00°0- 900°0- L00°0- Suruivgy
r1°T) (r6°1-) (zeT)
.,810°0- L1200 .,920°0- ANSUADT
(0T€r-) (z1er-) (6£6°)
1 £66°0 11,5960 37870 1oy dnnbyg
(+0°5) @re) (59°¢)
aCC00 0000 o S10°0 19¥1s0d 3N
(66°1-) (6€°7) (€07
HE10°0- 910°0- LF10°0- 1Y ISVISIN x q2SIY
(€D 00 (6L1)
L9TE0 W CPE0D For°0 1YISDITIN x 1)
(€60) (+6°0) (1z0)
£00°0 £00°0 100°0 qosivy
(€0°0-) (Lv'0) (98°0)
100°0- 8€0°0 0900 amn
Jea A -C eI A-¢ Jea X-1 H%ﬁ.ﬁaﬁz WQU
(€) (@ (D

"SO[QELIBA JOUI0 JO suonIuIyap 10J v xipudddy 995 A[oA1300dsaI ‘S[OA] PI[I1BI-0M] 9, PUB 04 ‘001

39U} J& SOUBOYIUFIS QJeIIPUL  PUB . [9AS] WL dY} J& PAISISN[O SIOLD PIEPUB]S JSNGOI UO PIseq e ‘S)drIq Ul pajioddr ‘sonsness- 7
"ISIMIUIO 01Z Pue dANe3U ST Jojrenb jsed oy ur uINIAI J003S WL J1 U0 03 [enbd o[qerreA Awwunp € SI JayIsp 32 9SIMIdYI0 0IdZ pue
aAnIsod s1 93uByd PUSPIAIP A} JI dUO 0} [enbd d[qeLIBA AWIWNP © SI (72SIDY "OSIMIdO 0IOZ puk AU SI 9FUBYD PUIPIAIP Y} JI dUO 0)
renba ojqeueA Awrwump e S1 (7772) 7 91Bp JUSWIIUNOUUR PUIPIAIP puUNoIe SABp (£ °L-) MOPUIM JUIAD AU} uLmp 7 wuiy 10§ o3ueyd peaids
SAD oy “'ppaadgy st ojqerrea juspuadap oy eouewrofiad jsed }00)s S, UL B UO [BUOIIPUOD SISA[eue Jo synsar syodor a[qe) sIyJ,
JUBULIOLIdJ ISEd YI0)S ULIL{ UO [BUODIPUO)) SISA[BUY 9 J[qR ],



9%

€£0°0 8€0°0- S00°0 (%) 192/192aV (LZ8 1=N)
€er'e 890°¢- ¥9€°0 (uor(ru §) ues\ 0=UOISS303Y
790°0 §20°0- 9£0°0 (25) 192q/192aV (F0g=N)
ovy'S 8€TT- 70T°€ (uor(ru §) ues\ [=UOISS303Y
9£0°0 9£0°0- 600°0 (9%) 192192V (I€1°2=N)
61L°€ 0S6°C- 69L°0 (wor[[rur §) UL s1edk [V
JUju0d uonewIojuy I2Jsueny yijea M\ on[ea 1qopy parewnsyg
(©) () (1)
SISIE.I PUIPIAIP “ON[EA }QIP Ul SITURYd pajewinsy g [Pued
THE0- 020 FEI0- (%) 192192V (S0T=N)
S6I°16- 1 1€ ¥S0°0¢C- (uorprur §) UL\ (=UOISSIY
QIT'I- $80°0 £€r'I- (%) 192192V (€01=N)
118°00€- 656°0C 7S8°6LT (uoryIu §) uBSN [=UOISS0Y
988°0- €10 €SL0- (%) 192192V (807=N)
COSVLI- 6609 YOL 'SP 1- (uorp[rur §) ueSN s1edk [V
JUSIUOD UOTIRWLIOJU] JoJSueI) YI[BIAN aN[eA 1GOPY Parewinsy
(©) (9] (1

SIND PUIPIAIP “AN[EA }IP UI SASUBYD PIjeWSH 'V [Pued

"04,8 JO 91BI JUNOJSIP [ENUUE U dWINSSE A\ “( [oUB]) SISIEI PUSPIAIP pue (Y [QUBJ) SINO PUIPIAIP 10J 109JJ9
JUSIUOD UOIBWLIOJUI SUII[NSAI Y} PUE JOJJ JOJSURI) YI[BOM PIIJBIIISO JY) SB [[OM SE ‘ONn[eA }qop Ul sagueyd pajewinsd oy} sy1odal 9[qe) Iy ],
$)3JJ JJSURL], YI[BIAN PUR JUIIUO)) UOHBULIOJU] 0) INP IN[BA IGI( UI SAduey)) pajewinsy L dqe],



Table 8. Dividend Changes and Future Defaults
This table reports the results from the following logit regression of future defaults:

Default; ;.s= po+ p1 CutD,, + p2 RaiseD;, + y Controli: + ¢;,,

where Default; ,.s 1s a dummy variable that equals one if the firm defaults in the next five years
and zero otherwise. CutD is a dummy variable equal to one if the dividend change is negative and
zero otherwise. RaiseD is a dummy variable equal to one if the dividend change is positive and
zero otherwise. See Appendix A for definitions of other variables. The #-statistics based on robust
standard errors clustered at the firm level are reported in brackets. *,*, and "~ indicate significance
at the 10%, 5%, and 1% two-tailed levels, respectively.

@) 2 3) “
CutD 1.674™" 1.953™ 0.976™ 1.180™
(5.03) (5.70) (1.97) (2.35)
RaiseD -0.465 -0.490 -0.118 -0.024
(-1.04) (-1.09) (-0.30) (-0.07)
SIZE -0.051 0.269
(-0.16) (0.70)
BM 1.640™ 1.173
(2.61) (1.24)
LEV 0.434™ 0.391°"
(2.93) (2.62)
PROFIT -1.712 -1.411
(-0.92) (-0.96)
RDA -18.459 -12.739
(-0.43) (-0.23)
CASH 2.544 3.002
(0.53) (0.71)
TANG 0.214 0.262
(0.12) (0.16)
VROE -4.419 -7.640
(-0.80) (-0.93)
Constant -4.908""
(-12.55)
Fixed Effects No Year Year Year, Credit Rating
Adjusted R’ 0.001 0.006 0.020 0.030
N 14,377 14,377 14,232 14,232
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Table 9. Dividend Changes and Future Credit Rating Changes

This table reports the results from the following regression of future credit rating changes:
ARating; .1 = po + p1 CutD; + p) RaiseD; i+ y AControl; i+ &,

where ARating; ., 1s credit rating change of firm ; in the next one year where credit rating is an

ordinal variable from 1 to 22 that indicates the S&P long-term credit rating from D to AAA+.

CutD is a dummy variable equal to one if the dividend change is negative and zero otherwise.

RaiseD 1s a dummy variable equal to one if the dividend change is positive and zero otherwise.

See Appendix A for definitions of other variables. The #-statistics based on robust standard errors

clustered at the firm level are reported in brackets. *, ™, and " indicate significance at the 10%,

5%, and 1% two-tailed levels, respectively.

(1) (2) (3)
CutD -0.445™" -0.357" -0.262"
(-4.49) (-4.42) (-3.22)
RaiseD 0.109"" 0.039"" 0.031°"
(7.05) (3.18) (2.63)
ASIZE 0.636™"
(3.76)
ABM -0.268™
(-3.04)
ALEV -0.202*
(-3.45)
APROFIT 0.337""
(3.04)
ARDA 0.050
(0.07)
ACASH -0.096
(-0.48)
ATANG 0.699
(1.27)
AVROE -3.908**
(-2.23)
Constant -0.134™
(-10.27)
Fixed Effects No Year, Firm Year, Firm
Adjusted R’ 0.008 0.181 0.201
N 13,082 13,082 12,577
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Table 10. Share Repurchases and CDS Spread Changes

Panel A of this table reports the univariate analysis of spread changes in 1-year, 3-year, and 5-year CDS
contracts over the (-7, 7), (-5, 5), and (-3, 3) trading day windows around share repurchase announcements.
Panel B reports the regression analysis with the CDS spread change over 15-day event window as the
dependent variable. RepD is a dummy variable equal to one if a firm announces a repurchase program and
zero otherwise. Firms that do not have any repurchase announcements six-months before or after a
repurchase event are treated as the control group. All CDS spreads are in %. The #-statistics are reported

in brackets. *, *, and " indicate significance at the 10%, 5%, and 1% two-tailed levels, respectively.

Panel A. Univariate analysis of the CDS market reaction to repurchase

Event window = (-7,7) days (-5,5) days (-3,3) days
2 (©) “ (©) @) (®) ®
CDS Maturity= 1-Year 3-Year  5-Year I-Year 3-Year  5-Year 1-Year 3-Year 5-Year
ASpread 0.012"* 0.009™  0.010™  0.010™" 0.009"  0.009"  0.009" 0.004 0.004
t-stat. (2.72) (2.08) (2.03) (2.58) (2.28) (2.32) (2.52)  (1.39) (1.09)
N 1,157 1,201 1,248 1,149 1,198 1,137 1,191 1,248
Panel B. Regression analysis during the event window (-7, 7) days
@) 2 A3) “4) ©) Q)
CDS Maturity= 1-Year 3-Year 5-Year 1-Year 3-Year 5-Year
RepD -0.023 -0.010 -0.003 0.009 0.006 0.009
(-0.77) (-0.63) (-0.22) (1.42) (0.94) (1.21)
EquityRet -0.089"*" -0.087"*" -0.085™"
(-5.21) (-6.66) (-6.69)
EarnSur -0.001 -0.002 -0.001
(-0.57) (-1.11) (-0.64)
AEarning 0.000 -0.001 -0.001"
(-0.33) (-1.61) (-1.95)
Fixed Effects Year, Firm Year, Firm
Adjusted R? 0.006 0.007 0.006 0.002 0.009 0.003
N 269,991 280,722 295,735 258,266 268,487 282,745

49



Table 11. The Effect of Debt Covenant Violations

This table reports the regression analysis of cumulative spread changes in 1-year, 3-year, and 5-
year CDS contracts over the event windows (-7, 7) days around dividend announcement date by
controlling the effect of debt covenant violations. All CDS spreads are in %. CurrentViolation
equals one if the firm violates debt covenant in the current quarter and zero otherwise.
PastViolation equals the frequency of debt covenant violations in the past three quarters. The #-

statistics are reported in brackets. *, ", and =" indicate significance at the 10%, 5%, and 1% two-
tailed levels, respectively.

) 2 3) “) ©) (6)
CDS Maturity= 1-Year 3-Year 5-Year 1-Year 3-Year 5-Year
CutD 0.219™ 0.186" 0.148™ 0.219™ 0.186" 0.148™
(2.12) 2.17) 1.97) (2.12) (2.18) (1.98)
RaiseD 0.000 0.000 -0.001 0.000 0.000 -0.001
(-0.10) 0.13) (-0.25) (-0.10) (0.13) (-0.24)
CurrentViolation -0.010 -0.001 -0.015
(-0.28) (-0.02) (-0.58)
PastViolation 0.004 0.001 0.012
(0.35) (0.11) (1.03)
EquityRet -0.712"*  -0.857""  -0.903" -0.712"*  -0.857""  -0.903™
(-9.42) (-11.57) (-12.58) (-9.42) (-11.57) (-12.59)
EarnSur -0.047  -0.051™"  -0.043" -0.047"  -0.051""  -0.043™
(-4.02) (-4.64) (-4.17) (-4.04) (-4.66) (-4.12)
AFEarning -0.002 -0.005 -0.004 -0.002 -0.005 -0.004
(-0.47) (-1.30) (-1.07) (-0.48) (-1.30) (-1.09)
Fixed Effects Year, Firm Year, Firm
Adjusted R’ 0.119 0.144 0.142 0.119 0.144 0.142
N 10,996 11,376 11,826 10,996 11,376 11,826
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Panel C. Zero dividend changes
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Figure 1. Cumulative CDS spread changes around dividend announcements

This figure plots the average cumulative changes in percentage in 1-year, 3-year,
and 5-year CDS spreads around the dividend announcement date (day 0). Panels
A, B, and C show the CDS market reactions for dividend cuts, dividend raises, and
zero dividend changes, respectively.
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Panel A. 1-year CDS contracts
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Panel B. 3-vear CDS contracts
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Panel C. 5-year CDS contracts
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Figure 2. CDS spread changes around dividend announcements, 2001-2014

This figure plots the average changes in CDS spreads in percentage for dividend
cuts, dividend raises, and zero dividend changes surrounding the event window
(-7, 7) days from year 2001 to 2014. Panels A, B, and C show the changes for 1-
year, 3-year, and 5-year CDS contracts, respectively.
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Figure TAl. Cumulative CDS spread changes around dividend announcements in
subsample without concurrent earnings announcements

This figure plots the average cumulative changes in (1-Year, 3-Year, and 5-Year) CDS spread
over (-7, 7) trading-day window surrounding the dividend announcement dates when there are
(a) negative, (b) positive, and (c) zero dividend changes, respectively. The sample is restricted to
dividend announcements without concurrent earnings announcements within the (-14, 0) event
window.
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