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CrossMark

Background: Investor tax preference parameters have been included as an explanatory
variable for changes in payout methods in developed countries. There is, however, a lack of
research in this area in developing countries. Tax reform in South Africa — comprising a change
in the tax regime and successive increases in tax rates — offers a unique setting to examine
investor tax preference parameters as a contribution to literature.

Aim: This study investigated the relationship between investor tax preference parameters
(of individuals, corporates, and institutions) and payout methods (namely dividends, capital
distributions, additional shares, and share repurchases).

Setting: The study used data collected in respect of companies listed on the Johannesburg
Stock Exchange (JSE) in South Africa for the financial reporting periods ranging from 2012
to 2019.

Method: A regression analysis of panel data was employed to relate the changes in payout
methods to changes in profits, investor tax preference parameters, the lagged levels of
variables, and ownership concentration dummy variables.

Findings: The empirical evidence of this study revealed that investor tax preferences affected
dividends as a payout method. This accordingly suggests that the tax differential of dividends
and capital gains affect the supply of dividends in South Africa.

Conclusion: The study contributes empirical evidence in support of the taxes and tax
clienteles theory from a developing country perspective. This could suggest that tax reform
in a developing country, in this case, South Africa, has a more pronounced effect on payout
methods than in developed countries.

Keywords: dividends; payout methods; tax preference; investor tax preference; tax preference
parameters; taxes and tax clienteles.

Introduction

Payout policy is central to corporate finance as it dictates the amount and method elected for
distribution and could affect valuation, investment decisions and the taxes investors would
pay (Farre-Mensa, Michaely & Schmalz 2014). The lack of consensus on the motivations for
paying dividends, described as the dividend puzzle, remains unresolved despite much
research and extensive debate (Al-Najjar & Kilincarslan 2019). Empirical evidence in respect
of taxes and tax clienteles theory as an explanation for dividend relevance provides mixed
support and is characterised by sparse research from emerging markets (Baker & Jabbouri
2016). Further research is also warranted on whether the differential taxation of dividends
versus capital gains affects the supply of dividends (Farre-Mensa et al. 2014). The term
‘investor tax preference parameters’ refers to the preference for dividends relative to capital
gains and incorporates the shareholding of different categories of investors in a company
(Geiler & Renneboog 2015; Poterba 2004).

South Africa, an emerging market and developing country, provides a unique setting to incorporate
investor tax preference parameters in empirical research due to tax reform. Tax reform in South
Africa has been extensive owing to a change in the tax regime from a company-level secondary tax
to an investor-level dividends tax during 2012, which was followed by successive increases in tax
rates. The change in tax regime during 2012 resulted in the possibility of dividend tax arbitrage
arising for the first time in South Africa, as only certain investors are exempt from dividends tax
(Marcus & Toerien 2014). Payout methods other than dividends (namely capital distributions,
additional shares, and share repurchases) could result in capital gains tax, dividends tax, or a
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combination of both. Conflicting tax preferences of investors
for different payout methods are further pronounced in South
Africa as a result of the differential tax rate on dividends and
capital gains tax (Nel & Wesson 2021). Descriptive evidence
suggests that, since the introduction of dividends tax in South
Africa, corporate investors would prefer dividends and
individual investors would prefer capital gains when tax is
the only consideration (Toerien & Marcus 2014). Explanatory
evidence based on the dividend growth during 2012 and 2013
has also been submitted that JSE-listed companies with higher
corporate shareholding grew dividends significantly faster
than other companies (Badenhorst 2017). Subsequent to these
South African studies, further increases in the applicable tax
rates occurred, which further pronounce the differential of
taxation on dividends and capital gains, and afford an
opportunity to incorporate investor tax preference parameters
in South African literature. A literature review did not reveal
any evidence of prior studies on the effect of investor-level tax
reform on the payout policies of JSE-listed companies with
reference to the tax preference of investors for different
payout methods. Empirical evidence in respect of the effect of
investor-level tax reform on payout policies would, in turn,
contribute to the debate regarding the dividend puzzle by
investigating tax as an explanation for payout methods
elected by companies.

The objective of the present study is to investigate the
relationship between changes in payout methods and
changes in investor tax preference parameters since the
introduction of dividends tax in South Africa during 2012.
Accordingly, this study will investigate how companies
respond when faced with the conflicting tax preferences of
investors — which could be of interest to researchers, investors
and those charged with fiscal responsibility (Badenhorst
2017). An understanding of investors’ preferences and
corporate payout behaviour is further submitted as a
prerequisite to efficient policy formulation (Chazi,
Theodossiou & Zantout 2018). This study is, to the researchers’
knowledge, the first to investigate the effect of investor tax
preference parameters on payout methods in South Africa
since the introduction of dividends tax in 2012. The findings
of the present study make four novel contributions to the
extant body of knowledge. Firstly, empirical evidence from
South Africa, an emerging market and developing country,
could enable a comparison to be made with other developing
countries (Aivazian, Booth & Cleary 2003; Mollah 2011).
Findings could further contribute to the limited empirical
research concerning the dividend puzzle in sub-Saharan
Africa (Arko et al. 2014). Secondly, the data collected in
respect of investor tax preference parameters are not
available in a commercial financial database and could serve
as the basis for further research. Thirdly, the distinction
between registered and beneficial shareholding applied in
the data analysis of the present study may provide additional
insights as these types of shareholding differ in nature.
Fourthly, the study also incorporates ownership
concentration as a determinant for changes in payout
methods — an aspect that has not previously been considered
in a South African context.
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Literature review

This study is grounded in the traditional theories of dividend
relevance, in which taxes represent a major market
imperfection and support payout policies as relevant in
determining a company’s value. In finance literature, dividend
relevance theories have been extensively researched within
major theories and explanations, such as the bird-in-the-hand
(i.e. that investors would prefer the certainty of dividend
payments to the possibility of substantially higher future
capital gains), taxes and tax clienteles, signalling, agency
costs, behavioural explanations, company life-cycle theory
and catering theories (Baker & Weigand 2015). The taxes and
tax clienteles theory centres on the notion that the after-tax
return of payout shapes investors’ payout preference and, in
turn, investors select a company that pursues their preferred
payout policy (Baker, Kapoor & Jabbouri 2018). The literature
review commences with an overview of the definitions and
findings of previous studies in respect of dividend tax
preference parameters and investor tax preference parameters
and concludes with an overview of the literature in respect of
ownership concentration.

Dividend tax preference parameters and
investor tax preference parameters

When considering the tax position of each investor type,
both the taxes on dividends and capital gains should be
considered (Geiler & Renneboog 2015; Lie & Lie 1999). Tax
preference parameters consist of dividend tax preference
parameters (based solely on tax rates) and investor tax
preference parameters (a function of tax rates and
shareholding).

Dividend tax preference parameters are defined by Poterba
(2004) as:

-7,
Dividend tax preference parameter = |:[1 dn ]] [Eqn 1]
-7

g

Where 1 is the marginal tax rate on dividends and t__ is the
marginal tax rate on capital gains. Dividend tax preference
parameters depict the preference for dividends relative to
capital gains based solely on tax rates. Investor tax preference
parameters expand on dividend tax preference parameters
by including the shareholding of companies, based on the
data of each company. Investor tax preference parameters at
time ¢ are consequently depicted as 6,and defined by Poterba
(2004) as follows:

) -9 = z W 1_Tdiv‘h‘t
nvestor tax preference parameter = 6, = M T
cg ht

[Eqn 2]

Where W, , refers to the percentage shareholding of investor
h at time t. Investor tax preference parameters consequently
express the relative tax burden of dividends versus capital
gains for different categories of investors in a company.
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Poterba (2004) considered federal data for the period 1929
to 2003 (74 years) in respect of households and funds in the
United States of America (USA). Corporate investors were
excluded from the specification as corporate investors could
invest for strategic reasons, resulting in a dividend policy
that is, at best, expected to be a second-order consideration
(Desai & Jin 2011). Short-run changes in tax preference
parameters were, however, found by Poterba (2004) to have
a small and statistically insignificant effect on aggregate
dividends. Poterba (2004) used aggregate data to study how
a change in the weighted-average tax preference parameter
affects aggregate dividend payments (Desai & Jin 2011).
Consequently, Poterba’s (2004) evidence was at the macro
level, whereas subsequent studies (Desai & Jin 2011; Geiler
& Renneboog 2015) provided evidence by calculating tax
preference parameters based on the data of each company,
not at a macro level. Desai and Jin (2011) in their study in
the USA for the period 1980 to 1997 (17 years) classified
institutional shareholding, based on the clients that the
institutions serve, as dividend-averse and non-dividend-
averse. The analysis of Desai and Jin (2011) provided direct
evidence of the presence of dividend tax clienteles based
on the heterogeneity, across companies, in payout policies
and classification of institutional shareholding. Geiler and
Renneboog (2015) considered the payout data of companies
listed in the United Kingdom (UK) for the period 1997 to
2007 (10 years). Geiler and Renneboog (2015) included
three different tax preference parameters (for individuals,
pension funds, and corporate investors). Three studies from
developed countries have accordingly considered the effect
of investor tax preference parameters on dividends (Desai
& Jin 2011; Geiler & Renneboog 2015; Poterba 2004). Two of
these studies (Geiler & Renneboog 2015; Poterba 2004)
concluded that short-run changes in tax preference
parameters have a limited effect on the aggregate dividend
payout methods.

Ownership concentration

This study will include dummy variables in respect of
ownership concentration, which was not included in
the model estimated by Geiler and Renneboog (2015). An
analysis of the relationship between large shareholders,
indicative of ownership concentration, and dividend policy
is submitted as important to better understand dividend
policy (Truong & Heaney 2007). The tax preference of
investors, in turn, has been recognised as relevant when
considering ownership concentration (Booth & Zhou
2017; Peyer & Vermaelen 2016). The inclusion of ownership
concentration in the model of Geiler and Renneboog
(2015) would therefore expand the investigation on the
relationship between investor tax preferences and changes
in payout methods. In empirical studies relating to dividend
policy, ownership concentration is measured in terms of the
Herfindahl ownership concentration index (HOCI), which
is based on the shareholding of the top five shareholders in
companies (Gonzalez et al. 2017; Harada & Nguyen 2011),

Page 3 of 11 . Original Research

http://www.sajems.org . Open Access

as well as the top shareholder category in a company
(Truong & Heaney 2007). High ownership concentration
companies are those whose Herfindahl index is above the
median value of the index for all companies (Arora &
Srivastava 2019). Previous South African studies have
considered ownership concentration in relation to capital
structure, corporate performance and agency costs (Dube
2018; Qopana 2018), with only a limited focus on dividend
policy under the previous tax regime prior to the
introduction of dividends tax in 2012 (Abor & Fiador 2013;
Arko et al. 2014). This study aims to extend the literature by
investigating the effect of ownership concentration
on payout methods under the dividends tax regime in
South Africa.

Research methodology and design

An empirical study, which is explanatory in nature, was
pursued in which quantitative data were analysed. A
regression analysis of panel data was conducted to relate the
annual changes in payout methods to annual changes in
corporate profits, changes in investor tax preference
parameters, the lagged levels of the explanatory variables,
and ownership concentration dummy variables. The
regression model is based on Poterba (2004) but originally
dates back to Lintner’s partial adjustment models (Geiler &
Renneboog 2015). The regression model was refined by
Geiler and Renneboog (2015) for an investigation based on
the data of each company. In the present study the model
specified by Geiler and Renneboog (2015) was further refined
in the following respects:

* The present study employs a variation of the model to
also investigate changes in payout methods other than
dividends (the aggregate of capital distributions,
additional shares, and share repurchases). Payout
methods other than dividends could serve as a substitute
for dividends and warrant further investigation of the
effect of investor tax parameters on payout methods other
than dividends.

® The study includes a distinction between registered and
beneficial shareholding. A distinction between registered
(or overall) and beneficial shareholding was made in
recognition of the two different sources of information
(the data sources are elaborated on under the data
collection section).

e The study included the tax preference parameters of
institutions that are not limited to pension funds.
Institutional investors in South Africa could be grouped
based on the flow-through principle for tax purposes (in
which beneficiaries are taxed rather than the institutions
investing on behalf of the beneficiaries).

e The study included ownership concentration dummy
variables. Investigating the relationship between
ownership concentration and dividend payout could
contribute to an understanding of the effect of taxes on
dividend payout methods.
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The regression model estimated in this study is:

Aln Payoutit = ﬁo + [ﬁl -Aln ROAir]+ [ﬁz “Aln 01ndividua/:,iz]
+ [ﬁ 3 : A ll’l 0Co;pumte:,i!]+ I:ﬁ 4 : A ll‘l elnsritutiuns,it]
+[B.-Aln Payour, J+[B,-AlnRrO4, ]

+ [ﬁ 7" Aln olndividualx,it—] ]+ [ﬂ s Aln 0C{1rpr)rat&\',iifl :|
+[8,-Ame

+ Ownership concentration dummies+ €, [Eqn 3]

Institutions it—1 ]

Where A In Payout methods, represents the natural log of
changes in payout methods (ordinary dividends and payout
methods other than dividends) as the dependent variable for
each company-year observation. The natural log of current
changes in corporate profits with a return on assets (ROA) as
proxy and represented by A In ROA,. Calculated investor tax
preference parameters are depicted by 6 (Equation 2) and the
natural log of changes in current investor tax preference
parameters is represented by A In 6 Aln 6 and

Individuals,it’ Corporates,it’

Alno, . . . Thelagged levels of variables are represented
nstitutions,it
by ln Payout methOdsit-T’ ln ROA{H’ 11'1 elndividuzzls,it-1' ln eCnrpomtas,it-l
andIn6, . . . . Ownership concentration dummy variables
nstitutions,it-1

include the HOCI and the top shareholder category in a
company (being either anindividual, corporate or institution).

All regression variables were transformed to natural log and
first differencing was applied in line with studies of Geiler
and Renneboog (2015) and Poterba (2004). Panel data sets
have been argued to be most useful when controlling for
time-constant unobserved features which might be
correlated with the explanatory variables in a model
(Wooldridge 2013). Pooled ordinary least squares (OLS),
first differencing, fixed effects and random effects are the
different estimation methods for unobserved effects in a
panel data model (Wooldridge 2013). First differencing was
applied in the present study to control for unobserved effects
in line with Geiler and Renneboog (2015). First differencing
enables the use of standard OLS analysis on the differences
(Wooldridge 2013).

Regression results were analysed based on the sign and the
significance levels of coefficients rather than inference based
on the size of coefficients. The only inference based on the
comparison of coefficients was to evaluate the importance of
each investor tax preference parameter, relative to each other,
in explaining changes in payout methods. The significance of
variables was evaluated using t-statistics and the calculated
probability (p-value). The significance of the results was
interpreted at the 90, 95 and 99 per cent confidence intervals.
This study focused on the interpretation of the short-run
effect (or short-run elasticity) of a change in tax preference on
a change in dividends which is captured, in line with Poterba
(2004) and Geiler and Renneboog (2015), by the coefficients
of current investor tax preference parameters, being S, f,,
and g, in Equation 3. The long-run effect (or long-run
elasticity) of a change in tax preference on a change in
dividends is captured, in line with Poterba (2004) and Geiler
and Renneboog (2015), by the negative lagged levels of tax
preference parameters divided by the lagged levels of
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dividends. The long-run effect of a change in tax preference
on a change in dividends depicts the sensitivity of payout
methods towards tax changes over the long term. The long-
run effect of a change in tax preference on a change in
dividends was only considered for comparison with the
findings of Geiler and Renneboog (2015) to allow for a
comparison between a developing country (South Africa)
and a developed country (the United Kingdom).

Target population and sample

The target population comprised JSE-listed companies with
reporting periods from 2012 to 2019. Companies were
selected according to the following criteria: (i) companies
with listed ordinary and/or N-class shares; (ii) companies
with their primary listing on the JSE; (iii) companies listed on
the JSE main board and not in the basic resources and finance
sectors; and (iv) companies listed for the full duration of the
period 2009-2015. Companies listed in the basic resources
and finance sectors were excluded owing to unique
accounting policies regarding capital investments and
financing (Wesson et al. 2018). Companies listed from 2009 to
2015 were included to focus on companies listed at least three
years before and after the introduction of dividends tax in
2012. Companies that delisted after 2015 were included to
eliminate potential survivorship bias (Mans-Kemp & Viviers
2015). In total, 116 companies were included in the population
comprising 33 large companies, 43 medium-sized companies,
and 40 small companies based on market capitalisation
during 2012. The company size classifications (small,
medium, and large) of the JSE during 2012 were applied,
namely, large companies represented by companies with a
market capitalisation exceeding R10 bn; medium size
companies with a market capitalisation exceeding R1 bn but
not exceeding R10 bn; and small companies with a market
capitalisation of R1 bn or less (SA Shares 2019).

Purposive non-probability sampling was applied based on
four aspects: (i) the exclusion of observations with a negative
ROA; (ii) the availability of shareholding data; (iii)
observations with no change in payout methods other than
dividends; and (iv) observations during the 2019 financial
years of companies affected by the COVID-19 pandemic. To
resolve the issue of negative earnings in alog-log specification,
observations with a negative ROA were excluded in line with
the study of Geiler and Renneboog (2015) and Poterba (2004).
If the required shareholding data were not available in
respect of a company for more than one year, such company-
year observations were excluded. For shareholding data that
were only unavailable for one year, missing data for that one
year were added by replacing the missing year with half of
the movement in shareholding from the preceding year to
the subsequent year. Missing data were added for a total
of 10 company-year observations based on registered
shareholding’. Owing to the infrequent nature of payout
methods other than dividends, this study included only

imputed/added was considered. The regression analyses were reperformed and the
observations for which values were imputed/added were excluded - it was
confirmed that the main findings of the present study were not affected by the
exclusion of the observations for which values were imputed/added.
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company-year observations with changes in payout methods
other than dividends (namely capital distributions, additional
shares, and share repurchases) for purposes of data analysis,
resulting in all company-year observations with no change in
payout methods other than dividends, being excluded.
Lastly, for two companies the data in respect of the 2019
financial years were excluded due to dividend payout which
was cancelled or reduced as a result of the COVID-19
pandemic in terms of relief afforded to JSE-companies (JSE
2020a, 2020Db).

In conclusion, the initial population comprised 928 company-
year observations (116 companies), from which only certain
company-year observations were included based on the
sampling applied. In respect of dividends, 482 company-year
observations based on registered shareholding (70 companies)
and 739 company-year observations based on beneficial
shareholding (104 companies) were included in the final
sample. In respect of payout methods other than dividends,
there were 482 company-year observations in total based on
registered shareholding, of which only 233 observations
(35 companies) had changes in other payout methods
(resulting in the exclusion of 249 observations with no change
inother payout methods). Inrespect of beneficial shareholding,
there were 739 company-year observations in total, of which
only 356 observations (51 companies) were identified as
having changes in other payout methods (resulting in
the exclusion of 383 observations with no change in other
payout methods).

Data collection
Payout methods data

Payout methods data in this study comprised of ordinary
dividends and payout methods other than dividends (the
aggregate of capital distributions, additional shares, and share
repurchases). Payout methods data compiled by Nel and
Wesson (2021) were employed and expanded on by the
inclusion of the 2019 financial years of selected companies.
Payout methods data were accordingly compiled based on
the consolidation of an existing dividend database (Nyere &
Wesson 2019) and a share repurchase database (Steenkamp &
Wesson 2020). Following the data collection method described
in the previous studies (Nel & Wesson 2021; Nyere & Wesson
2019; Steenkamp & Wesson 2020), data were collected from
disclosed annual financial statements and announcements via
the Security Exchange News Service (SENS) of the JSE. The
annual financial statements used to capture payout methods
data were retrieved from the IRESS financial database.

Return on assets ratios

The return on assets ratios, which serve as a proxy for
profitability, were obtained from the IRESS Expert financial
database.

Investor tax preference parameters

The calculation of investor tax preference parameters
(Equation 2) is a function of dividend tax preference
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parameters (Equation 1) and shareholding. Dividend tax
preference parameters are based solely on tax rates which
were obtained from tax pocket guides published by the South
African Revenue Service (SARS n.d.) in respect of each tax
year of assessment. Shareholding data included overall
shareholding (registered shareholding), shareholding
reported as beneficial (beneficial shareholding), top five
shareholding, and the top shareholder for each company-
year observation, as illustrated in Figure 1. The registered
shareholding information disclosed by JSE-listed companies
represents the overall shareholding of which only a portion is
required to be reported as beneficial shareholding. To promote
transparency between the company and shareholders,
registered shareholders are obligated, in terms of section 56 of
the Companies Act 71 of 2008 (Republic of South Africa 2009),
to disclose to a company where a person other than the
shareholder has a ‘beneficial interest” in shares held by the
registered shareholder (Norton Rose Fulbright 2017).
Accordingly, not all registered shareholders are obligated to
report beneficial shareholding, as reporting is only required
for shareholding exceeding certain thresholds (three per cent
or five per cent). In this study, a distinction between registered
and beneficial shareholding was made in recognition of the
two different sources of information - registered shareholding
maintained by Share Trading Transactions Totally Electronic
(STRATE) and beneficial shareholding data disclosed by
registered shareholders.

In respect of registered shareholding, JSE-listed companies
disclose an analysis of shareholding (which includes a
shareholder spread and a distribution of shareholders)
in their annual financial statements. The disclosure of a
distribution of shareholders (or shareholders analysis) could
extend to disclosure of different categories, including banks,
brokers, custodians, close corporations, endowment funds,
individuals, retail investors, private investors, directors,
empowerment, insurance companies, mutual funds, other
corporations, private public
retirement funds, share trusts, trusts, nominees, and other
trusts. In this study the different categories of registered
shareholding disclosed by companies in the distribution of
shareholders were grouped into individuals, corporates,
and institutions:

companies, companies,
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Registered Beneficial

shareholding || shareholding ||Top five

Disclosed by Disclosed by shareholders | |Top shareholder

company based || beneficial Disclosed by Disclosed by

on analysis of shareholders and || company or based | |company or based

STRATE** C%Tpanlfs on beneficial on beneficial

shareholdin obligated to shareholder

informationg disclose major Zharleholder disclosure
shareholders Isclosure

Applied in calculating investor
tax preference parameters

Applied as variables
for ownership concentration

** STRATE (Share Transactions Totally Electronic) system maintains a share register of all

registered share ownership of listed companies.

FIGURE 1: Levels of shareholding data representing data sources used in the

study.
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e Individuals are considered to be mnatural person
shareholders. Retail shareholders of a company could
include individual shareholders, companies, and family
trusts (Johnston 2019). As the disclosure of the distribution
of shareholders includes the declaration of companies
as a separate category, retail shareholders were classified
as individual shareholders. Family trusts were also
categorised as individual shareholders as such a trust
would be for the benefit of individual beneficiaries.
‘Empowerment’ as a category in the distribution of
shareholders could include a share trust or share scheme.
A typical example of a share trust is one established for
the benefit of employees as a share incentive initiative
(Fouché 2012). Share incentive plans are submitted to
encourage employees to take ownership of their company
and increase their performance by aligning the interest
of individuals with that of shareholders (Hunt 2014).
Any share trust (or empowerment trust) and share
scheme were therefore submitted to be for the benefit
of individuals and were categorised as individual
shareholders.

e Corporates are considered as public companies, private
companies, and close corporations, as disclosed in the
distribution of shareholders analysis. Close corporations
were categorised as corporate shareholders, since a close
corporation is included as a company, as defined in
section 1 of the Income Tax Act 58 of 1962 (Republic of
South Africa 2020) for tax purposes. Furthermore, it was
investigated whether a company or close corporation
represented the empowerment category to be classified as
a corporate shareholder.

e Institutional shareholders include asset owners (typically
pension funds and insurance companies) and asset
managers (who traditionally manage pooled share
portfolios on behalf of clients and asset owners) (Johnston
2019). Desai and Jin (2011) in their study in the USA
utilised data on institutional shareholders combined
with data on the tax preferences of the clients those
institutional investors serve. South African institutions
are also required to disaggregate holdings, which are
then reported to the Financial Surveillance Department
(FinSurv) of the South African Reserve Bank; however,
such data are not publicly available (Thomas 2017).
Owing to data availability, the present study did not
attempt to infer the tax position of institutions based on
the tax position of the clients they serve. All investor
categories, apart from those included as individual
shareholders and corporate shareholders, were classified
as institutional shareholders and were calculated as
the remaining percentage of shareholding (i.e. 100
per cent less individuals shareholding less corporates
shareholding).

Beneficial shareholding data were collected from
shareholder history reports, as compiled by Refinitiv
Eikon (previously Thomson Reuters) from the filings of
shareholders and with only investments of beneficial
shareholders being processed (Thomson Reuters 2016).
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The shareholder history reports include the classification
of shareholder type and sub-type and enabled the following
classification of investors as individuals, corporates, and
institutions:

¢ Individuals were represented by the ‘individual investor’
sub-type. In this study, the beneficial holding of a share
trust, share scheme, or family trust was seen as benefiting
individual beneficiaries and was therefore categorised as
individual shareholding. It was noted — in data collected
from Refinitiv Eikon — that share trusts and schemes are
classified as corporation or holding company in the
shareholder history reports. This classification of a
share trust or share scheme as a corporation or holding
company was reclassified to individual investor for this
study.

e Corporates were represented by the ‘corporation” sub-type.

¢ Institutions comprised the remaining beneficial
shareholding (i.e. beneficial shareholding not categorised
as individuals or corporates).

Beneficial shareholding cannot exceed registered shareholding
as only holdings exceeding the reporting threshold are
required to be reported as beneficial. Shareholding data
collected confirmed the mean percentage of beneficial
shareholding for each category (13.52% for individuals,
20.23% for corporates, and 35.23% for institutions) as lower
than the mean percentage of registered shareholding for each
category (19.97% for individuals, 23.58% for corporates, and
56.47% for institutions). Institutional shareholders have also
been noted as accounting for most of the overall volume of
shareholding on the JSE in South Africa (JSE 2016).
Shareholding data collected confirmed the mean registered
shareholding of institutions as the majority of registered
shareholding (being 56.47% of total registered shareholding).

Ownership concentration dummy variables

For each company-year observation, the HOCI was calculated
per company as the square of percentage shareholding held
by the top five shareholders (Figure 1) and high (low)
ownership was identified on the basis of the median HOCI
(Harada & Nguyen 2011). A binary variable of 1’ was applied
to indicate company-year observations with high ownership
concentration and ‘0" as low ownership concentration. Data
collected in respect of the top shareholder included the
category of top shareholder (individual, corporate, or
institution) in terms of the description of categories under the
shareholding data collection method. A binary variable of 1’
was applied to indicate company-year observations with a
top individual, corporate, or institution shareholder. A binary
variable of ‘0" was similarly applied when the top shareholder
was not an individual, corporate, or institution.

Formulating expected relationships

A summary of explanatory variables and expected
relationships is provided in Table 1. The first explanatory
variable was the change in the natural logarithm of profit
(AIn ROA,). More profitable companies, based on ROA, were
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TABLE 1: Variables description and expected relationships.
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Variable Description Ordinary dividends Other payout methods
Aln ROA, Change in the natural log of profits Positive (+) Positive (+)
AN O, s e Change in the natural log of individual tax preference parameters Positive (+) Negative (-)
Aln Gawmmm Change in the natural log of corporate tax preference parameters Positive (+) Negative (-)
AIN O, vions e Change in the natural log of institution tax preference parameters Positive (+) Negative (-)
In Payout methods, Lagged levels of annual payout methods Negative (-) Negative (-)
InROA, , Lagged levels of profits Positive (+) Positive (+)
In (-)mdwuakl“ Lagged levels of individual tax preference parameters None None
In ech,,_l Lagged levels of corporate tax preference parameters None None
In (-)msmmwl Lagged levels of institution tax preference parameters None None
High concentration High ownership concentration based on Herfindahl index None None
Top individual Top shareholder is an individual Negative (-) Positive (+)
Top corporate Top shareholder is a corporate Positive (+) Negative (-)
Top institution Top shareholder is an institution Positive (+) Negative (-)
found to consistently pay higher dividends (Badenhorst
. . . Individuals Corporates —jill— Institutions
2017; Nyere & Wesson 2019) and high accounting profit was P
. .. . 1.30
also submitted as a prerequisite for payout earnings by
.
different payout channels (Geiler & Renneboog 2015). g 125
A positive relationship between changes in profit and g 1.20
changes in payout methods was expected. s
& pay p % 1.15 -
o
g 1.10-
The second category of explanatory variables referred to the 5
&
change in the natural logarithm of investor tax preference £ 105
: x
parameters, depicted as A In 0, . duatsir D In Ga)mmﬁ/f,, and 8 1.00-|
. . . st
Aln®, . ... The expected relationship between changes in S 0051
payout methods and changes in investor tax preference 2
. P = 0.90
parameters was informed by the tax rate on dividends and =}
capital gains tax. For this study, the dividend tax preference 08— 7T 7T T T T T T T 1
; NSRS NN A RN NI N BN S
parameters (Equation 1) were calculated based on South ST TS LSS
African tax rates for individuals, corporates, and institutions Year

(as illustrated in Figure 2). Individuals are represented by
higher-rate individuals (individuals taxed at the highest
marginal normal tax rate for each year of assessment) to
demonstrate the maximum differential of tax between
dividends and capital gains tax for individuals. Institutions
are represented by funds, as funds are the majority
institutional investor type on the JSE based on holdings
(Thomas 2017). Based on dividend tax preference parameters
displayed in Figure 2, the expected relationship between
each of the categories of investor tax preference parameters
and payout methods (dividends and payout methods other
than dividends) was as follows:

¢ Individual investors taxed at the highest normal tax rates
only had a marginal dividend tax preference during 2017,
with a marginal preference for capital gains tax above
dividends tax noted for other years since the introduction
of dividends tax in 2012. The bird-in-the-hand theory
posits that investors could prefer the certainty of dividend
payments to the possibility of substantially higher future
capital gains (Baker & Weigand 2015). Individual investors
could, in terms of the bird-in-the-hand theory, prefer
dividends despite the marginal differences between
dividends tax and capital gains tax rates. Furthermore,
shares held by employees (individual investors) could also
affect the likelihood that dividends will be paid, because
executive compensation could be increased by allowing
dividends to be paid on unvested restricted shares awarded
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FIGURE 2: Dividend tax preference parameters per investor type.

(Minnick & Rosenthal 2014). The expectation is that tax
preference parameters of individuals (AIn 9, . .. . ) would
have a positive relationship with changes in dividends
(and a negative relationship with changes in payout
methods other than dividends) despite the marginal tax
preference for capital gains tax observed in Figure 2.

e Corporate investors had the highest dividend tax
preference parameters (Figure 2) as a result of an
exemption from dividends tax afforded and the increases
in the effective rate of capital gains tax. The expectation is
that corporate investor tax preference parameters
(AlIn 6, would have a positive relationship with
changes in dividends (and a negative relationship with
changes in payout methods other than dividends) and,
based on having the highest dividend tax preference
parameters, are most likely to affect changes in dividends.

e Institutional investors (represented by the tax position of
funds) were tax-neutral since 2012 owing to an exemption
from dividends tax and capital gains tax being afforded.
Where institutional investors were the majority investors,
a tax explanation for a positive relationship between
dividend distribution and ownership concentration based
on dividend preference has been reported (Short, Zhang &
Keasey 2002). Institutional investors could also increase
large companies’ propensity to pay dividends (Jacob &
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Lukose 2018). The tax preference parameters of
institutions could accordingly still be positively related to
dividend payout despite the tax-neutral position since
the introduction of dividends tax (as illustrated by a
uniform dividend tax preference in Figure 2). The
expectation is that institutional tax preference parameters
(A In 0, him) Would have a positive relationship with
changes in dividends (and a negative relationship with
payout methods other than dividends) despite a tax-
neutral position.

The third category of explanatory variables pertained to
the lagged levels of variables. The lagged levels of
dividends were found to be highly predictive but
negatively related to aggregate dividend payout (Geiler &
Renneboog 2015; Poterba 2004), based on which a negative
relationship with changes in payout methods is expected.
The lagged levels of profits (In ROA, ) indicate past
profitability which could also inform current changes in
payout methods to the extent that past profits are not
distributed but retained for future expansions or
dividends, based on which a positive relationship with
changes in payout methods is expected. The lagged levels
of investor tax preference parameters (In 6
In eCarpumtes,it—l’ and In elnstitutions/it—l)’
not expected to affect current changes in payout methods,
based on which no specific relationship with changes in
payout is expected.

Individuals,it-17

unlike past profitability, is

The final category of explanatory variables related to
ownership concentration dummy variables and the category
of top shareholders. This study explored whether high
ownership concentration was a significant explanatory
variable or not, without any expectation on the direction of
relationships. The category of the top shareholder was also
considered and the expected relationship differed depending
on the category of shareholders. A top individual shareholder
is expected to have a negative relationship in respect of
changes in dividends (and a positive relationship in respect of
payout methods other than dividends) owing to lower tax
preferences for dividends if tax is the only consideration
(Figure 2) and the sole aim is to maximise after-tax receipts
and not the immediate cash receipts in terms of the bird-in-
the-hand theory. A top corporate and institutional shareholder
is expected to have a positive relationship in respect of changes
in dividends (and a negative relationship in respect of payout
methods other than dividends) owing to tax preferences for
dividends, based on the applicable tax rates (Figure 2).

In summary, a positive relationship between changes in
dividends and the majority of explanatory variables is
expected. A negative relationship between changes in
payout methods and the lagged levels of payout methods
is expected, whereas a positive relationship between
changes in payout methods and corporate profits (and the
lagged levels of corporate profits) is expected. A negative
relationship is expected between changes in dividends (and
a positive relationship is expected between changes in
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payout methods other than dividends) and top individual
shareholders.

Multivariate statistics

When testing the assumptions of the regression analysis,
normal probability plots were inspected to assess the
normality of data by considering the distribution of residuals.
The models estimated in the present study also applied log
transformation to all variables, in line with previous studies,
which would aid in addressing the normality assumption.
The Breusch-Pagan test was performed in respect of
heteroscedasticity with the results found to be significant for
registered shareholding (p-value of 0.04) and beneficial
shareholding (p-value of 0.01), which indicated the need to
adapt regression results for heteroscedasticity using White’s
robust covariance matrix. The Durbin-Watson statistics
approximated two for registered shareholding (d-value of
1.83) and beneficial shareholding (d-value of 1.86) submitted
as evidence of no autocorrelation of variables. The variance
inflation factor for variables other than a top institutional
shareholder ranged from 1.09 to 3.27 and indicated no
multicollinearity between independent variables. The
variance inflation factor of Top Institution was found to be
collinear and Top Institution was therefore excluded for
purposes of data analysis. In respect of outliers, the Grubbs
test for outliers was performed on all variables. Each variable
containing entries that were identified as outliers was
winsorised by replacing the upper (lower) outlying entries
with the value of the maximum (minimum) of the non-
outlying observations plus 10% of the non-outlying
interquartile range. The regression results estimated for
Equation 3 using OLS are provided in Table 2.

Changes in profitability (A In ROA,) and past profitability
(In ROA, ) were found to have a statistically significant
positive relationship with changes in dividends, in line with
expectation and previous literature (Geiler & Renneboog
2015). Only past profitability (In ROA, ) was found to have
a statistically significant positive relationship with changes
in other payout methods, which suggests the retention of
past profits (In ROA, ) as a more important determinant
than changes in current profits (A In ROA,). Previous payout
methods (In Payout methods,,) were found to have a
statistically significant negative relationship with changes
in dividends and other payout methods, in line with
expectation and previous literature (Badenhorst 2017;
Geiler & Renneboog 2015; Poterba 2004). These findings
confirm the importance of profitability as well as past
payout methods in explaining changes in payout methods.

Different insights were obtained in this study based on
registered shareholding and beneficial shareholding in
respect of investor tax preference parameters. Changes in
investor tax preference parameters were found to have a
statistically significant positive relationship with changes in
dividends based on registered shareholding only. The level of
significance relating to corporate tax preference parameters

(AIn6 ) was found to be higher than the other investor

Corporates, it
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TABLE 2: Regression results — payout methods and investor tax preference
parameters.
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TABLE 3: Standardised beta coefficients and errors of investor tax preferences
parameters.

Description Registered shareholding Beneficial shareholding Description Registered shareholding Beneficial shareholding
Ordinary Other payout Ordinary Other payout Ordinary Other payout Ordinary Other payout
dividends methods dividends methods dividends methods dividends methods

Intercept -0.618 16.838 -0.009 10.646 AING, s 0.103 0.067 0.062 -0.004

(0.231) (4.918) (0.113) (2.705) (0.050) (0.050) (0.037) (0.036)
AlnROA, 0.335%%x 1.456 0.359% 0.481 Aln®, ... 0.142 0.028 0.034 0.039
(0.081) (1.454) (0.059) (1.242) (0.051) (0.050) (0.038) (0.035)

AING, s 0.319* 2.847 0.148* 1.418 AING, 0.102 0.046 0.009 0.030
(0.167) (2.583) (0.085) (2.369) (0.055) (0.053) (0.036) (0.035)

AINO, e 0.285%** -0.381 0.063 0.892 Standardised regression coefficients with standardised standard errors in parentheses.
(0.098) (1.967) (0.067) (1.546)

BING, ons 0.436* 1.917 B L In respect of ordinary dividends and based on registered
(0254) (5-221) (0.069) (1.580) shareholding (Table 2), the estimated coefficients implied a

In Payout -0.024%% -1.163%%* -0.017%#* -1.189%** A .

methods long-run effect on changes in dividends for investor tax

i1 (0.004) (0.058) (0.003) (0.041) o

In ROA, Ep— By Py —— = preference parameters of 1.08 for individuals (-0.026/-0.024),
(0.054) (0.854) (0.035) (0.748) 0.167 for corporates (-0.004/-0.024), and 3.08 for institutions

N8, s 0.026 1,630 -0.005 0.261 (-0.074/-0.024). Geiler and Renneboog (2015) concluded that
(0.034) (0.603) (0.018) (0.420) there was a long-run effect on changes in dividends with

LN 0.004 -0.460 0.003 -0.126 respect to investor tax preference parameters of 0.03 for
(0.024) (0:524) (0.015) (0373) individuals, —0.042 for corporates, and —1.58 for pension

B rsons 1 0.074% 0.283 -0.025 0-656 funds. The long-run effects on changes in dividends reported

} 0.032) (0.755) (0.021) (0.506) in the present study were higher than those noted by Geiler

High -0.018 0.578 -0.055 0.263 .

concentration i - 6T P and Rer'm'eboog (2015), ‘.Nthh suggesj,ted that, over the long

Top individual 0.019 1621 0.059 0,505 term, dividend payout in South Africa seemed to be more

(0.076) (1.672) (0.063) (1.674) sensitive to investor tax preference parameters than dividend

Top corporate 0.059 -1.018 -0.023 0.247 payout in the UK.

(0.070) (1.482) (0.060) (1.587)

Adjusted R* 0.150 0.589 0.130 0.59% Changes in investor tax preference parameters (AIn0, ... ..,

Standard error 0.548 7.317 0.442 7.500 A In QCW —— and A In elnsmmuns ”) were found not to have a

N 482 233 739 356 S .

Regression coefficients with standard errors in parentheses. The dependent variables are the
change in the natural log of annual dividends (A In Div,) and payout methods other than
dividends (A In Other payout methods ). The independent variables are the change in the
natural log of profits (A In ROA ), change in the natural log of investor tax preference
parameters (A In 8)), the lagged levels of variables (In Payout methodsH' In ROAH and In
6,,), and ownership concentration dummy variables (high ownership concentration, top
individual, and top corporate).

*p<0.10, ** p < 0.05, *** p < 0.01.

tax preference parameters considered. The standardised
beta coefficient of corporate tax preference parameters
(A In Cmew}) was also observed as higher than the
standardised beta coefficients of other investor tax preference
parameters considered in relation to ordinary dividends
based on registered shareholding (Table 3). The higher
standardised beta coefficients in respect of corporates
(A In 6., .. suggests that corporate tax preference
parameters explained changes in dividends more than other
investor tax preference parameters considered. The finding
in respect of corporate investors supports the findings of
Badenhorst (2017), which suggested that corporates could be
more successful in lobbying for beneficial dividend changes
than other investor types. Investor tax preference parameters
based on beneficial shareholding were only found to be
significant in one instance, being for individuals
(AIn 0, ) at the 10 per cent level of significance in
respect of ordinary dividends. This finding could suggest
that beneficial shareholders could invest for strategic reasons,
such as obtaining control, rather than maximising their after-
tax receipt, which could result in tax preferences being less
important.
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statistically significant relationship with changes in payout
methods other than dividends. Contrary to the findings in
respect of dividends, the short-run changes of investor tax
preference parameters were not found to have a significant
effect on the aggregate changes in payout methods other than
dividends. This finding suggests that tax is not a significant
determinant of payout methods other than dividends. Payout
methods other than dividends could be explained by other
determinants. In respect of share repurchases (i.e. the
main payout method other than dividends), shareholder
heterogeneity, the size of the distribution, the level of
company undervaluation, agency cost, and history of
dividend payment have all been found to be significant
determinants in the choice between share repurchases and
dividend payments (Wesson et al. 2018).

In respect of ownership concentration, this study considered
HOCI and top shareholders (as corporate or individual),
however, none of the ownership concentration dummy
variables was noted as statistically significant. A possible
explanation could be that top shareholders invest for strategic
reasons, which could result in tax not being a first-order
determinant.

Conclusions and recommendations

Prior empirical evidence offers mixed support for taxes and
tax clienteles theory as an explanation for dividend relevance
(Baker & Weigand 2015). The present study contributes in
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respect of the theory of taxes and tax clienteles from a
developing country perspective by exploiting data not
previously included in South African literature. This study
investigated the relationship between changes in investor tax
preference parameters (of individuals, corporates, and
institutions) and changes in payout methods (namely
dividends, capital distributions, additional shares, and share
repurchases).

Corporate investors had the highest tax preference for
dividends of all categories of investors considered since
the introduction of dividends tax in 2012 in South Africa
due to an exemption from dividends tax being afforded
and increases in the effective rate of capital gains tax.
Regression results confirmed changes in corporate
investor tax preference parameters as the most statistically
significant in explaining changes in dividends, of all
investor tax preference parameters considered. This
finding contributed to literature in three respects. Firstly,
short-run changes in corporate investor tax preference
parameters were found to be statistically significant in
explaining aggregate changes in dividends, contrary to
previous studies from developed countries (Geiler &
Renneboog 2015; Poterba 2004). This could suggest that
tax reform in a developing country, South Africa, has a
more pronounced effect on payout methods than in
developed countries. Secondly, this finding provides
empirical evidence that the tax differential of dividends
and capital gains, as depicted by investor tax preference
parameters in this study, affect the supply of dividends
(Farre-Mensa et al. 2014). Thirdly, this finding expands
on previous findings that suggest that corporate
shareholders in South Africa could have greater success
in lobbying for beneficial dividend changes than
individuals (Badenhorst 2017).

In conclusion, the empirical evidence of the present study
suggests an effect of investor tax preferences on dividend
payout methods. The findings on how companies respond
when faced with the conflicting tax preferences of investors
could be of interest to researchers, investors, and those
charged with fiscal responsibility (Badenhorst 2017). This
evidence could also enable a comparison with other
developing countries (Aivazian et al. 2003; Mollah 2011) in
future research. The data collected in respect of investor tax
preference parameters are not available in a commercial
financial database and could serve as the basis for further
research. The collection of ordinary dividend data and
shareholding data, however, relied on annual financial
statements and two financial databases (IRESS and Refinitiv
Eikon) and a focus of future research could be to consider
alternative data sources.
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