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ABSTRACT

This paper’s primary goal is to present a significant element of the current dividend
policy challenges from the perspective of behavioral finance. Given that dividend
policy is one of the more contentious subjects in corporate finance, and because of
this, scholars in the field have recently attempted to address the dividend policy
conundrum by utilizing behavioral finance viewpoints. From the standpoint of be-
havioral finance, the study provides a general overview of the literature on dividend
policy. This work offers a review of the literature. Together with behavioral compo-
nents, it summarizes the main theoretical justifications for the dividend policy from
the standpoint of behavioral finance.
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1. Introduction

A very important question in finance asks why firms pay dividends? To give the an-
swer to this particular question we can say, in general investors want some return
against their investment and dividend is a very well recognised and accepted way of
giving returns. In broad way, dividend is a major part of the financial policy for every
company (Hasan & Shahbaz, 2021). Not only do shareholders or investors have a big
interest in it but also, corporate managers have a big interest in dividend because, it
may have the influence on share pricing. At the end government also put interest on
it, because it has relation with the tax calculation.

Determining a dividend has been a long-term puzzle and an important issue in fi-
nance, this is because lots of economists including M & M believe that dividends do
not matter; the only thing that matters for the shareholders is their final wealth. In
standard financial theory it does not matter whether wealth is embodied in the form
of a cash dividend or in the form of stock, because they are perfect substitutes (Hasan
& Shahbaz, 2021). But on the other hand, According to Lintner’s (1956) groundbreak-
ing work on dividends, the payment of regular cash dividends to shareholders is a
chronological tradition in developed capital markets. Lintner’s (1956) main argument
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was company manage firm’s believe shareholders are entitled to get firm’s profits in
the form of dividends. On the other hand, Shefrin and Statman (1984) argued about
the behavioural dividend policy of the firms, that firms pay dividends simply because
investors exercise better self-control with their expenditure.

As we know, there is plenty of research conducted to solve the dividend puzzle,
and some of them were specially based on dividend changes and whether dividend
can predict future profitability (Hasan & Shahbaz, 2021). In 1997 and in 2005 Be-
nartzi, Michaely, and Thaler said that there is no positive correlation between divi-
dend changes and future profitability and earnings but in 2001 Doron and Amir proved
thatthere is positive correlation between dividend changes and future profitability and
earnings (Hasan & Islam, 2022,?).

Dividend changes are positively associated with stock returns in the days sur-
rounding the dividend change announcement (Aharony and Swary (1980, Asquitg and
Mullins (1983), Kalay and Loewenstein (1985), and Peti (1972)). Doron and Amir
(2001) find that dividend increases are positively related to unexpected earnings but
onthe other hand, dividend decreases are not significantly related to earning changes.
And they showed the reason for the positive relation between dividend changes and
earnings changes due to autocorrelation in the earnings change’s series. On the other
hand, G Grullon, Michaely, Benartzi, and Thaler (2005) and Hasan and Islam (2022)
prove that Donor and Amir (2001) findings are not correct, and they said that, divi-
dend changes are uncorrelated with future earning changes and dividend changes are
negatively correlated with future changes in profitability.

Brickly (1983), Healy and Palepu (1988),and Aharony and Dotan (1994) also provide
evidence that an increase in dividends leads to an increase in future earnings. But on
the otherhand, Watts (1973) and Gonedes (1978) show there is norelationship between
current dividends and future earnings while the evidence in Benartzi, Michaely, and
Thaler (1997) suggests that dividend changes provide information about current and
past levels of earnings. So, there are different results on the information content of
dividends. Many of the differences arise from different techniques of estimation and
different functional forms. My research will explore the importance of functional form
in explaining different results using UK data.

Another perspective of the dividend puzzle is that of Behavioural finance. Like or-
thodox finance, behavioural finance also has theories, and its main theory is Prospect
theory. As we know, investment always uncertain and risky for the investors. Prospect
theory (PT) (Kahneman & Tversky, 1979) is one of the most well-known and influential
modelsof decision making underuncertainty (Wakker2010). Prospect theory contends
that the utility function of investors is concave over the domain of gains. The separate
valuation by investors of individual gains over a concave utility function influences how
a stream of dividend payments will be valued. More specifically, it suggests that the
frequency with which dividends are paid will positively affect an investor’s valuation
of a total dividend distribution (Hasan, Kayani, & Choudhury, 2023). As part of our
exploration of functional form we will develop and test an econometrics specification
based on behavioural finance and prospect theory.

The rest of the paper is organized as follows, in the second section we explain all
the relevant theories of behavioural finance and dividend policy and in section 3 we
conclude this paper.
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2. Literature Review

Corporate dividend policy is an important component of firm policies and has been
viewed as an important issue in the newly developed behevioural corporate finance
literature. Modigliani and Miller (1958 and 1961), first given dividend irrelevancy the-
ory for the businesses and shareholders to solve the too complicated dividend puzzle.
A number of researchers tried to solve that puzzle using different areas of corporate
finance, and some of them think that this puzzle is unsolvable because of the capital
structure problem of the company. And few of the researchers have examined whether
this puzzle has any direct link with the permanent earnings of the company. But all
this research has got some kind of positive result, and they manage to make some con-
tribution to the literature, but still no one have the absolute answer. But no researcher
has tried to use behavioural finance theory to solve this puzzle. Though, already many
theories have appeared in the literature that explain the payment of dividends and
variations in dividend payout policy by focusing on market imperfection (Alli et. al.
1993). All of those studies after Miller and Modigliani (1961) are basically concentrated
and focused on the dividend theories e.g., signaling on dividend theories, catering the-
ories and more on, but very recently one more behavioural theory is added with the
existing theories, and it is called prospect theory.

2.1. Behavioural Finance

Behavioural finance is a relatively new concept in the financial markets, and it replaces
traditional finance models, rather than following traditional financial models, and on
top of it offers a better model for the human behaviour. Avanidhar Subrahmanyam
(2007) says traditional finance academics often offer a few common objections to be-
havioural finance. At first theoretical behavioural models is to some extent ad hoc and
designed to explain specific stylised facts and behavioural models are based on people
actually behave based on extensive experimental evidence and justify evidence better
than traditional ones. Moreover, data mining plagues the empirical work. Behavioural
finance examines the impact of psychology on market participant’s behaviour and the
resulting outcomes in markets (Hyoyoun and Wook, 2013).

Hyoyoun and Wook (2013) report that behavioural finance is a study that combines
psychology and economics, and it tries to explain various events that take place in the
financial markets. Behavioural finance discusses two things which are, the behavioural
finance macro, which recognizes anomalies in the Efficient Market Hypothesis (EMH)
that behavioural model can explain and other one is the behavioural finance micro,
which recognizes individual investor behaviour, or biases that are not explained by
the traditional model incorporating rational behaviour (Hyoyoun and Wook, 2013).
Behavioural finance also focuses on the individual investor’s decision-making process, in
particular, how individual investors interpret and act on specific information. Investors’
decision-making processes include cognitive biases and affective (emotional) aspects,
becauseinvestors donotalwayshaverational and predictable reactions when examined
through the lens of quantitative models (Hasan, 2024).

Behavioural finance has been defined in different ways by different researchers. Ric-
ciaedi and Simon (2000) defined behavioural finance in the following manner: “Be-
havioural finance attempts to explain and increase understanding of the reasoning
patterns of investors, including the emotional processes involved and the degree to
which they influence the decision-making process”. Basically, behavioural finance ex-
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plainswhat, whyand howoffinanceand investment, from ahuman perspective. Shefrin
(2000), however, mentioned the difference between cognitive and affective (emotional)
factors: “cognitive aspects concern the way people organise theirinformation, while the
emotional aspects deal with the way people feel as they register information”.

2.2, Behavioural Finance and Dividend Policy

Psychology is the second building block of behavioural finance (Shleifer and Summer,
1990). Behavioural finance economists have done broad experiments and they gathered
huge number of experimental evidence complied by cognitive psychologists on the bi-
ases that arise when people form beliefs, and on people’s preferences, or on how they
make decisions, given their beliefs. Economists are believed that a long-term puzzle in
behavioural finance has been the determination of dividends in spite of the recognition
that share repurchases as a means of cash distribution confer tax advantages (Subrah-
manyam, 2007). More recently, Baker and Wurgler (2004a) rationalise dividends by
arguing that during certain times, investors are more desirous of dividends.

Psychological factors have direct influence on investors’ decision-making process:
overconfidence (Alpert and Raiffa, 1982) on private information, optimistic and wish-
ful thinking about their ability and prospects (Weinstein, 1980), representativeness,
belief perseverance, anchoring. Investors believe that the mean dividend growth rate
is more variable than it actually is. When investors see a surge in dividends, they
are too quick to believe that the mean dividend growth rate has increased. Investor’s
exuberance pushes prices up relative to dividends, adding to the volatility of returns.
Investors rely more on private information than public information and in particular,
on overconfidence about private information.

Basically, dividends have been taxed at a higher rate than capital gain. Therefore,
investors who pay taxes always prefer that the firm repurchase shares rather than pay
a dividend. Shefrin and Statman (1984) proposed behavioural explanations tell that,
investors always exhibit self-control problems and rationale for dividends is based on
mental accounting, by designating an explicit dividend payment, firm make it easier for
investors to segregate gains from losses and hence to increase their utility. And paying
dividends also helps firms investors avoid regret.

2.3. Dividend signaling theory

The basis of signalling theory derives from a study by Lintner (1956), in which 28
companies’ managers were interviewed to find out which factors were most instrumental
in firms’ payout policies. Lintner was convinced by that, dividend is not only important
for the amount of cash needed to finance projects in the short-term, but that they
also show managers confidence over the sustainability of company earnings for the
long-term. Forthat reason, managers tended to increase or initiate pay-outs only when
they believed that subsequent earnings would be high. John and Williams (JW) (1985)
and Miller and Rock (1985) show that the level of dividends signals the level for a firm’s
cash flow, while Kale and Noe (1990) demonstrate that the level of dividends signals
the variance of the firm’s cash flow.

Empirical evidence tells that investor always interested to dividend increases and
initiations; the stock prices of firms that initiate dividends tend to increase around the
time of the initiation announcement (Asquith and Mullins, 1983; Healy and Palepu,
1988). Similarly, the signalling theory implies that any subsequent decrease or elim-
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ination of dividends will be viewed with extreme disfavour by the financial markets
(Healy and Palepu, 1988; Michaely et al., 1995; ) (Benartzi et al., 1997).

Deangelo, Deangelo, and Skinner (2004) finds that the cumulative level of real div-
idends increasing but dividends becoming increasingly concentrated instead of widely
distributed. According to the signalling theory, before paying dividends companies
sending a positive signal to the capital markets to inform about their high future cash
flows and profits, and this signal rests a massage (Lintner, 1956) that the initiation of
dividends represents a commitment to sustained payments. Therefore, that firms whose
expecting higher future cash flowto pay dividends are the firms that are most rewarded
byinvestors at the time of the initiation announcement (Boubaker, Choudhury, Hasan,
& Nguyen, 2024).

Hobbs and Schneller (2012) findings are extension of DeAngelo and DeAngelo (1990)
findings to dividend omissions, but they do not find evidence for the signalling the-
ory’s implication that dividends signal a rosy future for the firms that initiate them,
which coherent with Grullon et al. (2005), who find little correlation between changes
in dividends and subsequent firm profitability. Hobbs and Schneller (2012) show that
permanent payers firms are doing better than temporary payers, even though this find-
ings is not true in all the case, because there are evidence that dividend sustainability
is directly related to future performance. The important implication is that firms will
try to obtain correct market valuation through dividend signalling only when shares of
equity have to be sold in the market, either by insiders to satisfy personal cash needs
or by the firm to raise investment capital. Then, conditional on this decision to initiate
dividends, the dividend level will signal firm quality and result in the correct valuation
of the firm’s shares.

2.4. Future profitability and dividend Policy

Since Miller and Modigliani (1961) demonstrated the irrelevance of dividend policy,
from then to till now researchers attempting to explain market price reaction to firms’
dividend decisions. Dividend decisions have mainlybeen influenced by the information
issues and tax effects. Information issues have been empirically investigated by exam-
ining marketreactionstoannouncementsofdividend changes. The effect of differential
taxtreatments of dividends and capital gains usually has been examined through cross-
sectional regression testing the significance of dividend yield in explaining returns.

Dividend adjustmentislinked to earnings changes; the studies using the event-study
methodologyusually find a significant relation between dividend and earning changes.
On the other hand, studies based on the time-series regression analysis typically find
a weak relation between dividend and earnings changes (Hasan and Al-Najjal, 2024).
The problem is that most of the time series regression studies have focused on the
relation between dividends and reported accounting earnings rather than dividends
and earning changes. However, Lintner (1956) said that dividend changes are more
related to changes in permanent earnings. The use of reported accounting earnings
figures rather than permanent earnings figures in the empirical analysis may have
produced the puzzling results documented in previous dividend studies (Jumming et
al., 1998).

Accordingto “the information content of dividend hypothesis” (Miller & Modigliani,
1961), dividend changes generate stock returns because they carry new information
about the firm’s future profitability. But Doron and Amir (2001) strongly disagree with
this hypothesis, and they come out with evidence that dividend changes are positively
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related to future earnings changes, future earnings, and future abnormal earnings. But
G Grullon et al. (2005) come up with new information and they prove that Doron and
Amir (2001) provide wrong evidence that dividend changes have influence on future
earnings and future profitability. They find when they control the nonlinear patternsin
the behaviour of earnings, the relation between dividend changes and future earnings
does not exist.

To get the results whether dividend changes convey new information about future
profitability, need to estimate expected profitability. Doron and Amir (2001) found the
sameresult, what previousresearch had found, thatdividend changes are not positively
related to future earnings changes. But when they extend their experiment then they
find the positive relation between the dividend changes and future earnings. Doron and
Amir (2001) observed that dividend increases are positively related with the profits,
which are, comes from the normal and abnormal earnings but dividend decrease are
not related to future profits. But later G Grullon et al. (2005) find completely different
results than Doron and Amir (2001) find, and they say that the relation between
dividend increase and earning increases is not positive and not that significant.

Doron and Amir (2001) also find that the positive relation between dividend changes
and earnings changes is due to autocorrelation in the earnings change’s series. Doron
and Amir (2001) shows that dividend changes are positivelyrelated to thelevel of future
profitability, after controlling for book value, past and current profitability, market
expectations of future profitability as reflected in price prior to the dividend changes,
past dividends and dividend changes and consensus analysts’ earnings forecasts. But
according to Grullon et al. (2005), dividend changes are negatively correlated with the
future changes in earnings and profitability.

Brickly (1983), Healy and Palepu (1988), and Aharony and Dotan (1994) provide
evidence that anincreasein dividendsleadsto anincreasein future earnings. Famaand
French (1998a) claim that variables that proxy future expected earnings are relevant
in explaining current dividend pay-out. Watts (1973) and Gonedes (1978) show there
is no relationship between current dividends and future earnings while the evidence
in B Benartzi et al. (1997) suggests that dividend changes provide information about
current and past levels of earnings. These points suggest that dividends may respond
both to past prices, which, following MM (1987), act as forecasts of current and future
permanent earnings, and to unexpected current permanent earnings.

2.5. Prospect theory

In this part I am going to look at prospect theory because, as we all know that prospect
theoryisthe maintheoryinbehavioural finance. Inmyresearch work Iwill use prospect
theory as my behavioural finance theory to examine whether prospect theory can fore-
cast dividend and at the same time, I will test there is any relation between dividend
changes and future profitability.

Expected Utility Theory has dominated the analysis of decision-making under risk
until Tversky and Kahneman’s prospect theory (1979). Tversky and Kahneman and
Tversky (1979) describes several classes of choice problems in which preferences sys-
tematically violate the axioms of expected Utility theory and they also argue that
Utility theory, as it is commonly interpreted and applied, is not an adequate descrip-
tive model. Utility theory and the prospect theory agree that utility from wealth is
distinct from the actual monetary value of wealth. Utility theory and the prospect
theory both of the theories analyse the satisfaction that a person would derive from
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his current wealth or a change in his wealth. David, Charlie and Raymond, (2004) said
that, both theories predict that investors are risk averse means increases in wealth have
diminishing marginal utility.

Tversky and Kahneman and Tversky (1979) in their Prospect theory they mentioned
that most people choose the prospect where winning is more probable. If anywhere the
possibility of winning is there but the probabilities of winning are minuscule, in this
situation where winning is possible but not probable, most people choose the prospect
that offers the larger gain.

According to Prospect theory (Kahneman & Tversky, 1979), the preference between
negative prospects is the mirror image of the preference between positive prospects.
But the reflection of prospects around o reserves the preference order and Tversky
and Kahneman and Tversky (1979) labelled this pattern the reflection effect. This
reflection effect implies that risk aversion in the positive domain is accompanied by
risk seeking in the negative domain.

Tversky and Kahneman and Tversky (1979) explanation tells that, reflection effect
eliminates aversion for uncertainty or variability as an explanation of the certainty
effect. People do not prefer prospects that do not have any variance even though that
prospect has higher expected value, on the other hand people will choose that prospect
which has large variance despite it has lower expected value. Tversky and Kahneman
and Tversky (1979) reported that, when the prospects are reduced, the difference in
variance between the two prospects might be insufficient to overcome the difference
in expected value. Because one prospect has both a higher expected value and lower
variance than the other prospect, it appears that certainty increases the aversiveness
of losses as well as the desirability of gains.

VALUE

LOSSES GAINS

Figure 1. A hypothetical Value function (Kahneman & Tversky, 1979).

To make the choice between the alternatives, people generally ignore components
that the alternatives share, and focus on the components that differentiate them (Tver-
sky, 1972). This type of choice problem may produce inconsistent preferences, because
a pair of prospects can be decomposed into common and distinctive components in
more than one way, and different decompositions sometimes lead to different prefer-
ences. Tversky and Kahneman and Tversky (1979) refer to this phenomenon as the
isolation effects. The isolation effect implies that the contingent certainty of the fixed
return enhances the attractiveness of this option, relative to a risky venture with the
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same probabilities and outcomes.

Tversky and Kahneman'’s (1979) prospect theory is developed on the base of simple
prospects with monetary outcomes and stated probabilities. Tversky and Kahneman
and Tversky (1979) distinguish their prospect theory into two phases in the choice
process: the first one is phase of editing and it followed by the phase of evaluation.

The editing phase consists of the application of several operations that transform the
outcomes and probabilities associated with the offered prospects, like — Coding, Com-
bination, Segregation and Cancellation. Tversky and Kahneman and Tversky (1979)
mentioned two more additional operations, simplification and the detection of domi-
nance.

An essential feature of the Tversky and Kahneman’s (1979) prospect theory is that
the carries of value are changes in wealth or welfare, rather than final states. In prospect
theory Tversky and Kahneman and Tversky (1979) said that value should be treated
as a function in two arguments: the asset position that serves as reference point and
the magnitude of the change (positive or negative) from that reference point.

In prospect theory Tversky and Kahneman and Tversky (1979) defined the value
function on deviations from the reference point; generally, concave for the gains and
convex for the losses and steeper for losses than for gains. Their proposed S- shaped
value function postulated by Markowitz (1952), which is relatively shallow in that
region. Tversky and Kahneman and Tversky (1979) accommodate the decision weight
and the value of each outcome is multiplied by a decision weight. They find that the
decision weights measure the impact of events on the desirability of prospects, and not
merely the perceived likelihood of these events.

Source: prospect theory (Kahneman & Tversky, 1979).

According to Tversky and Kahneman and Tversky (1979) attitudes towards risk
are determined jointly not solely by the utility function. It is therefore instructive to
examine the conditions under which risk aversion orrisk seeking are expected to occur.
Prospect theory implies that a negative translation of a choice problem increases risk
seeking in some situations.

Tversky and Kahneman and Tversky (1979) pointed out another important case of
a shift of reference point arise when a person formulates his decision problem in terms
of final assets, as advocated in decision analysis, rather than in terms of gains and
losses, as people usually do. Because people are expected to exhibit more risk seeking
in deciding whether to accept a fair gamble than in deciding whether to purchase a
gamble for fair price, and the location of the preference point, and the manner in
which choice problems are coded and edited emerge as critical factors in the analysis
of decision.

As we know that prospect theory specially using for asset pricing, gambling or
political and social research, but in this research, I will use this theory as a behavioural
prospect to find out the relation between dividend changes and future profitability
and earnings. First, I will test orthodox finance general linear and non-linear models
to discover functional form and specification in terms of their statistical power and
extension utility value. Then check the specification and try to improve it.

As discussed Doron and Amir (2001) and G Grullon et al. (2005) found some asym-
metry of behaviour in the ability of dividends to forecast future profitability and we
wish to evaluate if this is consistent with prospect theory. At the same time, I will check
the estimation, whether the result gives conservatism or not. If it gives conservatism,
then we can tell this is one kind of bias.

Itiswell known that shareholders cannot make a rational forecast for dividends, and
dividend changes meet shareholders’ expectations (Das, Hasan, & Suthadhar, 2024).
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Figure 2. A hypothetical weighting function

On the basis of estimation, I have to find which specification will best reflect prospect
theory. And after that we will use another model to examine whether prospect theory
can explain the relation between dividend changes and future profitability and earnings.
Wewill use Hung and Wang (2005) consumption-based asset-pricing model with some
modificationtouseasourdividend change model. Wemight change the equation round
and then we will check whether earnings have any kind of effect on dividend payments.
And maybe that will help us to show using prospect theory that it is not all about the
information signaling but also anticipating how shareholders or investors react.

2.6. Dividend policy and Prospect theory

In the recent time dividend policy is one of the most intensely studied areas of be-
havioural finance. The previous literature in corporate pay-out policy examines the
decision to pay or not to pay dividends ( ; and Baker and Wurgler, 2004a and
2004b) (Deangelo et al., 2004; Fama & French, 2001), how much to pay (Miller &
Rock, 1985; Rozeff, 1982), or how to pay — repurchases versus dividends (Stephens and
Weisbach, 1998; and Jagannathan et al., 2000). Todo all this research, researchers use
different types of theories; like —catering theory, life cycle theory or signalling theory.
But only Stephen, Gregory and Emre (2010), use prospect theory when they examine
howfrequent firms should pay dividends when they made the decision to pay dividends
and Shefrin and Statmen (1986) use prospect theory to examine the dividend pay-out
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policy.

Prospect Theory can be defined as a mathematically formulated theory that substi-
tutes “weights” instead of “probabilities” and “value function” instead of “utility func-
tion” in expected utility theory. In Prospect Theory, individuals are working to max-
imize the weighted sum of value rather than utility whereby weights are not equal to
probabilities (Kahneman and Tversky (1979) Kahneman and Tversky (1979); Shiller
(2001)). People treat extremely improbable events as impossible and extremely prob-
able as certain (Kahneman and Tversky (1979) Kahneman and Tversky (1979)).

Investors prefer cash dividends dealing with the distinction between ‘issues of form’
and ‘issues of substance’. In standard financial theory it does not matter whether
wealth is embodied in the form of a cash dividend or in the form of stock, because
they are perfect substitutes. According to Kahneman and Tversky (1979) individuals
tend to rank companies according to their chances to get dividend from that company
before investment, because investors want cash dividends. Moreover, they postulate
that individuals typically display risk-averse behaviour over investment which involve
only gains; display risk-seeking behaviour over investment which involve only losses;
and havelossesloom larger than gainsin those investments which admit the possibility
of either a gain or loss of equal magnitude. Therefore, in the single-variable case, a
standard Kahneman and Tversky value function is concave in gains and convex in
losses with a somewhat non-symmetric shape.

Oncethelevel of pay-outis decided, then it does not matter howfrequently dividends
are paying, but such an argument, ignores the higher utility derived by investors from
receiving more frequent payment implied by the prospect theory of K Kahneman and
Tversky (1979) and Thaler’s (1980) mental accounting. Prospect theory contends that
the utility function of investors is concave over the domain of gains. The separate
valuation by investors of individual gains over a concave utility function influences
how a stream of dividend payments will be valued.

In this research study we will use prospect theory to test for asymmetry in gains
and losses, where Doron and Amir (2001) use simple linear regression model to test
that. Another aspect of this research will be that we will try to investigate inconsistent
dividend payments of the UK firms has any relation with future profitability, even
though we do not have any idea what the result will be, but the result may be reacting
to the prospect theory way. And using Hung and Wang (2005) consumption-based
asset-pricing model we will test exponential forms of prospect theory and apply to
dividend or earnings.

3. Conclusion

Behavioural finance is based on two factors called ‘Cognitive Psychology’ (people’s
way of thinking) and ‘limits to Arbitrage’ (effectiveness of arbitrage in different cir-
cumstances). As it is well known that behavioural finance is based on the concept of
helps individuals to take his/her decision in an efficient way. Tversky and kahneman’s
(1979) path breaking prospect theory explain individual’s behaviour without consider-
ing expected utility theory. According to Barberis and Thaler (2003), prospect theory
is the single most successful theory in capturing experimental result and they said that
prospect theory should not consider as a normative theory. Prospect theory is an excel-
lent example of behavioural economic theory, the reason behind it that, it integrated
with the theoretical components of finance.
According to Kahneman and Tversky (1979) theory individuals tend to rank compa-
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nies according to their chances to get dividend from that company before investment.
Because individuals’ investors always want to get cash dividends. Moreover, they pos-
tulate that individuals typically display risk-averse behaviour over investment which
involve only gains; display risk-seeking behaviour over investment which involve only
losses; and have losses loom larger than gains in those investments which admit the
possibility of either a gain or loss of equal magnitude. Therefore, in the single-variable
case, a standard Kahneman and Tversky value function is concave in gains and convex
in losses with a somewhat non-symmetric shape.

Shareholders are not able to take rational decisions, that is why they concentrate
only on a few areas before investment. They check how frequently firms pay dividends,
and the firm’s future profitability and earnings. In 2001 Doron and Amir said that there
is positive correlation between dividend changes and future profitability and earnings
but on the other hand in 2005 Grullon, Michaely, Benartzi and Thaler, they prove that
thereisno correlation between dividend changes and future profitability and earnings.
But the main drawback in both of this research is that not a single one of them tried
to use behavioural finance theory to solve this puzzle, they only use orthodox finance
econometrics. But my research will progress by first of all estimating standard models
found in literature using UK data, so we can find the best functional form and then
we will relate those results with behavioural finance theory, especially prospect theory.
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