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financial press? Of specific interest in this literature review is how, if at all, a firm’s dividend policy

affects the price of its common stock.!
The value of any asset, real or financial, is a function of the size, timing, and risk of the cash

flows that accrue to the owner of the asset.?> With respect to outside stockholders, firms distribute
cash in two major ways: (1) cash dividends and (2) stock repurchases.’ The most significant method
for distributing cash, however, is via cash dividends.* In 1990 U.S. firms paid out over $105 billion

in cash dividends.’
Given the above discussion, the following quote by Fisher Black may seem perplexing:

e Why do corporations pay dividends?
* Why do investors pay attention to dividends?

Perhaps the answers to these questions are obvious. Perhaps dividends represent the return to
the investor who put his money at risk in the corporation. Perhaps corporations pay dividends to re-
ward existing shareholders, and to encourage others to buy new issues of common stock at high
prices. Perhaps investors pay attention to dividends because only through dividends or the prospect
of dividends do they receive a return on their investment or the chance to sell their shares at a higher
price in the future.

Or perhaps the answers are not so obvious. Perhaps a corporation that pays no dividends is
demonstrating confidence that it has attractive investment opportunities that might be missed if it
paid dividends. If it makes these investments, it may increase the value of the shares by more than
the amount of the lost dividends. If that happens, its shareholders may be doubly better off. They end
up with capital appreciation greater than the dividends they missed out on, and they find they are
taxed at lower effective rates on capital appreciation than on dividends.

In fact, I claim that the answers to these questions are not obvious at all. The harder we look at
the dividend picture, the more it seems like a puzzle, with pieces that just don’t fit together.®

Although Professor Black’s observations were made some time ago, financial economists still are
wrestling with the “dividend puzzle.” To fully appreciate the significance of this enigma, we must back
up in time over three decades. It was in 1961 that Miller and Modigliani (M&M) approached the
dividend policy question for the first time using the tools of the economist.” To avoid commingling

1By dividend policy, we mean the policy that management follows in making the dividend payout decision, i.c., the size and
time series pattern of cash distributions to shareholders via dividend payments.

2Real assets, tangible and intangible, are listed on the left-hand side of the firm’s balance sheet. Financial assets, such as
bonds and stocks, are listed on the right-hand side of the balance sheet.

3Inside stockholders—e.g., managers and board members—may receive cash in other ways, such as a variety of compensa-
tion plans.

4 Most firms pay dividends quarterly. The firm’s board of directors states the size of the dividend on the “announcement
date,” which follows the board meeting. Further, the announcement states that the cash payment will be made to registered
shareholders on a specific “record date.” However, because of delays in the share transfer process, the stock goes “ex-
dividend” four business days before the record date. After the stock goes ex-dividend, the shares trade without the rights to
the forthcoming quarterly dividend. The dividend checks are mailed to shareholders of record on the “payment date,” which
is about two weeks after the record date.

5 Aggregate dividend payments are reported in the Federal Reserve Bulletin. The average annual dividend yield on common
stocks between 1926 and 1990 was 4.72 percent. This yield represents 39 percent of the fotal long-term return on the S&P
500 Index (see Stocks, Bonds, Bills and Inflation: 1991 Yearbook, Ibbotson Associates: Chicago). The remaining compo-
nent of the total return is capital gains yield.

SF. Black, “The Dividend Puzzle,” Journal of Portfolio Management, Winter 1976, p. 5.

7See M. Miller and F. Modigliani, “Dividend Policy, Growth, and the Valuation of Shares,” Journal of Business, October
19§1. This seminal publication, along with their other path-breaking research in financial economics, earned Professors
Miller and Modigliani Nobel Prizes in economics (1990 and 1988, respectively).
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Given the share price valuation model we have just developed, consider whether the specific
dividend policy (see footnote 1) a firm adopts can influence shareholder wealth. We will show that
8iven its investment decision, the specific dividend policy adopted by a firm is irrelevant to share-
holders, given perfect capital markets.!®

III. Dividend Policy and Owner’s Wealth

To illustrate the irrelevance of dividend policy, we will first assume perfect certainty with regard to
our forecast of cash flows. In other words, all aspects of the firm’s future, including investment op-
portunities, are known with complete certainty. Further, we assume perfect capital markets. These
two simplifying assumptions will assist us in developing the economic intuition on the issue of div-
idend policy. Next, we will introduce uncertainty with respect to the firm’s future cash flows. Fi-

nally, we will relax the perfect capital market assumptions to see if market imperfections impact the
issue of dividend policy relevance.

Dividend Policy under Certainty

Imagine we establish a new firm that is entirely equity financed for our analytical convenience. This
all-equity capital structure allows us to avoid evaluating the joint impact of dividend policy and fi-
nancial leverage policy upon firm value.!” To simplify the algebra, assume that dividends, operating
cash flows, investment outlays, and new (equity) financing all occur at the start of each period.
Let:

S, = Pre-dividend market value of all common stock outstanding at £ = 0

D,= Total dividends paid at the start of time # to shares outstanding at ¢ = 0

i = Market rate of interest on all securities in all periods'®

F,= New equity funds raised at the start of time ¢

X, = Operating cash flows received by the firm at the start of time ¢ X, depends only upon
previous investments plus any cash flows upon firm liquidation.

I, = Investment in all assets (including increases in the cash level) undertaken at time .
The total market value of our all-equity firm at £ = 0 as in Equation (3), or
I D
§=2 ——, ©)
1=0 (1 +12)

where T is some future period when the firm is liquidated. In any given period, the total sources of
cash flows for the firm must equal the total uses of cash flows, or

16We assume firms accept all positive NPV projects. This guideline is called the NPV Rule.

" While we can make our dividend policy points using any capital structure, an all-equity capital structure simplifies the de-
rivation.

'8 We easily could allow i to vary by time period. Note, in the certainty case, the rate of return on all financial assets in any

given period is equal. This return equality is driven by the economic fact that yield differences are a product of variations
in the risk or uncertainty of the underlying asset. Here we have assumed uncertainty away.
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Sources = Uses, or®® “
X +F =D +I1+(1+0F,_.

By rearranging Equation (4), we can show that .

D =X+F -1-(1+0iF, .
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(1 +3)t 1=2
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A brief example may clarify the concept. The firm receives operating cash flows, X, in any pe-
riod #. The firm makes the decis

ion to invest in all positive NPV projects, I, in that period. If the firm
makes a decision to pay out dividends in excess of (X, - 1)), the firm will have to raise an incremen-
tal amount AF in the market t

o fund the incremental dividend, AD, over and above the residual div-
idend available. This assertion can be verified by reexamining Equation (5), or

D, =X +F,~1-1+iF,_.

If the firm decides to increase the residual dividend with external financing, what will be the repay-
ment consequences of this incremental financing during the next period? The incremental repay-

ment will equal (1 + {)AF. Therefore, next period’s dividend will be reduced by (1 + J)AF. In our

example, where we retire incremental financing at the end of each period, we have

(1 +)AF,

AD, = AF = ——F——+
1+9)

The first term is the incremental dividend paid in ¢, the second term is the incremental financing
raised in ¢ to pay the extra dividend, and the third term is the present value of the incremental fi-
nancing repaid one period away.” Thus, what the stockholders gain in extra dividends in period ¢,
they give up in the next period, ¢ + 1, plus interest. You get it now, or you get it later! In present-
value terms, what is gained in extra AD, today is offset exactly by future dividends lost, which, in
turn, are worth AD, today.

Given the linkage of market value to dividends, an extra dollar of dividends paid out today over

and above the residual, (X, - 1), will result in a loss of market value of exactly one dollar since this

price decline is the present value of future dividends sacrificed. The trade-off implies a dollar’s
worth of market value today, or capital gain. With perfect markets and no differential taxes, this off-
setting price decline implies irrelevance.

For instance, say management decides to increase the dividend by $1 today. The shareholder
receives a check for an additional dollar. Simultaneously, the market recognizes the firm has raised
an additional dollar of external financing that must be repaid next period plus interest at i. This de-
cision decreases the firm’s ability to pay dividends next period by $1(1 + 7). What will happen to the

stock price? Since stock price is the present value of future dividends and next period’s dividend
will drop by $1(1 + i), the present value of this reduction is

$1(1 +1)

a+i’

or $1. Hence, the share

price will drop $1. The extra dollar in dividend is exactly offset by a loss of
$1 in market value.?!

*1f the firm refuses to cut the dividend next period by (1 + DAF, it will have to raise this additional amount in the market at
£+ 1. Then, in period  + 2 the firm will owe —(1 +i)’AF, and so on. Eventually, the “piper” will have to be paid, however.
What is the present value of ultimate repayment postponed for # periods or ~(1 + i’AF? Tt will be —(1 + iy'AF, /(1 + iy,
which is also equal to the extra dividend in

*'Even if the $1 of additional financing

is never repaid, our conclusion does not change. The firm will still have to pav fi-
NANCIine cacte annmalle A£ G178 L. w g
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Dividend Policy under Uncertainty

In the preceding analysis, we assumed complete certainty concerning all future cash flows. This
setting implies the market has complete knowledge of the future capital investment outlays (7)),
operating cash flows (X)), as well as dividends (D,). Thus, in perfect capital markets with certainty,
all stock in all firms is priced to yield an identical (risk-free) rate of return.

However, what happens to the conclusion of dividend policy irrelevance when we recognize
that the investment, earnings, and dividend streams are uncertain? Probability distributions replace
certain amounts for the cash flows. In this situation, will the value of the firm still be independent of
its dividend policy?* The answer is yes! The irrelevance proposition still holds.

A frequently heard argument attacking the irrelevance proposition is that less uncertainty is at-
tached to dividend payments received now versus dividend retention for reinvestment in projects
whose future returns are uncertain (commonly called the “bird in the hand principle™). This discus-
sion implies that the firm with the higher dividend payment (or the more stable dividend payment)
will be valued more highly.?

This argument can be refuted rather quickly if we recall the assumptions and basic decision
process. Remember, the investment decision is a given—i.e., take all positive NPV projects. While
the future investment opportunities and project returns are uncertain, investors have formulated ex-
pectations about these future cash flows. Whether the firm retains funds to finance this investment
program or whether it distributes the money in dividends and raises the necessary investment dol-
lars in the capital market is irrelevant. The value of the firm remains unchanged since in either case
the uncertainty regarding the future is unaffected. In one case, the current shareholders bear the
project uncertainty; in the other case, the new equityholders share in it. No basis exists to argue that
one group is willing to pay more for the claim on future earnings than the other; hence, dividend
policy is irrelevant under uncertainty. We simply substitute the required rate of return on equity, k,
for the risk-free rate, i, in the above equations.

Summary

Given the cash flows available from operations, X, the investment decision, I, and the need to re-
fund past financing, the dividend policy decision can be simply a residual decision.** To pay divi-
dends in excess of this residual amount (see Equation (5)) suggests that dividends are an active
management decision variable. We have shown that this “managed” component of the dividend
payment is irrelevant in the valuation process. Stock price will fall by the amount of the “excess”
dividend paid.

This irrelevance conclusion, however, is not accepted by all academics or financial managers.
Some strongly believe a “managed” dividend policy can have a positive impact on owners’ wealth,
or share price will not drop by the full amount of the incremental dividend paid. However, if divi-
dend policy is important to shareholders, some of our assumptions must be in error. We have shown

We can also view this question as whether the discount rate used in discounting the stream of dividends is affected by the
choice of dividend policy.

% See M. Gordon, “Dividends, Earnings, and Stock Prices,” Review of Economics and Statistics, May 1959.

* Again, this policy, which is no better or no worse than any other policy, implies paying what (if anything) is left over, or
&, -1).
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future without altering the residual dividend today. Manipulating dividends to accomplish this com-
munication is not an economic necessity.”’

Nevertheless, proponents of the “information content hypothesis” argue that dividends are a
perfect device to communicate inside information. Managers can use dividends to convey their
assessment of future prospects for the firm without giving away the exact nature of the inside infor-
mation and by “putting money where their mouth is.”**

A related line of theoretical research involves using dividends as a “signal” of firm traits, i.e.;
dividends are used to separate and distinguish firms in terms of their quality. However, for a “sig-
nalling equilibrium” to be effective, a cost must be associated with the signal.”” Moreover, the cost
of the signal must be higher for inferior firms so that they cannot “mimic” superior firms. Re-
searchers who derive dividend signalling models use tax-related costs (see below), or costs associ-

ated with foregoing positive NPV investment to pay out dividends.”

PCM Assumption 2: No distorting taxes exist, e.g., as between capital gains and ordinary
income.

In our tax environment, capital gains historically have been taxed at a substantially lower rate than
dividends.? In addition, capital gains can be deferred until the stock actually is sold. Therefore,
even if tax rates nominally are equal for dividends and capital gains, these rates effectively are
lower for capital gains given the time value of money. Thus, retention versus cash dividends may
have a positive impact on owners’ wealth. The conclusion of this line of reasoning is that firms

should tailor their dividend policy toward no or low payouts.*>
However, others have suggested the possibility of effectively sheltering dividend income from

taxes.® By borrowing additional sums of money to create tax-deductible interest expenses to offset

27Tf management attempted to manipulate the market with misleading announcements regarding their ability to sustain the
dividend change, we would expect they could get away with this maneuver only once.
% By giving away inside information, we mean revealing the exact nature of proprietary information that would assist the

firm’s competitors.

A signalling equilibrium is the state where each firm reveals its “quality” (¢.g., a financially strong or weak firm) by a sig-
nalling mechanism (in this case, the amount of dividend paid). Market participants are able to correctly differentiate firm
quality by observing the signal.

30 Gee M. Miller and K. Rock, “Dividend Policy under Asymmetric Information,” Journal of Finance, September 1985, who
use dividends to signal unobserved current earnings, and K. John and J. Williams, “Dividends, Dilution and Taxes: A Sig-
nalling Equilibrium,” Journal of Finance, September 1985, where dividends are utilized to signal future earnings. Also see
P. Kumar, “Shareholder-Manager Conflict and the Information Content of Dividends,” Review of Financial Studies, Sum-
mer 1988. Kumar attempts to show the existence of “coarse” signalling equilibria, where dividend changes reflect only
broad changes in the firm’s prospects. Therefore, dividends are “smoothed” relative to earnings (see corporate dividend de-

cisions below).

31The Tax Reform Act of 1986 presumably eliminates the differential taxes between dividends and capital gains. However,
if history repeats itself, you can count on Congress changing the tax rules again and again. In fact, several proposals to in-
stitute another reduced capital gains tax rate are being studied by Congress.

32See D. Farrar and L. Selwyn, “Taxes, Corporate Financial Policy and Return to Investors,” National Tax Journal, Decem-
ber 1967. If (X, - I)) is positive, share repurchase would be preferable to cash dividends. This procedure would minimize
taxes paid.

33See M. Miller and M. Scholes, “Dividends and Taxes,” Journal of Financial Economics, December 1978. However, D. Pe-
terson, J. Peterson, and J. Ang find little evidence that investors engage in the strategies that Miller and Scholes suggest to
avoid taxes on dividends. (See “Direct Evidence on the Marginal Rate of Taxation on Dividend Income,” Journal of Fi-

nancial Economics, June 1985.)
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dividend i PR ]
. zsgiilnct:;)xn;:, an(i1 by ;djgsnng risk through insurance policies, Keogh Plans, or IRAs, investors
on dividends entirely. If tax avoi i i ifferenti ’
i e axes y. oidance is possible, the differential tax argument
Further complicating the tax issue i
sue is the fact that some inve i
t ‘ : : s stors—e.g., pension funds—
hag,e‘es ogdeltherlcapltal gains (‘)r.d1v1dends. Other investors—e.g., traders or I;hort-term ilfveslzzfsno
Refor;:slAzgﬁi ltS)S( 6re;£e; l(])n dflVldends and capital gains under the U.S. tax code even before the T;
. erefore, these investors should be indiff; ivi
ne : . ] 1ferent to dividend policie
- ::;mg):mt. P;l‘nally, some 1nvestors pay less tax on dividends than on capital gainl:—e gS f:rc())moa
- Corporations do not have to pay income taxes on 70 percent of the dividends th'ey‘ ,recgi)ve

PCM Assumption 3: Flotation and transactions costs are nonexistent.

:;o;i?r(;ndccl)lsts C;ll; .bf,dsubstantial, particularly for new equity issues.* To the extent a firm pays out
ollar of dividends and, given a fixed investmen i ‘ i
Xira 5 t policy, has to rais
capital in the markets, flotation costs i : § ould be ot e
> suggest that a residual dividend poli i
general, flotation costs would dictate g0j vcormont cach oupenor. In
: ' ‘ going to the markets only when i
required capital retirements exceed operating cash inflows e esiment cash outtays and
Tr . . . . . :
may re:lrlllstai(l:ltlgr‘l‘s costs m’c’:ur.re.d by mdlyldual stockholders represent a potential imperfection which
e formmt;;r;a:egsgaldixd‘eéld golllcy having a positive impact on share price. A wide variety of
X vidend clientele” groups, may exist in th i i
set of tax circumstances and consumpti " Som lence Suggsas st o2 unique
mption preferences. Some evide i
ot ‘ S nce suggests that investors tend
‘ uflrst::fzzes 2(7) Hﬁnn‘ S \fVlth grO\‘Jvth. apd payout characteristics that satisfy these tax and consumption cir-
rondinet .10 igh mcoms0 individuals, ceteris paribus, may prefer high-growth firms with corre
W payouts. Low income or retired individual i -
o . uals may prefer a- high and stable level
1cslenf(’i:nfgr10(l)nsulplp;tlct)lll1 purposes and, therefore, prefer mature low-gro%vth and high p\:;fozf
firms. ularly with this latter set of investors, or dividend I firm
strictly residual dividend policy will ini inty 1 ing 1o stmomt B
inject i ivi
e policy ject uncertainty regarding the amount of dividend to be paid each
Gi i i
Oriente;eiﬁ Vthet previously discussed trade-off between dividends and capital gains, these income-
“homemadess do'rs‘ ((i:ouclld sell off part of their capital gains in lieu of receiving divide’nds i.e., create
vidends. However, this procedure entails inconvenience and transac;ions’ costs

> g

34 : ;
Th'e above discussion of the deferral of ¢
gains (or losses) in the short run.

*Indeed, co i i i i
> corporations might actually be involved in “dividend capture” activities to exploit the tax advantage of returns in

the form of leldelldS. See J. Kar PO1I an; . wal ng, 1viden aptllle m Q toc! S,” Journa 0’ than
1 ff dR. W: 1kl “Divid dC NASDA S ki 7 4 F cial Eco
nomics, Decembel 1990.

apital gains does not apply to these investors since, by definition, they realize their

* Empirical ity i
pirical research suggests that equity issues by mature industrial firms are rare. See A. Kalay and A. Shimrat, “Firm

Value and Seasoned Issues of Equlty. Price II'CSSUI'C, Wealth RedlStIIbllthll or Negatlve IIIfOIII]athIl, Journal of Finan

37 :
G eé zl:]l::l:l:]f ;uggortm% t.ax-mdu.ced dividend clienteles is not strong, however. See W. Lewellen, K. Stanley, R. Lease, and
, “>ome Direct Evidence on the Dividend Clientele Phenomenon,” Journal of Fim’mc‘e, Dece):;be;r 197§’ an




378 Part IV Capital Structure and Dividend Policy

PCM Assumption 4: No contracting or agency costs exist.
costs between claimholders—e.g., stockholders,

bondholders, managers, employees—suggests that no conflicts of interest arise between these
parties.® Agency theory describes how conflicts naturally arise when self-interested parties interact
and how these conflicts can be controlled. Agency costs relate to the costs of writing contracts de-
signed to bond participants to certain activities and to monitor their performance. In addition, be-
cause contracts cannot be written and enforced perfectly, residual losses due to deviations from

ideal behavior occur.”
At least two sets of age

The assumption of zero contracting or agency

ncy-related issues exist with respect to dividend policy—bondholder-
shareholder conflicts, and manager-shareholder conflicts. If shareholders direct managers to pay out
on of the firm, bondholders could be left holding an empty

large dividends that jeopardize the operati
shell. Therefore, a need to constrain dividend payments via bond covenants is required. From the
ypical bond covenant includes a direct

bondholders’ perspective, fewer dividends are better. Indeed, a t
dividend constraint that prevents the firm from paying out excessive dividends to its stockholders.*
The second agency problem exists due to the inevitable manager versus shareholder conflicts.

Managers may choose to maximize their own utilities rather than maximizing the wealth of the
shareholders. Examples include excessive perquisite consumption, loafing on the job, and sub-
optimal investments that may reduce the risk of the firm and increase manager’s job security at
the expense of lower share price. Dividend policy potentially can reduce this type of agency
conflict.*!

If managers retain a higher portion of the firm’s cash flows for investment, they have more free-
dom in decision making than when they go to the external market for funds. When the firm has a
generous dividend policy, management is forced to the external capital market more frequently.
Raising external funds requires more disclosure and receives more scrutiny than using internal
funds. Therefore, external financing provides discipline for managers in their investment decisions,
as well as their consumption of salary and perquisites.

A related potential agency problem has to do with the desire of managers to “build empires”
that will be under their control rather than maximize shareholders’ wealth.*> Managers might retain
a higher portion of earnings even if positive NPV projects are not available. Once again, these “free
cash flows,” (X, - 1), provide management with flexibility and control beyond what is necessary—
at the expense of shareholders.

In sum, from both the shareholder-bondholder and the shareholder-manager agency problem
perspective, dividend policy may have an impact on firm value. However, agency theory as a ratio-

38 Agency is a term that reflects the relationship that exists between managers and other stakeholders in the firm, e.g., stock-
holders. Managers are the agents for the firm’s principals, or the shareholders.

99 See M. Jensen and W. Meckling, “The Theory of the Firm: Managerial Behavior, Agency Costs,
ture,” Journal of Financial Economics, October 1976.

4 See A. Kalay, “Stockholder-Bondholder Conflicts and Dividend Constraints,” Journal of F inancial Economics, July 1982;
and K. John and A. Kalay, “Costly Contracting and Optimal Payout Constraints,” Journal of Finance, May 1982.

4 See F. Basterbrook, “Two Agency-Cost Explanations of Dividends,” American Economic Review, September 1984. Also
see M. Rozeff, “Growth, Beta and Agency Costs as Determinants of Dividend Payout Ratios,” Journal of Financial Re-
search, Fall 1982. Finally, see A. Schleifer and R. Vishny, “Large Stockholders and Corporate Control,” Journal of Politi-

cal Economy, June 1986.
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IFfi .. .
v rrrlrcl)s ag; efrreed tgi cl}oose any dividend policy, no one firm could provide a “scarce” economic good
a.n.l,o v Enves:gr vidend Rohcy would be in short supply. Therefore, even if dividend ch'entelesgexis;
e e s,d co:jnpe;mve markets would work to provide a “matching” of preferred dividend
ividend policies offered. Once equilibrium is establi i
. : : ished, i
fluence its stock price by adopting a particular dividend policy.® 6 single firm could notin

Summary

When we i

pvhen e HZZIEX It:he perfect markets assqmptlons, the relevance of dividend policy becomes a mess

perfe;:ﬁons acl orsfseem to favor a strictly residual policy, e.g., a firm’s flotation costs. Other i g

Pty I;:eill;r; ;Ee taYI(I)lrp z r;lal':'aged t[:ohcy, €.g., investors’ transactions costs and agency; problenlll:

Y, rfections have ambi implicati ivi i .
. some ma guous implications for dividend policy, such as dif-
Should i ivi
e ol ta ﬁrmdaldopt a Ir}anaged or a residual dividend policy? Because market imperfections
are diffieult 5 mo tetutheoretlcally, the answer becomes an empirical question. By this statement we
must turn to “real world” data to see if a i > exi

mean fha v T " datz fa systematic preference exists for firms wi

k};t e d ;zlc:legg p(;llCleS. Are firms with different dividend policies valued differently in the rvr‘ll::ltr]3
, paribus? However, before we look at the empirical evidence of whether dividend policy

5 h

V. Corporate Dividend Policy Decisions

John Li i

. mils '};mHt?Segbcgzggsztzfa :tclzss(ljc study on the corporate dividend decision in a large sample of

Sl chanees e ivious o find out the par'ameters of the dividend decision, build a model to ex-

e ranecs In dividenc pai'lout,' and test his mo<.ie'l by using real data. His findings are of consid-

e e m - emei:;:, be 1(.hscovered‘tl?at dividend policy is treated as an “active” decision

vareol g s believe the dividend decision is important in maximizing owners’

Lintner discovered that the first question mana i i

el : ed ' . gement asks regarding this period’s divi

o 11 1;:;32?;2 Ll;i d;wt(lilend paid last' per.lod should be changed. If new cir%umstaﬁmes seselfl1 \t](l)dgirf

ot maintainian o f ,Ch :nneXF question is the magnitude of the change, given a conscious concern

I Sta{) o gcfs clll.lt(.) the futur'e. Management strongly believes that the market places

fpremium on the y O .1v1d‘en.ds, with an extra bonus for a steady growth trend. Managers
sudden changes in dividends. A dividend increase is made only when managen%ent

See F. Bl . Scholes, “The Effects of Dividend a \% d Po. y O (§) tock F
J ack and M. Scho 5 idend Yield and Dividen Polic n Common S rices and RCtUIllS,

44]' Li 173 a TP . . . 2 - H
. lntner, Distribution of Income of C()IPOI ations among Dividend Re d Ea; s, and Iaxes, American Economic
i g S, ame rmings,
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. . . . s
believes it can be sustained in the future. A dividend decrease is made only if adverse circumstance
re not expected to pass quickly. , . . i
: Manar;ers believe that the market looks at the firm’s earmngfi ‘al?g hazls sometnoz;o(r)lnojaz:niflag !
i have an ideal or target dividend payout ra i
out” ratio.” Hence, managers generally . co :
gzz make considerable effort to smooth changes to achieve the target. Smaller, step-wide adjust
ments are made rather than sudden movements toward the target level of payout. . N
Having compiled this survey information, Lintner developed a model to see if manag,

actual behavior followed this verbalized process, or

AD, =A+C(rE,-D, )+U,

it it

where |
AD, = the change in dividends observed from period ¢ - 1 to ¢ for firm i,
A = the intercept term for firm i,
Cl, = the speed of adjustment coefficient for firm i,
rAl = the target payout ratio for firm i,
L; . = the earnings after taxes in period ¢ for firm i,
l;,_ , = the dividend payout last period for firm i,
U, = the error term for firm  in period ¢.

it o , .

Lintner fit his regression model with actual corporate dlvfend da?a e'ugd i?l;?fi ;gs;ti;eormis
i i intercept term, A, was significa .

lained variance, of 85 percent. Further, the in m, 4, ve, This
gnding indicates that managements consciously do avoid dividend cuts even when earning

cline.* ‘ .
Thus, Lintner’s results show us that management does try to do what they described ve
b

bally, or

1. Stabilize dividends with gradual, sustainable increases when possible.
2. Establish an appropriate target payout ratio.

3. Avoid dividend cuts if at all possible.

. . . -
Given this observed pattern of management behavior, we see why‘ the: 11}f0n1§1t1(;n211_i ()cv?]l;:]zr;t :;iin
ivi i i ting that dividend policy is important. ,
ment for dividend is so often cited as sugges o
the question can be asked: “Is the dividend announcement the only way to convey managemen

i i i i er way?
insider information?” Could the information be disseminated some oth y

The arguments on the relevance or irrelevance of dividend policy should leave the reader Egco;z;
fortable. While the finance literature has provided inordinate discusspn on the strc?n.gths and ;Vea e;er?
of the v'arious arguments, the issue boils down to an empirical question: Does dividend policy matter?

“ By payout ratio, we mean dividends per share dividend by earnings per share, or DPS/EPS.

. . . 0
ivi isi i Iternative models did not significantly improve upo
4 An t orate dividend decision using several a ati did prove upor
Lintlllll::f?stigs?:;:gys(::i ?}e ;g;pa and H. Babiak, “Dividend Policy: An Empirical Analysis,” Journal of the American

tical Association, December 1968.
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V. Empirical Evidence: Does Dividend Policy Count?

Just because managers behave as though dividend policy is a critical decision variable, it does not
follow that the market values their efforts. As Merton Miller suggested with respect to the capital
structure decision, the dividend policy decision might be a “neutral mutation”—a policy that causes
no harm but creates no value.*’

We have suggested that because of market imperfections-speciﬁmlly taxes, flotation costs, trans-
actions costs, asymmetric information, and agency costs—a firm’s dividend policy might impact the
value of its shares, Therefore, let’s look at the empirical evidence regarding these imperfections.

Since the tax system historically has penalized dividends relative to capital gains, Brennan
added a dividend yield variable to the Capital Asset Pricing Model.* He reasoned that stocks in
firms with higher dividend yields should have higher pre-tax returns than equity in firms with lower

to econometric and data problems, the studies often present conflicting conclusions. However, on
balance, the weight of the evidence leans slightly toward concluding the market requires extra re-
turn for higher dividend yields. s

Contrary results, however, are found in a unique study by John Long, He examined the prices of
two classes of common stock in a firm (Citizens Utilities Company of Atlanta, Georgia) with two
classes of common stock. One class pays a cash dividend while the other class provides an equivalent
dollar value in extra shares via a stock split.>! Tax models of dividend policy predict the stock split
shares will sell at a premium relative to the cash dividend shares. Surprisingly, Long found the opposite.
The cash dividend shares sold at a significant premium to the other class of shares. This result, although
it represents only one firm, suggests that the market values cash dividends over capital gains.

If taxes play a large role in the composition of investors’ portfolios, high-tax-bracket investors
should hold low dividend yield stocks to escape taxes, while low-tax-bracket investors should be
more indifferent to the dividend policies of firms. In other words, tax-induced dividend clienteles
should exist. Lewellen, Stanley, Lease, and Schlarbaum examined the dividend yields on portfolios
held by individual investors in a cross-section of tax brackets.*? They found weak support, suggest-
ing that high-tax-bracket investors chose stocks that paid lower dividend yields.

“7See M. Miller, “Debt and Taxes,” Journal of Finance, May 1977.
“See M. Brennan, “Taxes, Market Valuation, and Corporate Financial Policy,” National Tax Journal, December 1970,

“See F. Black and M. Scholes, “The Effects of Dividend Yield and Dividend Policy on Common Stock Prices and Returns,”
Journal of Financial Economics, May 1974. Also see R. Litzenberger and R. Ramaswamy, “The Effect of Personal Taxes
and Dividends on Capital Asset Prices: Theory and Empirical Evidence,” Journal of Financial Economics, June 1979. In
addition, see P, Hess, “Tests for Tax Effects in the Pricing of Financial Assets,” Journal of Business, October 1983, Finally,
see M. Miller and M. Scholes, “Dividends and Taxes: Some Empirical Evidence,” Journal of Financial Economics, De-
cember 1982.

% However, in a recent working paper, A. Kalay and R. Michaely (1992) are unable to find cross-sectional differences in the
returns associated with dividend yields. They argue that excess returns, on the week around the ex-dividend day, are a still
unexplained phenomenon that is not consistent with the tax hypothesis.

*ISee J. Long, “The Market Valuation of Cash Dividends: A Case to Consider,” Journal of Financial Economics, June 1978.

2See W. Lewellen, K. Stanley, R. Lease, and G. Schlarbaum, “Some Direct Evidence on the Dividend Clientele Phenome-
non,” Journal of Finance, December 1978.
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Finally, a popular avenue of research of the “tax effect” and tlll(el:1 “ltgx-induc?d ctllilzn;teéz kefafte::l:e
: i i -dividend day. Stockholders owning
has been the stock price behavior around the ex : S
i -dividend day are entitled to the next div pay
close of trading on the day before the ex-divi : dend payment.
i i ing of trading on the ex-date to reflec
Therefore, the stock price will drop at the opening o : ‘ oct the fose o
ip i ivi th preferential treatment of capital gains,
ership of the forthcoming dividend. In an economy with ' ap :
?l:?tirop 111)1 price should be smaller than the forthcoming dividend. That is, a dollar of dividend paid
i llar of capital gains.
t by the firm is worth less (after taxes) than a do : . . ]
. lzlllton and Gruber authored an influential academic study of s;lock pg}:g ;)eh(eln(lllor 3:1(;111;1; ;l;:i (t;)i(s
ivi -dividend price drop on the ex-dividend day eriod
dividend day. They found less than a full-divi P 0 ‘ A S S
i i i i hat the ex-dividend price behavior of s \
of differential taxation. Their study concludes t di P ok s -
i i i h dividends.> In a more recent study,
dence of investor preference for capital gains over cas . ' coo e
i ivi i ior of stock in the United States prior to any
Barclay studied the ex-dividend price behavior o e . : 0 any Ineame
i t of the dividend during this pre-tax p .
tax.5* He found the price dropped by the full amoun ( ] s |
ceziltrast other researchers found anomalous stock price behavior around ex-dividend days where
’ 55
taxes should not have played a role. . ‘ o N
- Investigations of stock prices and returns in other countries with dlfflerglnt tlez(p i(;?;(iss-t;e(:i ii S,
itai imi lusive results. In general, the e
Britain and Canada—present similar, less than conc : 1 rical swudics
ivi lized returns show mixed results (with perhap
that relate taxes, dividends, and firm value or rea . ' ( ( !
leght tilt toward concluding that the market has a distaste for, or equivalently, requires a higher re
turn for, stocks with higher dividend yields). . o
. Empirical studies that cleanly model how dividend policy impacts ﬁin:) lval]gt:: dﬁ::a:log lciz;ptohr:;z
i i i fortunately, not available. Dise
flotations costs and investor transactions costs are, un : vatlable. Disenangling st
i i fections on stock prices and returns is difficult. A
potential effects from other imper ct ‘ : cult However cven
ts are offsetting, as we poin
these effects could be modeled explicitly, the impac : ]
ti:r? costs seem to favor a residual policy, and transactions costs seem to suggest that a managed sta
le policy is preferred. ‘ ‘ ]
e pThe );gerl:cy theory models that suggest dividend policy can he}]p reduci,1 igencilbf;ﬂgtsegiﬁ
d stockholders have, to date, no .
tween bondholders and stockholders and managers an . : e, notbeen enee.
i i lopment in financial economics. Further,
Agency theory is a relatively recent deve ! ‘ ‘ en hese modes
i iri functional relationship between dividend pay
rently do not specify an empirically testable o p be ‘ !
agenzy costs. Finally, agency relationships may be too firm-specific” to test by using the aggre
gated data that has been used to test the tax models.

. > - . tatis-
53 See E. Elton and M. Gruber, “Marginal Stockholder Tax Rates and the Ch}intele Ef.fect, Review of E;(:gfe”:;?eﬁ:lfefezrfh

tiZ: I ;.1ne 1970. Théy also re:port results that are consistent with thg fomslatui;l oIf< ;};;nt‘?"}?;é Ié;){\jgix;c;gend T et of

ot ili h clienteles with the available data. See A. 8

e Rk de'teCt' e i Effect,” Journal of Finance, September 1982.

Stock Prices: A Re-Examination of the Clientele Effect, ice, : e
Ea Se(::cM Barclay, “Dividends, Taxes, and Common Stock Prices: The Ex-Dividend Day Bf(:jhaVl.Or (())fn Ceotla‘tlxmc(z::i Stiictl;e 1‘[1J o

before'the Incoine Tax,” Journal of Financial Economics, September 1987. ’ghe first modern inc:

went into effect in 1913. Barclay’s sample period was between 1900 and 1?1 . e Period Jourmal of Finan-
55 See K. Eades, P. Hess, and H. Kim, “On Interpreting Security Returns dqrmg th:. Ex-Dividen e Ct; o stk Syt

ciill Eéonomi,cs.Marcil 1984. See also M. Grinblatt, R. Masulis, and S. Titman, “The Valuation Effe

ividend f Financi " ber 1984,

Stock Dividends,” Journal of Financial Economics, Decem o . e
56 This discussion of agency theory, as well as dialogue contained in some other sections in th1; Fet\f:;vz, beol}allﬁtotzgyfr;rﬁ e

insights provided by J. Brickley and J. McConnell in “Dividend Policy,” The New Palgrave Dictionary

nance (New York: MacMillan, 1990), eds. J. Eatwell and P. Newman.
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With respect to whether managers use dividend policy to convey news about changes in
firm value based on their “inside” or “asymmetric” information, empirical studies are more de-
finitive.”’” Studies have shown that stock prices significantly rise when dividends are increased by
more than the expected amount, and vice versa.’8 Moreover, research has shown that dividend an-
nouncements convey information over and above the information that is conveyed by earnings an-
nouncements.” Healy and Palepu find that investors interpret announcements of dividend
initiations and omissions as managers’ forecast of future earnings changes.®

Further, Brickley has shown that “specially designated dividends,” which bear such labels as “spe-
cial” or “extra” when announced by the board, convey less favorable information than do increases in
regular dividends.®* This finding suggests that the market regards the specially designated dividend as
more temporary versus the permanent increase implied by an increase in the regular dividend.

However, share repurchase by the firm in lieu of cash dividends also is consistent with the sig-
nalling models as a way of reducing asymmetric information. As we noted earlier, share repurchase
is an alternative to cash dividends. Managers may tend to repurchase their own shares when they
think the firm’s stock is undervalued. Accordingly, stock prices should increase at the announce-
ment of share repurchase programs.

Empirical evidence shows that stock prices do respond positively when firms announce share
repurchase programs.®> However, the economic factors that lead managers to choose cash dividends
versus stock repurchases are not well understood. To develop a theory that explains the choice between
payout mechanisms, the differential costs and benefits between the alternatives must be specified.

In aggregate, managers historically have favored cash dividends relative to stock repurchase in
spite of the fact that the tax code seems to favor stock repurchase. Therefore, in the view of man-
agement, cash dividends must possess substantial benefits relative to stock repurchase.

Based on asymmetric information arguments, two recent papers suggest that managers can
use stock repurchases versus cash dividends to benefit themselves at the expense of outside

*7S. Bhattacharya was the first to develop a theoretical model suggesting that managers could “signal” via dividend adjust-
ments. See S. Bhattacharya, “Imperfect Information, Dividend Policy, and the ‘Bird in Hand Fallacy,” Bell Journal of
Economics, Spring 1979. Also see a paper by the same author titled “Nondissipative Signalling Structures and Dividend
Policy,” Quarterly Journal of Economics, December 1980. In these models, managers are assumed to have asymmetric in-
formation not available to investors at large, mainly future earnings or cash flow projections.

*See R. Pettit, “Dividend Announcements, Security Performance,

and Capital Market Efficiency,” Journal of Finance, De-
cember 1972. Also see P. Asquith and D. Mullins,

“The Impact of Initiating Dividend Payments on Shareholder Wealth,”
Journal of Business, January 1983. Interestingly, the timing of the dividend announcement also seems to convey informa-

tion. Early announcements get a positive response from the market, while late announcements are regarded as bad news.

See A. Kalay and U. Loewenstein, “The Informational Content of the Timing of Dividend Announcements,” Journal of Fi-
nancial Economics, July 1986.

*See J. Aharony and I. Swary, “Quarterly Dividend and Earnings Announcements and Stockholders’ Returns: An Empirical
Analysis,” Journal of i inance, March 1980.

“See P. Healy and K. Palepu, “Earnings Information Conve
cial Economics, September 1988.

yed by Dividend Initiations and Omissions,” Journal of Finan-

*See J. Brickley, “Shareholder Wealth, Information Signaling, and the Specially Designated Dividend: An Empirical
Study,” Journal of Financial Economics, August 1983.

“See L. Dann, “Common Stock Repurchases: An Analysis of Returns to Bondholders and Stockholders,” Journal of Finan-

cial Economics, June 1981; R. Masulis, “Stock Repurchase by Tender Offer: An Analysis of the Causes of Common Stock

Price Changes,” Journal of Finance, May 1980; and T. Vermaelen, “Common Stock Repurchases and Market Signalling:
An Empirical Study,” Journal of Financial Economics, June 1981.
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shareholders.®® If managers “time” their repurchases in periods when they think, based on out-
side information, that their stock is undervalued, selling shareholders lose while remaining
shareholders, including non-selling managers, win. With regular cash dividends, however, “such
gaming activity” cannot be conducted to the disadvantage of selling shareholders. Since the
market is aware of managers’ ability to exploit inside information, a higher market price will be
attached to firms with a regular cash dividend policy versus a more sporadic share repurchase
policy, ceteris paribus. This observation might explain the reason cash dividends are much more
commonly used as a method of cash disbursement than is stock repurchase.

VI. Conclusion

In this paper we have reviewed the basic stock valuation model and have shown how share value is
determined by the residual dividend in a world with perfect capital markets in both the certainty and
uncertainty cases. In this environment, we concluded that dividend policy was irrelevant—a trivial
detail that managers could well ignore.

However, when we relaxed our perfect capital market assumptions, we opened a “can of
worms.” Certain market imperfections seem to favor a managed dividend policy, others favor a
residual dividend policy, while yet other imperfections are ambiguous as to their impact.

Next we examined how managers make the dividend decision in the “real world.” Regardless
of the valuation impact of dividend policy, managers behave as though dividend policy is an impor-
tant decision variable.

Finally, we turned to the empirical evidence on whether dividend policy affects stock value or
required returns. Unfortunately, we found the evidence is mixed and generally inconclusive. Given
all the troublesome econometric problems involved with “holding all other factors constant” to iso-
late any dividend policy valuation effect, we basically concluded that no clear-cut evidence exists
regarding the value of dividend policy. The accumulated evidence led Stewart Myers to suggest the
following:

There is scant evidence to date that investors pay a premium for stocks with either high or low divi-
dend yields. Apparently dividend policy is irrelevant, or its effects are minimal compared with the
effects of other variables.*

What is unknown dominates what is known about dividend policy. Little evidence suggests an
appropriate dividend payout level. However, compelling evidence suggests that stock price changes
accompany changes in cash dividends and stock repurchase announcements. This price reaction
presumably reflects asymmetric information between managers and the market. However, the rea-
son that managers choose dividend changes to communicate inside information relative to other
communication channels is unknown. Nor do we have a theory about the nature of the information
that is being provided via dividend changes or stock repurchases, or the linkage between this infor-
mation and share price.

6 See M. Barclay and C. Smith, “Corporate Payout Policy: Cash Dividends versus Share Repurchase,” Journal of Financial
Economics, October 1988. Also see A. Ofer and A. Thakor, “A Theory of Stock Price Response to Alternative Corporate
Cash Disbursement Methods: Stock Repurchases and Dividends,” Journal of Finance, June 1987.
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However, we should take heart by noting that imp

‘ . ortant strides have bee de si i

. °ar n made since the orig-

o ;\élj(ciM 11rfelevance hypothesis in 1961. The nature of the market imperfections that might causge
policy to matter were not understood then. While taxes, flotation costs, and transactions

were identified quickly as having the i i

potential to impact the argument, sienallin

: , th

theor‘){l were d'eveloped later as potential explanations for relevance ¢  feony andagency

deﬁniﬁe; slét;(lzllcplatg that gurrent and future research into the illusive dividend issue will yield more
ustons. Once a model is developed and empiricall

another tool that they can use to maximize firm value. ’ Y Supporied, maagers may fave

In the meantime, what is a financial manager to do? Consider these tentative suggestions:

1. No matter what dividend policy your firm adopts, never let dividend policy affect your invest-

ment decision. While the valuation im ivi i
it . pacts of dividend policy are i
positive NPV projects increases shareholder wealth. oty e tnelear we know that iine

2. Never underpay dividends. Onl i ithi
' . y retain funds within the firm that pass the NP
forget that cash buildup, unless it is temporary, is an investment decli)sion. vl Donot

3. . .
If residual cash flows are realized and the extra cash is expected to be temporary, consider a

Isllilsare r;ggr?(];asz veisus a dividend increase. While we do not understand the signalling mecha
m ot dividend policy, we know that dividend cuts are met by sh i i :
avoid temporary dividend increases. Use shar instend. Farthor, s e re o1

id te . ; . e repurchases instead. F i i
avoid disrupting any dividend clientele that may exist. e, this procedue will
4. Do not‘ spend too much time worrying about the divide
portunity cost. Remember Brealey and Myers’ third 1
the left-hand of the balance sheet than on the right.
market compared to the productive goods market,

nd decision. Management time has an op-
d] avY—“You can make a lot more money on

Given the relative efficiency of the capital
their advice is well taken.56
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