DIVIDEND POLICY: THEORY AND EVIDENCE
INTRODUCTION

Once a company makes a profit, they must decide on what to do with those profits. They could continue to retain the profits within the company for investment, or they could pay out the profits to the owners of the firm in the form of dividends. Some firms pay low dividends because management is optimistic about the firm's future and wishes to retain earnings for expansion. In this case, the dividend is a by-product of the firm's capital budgeting decision. Another firm might finance capital expenditures largely by borrowing. This releases cash for dividends. In this case, the firm's dividend policy is a by-product of the borrowing decision. Once the company decides on whether to pay dividends, they may establish a somewhat permanent dividend policy, which may in turn impact on investors and perceptions of the company in the financial markets. What they decide depends on the situation of the company now and in the future. It also depends on the preferences of investors and potential investors.
There are many reasons for paying dividends and there are many reasons for not paying any dividends. As a result, dividend policy is controversial and is often referred to as dividend puzzle.

2 BACKGROUND ON DIVIDEND POLICY
This section provides some background information on three aspects of dividend policy:
1. How dividends are set and paid out to stockholders

2. Widely used measures of how much a firm pays in the dividends

3. Empirical evidence on dividend policy

2.1 The Dividend Process

Firms typically pay dividends on a semiannual or annual basis whereas in some countries such as the United States dividends are generally paid every quarter.

2.1.1 The Dividend Payment Time Line

Significant dates relating to dividend payments are as follows:
Declaration date: The dividend is declared at a board of directors meeting. On this date the directors issue a statement similar to the following: “On November 15, 2016, the directors of the XYZ corporation met and declared a regular quarterly dividend of 50 cents per share, plus an extra dividend of 25 cents per share, payable to the holders of record on December 15, payment to be made on January 2, 2017." This date is important because by announcing its intent to increase, decrease, or maintain dividend, the firm conveys information to financial markets. Thus, if the firm changes its dividends, this is the date on which the market reaction to the change is mostly likely to occur.
Holder-of-record date: This is the date on which the company opens the ownership books to determine who will receive the dividend.

Ex-dividend date: This is the date on which the right to the next dividend no longer accompanies a stock, usually two business days prior to the holder-of- record date.

Payment date: The Company mails the checks to the recorded holders on January 2, 2017.
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2.1.2 Types of Dividends

There are several ways to classify dividends.

1. Dividends can be paid in cash or as additional stock

(a) Cash dividends are paid in the form of cash.

(b) Stock dividends are paid in shares of stocks. They are not a true dividend, because no cash leaves the firm. Rather, a stock dividend increases the number of shares outstanding, thereby reducing the value of each share.
Stock dividends resemble stock splits. In a stock split, a firm gives each stockholder in the firm additional shares in proportion to their existing holdings. Like stock dividends, stock splits increase the number of shares outstanding, thereby reducing the stock price. A stock split is usually much larger than a stock dividend. 
2. Dividends can be paid regularly or irregularly.

· Regular dividends are those the company expects to maintain, paid quarterly (sometimes monthly, semiannually or annually).

· Extra or Special dividends are paid in addition to the regular dividend. Special dividends are paid at irregular intervals.

3. The term dividend usually refers to a cash distribution of (current or accumulated retained) earnings. If it comes from other sources, it is called a liquidating dividend.
2.2 Measures of Dividend Policy
Dividend Yield: which relates the dividend paid to the price of the stock:
Dividend Yield =    Annual Dividends per share
                      Stock Price per share

Remember that it is one component of the total return on stock:
Expected Return on Stock = Dividend Yield + Price Appreciation:
Dividend Payout Ratio: Measures the percentage of earnings that the company pays in dividends.
Dividend Payout Ratio = Dividends

                                           Earnings

Dividend Cover Ratio: Measures how many times over the profits could have paid the dividend.
Dividend Cover = Earnings

            Dividends
2.3 EMPIRICAL EVIDENCE ON DIVIDEND POLICY
This section explains five empirical facts that describe dividend policy.

1. Dividends tend to follow earnings. It should not come as a surprise that earnings and dividends are positively correlated over time because dividends are paid out of earnings.

2. Corporations smooth dividends. Firms generally do not change their amount of dividend payments frequently. This reluctance comes from the fact that firms have concerns about their capability to maintain higher dividends in future periods. As a result of the reluctance of firms to raise dividends until they feel they can maintain higher dividends and to cut dividends unless they absolutely have to, dividends follow a much smoother path than earnings. Empirical facts support this view: the variability in historical dividends is significantly lower than the variability in historical earnings.
3. A firm's dividend policy tends to follow the life cycle of the firm. Dividend policy of a firm reflects its investment opportunities and access to both internal and external funds. Early in the life cycle, when investment opportunities and plentiful and funding limited, firms do not pay out dividends. Later, as cash flows from internal investments the increase and new investment opportunities drop off, the capacity to pay dividends increases. More precisely, a firm's life cycle can be characterized by five stages: (i) Start-up, (ii) Expansion, (iii) High Growth, (iv) Mature Growth, and (v) Decline. At start-up stage firms do not generate cash flows yet, so they don't pay dividends. At rapid expansion stage they generate cash flows but retain them to finance their growth projects. At high growth stage, firms usually do not pay dividends. But at mature growth stage, firms have larger cash flows and fewer projects. So they tend to pay more of their earnings. Finally, at decline stage, firms' capacity to pay dividends is high as their projects dry up.
4. Recently more companies are buying back stock.

· Stock buybacks, also known as stock repurchases, are simply another way for a company to make use of excess cash.

· Stock repurchase can happen in one of three ways.

(a) A company may present shareholders with a formal tender offer, whereby you have the option to submit (or tender) a portion or all of your shares within a certain time frame, usually at a price somewhat higher than the current market level.

(b) The second option available to companies is to buy shares on the open market over a long-term period.

(c) Finally, repurchase may take place by direct negotiation with major shareholder.
· Corporations may choose to engage in share buybacks for several reasons:
(a) The most straightforward reason may simply be that the stock represents a good value. Company managers are naturally sensitive to the price of their stock, and if the price is stagnant or depressed and they believe business is better than the price reflects, a buyback may well be an efficient use of resources. Under normal circumstances, an investor might prefer a company to invest in the business, but if the only alternatives are an underperforming business unit or an uncertain new venture, then a stock buyback may well be in order.

(b) A more pragmatic reason for stock buybacks is to reduce the dilution caused by company stock-option plans.

(c) A final, and more questionable, motivation for a company to buy back shares is to prop up a lagging stock price. 

Historically, dividends have been the predominant form of payout: share repurchases were relatively unimportant until mid 1980s. Evidence shows that the dividend payout ratio in the United States declined from about 22 per cent in 1972 to about 14 per cent in 1998. Over this time period the ratio of share repurchases to earnings increased from 3 per cent to about 14 per cent. As a result, the total payout ratio of cash to shareholders was relatively stable at about 25 per cent of earnings.
5. Dividend policy varies across countries: These differences can be attributed to:

(a) Differences in stage of growth

(b) Differences in tax treatment

(c) Differences in corporate control
3 THREE SCHOOLS OF THOUGHT ON DIVIDENDS
1. The dividend irrelevance school (the Modigliani-Miller dividend irrelevancy theorem).

· Dividends do not matter, and dividend policy does not affect value.

2. The “dividends are bad" school.

· Dividends are bad, and increasing dividends will reduce value.

3. The “dividends are good" school.

· Dividends are good, and increasing dividends will increase value.
3.1 The Miller-Modigliani Dividend Irrelevance Proposition
The dividend irrelevancy school argues that what a firm pays in dividends is irrelevant and that stockholders should be indifferent about dividend policy.

Assumptions needed for dividend irrelevance:
1. Perfect capital markets

(a) No taxes, or dividends and capital gains are taxed at the same rate.

(b) No transaction costs or flotation costs.

2. The dividend choice conveys no information to investors.

3. The investment, financing, and operating policies of the firm are held fixed.

Results:

1. The no taxation or neutral taxation assumption implies that investors should be indifferent between receiving their returns as dividends and as price appreciation.

2. Other assumptions in addition to the no taxation or neutral taxation assumption imply that dividends do not affect value. In other words, in order for dividends not to affect value, in addition to the no taxation or neutral taxation assumption we also need assumptions 1(b), 2 and 3.

Now we are going to prove that dividends do not affect value.

3.1.1 A formal proof (Derivation) of the Irrelevance of Dividend Policy
We can prove the MM dividend irrelevance formally as follows.

Present value of payouts (dollar returns to shareholders):
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Where, 
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Substituting this yields:
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· Since 
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 is given, the only determinant of the value of the firm is current investment
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· Dividend policy does not affect firm value at all; it is only investment policy that matters.

Numerical Example
Long Last Corporation, an unlevered firm manufacturing furniture, has operating income after taxes of $100 million, growing at 5% a year, and that it’s cost of capital is 10%. Further, assume that this firm has reinvestment needs of $50 million, also growing at 5% a year, and that there are 105 million shares outstanding. Finally, assume that this firm pays out residual cash flows as

 dividends each year.
Solution
Free Cash Flow to the Firm = EBT (1 - tax rate) - Reinvestment needs



         = $100 million-$50 million = $50 million
Value of the Firm = Free Cash Flow to Firm (1 + g)/(rWACC - g)
      = $50(1.05)/(.10-0.05)
      = $1050 million
Price per share = $1050 million / 105 million = $10.00.
Dividend per share     = $50 million/105 million = $0.476

Total Value per Share = Price per Share + Dividend per Share

                                     = $10.00 + $0.48 = $10.476

The total value per share measures what stockholders get in price and dividends from their stockholdings.
Now, let us consider alternative scenarios:

Scenario 1: LongLast doubles dividends

Assuming that the firm’s investment policy does not change, this will mean that the firm has to issue $50 million of equity to meet its reinvestment needs:

Value of the Firm = $50(1.05) / (.10 - .05) = $1050 million
Value of the Firm for existing stockholders after dividend payment = $1000 million (The remaining $50 million belongs to new stockholders)

Price per share = $1000 million / 105 million = $9.523.

Dividends per share = $100 million/105 million shares = $0.953.
Total Value Per Share = $9.523 + $0.953 = $10.476.
The total value per share remains unchanged even as dividends are doubled. The composition of the value per share is changed to include more dividends and less in terms of ending price.

Scenario 2: LongLast stop paying dividends

In this case, the firm will accumulate a cash balance of $50 million. The total value of the firm can be estimated as follows:
Value of Firm = Present Value of After-tax Operating CF + Cash Balance

                        = $50(1.05)/ (.10- .05) + $50 million = $1100 million
Value per share = $1100 million / 105 million shares = $10.476

Here the price per share increases, but the total value per share remains unchanged.

3.2 The “Dividends Are Bad School"

The second school of thought on dividends argues that dividends create a tax disadvantage for the investors who receive them because dividends are taxed much more heavily than capital gains. There are several markets where capital gains are not taxed at all. A stockholder will therefore prefer to receive capital gains over dividends.

In the United States it is generally true that dividends are taxed much more heavily than capital gains. But this is not always the case in other markets. For instance, in Australia, Canada, France, Germany, Italy, and the United Kingdom, where investors are allowed to offset the corporate tax paid on dividends against their taxes, dividends may have a tax advantage for some investors over capital gains.
3.2.1 Measuring the Dividend Tax Disadvantage

To measure the dividend tax disadvantage we first look at the stock price behavior around ex-dividend date with no taxes. Stock Price and Dividend Payment If a stock pays a dividend of DIVt dollars per share at date t (i.e., the ex-dividend date), the stock price will usually fall by the amount of the dividend [see Figure 2]. We write.
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Now, let us introduce taxes: (i) personal taxes on dividend income TO and (ii) taxes on capital gains TG. Here we assume that we are looking at a market, where every investor in this stock bought this stock 3 years ago (to allow it to qualify for capital gains) at a price “S (t - 3)". Each investor is now assumed to face a decision of whether to sell before the ex-dividend day and get 
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 (and give up the dividend) or sell after and get 
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and receive the dividend. 
The after-tax cash flows from selling before the ex-dividend day and from selling after the ex-dividend day will be as follows: The cash flows from selling before the ex-dividend day are:



The cash flows from selling after the ex-dividend day are:



Since the average investor should be indifferent between selling before the ex-dividend day and selling after the ex-dividend day:


[image: image17.wmf][

]

[

]

)

1

(

)

3

(

)

(

)

(

)

3

(

)

(

)

(

0

T

DIV

T

t

S

t

S

t

S

T

t

S

t

S

t

S

g

e

e

G

C

e

-

+

-

-

-

=

-

-

-


For this market to be stable, the cash flow from selling before has to be equal to the cash flow from selling after for most of the investors in this firm (or for the median investor). If, for instance, the cash flow from selling before was greater than the cash flow from selling after for the median investor, the market would collapse, with every one selling before the ex-dividend day. If the cash flow from selling after was greater for the median investor, everyone would hold through the ex-dividend day and sell after. Differences in tax status will mean, however, that there are profit opportunities for investors whose tax status is very different from that of the median investor.
Moving the variables and rearranging, we arrive at the following:
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This equality has to hold, in equilibrium, for the median investor in the firm to be indifferent between selling before and selling after. By looking at price behavior on ex-dividend days, we should be able to get a snap shot of what differential tax rate investors in this stock, on average, face on dividends as opposed to capital gains. If the price drop is much smaller than the dividend, the median investor, it can be argued, faces a tax rate on dividends that is higher than the tax rate on capital gains. If it is equal, the median investor faces the same tax rate on both (or does not pay taxes at all) If the price drop is greater than the dividend, the median investor pays more taxes on capital gains than he or she does on dividends.
3.2.2 Evidence on Dividend Tax Disadvantage

Examining ex-dividend dates should provide us with some evidence on whether dividends are perfect substitutes for capital gains. Empirical studies suggest that the price drop on the ex-dividend day is less than the dividend to accommodate the tax preferences of the marginal investors.

3.3 The “Dividends Are Good" School

The third school argues that dividends are good and can increase value. Although some of the arguments used by this school are questionable, some have a reasonable basis in fact. We therefore divide these school arguments in two categories: (i) bad reasons for paying dividends, and (ii) potentially good reasons for paying dividends.
3.3.1 Bad Reasons for Paying Dividends

The bird in the hand fallacy: Dividends are better than capital gains be-cause dividends are certain and capital gains are not.

· Argument: Dividends now are more certain than capital gains later.

Hence dividends are more valuable than capital gains.

· Counter: The appropriate comparison should be between dividends today and price appreciation today-(The stock price drops on the ex-dividend day).
Excess Cash Argument: The excess cash that a firm has in any period should be paid out as dividends in that period.

· Argument: The firm has excess cash on its hands this year, no investment projects this year and wants to give the money back to stockholders.

· Counter: So why not just repurchase stock? If this is a one-time phenomenon, the firm has to consider future financing needs. Consider the cost of issuing new stock.
3.3.2 Potentially Good Reasons for Paying Dividends
The Clientele Argument: There are stockholders who like dividends, either because they value the regular cash payments or do not face a tax disadvantage. If these are the stockholders in your firm, paying more in dividends will increase value.
· Basis: Investors may form clienteles based upon their tax brackets. Investors in high tax brackets may invest in stocks which do not pay dividends and those in low tax brackets may invest in dividend paying stocks.
· Evidence: A study of 914 investors' portfolios was carried out to see if their portfolio positions were affected by their tax brackets. The study found that:

(a) Older investors were more likely to hold high dividend stocks and

(b) Poorer investors tended to hold high dividend stocks.
Dividends as Signals: Dividend increases may operate as a positive signal to financial markets and thus increase stock prices. There are a number of signaling-based explanations for the positive stock price response to dividend increases:
One explanation argues that managers hate to cut dividends, so won't raise dividends unless they think raise is sustainable. So, investors view dividend increases as signals of management's view of the future.
Therefore, a stock price increase at time of a dividend increase could reflect higher expectations for future EPS, not a desire for dividends. 

Other best known signaling models are Bhattacharya (1979), Miller and Rock (1985) and John and Williams (1985). The basic infinitive idea in all these models is that firms adjust dividends to signal their prospects. (Read Bhattacharya (1979), and Miller and Rock (1985).
Wealth Transfer: By returning more cash to stockholders, there might be a transfer of wealth from the bondholders to the stockholders. Bondholders view dividend increases as bad news. It makes the bonds much riskier. To the extent that the dividend increase was unanticipated and was not built into interest rate, this transfers wealth from bondholders to stockholders.
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