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Wihat Is “dividend policy”?

IS the decision tor pPay: eut earnings
VVersus retaining anatreinvestingl them.
Includes these elements:

1. Hight or 1o payout?
Stable or Irregular dividenas?

2.
3. How! freguent?
4. [De werannounce: the policy?




Do Investors preter high or
oW payoeuts? There are three
theories:

Pividends are: Irrelevant:  Investors don't
care anoui; payoul:

Biraiin: the hand:  lnvestors prefer a high
PayoUuL.

'ax preference: InVesters, prefer a low.
payeut, REnce: growin.




Dividend! lrrelevance Theory

IRVvesters are petween dividenas
and retention-generatedl capitalrgaims. |
they want cash, they: cani sell'steck:. i
they don't Want cash,, they: can’ use
Vidends: te by stock.

SUppPEKL lrelevance.

Fheony/ Isihased onr unrealistic assumphiens
(Ne taxes or Prokerage costs), Nence may.
Aot Be tiue. Need empirical test.




Bird-in-the-Hand Theony

InVvesters think dividenads are
tihan petential future  capital
gains, hence they: like dividends.

[17 50, Investers wouldivaltuernigh
payoeut firmsrmoere nighly, I.e.; a nigh
payeut woeuld result in: a




Tax Preference Theory

Retained earmings: lead ter leng-termm
caplital gains, WhIch are taxed: at

u
cl

T

tihan dividends: 20%) Vs.
9110 39.6%0. Capital gains taxes; are
SO

IS ceuld cause InVvestors tor prefer

filfms With 1o, payoeuts; I.e., a Righ
payoeut results in a




Implications off 3 Theories for
Vianagers

Theory Implication
Irrelevance Any payout OK

Bird in the hand  Set high payout

Tax preference Set low payout

But which, if any, Is correct?




Possible Stock Price Efifects

Stock Price ($)

Bird-in-Hand
40 —

30 Irrelevance

20
Tax preference

10

|
100% Payout




Possible Cost of Equity’ Effects

Cost of equity (%)

20

15

10

Tax Preference

Irrelevance

Bird-in-Hand

100% Payout



Which theony. IS: most: correct?

Empircali testing has net been anle to
determine Which theeny, It any, IS
COIrect.

FAUS;, managers Use judgment When
settingl pelicy.

AnalysisiIs, Used, but It must e
applied withrjudgment.




What's the “infermation
content,” or “signaling,”
AN/[POLAESIS?

Managers hate te’ cuit dividends, so Won't
raise dividends unless they think raise Is
sustaianie. So, Investors view: dividend

INCIEases; as eff management's
View of the future.

Fherefore, a stock price increase at time
off a dividend Increase: could refiect higher
expectations for future EPS, not a desire
e dividends.




What's the “clientele: effect”?

Diiferent groups ofi Investors, o
clienteles, prefer different divieend
POJICIEs.

Elfn’s; past dividenal pelicy, determines; its
current clientele: off vestors,

Clientele’ effects Impeade changing
dividend pelicy." Tiaxes & hrokerage costs
AUt INVestors Who have tor Switech
companies.




Setting Diviaend Policy

Eerecast capiitall needs over a planning
OKHZoN, GItERNIS Years.

Set a talfget capltalistructure.
EStimate anpuall equity’ needs.

Set target payouit: based on the residual
moedel.

Generally, senme dividend growin: lieue
emerges. Maintain: target grewwiin: rate: i
possikle, vanrying capitall structure
Somewnat Ifi necessary.




Pividend! Payout Raties fior
Selected Industries

Industry Payout ratio
Banking 38.29
Computer Software Services 13.70
Drug 38.06

Electric Utilities (Eastern U. S.) 67.09
Internet n/a

Semiconductors 24.91
Steel 51.96
Tobacco 55.00
Water utilities 67.35

*None of the internet companies paid a dividend.




Steck Repurchases

Repurchases: Buying own stock back
from stockholders.

Reasons for repurchases:

Asian altermative te; distihuting| cashi as
dividends.

[0 dispose: ofi ene-time: cash firen an
asset sale.

o make: a large capital structure change.




Advantages off Repurchases

Stockholders canitender or not.

iHelps avold settingra hight dividend that
cannot e maintainead.

Repurchased steck canibe used 1n take-
OVErS 0or reseld to) raise casnr as needed.

IRCeME received Isi capitall gains; rather
than nigher-taxed dividends;

Stockhelders may: take asia positive signail-
-management: thinks steck IS Undervalued.




Disadvantages ofi Repurchases

May: e viewed asia negative: sigmnail (Himm
as; POeK INVEStMERt GPPeItUNITES).

IRS could 1m
WEre primari

Selling stock

DOSE penalties Ifi repurchases
\/ 10, aveId taxes onl dividends.

iolders may: not e well

Infermed, REnce e treated unfiaiys.

Elrm may: have te bid up: price: to) complete
puUrchase, thus paying tee much for Its own

stock.




Steck Dividends vs. Stock Splits

Stecki dividend: Elrmi ISSUES; REW.
shiares I lieur o payingl a cash
dividend. [ 10%), get 10Ishales for
each 100 shares owned.

Steck split:: Elrma Increases the number
Ol shiares outstanding, say: 2:1. Sends
shiarehelders mere shares.




Both stock dividends and stock splits
Increase the number of shares
outstanding, so “the pie is divided into

smaller pieces

Unless the stock dividend or split

conveys information, or is accompanied
by another event like higher dividends,
the stock price falls so as to keep each

Investor’s wea

But splits/stoc

th unchanged.

K dividends may get us to

an “optimal price range.”




When sheuld a firm: consider
splitting| Its steck?

Fhere's a widespread belief that the

opLimal prce rangetor stoecks IS $20) 10
$80.

Steck splits can e used to keep: the
price inl the optimall range.

Steck splits generally: eccur When
management IS confident, se are
Interpreted as: positive) signRajs.




