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Chapter 14: Dividend Policy

Answers to End of Chapter Questions

14-1. Dividend policy and capital structure policy are related.  If a firm chooses to pay a high dividend from its earnings, then it will have less in retained earnings to reinvest in the company’s projects.  If a company has more projects than it can fund from its retained earnings, then it must go to the external markets – debt or new equity financing.  Dividends are a use of funds and the greater that use, the more in other sources that the company will need to find.

14-2. All shareholders who own stock on the record date are entitled to receive the dividend declared.  Purchasers of a stock that is ex dividend do not receive the dividend.  The payment date is generally a few weeks after the record date, and is the day the firm mails the dividend checks.  A stock’s price drops when the stock is ex dividend.  This is because cash in the amount of the dividend is about to leave the firm.  The firm’s assets have been reduced, and the share price should drop accordingly.  The actual drop is less than the amount of the dividend, perhaps because of a personal tax effect.

14-3. A low dividend policy is justified to minimize shareholders’ personal taxes.  Dividends are taxed at shareholders marginal tax rate, while capital gains first are only taxed when realized, and second, have a lower tax rate than the highest marginal personal tax rate.  A high dividend policy is justified if a firm does not have any good investment uses for its cash.  It is better to return money to the shareholders rather than invest in negative net present value projects, such as holding cash.  A high dividend policy could hypothetically make sense in a tax system with higher rates on capital gains than on dividends.  Similarly, if a firm’s shareholders are exempt from taxation, then the rationale for paying low dividends would be reduced.

14-4. Capital markets have a preference for regular dividends because of the signal that they send – that the firm is sound financially, and able to make regular cash payments.  It tends to demonstrate that the firm has stable enough cash flows to be able to pay a regular cash dividend.  Paying a regular cash dividend may attract certain types of investors.  For example, some institutions are not allowed to purchase shares of stock in companies that do not pay regular cash dividends.

14-5. The three types of dividend policies are a constant payout ratio, constant nominal payment policy and low regular and extra dividend policy.  In a constant payout ratio policy (rarely seen in practice), the firm chooses a certain percentage of its earnings and pays out that amount as a regular dividend.  With this policy, dividends can very volatile, increasing or decreasing as earnings increase or decrease.  In a constant nominal payout policy, firms pay a fixed dollar dividend.  Firms may increase their dividend when a proven increase in dividends has occurred.  Firms build their policy around a target dividend payout ratio.  They attempt to pay a desired ratio, but rather than let the dividend fluctuate as earnings fluctuate, they maintain the fixed dividend, even if dividends are temporarily lower.  In a low regular and extra policy, the firm maintains a low regular dividend, supplemented with an extra cash dividend when justified by higher earnings.  This policy is used by companies that have large but temporary increases in earnings.

14-6. The low dividend and extra policy is not appropriate for firms in all industries.  It is best for companies in industries where firms infrequently experience large but temporary increases in earnings.  It is not appropriate for firms with high, steady earnings.  Mature, low growth firms are more likely to follow a constant nominal payment, increasing the dividend regularly as earnings increase.  A car manufacturer is more likely to follow a constant nominal payment policy, while a medium-sized bank is more likely to follow a low dividend plus extra policy.  Many banks pay special dividends, perhaps because they can get temporary increases in earnings when interest rates change a great deal, as, for example, in the recent refinancing boom caused by very low home mortgage rates.  With a high number of refinancings, banks earn mortgage origination fees and other fees that will not continue once the refinancing boom ends.

14-7. Share repurchases may enhance shareholder value by providing investors with a cash distribution from the company, but one that is more tax advantaged than a dividend payment.  In a share repurchase, only the capital gains distribution is taxed, and at a lower rate than the highest marginal personal tax rate.  Share repurchases can also signal that the company is generating high cash flow, and that signal can add value for shareholders.

14-8. Markets react positively to announcements of increases in the dividend and negatively to announcements of dividend omissions.  A dividend increase says a firm has increasing cash flows and can afford a higher dividend.  A dividend omission says the firm does not have sufficient cash to meet its obligation and sends a negative signal to the market.

14-9. The agency cost model states that there is a benefit to external monitoring by the capital markets.  If a firm does not regularly go to the markets to fund its investment needs, then paying a high dividend may force the firm into the markets.  The firm receives the benefit of capital market monitoring, which reduces its agency costs.  Managers who want to maximize firm value may wish to commit themselves to paying out their free cash flow as dividends.  The signaling theory states that regular dividends send a positive signal – that the firm is healthy and has the cash to make regular dividend payments.

14-10. In perfect capital markets, Miller and Modigliani showed that dividend policy is irrelevant.  This assumes that investment policy is fixed – that the firm has the same positive net present value investment projects, regardless of its dividend policy.  If a firm does not pay a dividend, it reinvests all of its earnings.  If a firm pays a dividend, it must raise external funds to finance its investments.  Assuming no taxes, shareholders are indifferent between dividends and capital gains.  With a fixed investment policy, firm value is not impacted by dividend policy.

14-11. The introduction of personal taxes means that investors may prefer capital gains to dividend income, depending on their personal tax situation, since capital gains are taxed at a lower rate than dividends and only realized capital gains are taxed.  This means investors are not indifferent to dividend policy.  Transactions costs will also have an impact.  An investor who wants current income will prefer dividends – there are no transactions costs associated with cashing a dividend check.  An investor who wants current income and receives capital gains will incur transactions costs in selling stock to obtain that current income.  Investors who do not want current income will incur transactions costs in reinvesting their dividends.  Companies with high investment needs that pay high dividends will also incur transactions costs for raising external funds in the capital markets.

14-12. According to the residual theory of dividends, a firm should decrease its dividend when it has greater investment needs and increase its dividend when it has lower investment needs.  This matches a constant payout policy, which also fluctuates as earnings fluctuate.  Firms do not appear to follow this policy – there is a benefit to having regular dividend payments.  Firms are reluctant to send out a negative signal that cutting a dividend would send.

14-13. Managers may use dividends to signal that they are profitable and have strong earnings.  Dividends may help investors distinguish between high quality and low quality firms, since only the highest quality firms can presumably afford to pay dividends and send the signal.  Empirical evidence does not support the theory.  Signaling theory would indicate that firms with high growth opportunities should pay higher dividends, which is not the case.

14-14. Firms with more diverse ownership most likely have higher agency costs.  If a firm is closely held, in other words, the people running the firm are also its owners, then agency issues are not a severe problem.  This is more difficult when a firm has a large, diverse body of shareholders.  It is also more difficult for a large number of shareholders to monitor the firm.  Therefore, there is more benefit to external monitoring of firms with large, diverse shareholders.  Fixed dividends are a bonding mechanism – like debt payments, helping to demonstrate that the firm has steady cash flows and forcing management to work hard to maintain those cash flows.

14-15. Under the agency cost model, firms with higher growth rates should have lower dividend payouts.  These firms are already entering the external markets to obtain financing for all of their growth opportunities.  They do not have to pay high dividends to “force” them into the capital markets where they will receive outside monitoring.  Firms with a more diverse ownership will face higher agency costs, and therefore will benefit more from outside monitoring.  These firms would be expected to have higher dividend payouts.  Firms with a higher free cash flow will have higher payouts – they are confirming that they will not misspend this cash flow by investing in negative net present value projects – they will instead pay out their free cash flow to shareholders.  The agency model predicts that Microsoft will ultimately pay a dividend, particularly as its positive net present value opportunities decline in more competitive markets.  In fact, business press articles have been calling for Microsoft to institute dividends.  The signaling model also predicts that Microsoft will benefit from signaling its high quality through a dividend payment.

Solutions to End of Chapter Problems

14-1.
Investors can receive cash returns from their equity investments from cash dividends or share repurchases.  From a tax standpoint, shareholders would prefer the share repurchase.  They must only pay capital gains taxes on the amount of their capital gain – the amount they received for the repurchased share minus their basis in the stock (the amount they paid for the stock, including transactions costs).  The pros of paying cash dividends include: sending a signal that the company has sufficient cash flows to pay a dividend and becoming attractive to institutions who can only invest in firms that pay regular dividends.  The disadvantages of dividends include double taxation (on both the corporate and personal level), and higher transactions costs if paying the dividend means the firm will need to raise more external capital.

14-2.
60% x 50 = $30

$30/4 = 7.5 million in dividends quarterly

7,500,000/25,000,000 = $.30

14-3.
The expected price ex-dividend will be $42.00 – $.30 = $41.70

14-4.

a. The investor will receive a capital gain of $42 – $38 = $4, a total return of $4.00.  The investor will pay capital gains taxes of 20%, for a net return of 4 x (1 – 0.2) = $3.20.  The percent after tax return is 3.20/38 = 0.084 or 8.4%

b. If the stock price falls to $41.70, the investor’s gain is $41.70 – $38 = $3.70.  The investor also receives a dividend of $0.30.  The after-tax return on the capital gain is $3.70 x (1 – 0.2) = $2.96.  The after-tax return on the dividend is 0.30 x (1 – 0.4) = $0.18.  The total after-tax return is $2.96 + $0.18 = $3.14.  The percent return is 3.14/38 = 0.083 or 8.3%.

c. To be indifferent, the returns must be equal.  The investor needs a total gain of $3.20, rather than $3.14 to be indifferent.  With an after-tax return of $0.18 from the dividend, the investor needs an after-tax return of $3.02 from the stock.  Let G be the pre-tax gain needed from the stock.  Solve:

G x (1 – 0.2) = $3.02

G = $3.775.

Let P = the ex dividend price

P = 38 + 3.775 = $41.775

14-5.

a. Samuel will realize a $10 gain when the firm buys back his shares.  Samuel will have to pay $1.50 in capital gains taxes, so his after-tax dollar return per share is $8.50, or 14.17% relative to his $60 purchase price.

b. Samuel will be able to sell 1% x 10,000 = 100 shares if everyone wishes to participate in the offering.

c. Samuel currently owns 10,000 shares, which is 1% of the firm’s outstanding stock.  This implies that the firm currently has 1,000,000 shares outstanding.  The firm plans to repurchase 100,000 shares, so if Samuel does not tender his shares, he will own 10,000 / 900,000 of the firm’s stock, or 1.11%.

14-6) Internet exercise

14-7) Internet exercise

14-8.
If a firm announces a decrease in its dividend, without any explanation, the market is likely to take this announcement as very negative news.  It is conveying information that the firm doesn’t have sufficient cash flow to pay its dividend.  It is a signal that the firm is doing poorly, and the stock price will be expected to fall.  Stock prices do fall on the announcement of a decrease in dividends.  The few exceptions to this have occurred when the firm mounts a public relations campaign showing shareholders why it would be better for the firm to keep the dividend payment and reinvest the cash in value producing projects.

14-9.
The firm has a required 20% return, or 20% x 100 million = $20 million.

If it pays this out as a dividend, its assets will fall to 100 – 20 = $80 million.

Its share price will be $80,000,000/10,000,000 shares outstanding = $8 per share.

Investors will have a share worth $8 and a dividend of $2, a total of $10/share

If the firm issues $20 million in new equity (2,500,000 new shares at $8/share), its assets are now $100 million and it has 12,500,000 shareholders.

If the firm retains the $20 million, then share value will be $100,000,000/10,000,000 = $10 a share.  Investors will have the same dollar value whether the firm pays out a dividend and issues new equity or if it retains the earnings.

If there are personal taxes of 40% on dividend income, then investors will only receive $20,000,000 x (1 – 0.4) = $12,000,000 of the dividend, or $1.20 a share.  Add this to the $8 share value, for a total value of $9.20.  Now, investors will prefer a share worth $10 (retaining the earnings) to a share plus dividend with an after-tax value of $9.20.

14-10.

a.
Currently, Alpha has assets worth $50 million and it has 2 million shares outstanding.  Thus, the current share price is $25.  At the end of this year (Year 1), Alpha’s assets will grow to $57.5 million, reflecting $7.5 million in reinvested earnings.  Because the number of shares outstanding does not change, the share price at the end of the year will be $28.75.  Notice that this represents a 15% return for shareholders.

Each year alpha earns 15% on its assets and reinvests those earnings.  The table below shows the market capitalization and share price at the end of each of the next 2 years for Alpha:

Year 2:
Market cap = $57.5(1.15) = $66.125 million


Share price = $66.125/2 = $33.06

Year 3:
Market cap = $66.125(1.15) = $76.04375 million


Share price = $38.02

In each year, shareholders earn a 15% return.

b.
Omega is currently in the same position as Alpha.  It has assets of $50 million, its shares are worth $25 each, and it will generate $7.5 million in profits over the next year.  However, at the end of the year, Omega will distribute all of its earnings to shareholders, and then it will issue a sufficient number of new shares to raise $7.5 million.  Omega will repeat this process each year, paying out all earnings as dividends and issuing new shares in sufficient number to finance new investments.

c.
Omega does not need to issue new shares today.  It’s $50 million in assets are expected to produce $7.5 million in earnings, just as is the case for Alpha.  At the end of Year 1, Omega distributes $7.5 million in cash to shareholders ($3.75 to each shareholder).  After the distribution, Omega’s shares will be worth $25 each.  Notice that Omega shareholders earn a 15% return, just as Alpha’s shareholders do, but their return comes entirely in the form of a dividend.  After distributing its earnings, Omega must raise $7.5 million by selling 300,000 new shares.  The total market cap of Omega at that point is $57.5 million, identical to Alpha’s end-of-year-1 market capitalization.  Notice that Omega’s shares outstanding increases by 15%, from 2 to 2.3 million shares.

In year 2, Omega will earn net profits of $8.625 million ($57.5 million in assets times 15%).  At the end of that year, Omega will distribute all of this as dividends to its 2.3 million shareholders ($3.75 per share).  Again, Omega’s shareholders earn a 15% return.  After this distribution, Omega must raise an additional $8.625 million for investment.  Given a share price of $25, Omega must sell 345,000 new shares.  Again, this represents a 15% increase in Omega’s outstanding shares.  The market cap of Omega at the end of year 2 will be $66.125 million.

Finally, in year 3 Omega will earn net profits of $9,918,750.  It distributes all of this to its 2.645 million shareholders ($3.75 per share).  To finance new investment, Omega must raise an equal amount by issuing 396,750 new shares at a price of $25 each.  This will bring Omega’s total shares outstanding to 3,041,750.  At $25 per share, this gives the company a market cap of $76.04375 million, exactly equal to Alpha’s market cap.

14-11.
Next year’s dividend: $2

Growth rate: 6%

Required return: 10%

Stock price:

$2/(0.10 – 0.06) = $50

14-12.
In one year, the firm will earn $8 per share (we know this because in 14-11 we are told that the $2 dividend represents 25% of earnings).  That means total earnings are $16 million, $12 million of which would have been reinvested under the old policy.  Therefore, the firm must raise $12 million in a new share issue.

Let P1 be the price of Kilgore stock in one year.  The number of shares it must issue to finance growth, X, equals

P1 x X = $12,000,000

X = $12,000,000/P1
The M&M propositions tell us that the change in dividend policy cannot affect the total value of the firm at time 1.  Under the old policy, firm value at time 1 would have been $106 million (2 million shares x $53 per share).  Therefore, the price of Kilgore stock at time 1 under the new policy must satisfy:

$53 x (2,000,000) = P1 x (2,000,000 + X)

$106,000,000 = P1 x (2,000,000 + $12,000,000/P1)

$94,000,000 = 2,000,000P1
P1 = $47

Price an investor would pay at time 0 for a stock that will pay an $8 dividend and sell for $47 in one year:

P0 = ($47 + $8) / 1.10

P0 = $50

So the change in dividend policy would not affect Kilgore’s stock price at all!  This is why we can say simultaneously, without contradiction, that (1) the stock price equals the present value of future dividend payments and (2) dividend policy is irrelevant.
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