Corporate Payout Policy








Questions in Corporate Payout Policy:


amount of payout?


form of payout?


stock price reaction to payout announcement?


stock price behavior on various dates associated with paying a dividend?


�
The Dividend Irrelevance Proposition





Assume:


No taxes


No transaction costs


Fixed real investment policy


Fixed borrowing decisions





Question: What happens if we want to increase dividends?


we must issue new shares to pay for the extra dividend, but


issuing new shares reduces the claim of old shareholders, so


old shareholders get the dividend, but they also end up with a reduced claim on the firm; in other words:


the gain from the dividend is exactly offset by the reduction in value of the claim on the firm.





Example





Question: Are there any other ways to motivate dividend irrelevance?





�
Corporate payout policy is just a special case of financial policy so why should it matter?








Remember:





If:


financial policy affects firm value 





Then it must be because at least one of the following is true:


financial policy affects a firm's tax obligation


financial policy affects contracting costs


financial policy affects real investment policy





So, if corporate payout policy matters, it must be because it affects either a firm's tax obligation, its contracting costs, or its real investment policy (or some combination thereof).


�
Amount of Payout





Factors affecting the amount of payout:


bond covenants


executive compensation


free cash flow


monitoring by capital markets


�
Corporate Payout Policy and Firm Characteristics








Firm Characteristic�
Affect on Payout Policy�
�
Size�
?�
�
Leverage�
?�
�
Growth options�
?�
�
Credence goods�
?�
�
Product warranties�
?�
�
Future product support�
?�
�
Supplier financing�
?�
�
Closely held firm�
?�
�
Firm-specific assets�
?�
�
Regulation�
?�
�
Marginal corporate tax rate�
?�
�
Marginal personal tax rate�
?�
�
Tax progressivity�
?�
�
�
Form of Payout





Open market repurchases versus cash dividends:


repurchases and information asymmetry


repurchases and the cost of capital


�
Stock Price Reaction to Payout Announcement





Examples of payout announcements:


dividend increases


dividend decreases


dividend initiations


specially designated dividends


open market repurchases


intra-firm tender offers





What can/can't we infer from share price responses to changes in payout policy?


�
Stock Price Behavior on Various Dividend Dates





Relevant Dividend Dates:
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Stock price changes on these dates?


