I. Chapter 18: Dividends & Other Payouts
A. Types of dividends

1. Dividend

a) cash distribution of current or retained earnings

2. Distribution

a) cash distribution from sources other than earnings

b) Also called “liquidating dividend”

c) Often paid from APIC

3. Stock dividend

a) Increases shares outstanding

b) Usually expressed as a percentage

(1) So with a 2% dividend a shareholder would get 1 new share for every 50 shares held

4. Stock split

a) Like a stock dividend, but usually much larger, several shares for each one outstanding

B. Method of cash dividend payment

1. Declaration date

a) Board passes resolution to pay dividends

b) Very hard to get out of this resolution

2. Date of record

a) Date at which all individuals believed to be shareholders are recorded to get dividend

3. Ex-dividend date

a) Date after which you cannot buy the stock and receive the dividend

b) Before date of record, to give everyone a chance to get the records to the company

c) Usually 3 business days before date of record

d) Before this date, stock trades “cum dividend” 

e) Stock price usually falls after this date

(1) Because the dividend value is no longer included in the price of the stock

(2) Often falls not by value of dividend but by value of dividend after taxes

4. Date of payment

a) The check is in the mail

C. Method of stock dividend payment

1. When stock dividend is paid

a) Shareholders receive no cash

b) Each shareholder’s percentage of total outstanding stock remains the same

c) Accounting procedure

(1) Par value of stock is transferred from RE to Common stock

(2) Current market value above par is transferred from RE to APIC

(3) This means that a stock dividend can never be greater than RE

2. When a stock is split

a) Same as stock dividends

b) Accounting procedure

(1) Par value is reduced

(2) APIC and RE are unchanged

3. In neither case does the shareholder or the firm make money

4. So why do either?

a) Stocks have popular trading range

(1) In which investors can easily buy 100 shares of the stock

(2) If the stock is priced too high, investors can’t buy 100-share lots and must pay more to transact smaller “odd lots”

(3) But this may be irrelevant now that mutual funds, with so much money, represent so many individuals

b) May actually be bad for liquidity!

(1) Brokerages charge a larger percent of the transaction for a small transaction than a large one

(2)  Bid-ask spread rises afer split

(3) Plus, have to pay lawyers, bankers, etc. to do all this stuff

5. Reverse split

a) Exchange some number of old shares for one new share

b) Multiply par value

(1) APIC and RE unchanged

c) Can move stock back into “popular trading range”

d) If stock price is low, can increase price to “respectable” range

(1) Then investors will think more highly of the company

(2) And good things will happen!

D. Dividend policy is irrelevant!

1. Indifference
a) If you raise the dividend now, you’re passing up positive NPV projects so you’ll earn less and future dividends will be smaller

(1) In fact, they’ll be smaller by the future value of what you’d have invested now

b) If you invest now, you’re decreasing the present dividend but increase future dividends

(1) In fact, you’re increasing future dividends by the value of the project, which should be about the present value of the investment
2. Homemade dividends

a) If the investor doesn’t like the dividend policy, they can change it in their own portfolio

b) If present dividends are too low, can sell off stock now and realize present gain, at the expense of lower future dividends in proportion to the size of the sale

(1) So if you sell 10% of your holdings, you’re effectively increasing present dividends by 10% and decreasing future dividends by 10%

c) If present dividends are too high, you can reinvest those dividends by buying more shares, decreasing your present gain but increasing your future gain

(1) So if you reinvest 10% of dividends, increasing your holdings, you decrease present dividends by 10%, and you can then collect your dividends and sell the shares in the future, increasing your future dividends by 10%

3. So dividends are relevant
a) Because they’re the value of the stock

4. But dividend policy is irrelevant

a) Because individuals can move dividends back and forth in their own portfolios

b) And any dividend now is a future dividend foregone

5. So a firm should never give up a positive NPV project to increase a dividend

E. Stock Repurchases

1. Increasing
a) Used to be very few repurchases, now a lot

b) More than dividends in 1999, 2000

2. Methods

a) Open-market purchases

(1) The firm buys the stock on the market, but keeps it quiet that they’re the ones doing it

b) Tender offer

(1) Firm announces to shareholders that will buy fixed number of shares at fixed price

c) Targeted repurchase

(1) Firm buys shares from specific holders

(2) Could be a single large stockholder

(3) Could be a nuisance stockholder

(4) Could be a potential takeover aggressor

(5) Often cheaper to administrate than a large buyback

3. Why choose repurchase?

a) In perfect market, firm is financially indifferent between dividend payment and share repurchase

b) But there are other, non-monetary benefits

(1) Flexibility

(a) Firms consider dividends commitments to shareholders

(b) So it’s hard to reduce dividends

(c) But buybacks are one-time events

(d) So you can do them once when you have extra cash

(2) Executive compensation

(a) Decrease dilution effect of stock options

(b) Preserve future value of options (because stock prices go down by the value of the dividend after the dividend is paid)

(3) Investment

(a) Stock price is temporarily depressed

(b) Other investments in non-financial assets are few

(c) Market often reacts favorably to repurchase

(4) Taxes

(a) Tax advantage

F. Taxes, issuance costs, and dividends

1. Dividends and capital gains are taxed the same

a) But capital gains are deferred until the stock is sold

b) So the effective capital gains rate is smaller, because future value is always smaller than present value

c) So, it’s inefficient to issue stock; issue dividends instead

d) Unless personal tax rates are lower than corporate tax rates, then dividends are a good idea

e) This is true in one way; 70% of dividends a firm receives from another firm are non-taxable

f) But the IRS can get you for “improper accumulation of surplus”

2. Costs of issuance add to cost of dividends

a) Bankers

b) Lawyers

c) Etc.

d) Not as present w/buybacks

3. Reasons to pay dividends

a) Stockholders like dividend stability

b) Some stockholders like current income

(1) Could sell stock, but would incur transaction costs, opportunity cost of time to trade

c) Dividends enforce self-control

(1) If a shareholder sells stock, they could sell as much as they wanted and get whatever they like with the cash, but go broke by selling everything off

(2) But if a shareholder doesn’t touch the principal and lives off dividends, there’s less temptation to misbehave

d) Agency costs

(1) Dividends are a wealth transfer from bondholders to stockholders

(a) Firms in distress often cut dividends

(b) Bonds often have covenants that prevent all assets being paid off as dividends

(2) Dividends keep there from being spare cash around that managers can screw around with

(3) But both of these can be accomplished by share buybacks

(4) Information content

(a) Stock prices rise when dividends are declared, fall when they’re reduced

(b) Dividend increases signal to the market that management expects the firm to do well

(c) Investors will assume capital expenditures will remain static, so investors will assume that cash flow will improve to allow more dividends to be paid

4. Alternatives to dividends

a) If you’ve got positive NPV projects left, then invest in them

b) Otherwise, don’t invest and lose $$$ to just not pay dividends

(1) But managers often keep $$$ in the firm for the prestige

c) Acquire other companies

(1) But often not a good idea

(2) Always made above market price

(3) Not always profitable, even when business reasons are valid

G. Clientele Effect
1. Stock is in many ways a product a company sells

2. Who do you sell it to?

3. Different customers have different needs

a) It all depends on the taxes they pay

(1) Individuals in high tax brackets want little to no dividends + all capital gains

(2) Individuals in low tax brackets want moderate dividends + medium capital gains

(3) Tax-free institutions want medium dividends + some capital gains

(4) Corporations want high dividends + little to no capital gains

4. If you match your dividend policy to the kind of company you have, then you’ll attract appropriate investors

H. Current dividend realities

1. Fewer companies are paying dividends

a) There are a lot more small, unprofitable, growing companies

b) Also, other kinds of firms are paying less dividends

2. But there’s still a lot of dividends being paid out there, despite taxes

3. Corporations smooth dividends

a) Sez John Lintner

b) Companies set long run target of dividends/earnings ratio

(1) Low ratio if a lot of positive NPV projects compared to available cash

(2) High ratio if few positive NPV projects

c) Changes in dividends are likely to be permanent

(1) So management takes any changes seriously

(2) And management takes its time in changing dividends

(a) So dividends lag earnings

d) Dividend changes model

(1) Dividend Changes = Div1-Div0 = s(tEPS1-Div1)

(a) t = target payout ratio

(b) s = speed of adjustment of current dividends to target

(2) So dividends/earnings rises when bad times begin

(3) And dividends/earnings falls when good times come along

(4) So dividends are less variable than earnings

