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THE DETERMINANTS OF DIVIDEND POLICY

Abstract

Although in the absence of all market imperfections Modigliani-Miller’s theory
about dividend irrelevance is binding, in the «real world», dividend payments are influenced
by factors related to asymmetric information, agency costs, personal tax, bargaining position
and transaction costs.

This paper presents a model of dividend policy relevance. It uses two
complementary frames of reference to analyze dividend policy. First, it describes the factors
that affect dividend payment. Second, it considers the specific situation inside the company,
mainly the legal and FCF characteristics of the sector, and the ownership structure.

For each type of external factor, a brief overview is given and the way it relates to
the individual company is discussed. The unique position of dividend policy is defined by a
bundle of unique internal factors and the way they relate to the external factors. Possible
trade-offs between these factors in the course of optimizing dividend policy are also
presented. The task for financial managers is to adjust and renew the relationships between
these factors as time goes by and changes erode their relative importance.

According to this perspective, a firm’s value depends not only on it’s having an
optimal business strategy and a good implementation of that strategy, but also on its ability to
communicate its optimizing attitude through dividend payment. For the firm in pursuit of
excellence, production and marketing that production, on the one hand, and communicating
about it to investors, on the other, are two sides of the same coin.

The approach to dividend policy presented in this paper focuses on specific
attributes of the firm as sources of value expression through dividend payment. It differs not
only with regard to the fundamental objective of dividend policy (which is to maximize firm
value, rather than simply being the best way of giving investors a return on their investment),
but also as regards the means that dividend policy makes available to the firm in order to
realize this objective.



THE DETERMINANTS OF DIVIDEND POLICY

The objective of this paper is to address the basic question of the relevance of
dividend policy for the value of the firm.

Understanding the sources of value creation has always been core issue in finance.
Going back to the definition, the value of the firm, which is the sum of equity, debt and
corporate taxes1, could be defined as:

(1) V=S-W-T-C-X

where:

V – value of a firm;

S – capitalized value of revenues;

W – capitalized value of wages and other fringe benefits;

T – capitalized transaction costs related to dividend policy;

C – capitalized other costs;

X – capitalized obligations to society in the form of paid marginal personal taxes.

Rearranging gives:

(2) V=(S-C)-W-T-X

Having presented this value chain of the company, let us describe the factors through
which dividend policy may affect each of the elements of the chain. This will lead us to
reconsider the importance of dividend policy as a determinant of a company’s value.



1. Dividend policy external factors

The asymmetric information factor

A quick look at the previous formulas, where all right-side elements are capitalized,
shows the importance of the risk factor for the company value. Because all elements are
capitalized we can find the importance of the risk factor more clearly if we show the value of
the company as the sum of the present values of all future expected cash flows.

(3)

where:

E(CF) – the expected before-tax cash flow of the unlevered firm;
ρ – cost of capital, equal to the weighted average costs of capital before tax.

It is obvious that the value of information influences both the numerator and the
denominator: the denominator because it reflects the perceived risk, which may vary with
the size of asymmetric information, the numerator because information quality obviously
affects future expectations.

The systematic risk factor related to the cost of capital could be reduced if the
asymmetry of information between the activity of the firm and the investment community
decreased. Hence, the value of the firm would rise, since cash flows in the numerator would
be discounted at a lower rate.

When the capital market cannot adequately differentiate between good and bad
firms, the good firms have an incentive to signal their quality by undertaking some action that
would be too costly for poor firms to imitate2. This happens because otherwise the
investment community would assume the worst scenario for any expected cash flow. A
reduction in the numerator, in consequence, would have a negative effect on the value of the
company. This is the justification for the signaling models involving firms using their
dividends as a signal to the capital market concerning their underlying value.

On the one hand, managers have an incentive to send out true information about the
value of their company because it will benefit them; on the other hand, they are also forced to
send true signal. The incentive stems from the fact that undervaluation always increases the
threat of a takeover attempt, proxy contest and other undesirable actions for managers. If
the incumbent management team is unwilling to send out true information, then another team
may have an incentive to take over the firm and benefit from reducing asymmetric
information costs.

Dividend smoothing phenomena give greater credibility to the signal since
smoothing firms commit themselves to paying higher dividends in the future. After a time
this dividend policy becomes a reputational asset and investors who «recognize the
relationship between current dividends and future returns, pay higher prices for stocks with
historically higher dividends, other things equal…»3.

Default on a dividend payment would seriously damage the value of a company,
because it would reveal an internal crisis and the communication tool would be lost, which
would create more risk in the assessment of firm value.
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The asymmetric information explanation is nowadays the most satisfactory
explanation of dividend payments. The empirical studies discussed in the previous chapter
overwhelmingly support the hypothesis about the information content of dividends. From a
firm’s dividend policy the market learns how managers view the company’s future cash
flows. This tool used by managers to send signals to investors influences the value of the
company and thus supports the thesis of dividend policy relevance.

Having presented the influence of the asymmetric information factor on the
perceived risk of business activity, we shall now turn to the factors that affect the way
the wealth generated by a firm is redistributed among employees, society and the owners.

The agency cost factor

First, we shall see how important the sum (S-C)-W is in determining the value of a
company. First of all, the relation between (S-C), which we could call «added value», and W,
«wages», makes the value of the company adversely related to the proportion of wages in the
added value. Secondly, we note the importance of the total difference, which is such that even
a high proportion of wages can be irrelevant if the total would be higher with the same capital
involvement.

One of the factors that affect redistribution between employees and owners is related
to agency cost reduction. The agency cost factor stimulates workers’ and managers’
performance, shifting wealth from them to the holders of the company and reducing costs
related to monitoring and bonding activity. By reducing the agency cost some savings are
made and more cash flows in for the owners at the expense of the employees, who at least
partially compensate for this by working more efficiently and raising the level of company
activity.

Dividend payments can decrease the agency cost by making life more difficult for
managers: taking cash out of their hands implies reducing their chances of using it
improperly and involving other monitoring parties to scrutinize managers.

By paying dividends a firm is forced to resort more frequently to the market for new
capital to obtain funds for investment projects. When a firm raises new capital, its
performance is carefully reviewed by an investment banker or some kind of indenture trustee,
who monitors managers on investors’ behalf. During this process, stockholders observe the
terms on which new funds are raised. Equity and debt providers receive new information
about the uses of their funds and about the firm’s financial situation. Underwriters and
lenders put their own money and reputation at stake, which makes their verification valuable
to other investors.

To sum up, the practice of paying dividends increases a firm’s presence in the capital
market, which provides a form of verification that saves agency costs. This, in turn, improves the
value of the company. If the incumbent management team is unwilling to reduce agency costs,
then another team has an incentive to take over the firm and benefit from doing so. The empirical
studies of Kaplan and Roll (1972), Rozeff (1982), and Kalay and Shimrat (1986) presented in the
previous chapter support the existence of this agency cost factor in dividend policy.
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The bargaining factor

Among the factors related to the redistribution between the firm and society the
strongest is the firm’s bargaining position. The transfer of wealth from society to the firm can
be greater or smaller. The bargaining factor has to do with the possibility of increasing the
value of the firm by changing the redistribution of the wealth generated by the company
among the participants –consumers, suppliers, society, tax recipients, workers, debtholders
and investors.

The bargaining factor could be found in the previous analysis. By bargaining, the pie
could be shared out differently between the firm and its employees. Additionally, inside the
company there is the possibility of dividing the firm’s value up differently between tax
recipients, debtholders and stockholders.

The strategy of transferring wealth in favor of the firm increases the value of the
company; redistributing the pie in favor of stockholders is not neutral, either. So, if it is
possible to find situations where this transfer is caused by dividend payments, then this will
argue in favor of the importance of the bargaining factor in dividend policy.

The bondholder wealth expropriation hypothesis was analyzed in the previous
chapter. Now we shall briefly analyze the use of strategically reduced dividend payments to
increase negotiating power with trade unions. This is a behavioral method. It assumes that
people perceive dividends as an unchangeable channel of return on investment, and this
«common knowledge» could lead to sociological manipulations.

DeAngelo and DeAngelo (1990) found evidence that some managers voluntarily
reduced dividends for strategic reasons, e.g., to enhance the firm’s bargaining position with
organized labor or its lobbying position with Congress. They investigated eight sample firms
whose managers broke a long history (31 or more years) of dividends when debt constraints
were far from binding. Investigating Wall Street Journal articles, DeAngelo and DeAngelo
(1990, p.1429) found indications that managers of five of these eight firms attempted to use
dividend policy strategically, e.g., as a negotiating tactic with unions. For example, in the
Ford case, managers asked for labor concessions, and, as part of a Congressional lobbying
effort, Bethlehem Steel called for «prompt implementation of import restraints».

Similarly, government sometimes uses dividends as a tool in bargaining with
organized labor and lobbying public opinion. Nixon, fighting against inflation, imposed a
«voluntary» 4% limit on dividend increases during the period August 1971 to June 1974, but
«forgot» about share repurchases. In 1993, the Spanish government called for three-year
wage and dividend curbs4. «Under the proposals, all wages and dividends would be frozen
next year and would rise below inflation in 1995. Any increase in 1996 would depend on the
state of the economy». It is hardly surprising that the CEOE, the Spanish employers’
federation, had «no fundamental objection» to the proposals: implementing them would raise
the value of companies.

The existence of dividend payment limits in debt convenience is well known. Also,
workers, in their employment contracts, take into account the fact that because of their lower
education they could be cheated. Hence, these actions raise conflicts between debtholders,
employees and stockholders, as well as arguing in favor of the relevance of dividend
payments. Now it is time to show the conditions in which dividends could be used to raise
total revenue.
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The value of the bargaining factor of dividends lies in the possibility of using
dividends to give investors a return on their investment in a systematic way, and in the fact
that this return, like that of bonds, is easy to calculate. This simplicity is used by business
organizations that have limited freedom in establishing the prices of their products. The
enforced routine whereby return on investment is provided in the form of dividends can help
companies to negotiate the price level they need in order to satisfy the cash requirements for
operations.

When other ways of taking generated cash out of the firm are questionable, then the
role of dividends seems to be very important. A company’s bad cash situation can be used to
justify the proposed price increase and/or an unavoidable decrease in tax payment. These
cases create incentives for management to adopt a high dividend payout policy. The incentive
may stem from the fact that funds retained inside the firm are implicitly subject to
expropriation by the monopolist consumer. If so, there is the possibility of raising leverage on
them in order to justify a price increase that will provide necessary resources. At the same
time, there is a risk that if the disposed resources had stayed in the company, this return
would be lost for investors.

Hence, it could be expected that firms would pay dividends in order to have a
stronger bargaining position vis-à-vis consumers when it comes to setting the price of their
products. A similar line of reasoning could be applied when talking about bargaining with
suppliers to obtain lower prices. In this way, companies could increase their price sensitivity
regarding their own and their suppliers’ products, both for internal control purposes and for
investor return.

Personal tax factor

Finally the value of the dividend dollar is different for different investors, depending
on their personal tax bracket.

Personal tax is a factor in dividend policy in that paying dividends to investors rather
than giving them capital gains implies forcing them to pay more personal taxes rather than
taxes on capital gains or cash from selling preemptive rights in below-market-value capital
increases (which, in fact, is a cash part of capital gain). Capital gain is taxed at the moment of
selling the stock, which delays tax payments, making the NPV of tax payment lower, even if
the tax rate for capital gains is equal to that for other kinds of income, as is the case in most
Western economies. In the case of rights, it is even better because investors receive cash now
and pay taxes at the moment of selling the stock. Hence, paying dividends is very
expensive and it would seem better to invest this cash in 0-NPV projects, or to buy-back own
stock, if this is legally possible. Therefore, if tax were the only factor, we would expect to
find companies virtually eliminating dividend payments, with the exception of a small cluster
of people and institutions in a 0% tax bracket and with a preference for regular cash.

In the equation of the value of the company we introduced a marginal personal tax
element as reducing the value of the company. Hence, the market value of the company is
reduced only by a marginal personal tax factor. But from the point of view of a personal
investor, the value depends on his or her personal tax bracket and the possibility of sheltering
additional tax payments. This could be expressed in the equation :
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(4)

where:

Vp – the value of the investment, from investors’ point of view;

E(CF APT) – the expected after-personal-tax cash flow from the investment;

ρp – investment’s cost of capital, from investors’ point of view.

The nominal tax payment related to the dividend payment could be reduced, as
Miller and Scholes (1978) suggested, by utilizing various sheltering techniques. But even if
they are used, the cost of utilizing them remains, and, as we mentioned in the previous
chapter, they have limited applicability.

Hence, in the numerator we got cash flow after tax and in the denominator a risk rate
attached by the investor to this specific cash flow. The utilization of specific sheltering
techniques influences the numerator as well as the denominator. They influence the
numerator because, on the one hand, they reduce the effective tax rate and, on the other, any
technique that is used has its own transaction costs. The denominator is not neutral, either,
and the way it is influenced will be discussed together with other elements of transaction
costs.

The personal tax factor is strictly related to dividend policy. A policy that favors
dividend payments increases the amount of cash taxed as ordinary income. Hence, it
decreases the effective amount of cash received by investors. Because of the reduced
numerator, a company that pays dividends has to be worth less than one that gives return in
the form of capital gain. Although some level of dividend payment might be
appreciated because of liquidity needs for current consumption and Shefrin and Statman’s
(1984) self-control factor, dividend payments in excess of consumption needs are related to
the costly reinvestment of dividends and additional tax payments.

Shareholders have voting power through which they can influence the company’s
action. One of the areas where they can exercise their power of control is that of dividend
policy. The personal investor value of the firm expressed in equation (4) is directly related
to the company’s dividend policy, which could be denoted as Vp(d). In order to maximize
the benefits from holding stocks of the firm, investors will try to choose the dividend
payment in the most favorable way. This action could be written in functional form as:

(5) max Vp(d)

where d is the chosen dividend policy.

The above-mentioned implications of transaction costs will be analyzed in greater
detail in the following section.
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The transaction cost factor

The whole of the previous chapter was devoted to three factors: asymmetric
information, agency cost and personal tax. Now we deal with the more obvious factor of
transaction costs, which effectively reduce the value of the firm.

In order to pay regular non-residual dividends it is necessary to issue new equity, as
Miller and Modigliani showed. This action of paying dividends and issuing equity is an
operation between two pockets, transferring the same money from one to the other and vice
versa, losing a certain amount of it in the process. This action is not very rational, although in
Shefrin and Statman’s (1984) theory this is typical of persons.

From the transaction cost minimization point of view, the dividend payment needs to
be residual, that is, dividends should only be paid when all of the investment needs
are satisfied. Then, only a positive of free cash flow would be used for dividend payments or
–better– for a share repurchase program. Any kind of program that is associated with regular
dividend payments will at the same time bear new issues requirements and therefore
additional transaction costs. Hence, the value of the firm is reduced by the amount of the
capitalized future transaction costs. These are not as small as was usually thought. Smith
(1977, p.349) found that, on average, the amount is 6.17% of total issues for underwritten
cash offers and 6.05% for underwritten rights issues.

Additionally, it was found that the announcement of an issue results in a fall in the
stock price5. These empirical studies are consistent with an asymmetric information model
view of the company, in which equity cash flows communicate information to investors:
unanticipated equity cash outflows are interpreted as positive signals and a company’s new
cash flow requirement for the equity market is viewed as a negative signal. These signals are
then followed by corresponding changes in the stock price.

For equity issues in the United States, the fall in stock price consequent upon the
announcement of an issue amounts to nearly three percent. Although this price effect may not
sound overwhelming, the fall in market value is equivalent to nearly a third of the new
money raised by the new issue. Asquith and Mullins (1986) found that the aggregate
reduction in industrial firms’ equity value as a percentage of the planned proceeds of primary
issues averaged 31%, while secondary issues were diluted by as much as 77.6%6. They also
found that larger equity issues are associated with larger announcement day price reductions.
Hence, the cost associated with the necessary issue of new capital is large enough to be worth
taking into consideration before deciding about the dividend level. 

Additionally, as we mentioned before, the utilization of personal tax sheltering
techniques influences the numerator presented in equation (4), because transaction costs
reduce the received cash flow. The denominator is affected, too. Apart from the risk attached
to the expected cash flow, which is mostly dependent on portfolio diversification, additional
risk is incurred when sheltering techniques are used.

From the point of view of transaction costs that arise in the process of portfolio
rebalancing, Barclay and Smith (1988, p.67) find it difficult to conclude which policy
imposes larger total costs on shareholders. «With dividends, shareholders who engage in net
savings incur reinvestment costs; with repurchases, reinvestment costs are avoided but
additional expenditures on portfolio rebalancing appear. For investors who dissave, the costs
of withdrawing funds from their portfolio appear to be lower with dividends than with
repurchases.»
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As suggested in the previous section, there is an interrelationship between dividend
policy factors and capital structure factors, because the two are very similar. The above-
mentioned costs could alternatively also be minimized by actions involving changes in the
capital structure –e.g., having a larger than necessary cash position and easy access to bank
loans, according to Myers and Majluf’s (1984) theory about financial slack.

Hence, there could be some trade-off between transaction costs associated with
establishing the dividend policy and costs associated with holdings’ larger financial slack.
And, of course, these minimized costs, together with other costs, need to be traded off against
the advantages of dividend payments.

Compared to the previously mentioned transaction costs, the costs related to share
repurchase are not as large. Vermaelen (1988, p.156) compares the transaction costs of tender
offers, which equal 2.25% for brokerage fees and administrative costs, with the
«representative» marginal investor savings. From a personal investor’s point of view,
the value is equal to the tax saving for a 30% tax bracket investor on ordinary income
when the firm repurchases 15% of the value of the share outstanding as an alternative to a
dividend payment. But these costs are still higher than those related to payment of dividends,
because the dividend check is attached to usual company reports and these costs are
marginally low.

Summary

The preceding description shows that five factors related to dividend policy are
important in determining the value of a company: the information outflow from the company
to the investors, i; the agency cost, a; the bargaining position, b; personal tax, x; and the
transaction cost associated with dividend policy, t. This can be written in functional form as:

(6) V=f(i,a,b,t,x)

From our discussion we can venture that the partial derivatives of the value of the
company, V, with respect to its various arguments are:

(7) , , , , ,

The influence of dividend policy on the company value, through the relationship
between the factors analyzed above, is graphically presented in Figure1.
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Figure 1. Optimal dividend policy determined by maximization of the sum of external factors

Total of external factor costs and benefits C(d), as a function of the earnings paid out as dividends, d;
i –the information benefit, a –the agency cost, b –the bargaining position, x –personal tax expense, t
–the transaction cost; C(d*) –maximum total sum of external factors at optimal payout ratio.

The sum of the factors’ costs and benefits show the dividend policy effect on the
value of the firm. The task of dividend policy is to maximize the value of the company. This
could be written in functional form as:

(8) max V(d)

where d is chosen dividend policy.

All previously mentioned factors could be described as external, because they arise
with the dividend payment. But they are not the same for all investor populations and internal
situations of all companies. Now it is time to present and analyze the internal factors, those
that determine the impact that each external factor has on the value of the company through
dividend policy.

2. Firms’ distinctive internal capabilities

In order to identify a company’s internal factors, we first have to understand the
characteristics of these factors. If external factors are related to the characteristics of the goals
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that are served by dividends, internal factors are related to the internal situations of the
company. Whereas in the previous section we sought to answer the question of what kind of
goals could be served by dividends, we shall now try to find companies in situations in which
these goals could be served the best. A graphic illustration of the factors driving dividend
policy is presented in Figure 2.

Figure 2. Factors driving dividend policy

The value-maximizing dividend policy could be defined as the specific dividend
payment that fits best with the global characteristics of dividends and the internal situation of
the company. The company’s specific resources may fit the above given dividend
characteristics better or worse. This approach could in some way be called a resource-based
view of dividend policy. Organizations (companies) have certain internal resources that are
relevant to dividend policy and that determine the relevance of each of the outside external
factors. If they are properly used, these resources give rise to competitive advantage in
creating value for investors.

Figure 1 offers an anticipation about the result of the trade-off between the benefits
and costs of paying dividends. The location of the optimum payout depends on the shape of
the curves. This, in turn, depends on the sensitivity of external factors to various internal
elements of the company. By analyzing the influence exerted by specific company-internal
factors on external factors we can deduce the shape of the curves, as well as their relative
importance in establishing the optimal dividend policy. The next section briefly reviews how
the internal factors affect the dividend policy function. It also explains why cost-benefit
trade-off results are not always at the extremes of the pictured payout, why dividends are paid
at all, and why not all profit is paid out in the form of dividends.

Why is it that a certain company is able to communicate its value better than
another? What enabled it to maximize its value more effectively? What are the
communication elements?
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The most intuitive response to these questions is that companies are not all the same.
Some companies have internal characteristics that others do not have and consequently are
able to develop dividend policy in ways that their competitors with other internal
characteristic cannot imitate.

We will therefore have to seek the relevant differences among the characteristics of
companies, or in the way these characteristics fit with the external factors that are the
objective of dividend policy.

Traditionally, the dominant model used to analyze a company’s dividend policy has
been based on analyzing external factors. Identifying the internal factors to be found and the
dividend policy to be developed is the subject of the following section. This section offers a
framework for identifying internal factors and finding coherence between the analysis of the
external factors and the appraisal of the company’s internal characteristics.

Internal factors can be found by analyzing each of the external factors and finding
the internal characteristics of companies that make each external factor more or less relevant
than the rest. This is what we shall do first. Later, in the next section, the matrix of the most
distinctive internal and external factors will be presented.

Internal factors that make the asymmetric information factor relevant

Let us start by analyzing the elements inside the firm that cause asymmetric
information.

Logic implies that the degree of asymmetric information in the firm depends on
organizational issues, specifically those related to its ownership structure. It seems that
asymmetric information is minimal, or even does not exist, if the managers of the company are
at the same time the owners of the company’s stock (management holdings). In this case,
insiders and outsiders are the same people. The informational benefit of dividends is therefore
at the minimum. Similarly, the asymmetric information is low when ownership is concentrated
(ownership concentration). The cost of receiving information about invested capital is more
than proportionally smaller as concentration grows. First of all, there is direct access to the
information, which reduces the transaction cost related to the possession of information.
Besides, the information received is more reliable, which increases its benefits. Also, the costs
are borne by the firm itself, since the expenses of the functioning board of directors is borne by
the firm. Therefore, the costs are tax deductible from the point of view of corporate as well as
personal tax. Of course, there will still be the cost of asymmetric information between the board
and managers, who will still play the information game with investors.

Although in closely held companies there is no asymmetric information between
insiders and investors, there may be considerable asymmetry between owners and the rest of
the investment community. The cost of this asymmetric information would be expressed very
strongly if this company were to try to sell new equity to outside investors.

In segments where firms are closely held, repurchase by tender offer could give
more valuable information about the true value of the company to outside investors than
information-signaling through dividend payments. Dividends are neutral from the point of
view of ownership changes in insider holdings because they are paid on a pro-rata basis.
Tender offers with liberal or no restrictions on the possibility of tendering shares to the
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company should be valued more highly by outside investors. What is important for outside
investors is the sort of true information about the value of the company that insiders have.

How, in the case of closely held companies, does the market perceive the value of
the firm? It assumes that because insiders know the value, they will sell shares when the
companies are overvalued and buy when they are undervalued. The reasoning behind this
assumption is that owners will benefit from such action and are unlikely to punish themselves
by sending false signals. If they announce a premium that exceeds the degree of actual stock
undervaluation, the difference represents a gain that benefits outsiders at the expense of
insiders. For this reason, in order to strengthen the signaling potential of the offer, insiders
need to precommit themselves to refrain from tendering. They usually do so and often make
this commitment known in the offering circular. In order to verify the commitment,
Vermaelen (1981, p.160) checked the Official Summary for the extent of insider participation.
In the 18 cases out of 131 where shares were tendered by insiders, the amount was less than
1% of the target fraction.

It would seem that, from a signaling point of view, the dividend payout in this
situation should be low and that premium tender offers with liberal restrictions should be
proposed instead. By buying back its own shares, the firm would allow shareholders to save
personal taxes.

Empirical evidence –and a similar interpretation– of abnormal increases in the share
price after a tender offer by small, closely held firms is to be found in Vermaelen (1981).
Comment and Jarrell (1991) present the results of a comparison of three forms of common
stock repurchases. They show that dutch-auction self-tender offers and open-market share
repurchases are weaker signals of stock undervaluation than fixed-price self-tender offers.
Another supporting result can be found in the Lakonishok and Vermaelen (1990) paper as
well. These authors find a negative average return during a 40-month period before fixed-
price self-tender offers of 35% in the quintile of the smallest firms, as compared to a positive
return of 10% for the quintile of large firms, suggesting that smaller firms use buyback as a
signal of undervaluation while larger firms have other motives for buying back their stock.

Vermaelen (1981, p.161) found that 70% of the repurchasing firms he examined had
equity market values of less than $80 million; in his sample, the average insiders’ holding
fraction was 17.5%.

In addition to ownership structure, the sector characteristics could also be an influential
factor. When the company is regulated,  then the regulating body takes the cost of collecting
information. As a result, the cost of asymmetric information decreases. We would expect that the
value of information related to the asymmetric information would be lower in regulated
industries than in others. This hypothesis draws empirical support from studies investigating the
announcement effect in new equity issues. As we mentioned earlier, one of the costs associated
with the issue of new equity is a fall in share prices. As theoretical studies show, this fall is
related to the new information sent out to the market about the company’s prospects.

However, the results for equity issues by utilities differ from the findings
for industrials. Asquith and Mullins (1986) find an average announcement day excess
return for industrial issues of –2.7%, as against –0.9% for utility issues. Both were
significant, having t-statistics of –14.8 and –7.8, respectively. Additionally, while larger
industrial equity issues were associated with larger announcement day price reductions, in the
case of utility equity issues there was no such relationship between announcement day
market reaction and issue size. Similarly, Masulis and Korwar (1986) find the average
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announcement period return of industrial companies to be –3.25%, while for public utilities it
is only –0.68%. These results are also strongly significant, at the 1% level (they have t-
statistics of –11.3 and –24.2, respectively). Also, Smith (1986) presents results7 according to
which the average abnormal common stock announcement period returns of industrial
companies are –3.14%, while for public utilities it is only –0.75%. The abnormal preferred
stock return, although not statistically significantly different from zero, is –0.19% for
industrial companies and +0.08% for public utilities.

The evidence seems to indicate that the information conveyed by stock offering
announcements is generally much lower for utilities than for industrial companies.

The smaller price decline for utility issues is consistent with the theory that in
regulated industries investors are better informed and learn less from new issues of capital
than in non-regulated industries.

Agency cost internal factors

Some organizational factors such as ownership concentration, management holdings
and price regulation relate to agency cost in much the same way as they relate to asymmetric
information.

As was explained in the previous chapter, agency costs arise when equity is sold to
outside investors. Since the managers of firms maximize their own utility, when the firm is
not wholly owned by managers, a conflict between shareholders and managers arises. When
managers are owners (management holdings internal factor), the conflict is minimal.
Similarly, the asymmetric information factor is minimal in this case. A contributing reason is
that under such circumstances it is easier to build contracts. Of course, an additional reason
is that investors bear the full cost of monitoring and bonding, while they reap gains only in
proportion to their holding, as Jensen and Meckling (1976) and Rozeff (1982) pointed out.

The marginal costs of monitoring fall when minority stakes become larger and larger
(ownership concentration internal factor). Demsetz and Lehn (1985) argue that the extent to
which the market for corporate control disciplines management is closely related to the
distribution of voting rights across shareholders and the proportion of outstanding shares held
by the management group. Besides, greater concentration of stockholders improves the
effectiveness and lowers the agency cost.

Masulis and Korwar’s (1986) study of the relationship between common stock price
adjustments of underwritten common stock offerings and the level of management holdings
empirically supports the existence of this factor. Both their event study and the cross-
sectional regressions find stock price changes proportional to the changes in management
shareholdings. The impact of decreases in management’s fractional shareholdings on firm
value has been found to be negative. Specifically, the announcement effect of share offerings
involving decreases in management shareholdings are found to be significantly more
negative that those of offerings that do involve stock sales on the part of management. In the
cross-sectional analysis of the relationship between stock announcement returns and
management shareholdings in the firm, the parameter estimate of management shareholdings
was negative and statistically significant as well.

Additional empirical evidence relating to the sensitivity of agency costs towards the
internal factors of management holdings and ownership concentration can be found in
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Rozeff’s (1982) study. As already mentioned in the previous chapter, Rozeff uses two
organizational variables: percentage of common stock held by insiders and natural logarithm
of number of common stockholders as proxies for the agency relationship. Table 2.1 shows
how two of them are statistically significant and their signs are consistent with Rozeff’s
theoretical prediction. Similarly, Smith and Watts (1992) use industry-level data and find that
larger firms –where we would expect stock holdings to be more diffuse– have a higher
dividend yield and higher levels of executive compensation, which is consistent with the
agency cost factor.

Nowadays shares are widely held. Any one shareholder can capture only a small
fraction of the total gain from spending funds in order to cover agency cost. Therefore,
investors would be better off if there were an intermediary acting as a monitor for the
collective interest of shareholders. This monitoring function is performed by outside directors
on the board, regulatory bodies, and financial institutions.

Benston (1985), Vancil (1987), Weisbach (1987), and Byrd and Hickman (1992)
suggest that outside directors (internal factor) play an important role in monitoring
management decisions that have been put to the board of directors for approval. However,
information asymmetry between the board and the management regarding future cash flow
and the personal interests of outside directors impose limits on the board’s monitoring role.

When the industry is regulated, then the regulatory body bears most of the
monitoring costs. Demsetz and Lehn (1985) argue that as government regulation intensifies,
the stockholder-borne costs of obtaining the same level of monitoring of management actions
falls, which reduces manager-stockholder agency costs. The empirical evidence supporting
these arguments is the same as in the previous section. Observations made by Smith and
Watts (1992) are also supportive. They found that regulated firms have lower executive
compensation and make less use of stock-options and bonus plans. This again is compatible
with our identification of the legal factor as an internal one.

Another kind of intermediary could be found if the firm were forced to be constantly
in the market for new capital. By paying dividends, the managers are obliged to tap the
capital market more frequently to obtain funds for investment projects. When firms raise
new capital, their performance is carefully reviewed by an investment banker or some kind of
indenture trustees, who monitor managers on investors’ behalf. The same thing happens
when the firm issues new debt. During this process, stockholders observe the terms on which
new funds are raised. Equity and debt providers receive new information about the intended
uses of the funds, and thus shareholders gain new information about the firm’s financial
situation and the quality of managers’ intentions. 

This suggests that the agency cost external factor depends on the sector
characteristics: FCF level of the company and its variability. Firms with higher cash flow
variability will need external financing more often and will therefore tend to have lower
agency costs and consequently a lower dividend payout ratio. 

As Smith and Watts (1983) suggest, managers have incentives to over-retain cash, in
order to increase the amount of discretionary funds available to them inside the firm. This is
in conflict with the interests of shareholders, who would prefer to invest these funds outside the
firm if the set of opportunities available to the firm does not offer the best possible returns.

Conflicts of interest between investors and managers are especially severe when the
organization is  generating a large free cash flow.  Mature industries are a good example. In
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this stage, the role of dividends is especially important. They reduce the resources under
managers’ control, limiting managers’ power and making it more likely that they will be
monitored by the capital markets. Promising to pay out present and future cash flow by
increasing dividends leaves managers without control over the use of that free cash flow.

As we mentioned in the previous chapter, Asquith and Mullins (1983) report a
strong information effect of initiation of dividend payments, which is consistent with this
internal factor as well. In the curve of a firm’s life, the role of dividends as a reducer of
agency costs increases as the firm becomes mature and cash-rich.

When a firm is in the market for new capital, the monitoring problem is reduced.
When common stock needs to be issued anyway, the importance of dividend payments could
be expected to decrease. This hypothesis is supported by Kalay and Shimrat (1986), who
study the dividend behavior of firms making seasoned offerings of common stock. They
found that, on average, firms tend to decrease their dividends over the two years preceding
the stock offering, as well as in the year of the offering. They also found that the dividend
payout of industrial firms was relatively smaller in the two years prior to their stock offering,
as well in the offering year.

If managers want to raise new capital at the cheapest price to fund new investments,
they have a motivation to reduce agency costs. Managers who need to receive money
consistently are more likely to act in shareholders’ interests than managers who are able to
obtain these funds internally or through debt. This is supported by Masulis and Korwar’s
(1986) finding that, on average, the negative stock price reaction to equity issues is smaller
for public utilities than for industrials. However, to a certain extent this could also be
explained by the higher frequency of utility stock offerings.

The types of firm that are most likely candidates for paying dividends in order to
discipline managers would be firms whose cash flow exceeds their growth opportunities, that
is, firms with positive free cash flow. If firms are likely to go to the capital market anyway,
as is the case with rapidly growing organizations with large and highly profitable investment
projects but with negative free cash flow, dividends do not serve to decrease agency costs.
Thus, Easterbrook (1984, p.250) argues that in these cases we should observe lower dividend
payments. Thus, the agency-related problems between managers and stockholders will result
in a negative relationship between dividends and growth opportunities.

This is consistent with the observation that fast-growing firms pay fewer dividends or
have a low dividend payout. They start to pay dividends when their growth slows down. The
fact that fast-growing firms do not pay dividends, or have low dividend payouts, was observed
by Smith and Watts (1992). Using industry-level data for the period 1965-1985, they found that
measures of the firm’s investment opportunity set (such as the availability of growth options
and firm size) are related to its dividend policy. In particular, they documented that firms with
more growth options (i.e., greater access to positive net present value projects) have lower
dividend yields, which is also consistent with Rozeff (1982) and Easterbrook (1984).

In fact, Rozeff (1982) uses growth variables as proxies for the agency factor in his
regression model. His parameters are statistically significant and their signs are consistent
with the theoretical prediction.

A general conclusion from the analysis of this last part is that the sector
characteristic  internal factors, which keep firms in the capital market for verification, imply
savings in agency costs.
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Bargaining internal factors

The most important factor for resource redistribution is the legal position of the
company vis-à-vis government or local authority, that is, whether it is regulated or not. If its
prices are regulated, then there is the possibility of increasing its leverage in relation to the
authority by disposing of the firm’s resources in order to force price increases. At the same
time, there is a chance that the return on any resources not disposed of would be lost for
investors. Hence, we should expect strictly regulated firms to pay higher dividends.

This line of reasoning is supported by analyzing the strategy of British utilities,
which after privatization are expanding their activity abroad, and comparing it with that of
the unregulated sectors. As The  Economist 8 reports, «[f]rustrated by tight regulation and
slow profit growth at home, Britain’s privatized utilities are turning with relish to foreign
markets. They hope their unregulated entrepreneurship will reap huge rewards.» «In the last
year or so, […] even companies in intrinsically stay-at-home businesses such as water supply,
electricity generation and distribution, and airport management have made big moves into
foreign markets.» «Privatized firms are looking abroad because they reckon they cannot give
shareholders good growth in earnings from their regulated businesses at home.» In order to
save resources they are even investing in unrelated sectors; for example, an electricity
distributor moving into security alarms and water companies investing in hotels. This policy
is strongly criticized by Dieter Helm of Oxford Economic Research Associates and John Kay
of the London Business School.

There are some striking cases of investors’ reactions to dividend omission in
utilities. The best known is that of Consolidated Edison’s announcement that it would not pay
any dividend in the second quarter of 1974. It was the first time since the company’s
foundation in 1881 that it had failed to make a regular dividend payment. The Wall Street
reaction was striking: the price of Con Edison’s shares fell by 32% in a turnover that placed it
at the top of the New York Stock Exchange’s most active list for the day. 

Brealey and Myers (1991, p.376) tells the story of General Public Utilities based on
a Carol Loomis article «A Case for Dropping Dividends» in Fortune (June 15, 1968,
pp. 181 ff.): «In 1968 its management decided to reduce its cash dividend to avoid a stock
issue. Despite the company’s assurances, it encountered considerable opposition. Individual
shareholders advised the president to see a psychiatrist, institutional holders threatened to sell
their stock, the share prices fell nearly 10 percent, and eventually GPU capitulated.»

Brealey and Myers (1991, p.922) also quote the strongly worded response from
Sandblute, senior vice-president of Minnesota Light and Power Company, to Joel Stern’s
article on the editorial page of The Wall Street Journal,  arguing for low dividends and citing
statistical tests in support of his position. The response was: «While Mr. Stern is gambling
from pinnacle to pinnacle in the upper realms of the theoretical, those of us in financial
management are down below slogging through the foothills of reality.»9

All of them are examples from the regulated sector. Even in his famous interviews,
Lintner (1956, p.103) found «a general reluctance to make reductions in the dividend rate,
especially in “regulars”».

Empirical support for this phenomenon is found in the survey by Baker, Farrelly and
Edelman (1985), who investigate differences in managers’ attitudes towards dividend policy
across three industry groups. Their study shows that the responses differ significantly at the
0.05 level between manufacturing, the wholesale/retail and the utility group. Later, the test
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between the manufacturing and the wholesale/retail industry revealed no significant
differences. Hence, the difference is assumed to occur because of utilities’ different attitude
to dividend policy. The authors link the difference to the regulatory status of utilities.

It seems that a dividend cut carries some message about future returns. On the other
hand, we found in our previous study that capital increases in utilities were met with a weak
response on the part of share prices. It was found that the price response is significantly lower
than in manufacturing industry. This is explained by the fact that the information asymmetry
between investors and insiders in the utilities is lower than in the rest of industry.

If the asymmetric information is lower, why is there such a strong reaction to
dividend cuts and such a weak reaction to capital increases? Investors seem to be very
unhappy with the loss of the dividend part of their return. Why? The answer has to do with
the bargaining factor and investors’ behavioral preference for dividends in the utility sector,
as analyzed in the previous chapter. If this preference were for all dividends, we would not
find such a clear-cut difference in reactions between utilities and industry. But if in utilities
there is an investor clientele that is interested in the dividends part of the return, utilities will
be worth more to these investors than to others simply because of their high dividend payout,
as equation (3.4) shows.

However, the fact that something is worth more to somebody does not necessarily
mean that its market value is higher, especially in such liquid securities as utilities. If the
required return for a traded security is lower for some than for others, then in an efficient
market there will be investors who will sell this security short and make a profit doing
arbitrage.

Thus, a strong reaction from investors to dividend cuts must be related to the loss in
the bargaining factor for investors vis-à-vis regulators. Investors in utilities see their utility
investment as they would an investment in the bond market. They focus on the dividend part
of the return and pay less attention to the capital gain part. This is related to the legal
position of the company, which is a regulated one. Investors in utilities have limited power
of control in the face of the regulatory body. Paradoxically, there is a quasi agency cost
between the investors and the regulators, and the dividend payment reduces it.

If dividends are not paid, this shows that some part of the return could be lost, and
there is no guarantee that it will not be lost for good. Paying dividends puts managers in a
better position in relation to regulators. Since profits are all paid out, new investments are
almost entirely debt financed, which increases the financial leverage of the firm, and this in
turn makes it look more «in need of help». This provides management with an argument to
force regulators to accept higher prices to cover the expenses and at the same time give a fair
return to investors.

Empirical as well theoretical support for this point is to be found in Smith and Watts
(1992) and Smith (1986). Smith and Watts (1992, p.273) see a possibility of raising the
allowed rates of return by increasing the dividend payment, because some regulatory
authorities still set the required returns by using a form of the dividend-growth model. Smith
(1986, p.10) explains that «by paying high dividends, the regulated firm subjects both its
regulatory body as well as itself to capital market discipline more frequently. Stockholders
are less likely to receive lower-than-normal levels of compensation due to lower allowed
product prices when the regulatory authority is more frequently and effectively monitored by
capital markets. Therefore, high dividends are a method of assuring a regulated firm’s
stockholders that they will receive a normal rate of return on the invested capital.»
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Another factor is the earnings sensitivity to rising wages. Labor-intensive industries
can use a dividend as a way of monitoring wage increases. Therefore, we would expect such
industries to have low dividend payouts and to use other methods to give a fair return to
investors.

Personal tax internal factors

It seems that ownership structure is the most important one. Factors such as
ownership concentration and management holdings in the company could explain the
payment of dividends. The case SCM Corporation (A) supports this argument. The company
has a dividend policy adapted to the preferences of a family group that holds «many of the
300.000 shares of common stocks»10. A high level of concentration and large insider
investments stimulate low dividend payments in order to save on tax payments. This is
because:

a) the tax bracket of owners can easily be communicated in the case of close
ownership and seems to be high when investors are owners of a large part of
the company;

b) it is possible to avoid large tax payments while transferring wealth to investors
through other channels:

– giving social benefits (cars, traveling comfort, hotels, etc.) to nominal
executives, avoiding personal and corporate taxes;

– awarding higher salaries to the same individuals (avoiding corporate tax).

The opposite applies in cases where ownership is widely spread. It is much more
difficult to find the exact preference of investors for dividends and establishing the optimal
payout is much more controversial. Additionally, the possibility of giving benefits in the form
of wages and social benefits is unavailable and in any event is linked with rising agency
costs.

Hence, only closed ownership offers the chance to raise the value of the company at
the expense of the tax authority and by saving on transaction costs. If managers are
owners, the transfer of wealth is easier to arrange.

Transaction cost internal factors

These costs are objective and external, but they vary depending on the internal status
of the company. In other words, it seems that there are internal factors that influence the
level of transaction costs. One of them is related to the total amount of raised equity capital.
For a large equity issue, marginal transaction costs are lower than for smaller issues. Table 1
presents the flotation costs in relation to the issue size.
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Table 1. Costs of flotation as a percentage of proceeds for registered issues of common stock, 1971-1975

Underwritten cash offers Underwritten rights issues Rights
–––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––

Size of Underwriters’ Other Total Underwriters’ Other Total Total
issue Compensation Expenses Cost Compensation Expenses Cost Cost
($millions) –––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––

As percentage of proceeds
––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––

Under 0.50 - - - - - - 8.99
0.50 - 0.99 6.96 6.78 13.74 3.43 4.80 8.24 4.59
1.00 - 1.99 10.40 4.89 15.29 6.36 4.15 10.51 4.90
2.00 - 4.99 6.59 2.87 9.47 5.20 2.85 8.06 2.85
5.00 - 9.99 5.50 1.53 7.03 3.92 2.18 6.10 1.39

10.00 - 19.99 4.84 0.71 5.55 4.14 1.21 5.35 0.72
20.00 - 49.99 4.30 0.37 4.67 3.84 0.90 4.74 0.52
50.00 - 99.99 3.97 0.21 4.18 3.96 0.74 4.70 0.21
100.0 - 500.0 3.81 0.14  3.95 3.50 0.50  4.00 0.13

Average 5.02 1.15 6.17 4.32 1.73 6.05 2.45
––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––––
Source: Smith (1977, p.349).

This factor will work in favor of large firms that issue large amounts of capital and
fast-growing companies with a continuous need for money as a result of their expansion. To bear
an additional financial requirement in order to be able to pay dividends will cost such firms
marginally less than it will companies with positive free cash flow and only periodical needs to
ensure stability of dividend payment. Here, the marginal transaction cost seems to be high.

Similarly large firms need multiplicative amounts of money and the marginal
transaction costs associated with raising equity are much more favorable for them than for small
companies. On the other hand, small, closely held firms could easily save on transaction costs by
avoiding public offering, which entails the costly process of registering the issue with the SEC.

Summary

From the above analysis we have found that the internal factors are few in number.
The most influential ones are those to do with the company ownership structure and sector
characteristics. In the ownership structure, the factors that affect external elements are
related to the ownership concentration and management holding. The most important sector
characteristics  are the FCF and the legal factor.

3. Matrix construction

The analysis of external factors identifies the value elements of dividend policy. The
internal analysis, on the other hand, allows the company to identify its strengths and
weaknesses in all of these elements.

Once we have the external and internal factors, we can construct the matrix of their
combination. Since there is little relation between the chosen internal factors and the
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transaction cost external factor, the matrix has been limited to display only the first four
external factors. Table 2 presents the payoff levels of payouts of the various combinations
of external and internal factors. From this matrix we see that the value-maximizing dividend
payout, which is presented at the end of the rows, is different from the payout that would be
optimal for some of the external factors considered in isolation. This is because there is some
other external factor pointing in a different payout direction that dominates it.

Note also that as a result of having four different internal factors, the different
dominating payouts may be in conflict for certain combinations of those internal statuses.

Knowing the partial factor payoffs and the relevance of specific factors within a
given company, it is possible to make predictions about the importance of conflictive factors,
which could help to establish dividend policy. Additionally, in many internal cases, all
internal factors give the same proposed payout, which simplifies the conclusions.

Accordingly, we may find that there is some trade-off between the factors and the
results. This does not depend on the specific external factor of dividend payment, but on
the trade-off between the factors in the concrete situation of a particular company. 

Table 2. Matrix factors payout domination

The change in the optimality of dividend payout with different sector characteristics
is shown graphically in Figure 3, where variables are the same as in Figure 2.
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Figure 3. Dividend policy based on different internal structures

Let us stop for a moment and look at these four cases of finding the optimum
dividend policy with different internal structures. Graph (a) represents a non-regulated
company with small ownership concentration, but large FCF.  As we see, the most important
factors are asymmetric information and agency cost –they push the payment rightward to a
high payout structure.

Graph (b) represents the case of a company with variable cash flow. The fact that
this company is forced to go to the capital markets for cash more often, which is
characteristic of this kind of company, shifts the optimum toward a low dividend payout.

Graph (c) represent a regulated company where asymmetric information, agency
cost and transaction costs are much lower, where the tax preference may be for a high
dividend payment, but where dividends are paid for bargaining reasons. These characteristics
add up to a high dividend payout in order to maximize value.

Graph (d) represents the case of an unregulated, closely held firm in the hands of
managers. There is neither asymmetric information nor agency costs, or else they are
negligible. The most important factors are personal taxes and transaction costs, which imply
that the most beneficial dividend policy is to minimize cash outflow in the form of dividend
payments.

The combination of internal and external factors is transformed into the value chains
of the organization. The strategic decisions that are made in this respect largely determine the
value of the company.

The task of the General Manager and board of directors, according to this model, is
to use the strengths of the company internal factors that respond optimally to the existing
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opportunities in the value maximization process, neutralizing the threats and avoiding the
company’s weaknesses.

Although the importance of dividend policy has been widely studied in the past, the
emphasis has been placed mainly on developing external factors. It has been found that
the differences in dividend policy among firms within the same industry are significantly
lower than the differences between industries. Therefore, this model considers the most
important decisions to be those involved in choosing the dividend policy that is
most appropriate to the industry and segment in which the firm operates.

Internal structure versus dividend policy trade off

We shall now study an organization’s possibilities for value maximization, which in
the last analysis is the long-term goal of any business organization, to the extent that actions
aimed at achieving the best fit between internal factors and dividend policy maximize value.

Looking more closely at the value maximization process involving dividend policy,
we could find some trade-off between internal structure and dividend policy, where the value
of this process could be communicated by dividends. Although the external-environmental
factors are «objective», i.e. impossible to change, it is possible to modify the internal factors.
Before, we tried to maximize the value of the company when the internal factors were given.
Now, we shall approach the value maximization process in a more dynamic way. Assuming
that internal factors are variable as well, we shall try to raise the value of the company by
changing them.

This process could be continued, modifying internal factors and seeking a better fit
with external factors and the dividend policy, until we obtain the optimal value of the firm.
This continuous process could be written in a functional form as:

(9) max V(I,d)

where I is a type of internal company structure and d is a form of realized dividend
policy.

It could be that optimal dividends are unable to maximize the value of the company
from the point of view of external factors, and even the optimal capital structure is unable to
do so. In this situation, if the cost of changing the internal factors is lower than the costs of
restructuring financially, then the internal structure needs to be modified in order to maximize
the value of the company. At this point the internal factors become as much of a variable to
decide upon as dividend policy.

Not all internal and external factors are equally relevant to all companies and even
for an individual company their importance can vary over time.

We find evidence of this in the changes that dividend policy undergoes throughout
the life of a firm. At the beginning, when the owners are also managers, the firm has no
agency costs and there is no asymmetric information, and the tax reason and transaction costs
are much more important. This is why we do not see dividends being paid at this early stage.
Later, when there is a need for external capital as a result of a period of rapid growth and the
limited wealth of the entrepreneurs makes holding the same fraction of share ownership for
monitoring purposes more costly, communication with outside investors becomes important
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and so we see the appearance of dividend payments as a way of reducing the agency cost and
information asymmetries associated with the smaller ownership share held by insiders. The
final stage in the life of the firm is interesting, too. When the mature business has a lot of
cash, the problem of agency costs makes the cash payment of dividends very necessary and
we see high dividend payments.

Mature industries are characterized by the decreasing value of information. On the
other hand, paying such large dividends is very costly, so perhaps a change in the internal
structure would make it possible to increase the value of the company, while bringing
dividends back down again. Hence, it is hardly surprising that this sort of company should
reduce information asymmetries and agency costs by changing sector characteristics,
investing their cash flow in other activities (as in the case of the British utilities mentioned
earlier), or by changing their ownership structure by making the company private, or through
Management Buy-Outs. These actions make it possible to shift the optimal dividend policy
back to low payout.

This process could be reached by analyzing part of the matrix presented in Table 2.
We are now in a position to be able to find the natural fit of dividend policy clienteles for:

HIGH PAYOUT
Large FCF-regulated industries-non concentrated ownership-small management holdings

LOW PAYOUT
1) Variable FCF-unregulated industries-concentrated ownership-small management holdings
2) Large FCF-unregulated industries-non concentrated ownership-large management holdings

This process is presented step by step in Tables 3 and 4.

Table 3. Payout - management holding matrix
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Table 4. Ownership concentration versus management holding

To summarize, in Table 5 we find that from the point of view of internal factors
there are two tactics for large FCF (mature industries):

high payout <______> low payout
with: with:
small management holding <______> large management holding

Table 5. Payout - FCF characteristic matrix

From this analysis, we see that there seems to be a trade-off between clienteles for
high payout with tax disadvantage <______> against organizational change from non-
concentrated ownership ______> to concentrated in the hands of managers.

Summary and conclusions 

The resource-based approach to dividend policy presented in this paper focuses on
specific attributes of the firm as sources of fit with an appropiate dividend policy and
therefore as fundamental drivers of the firm’s value.
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According to this perspective, a firm’s ability to maximize depends not only on its
having an optimal business strategy and a good implementation of that strategy, but also on
its ability to communicate its value-maximizing attitude through the payment of dividends.
For the firm in pursuit of excellence, producing and marketing goods and services, on the one
hand, and communicating about it to investors, on the other, are two sides of the same coin.
Thus, the company needs to combine business performance with an ability to communicate
successfully.

In essence, dividend policy is defined by a bundle of unique internal factors and
their interrelationships. The task of general management is to adjust and renew these factors
and relationships as time goes by and changes erode their relative importance.

Thus, this approaches differs not only with regard to a firm’s fundamental dividend
policy objective (which is to maximize firm value, rather than simply being the best way to
give investors a return on their investment), but also with regard to the primary means
available in dividend policy whereby companies can achieve this objective.

1 For the sake of simplicity it is assumed that the firm’s capital structure is at its optimum, although in fact, as
we shall see later, dividend policy and capital structure are related, in that most of the factors affecting them
are the same.

2 Spance (1974).

3 Ambarish, John and Williams (1987, p.339).

4 La Vanguardia 3 August 1993; Financial Times 4 August 1993.

5 For example Asquith and Mullins (1986), Masulis and Korwar (1986), Mikkelson and Partch (1986) and
Brealey, Myers (1991, p.349).

6 Asquith and Mullins (1986, p.72-73).

7 Based on Asquith and Mullins (1986), Kolodny and Suhler (1985), Linn and Pinegar (1985), Masulis and
Korwar (1986), Mikkelson and Partch (1986).

8 The Economist (October 23, 1993, p.47-48).

9 Wall Street Journal (August 20, 1979, p.16).

10 SCM Corporation (A) (1969, p.1).
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