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RMG CASH TO THE

OV\VNERS: DIVIDEND POLICY
_

“Companies don’ t have cash. They hold cash for

their stockholders.”




First Principles

Maximize the value of the business (firm)

\ |

{ N 4 A {

The Investment Decision The Financing Decision The Dividend Decision
Invest in assets that earn a Find the right kind of debt If you cannot find investments
return greater than the for your firm and the right that make your minimum
minimum acceptable hurdle mix of debt and equity to acceptable rate, return the cash
k rate J fund your operations \ to owners of your business ]

/ \

The hurdle rate The return - . . How much How vou choose
Sh.OU-|d reflect the should reflect the Th.e o?t(;m;[l The rfl%h:):(md cash you can to retyurn cash to
riskiness of the magnitude and '2::1% u? m ct) he th return the owners will
investment and the timing of the 1d €q tfy _u_ef_s_e depends upon

the mix of debt cashflows as well maximizos T tenor of your
&e_?u_ity_used as all side effects. e assels
to fund it.
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Steps to the Dividend Decision... if equity is

treated as a residual claim

How much did you
borrow?

Cashflows to Debt
(Principal repaid,

Interest How good are your
Expenses) investment choices?
8;2?:;It<i)gnfsrc;m Reipvestment back into the
After-tax business into long term (cap What is a reasonable
Operating Income ex) and short term assets cash balance?
iati (working capital)
+Depreciation

8ashﬂc_>ws from Cash held back by
perations to
the company

Equity Investors

Cash available for return to
stockholders What do your
stockholders prefer?
Potential Dividends (FCFE)
Net Income Stock Buybacks
- (Cap Ex - Depreciation)
- Change in non-cash WC Cash Paid out
- (Debt Repaid - Debt Raised)
Dividends
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The Roots of Dividend Dysfunction

o In practice, dividend policy is dysfunctional and does
not follow the logical process of starting with your
investment opportunities and working your way
down to residual cash.

0 The two dominant factors driving dividend policy
around the world are:

O Inertia: Companies seem to hate to let of their past, when
it comes to dividend policy.

o Me-too-ism: Companies want to behave like their peer
group.
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|. Dividends are sticky
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Figure 10.6: Dividend Changes at US companies
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In 2020, a crisis year for many companies...here is
what they did..
sy
0 Of the S&P 500 companies, 287 companies increased
their dividends and 11 companies initiated dividends.

0 Of the S&P 500 companies, 27 decreased dividends and
42 suspended dividends.

0 While the 42 dividend suspensions were the most in the
last 20 years, the number of companies that increased
divbidends (298) vastly exceeded the number that cut or
suspended dividends (69).

o In perhaps the most revealing statistic of all, 133 of the

500 largest market cap companies did not pay dividends
leading into 2020 or in 2020.
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. Dividends tend to follow earnings
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e Payout Ratio
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I1l. Are affected by tax laws...
-

In

2003

Dividends on S&P 500 Companies
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% of S&P 500 companks

In the last quarter of 2012

0 As the possibility of tax rates
reverting back to pre-2003
levels rose, 233 companies
paid out $31 billion in
dividends.

0 Of these companies, 101
had insider holdings in
excess of 20% of the

outstanding stock.



IV. More and more US firms are buying back

stock, rather than pay dividends...
ey

Dividends and Buybacks on S&P 500: 1988- 2020
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And its going global.. In 2020

9

Sub Group Number of firms| Market Cap (US $)|Net Income (US $)| Dividends | Buybacks |Payout Ratio| % of Cash from Buylﬁcks Cash Return Ratio
:Africa and Middle East 2,245 64,020,463.06 §190,077.80 | $121,088.07 | $7640.19 | 63.70% 5.94% 67.720 |
Australia & NZ 1,766 61,889,392.39 4323875 | $49,195.15 | $4668.08 | 113.78% 8.67% 12457% !
| |
:Canada 2828 §2,464,940.81 6104,803.62 | $59,260.27 | 526,336.94 | 56.54% 30.77% 81.67% :
:China 6,810 619,25,683.56 | 981486717 | 5444,719.25 | $35,745.92 | 54.58% 1.44% 58.96% :
iEU&Environs 5,653 615,142,650.08 | $726928.29 | $276,054.53 {$116,214.57| 37.98% 29.63% 53.96% :
iEastern Europe & Russia 544 §740,280.60 6122,789.57 | $41431.03 | $4035.03 | 33.74% 8.87% 37.03% :
India 3,758 §2,578,731.01 639610.04 | $26,849.00 | $1,796.25 | 67.78% 6.27% 12.32% :
Japan 3893 96,691,823.87 6288,953.92 | $127,293.80 | $39,677.75 | 44.05% 23.76% 57.78% :
[Latin America & Caribbean 1,082 §2,258,148.07 6136,770.12 | $58,134.38 | $9,130.58 | 42.51% 13.57% 49.18% i
:Small Asia 9,185 96,462,615.67 6268,348.50 | $138,631.97 | $18,399.82 | 51.57% 11.72% 58410 |
IUK 1,234 93,020,159.23 §112,786.78 | $79362.47 | $23,740.20 | 70.37% 23.03% 941% |
:United States 1582 641,995,781.21 | §1,329917.59 | $572,732.39 [$634,043.89| 43.07% 52.54% 90.74% :
ol ] e [ swesonsss | sy [sssatlmena] o [ e [ 7%
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Measures of Dividend Policy

o Dividend Payout = Dividends/ Net Income

0 Measures the percentage of earnings that the company
pays in dividends

o If the net income is negative, the payout ratio cannot be
computed.

o Dividend Yield = Dividends per share/ Stock price

o Measures the return that an investor can make from
dividends alone

O Becomes part of the expected return on the investment.
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Dividend Payout Ratio: January 2021
1

Dividend Payout Ratios among Dividend Paying Companies - January 2021

20.00%

18.00%

16.00%

14.00%

12.00%

10.00%

8.00%

6.00%

4.00%

2.00%

0.00%

<10% 10-20% 20-30% 30-40%

Aswath Damodaran

Sub Group Payout Ratio | Net Income (US S) | Dividends
Africa and Middle East 63.70% $190,078 $121,088
Australia & NZ 113.78% $43,239 $49,195
Canada 56.54% $104,804 $59,260
China 54.58% $814,867 $444,719
EU & Environs 37.98% $726,928 $276,055
Eastern Europe & Russia 33.74% $122,790 $41,431
India 67.78% $39,610 $26,849
Japan 44.05% $288,954 $127,294
Latin America & Caribbean 42.51% $136,770 $58,134
Small Asia 51.57% $268,848 $138,632
UK 70.37% $112,787 $79,362
United States 43.07% $1,329,918 $572,732
Global 47.73% $4,179,592 $1,994,752

70-80% 80-90%
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B Global mUS
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Dividend Yields: January 2021
e

Dividend Yields among Dividend Paying Companies in January 2021

16.00% Sub Group Dividend Yield | Market Cap (USS)| Dividends
Africa and Middle East 3.01% $4,020,463.06 | $121,088.07
Australia & NZ 2.60% $1,889,392.39 | $49,195.15

14.00% Canada 2.40% $2,464,940.81 | $59,260.27
China 2.31% $19,225,683.56 | $444,719.25

EU & Environs 1.82% $15,142,659.08 | $276,054.53
Eastern Europe & Russia 5.60% $740,280.60 $41,431.03
India 1.04% $2,578,737.01 $26,849.00
Japan 1.90% $6,691,823.87 $127,293.80
Latin America & Caribbean 2.57% $2,258,148.07 $58,134.38
Small Asia 2.15% $6,462,615.67 $138,631.97
K 2.63% $3,020,159.23 $79,362.47

10.00%
United States 1.36% $41,995,781.21 | $572,732.39
Global 1.87% $106,490,745.85 |$1,994,752.31
8.00%
6.00%
4.00%
B | | I I I
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Figure 10.7: Life Cycle Analysis of Dividend Policy
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Earnings
Earnings
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External funding High, bpt ng.h, relative MOfierates, relative | Low, as projects dry Low, as projects dry
needs constrained by to firm value. to firm value. up. "
infrastructure &
Internal financing Negative or Negative or Low, relative to High, relative to More than funding needs
low low funding needs funding needs
Capacity to pay None None Very low Increasing High
dividends
Growth stage Stage 1 Stage 2 Stage 3 Stage 4 Stage 5 Years
Start-up Rapid Expansion High Growth Mature Growth Decline
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Dividend Yields and Payout Ratios: Growth

Classes
el

Dividend Yields and Payout Ratios: By Growth Class
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Dividend Policy: Disney, Vale, Tata Motors,

Baidu and Deutsche Bank

Disney | Vale Tata Motors | Baidu | Deutsche Bank
Dividend Yield - Last 12 months 1.09% 6.56% 1.31% | 0.00% 1.96%
Dividend Payout ratio - Last 12 months | 21.58% | 113.45% 16.09% | 0.00% 362.63%
Dividend Yield - 2008-2012 1.17% 4.01% 1.82% | 0.00% 3.14%
Dividend Payout - 2008-2012 17.11% | 37.69% 15.53% | 0.00% 37.39%

Aswath Damod
swath Damodaran 163



Three Schools Of Thought On Dividends

1. If there are no tax disadvantages associated with
dividends & companies can issue stock, at no issuance
cost, to raise equity, whenever needed

Dividends do not matter, and dividend policy does not affect
value.

>.  If dividends create a tax disadvantage for investors
(relative to capital gains)

Dividends are bad, and increasing dividends will reduce value

3. If dividends create a tax advantage for investors

(relative to capital gains) and/or stockholders like
dividends

Dividends are good, and increasing dividends will increase value
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The balanced viewpoint

o If a company has excess cash, and few good
investment opportunities (NPV>0), returning money
to stockholders (dividends or stock repurchases) is
good.

o If a company does not have excess cash, and/or has
several good investment opportunities (NPV>0),
returning money to stockholders (dividends or stock

repurchases) is bad.
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The Dividends don’ t matter school
The Miller Modigliani Hypothesis

0 The Miller-Modigliani Hypothesis: Dividends do not affect value

o Basis:

o If a firm's investment policies (and hence cash flows) don't change, the value of the
firm cannot change as it changes dividends.

o If a firm pays more in dividends, it will have to issue new equity to fund the same
projects. By doing so, it will reduce expected price appreciation on the stock but it
will be offset by a higher dividend yield.

o If we ignore personal taxes, investors have to be indifferent to receiving either
dividends or capital gains.

o Underlying Assumptions:
(a) There are no tax differences to investors between dividends and capital gains.

(b) If companies pay too much in cash, they can issue new stock, with no flotation costs
or signaling consequences, to replace this cash.

(c) If companies pay too little in dividends, they do not use the excess cash for bad
projects or acquisitions.
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Il. The Dividends are “bad” school: And the evidence
to back them up...
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Figure 10.10: Tax rates on Dividends and Capital Gains- US
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\ \ Dividends & capital gains taxed at

same rate since 2003.
Difference between dividend tax rate \

& capital gains peaks at 66% in 19505_/_/~\ \ J “

4 NI

e Dividend tax rate = === Capital gains tax rate
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What do investors in your stock think about

dividends? Clues on the ex-dividend day!

o Assume that you are the owner of a stock that is approaching an ex-
dividend day and you know that dollar dividend with certainty. In

addition, assume that you have owned the stock for several years.

Initial buy P, P,

At $P
| |  Ex-dividend day |

|
| Dividend = $ D

P = Price at which you bought the stock a “while” back

P,= Price before the stock goes ex-dividend

P,=Price after the stock goes ex-dividend

D = Dividends declared on stock

t,, t; = Taxes paid on ordinary income and capital gains respectively
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Cashflows from Selling around Ex-Dividend Day

0 The cash flows from selling before ex-dividend day
are:

Pp - (Py - P) teg

0 The cash flows from selling after ex-dividend day are:
P,-(P,-P)t,+ D(1-t,)

o Since the average investor should be indifferent
between selling before the ex-dividend day and
selling after the ex-dividend day -

Pp - (P, - P) teg = Py - (P, - P) t, + D(1-t,)
1 Some basic algebra leads us to the following:
P,-P,  1-1,
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Intuitive Implications

0 The relationship between the price change on the ex-
dividend day and the dollar dividend will be determined by
the difference between the tax rate on dividends and the tax
rate on capital gains for the typical investor in the stock.

Tax Rates Ex-dividend day behavior

If dividends and capital gains are Price change = Dividend
taxed equally

If dividends are taxed at a higher Price change < Dividend
rate than capital gains

If dividends are taxed at a lower Price change > Dividend
rate than capital gains
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The empirical evidence...

171

1966-1969

¢ Ordinary tax rate = 70%
e Capital gains rate = 28%
e Price change as % of Dividend = 78%

1981-1985

e Ordinary tax rate = 50%
e Capital gains rate = 20%
* Price change as % of Dividend = 85%

1986-1990

e Ordinary tax rate = 28%
e Capital gains rate = 28%
e Price change as % of Dividend = 90%
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Dividend Arbitrage

0 Assume that you are a tax exempt investor, and that
you know that the price drop on the ex-dividend day
is only 90% of the dividend. How would you exploit
this differential?

a. Invest in the stock for the long term

b. Sell short the day before the ex-dividend day, buy on the
ex-dividend day

c. Buy just before the ex-dividend day, and sell after.
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Example of dividend capture strategy with tax

factors

o XYZ company is selling for S50 at close of trading May 3.
On May 4, XYZ goes ex-dividend; the dividend amount is
S1. The price drop (from past examination of the data) is
only 90% of the dividend amount.

o The transactions needed by a tax-exempt U.S. pension
fund for the arbitrage are as follows:
O 1. Buy 1 million shares of XYZ stock cum-dividend at $50/share.

O 2. Wait till stock goes ex-dividend; Sell stock for $49.10/share
(50 - 1* 0.90)

o 3. Collect dividend on stock.

1 Net profit = - 50 million + 49.10 million + 1 million =
$0.10 million
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Two bad reasons for paying dividends

1. The bird in the hand fallacy

0 Argument: Dividends now are more certain than

ca
va
Wi

nital gains later. Hence dividends are more
uable than capital gains. Stocks that pay dividends

| therefore be more highly valued than stocks that

do not.

0 Counter: The appropriate comparison should be

between dividends today and price appreciation
today. The stock price drops on the ex-dividend day.

Aswath Damodaran

174



2. We have excess cash this year...

0 Argument: The firm has excess cash on its hands this

year, no investment projects this year and wants to
give the money back to stockholders.

o Counter: So why not just repurchase stock? If this is
a one-time phenomenon, the firm has to consider
future financing needs. The cost of raising new
financing in future years, especially by issuing new
equity, can be staggering.
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The Cost of Raising Capital

Figure 10.12: Issuance Costs for Stocks and Bonds
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Three “good” reasons for paying dividends...

0 Clientele Effect: The investors in your company like
dividends.

o The Signalling Story: Dividends can be signals to the
market that you believe that you have good cash
flow prospects in the future.

0 The Wealth Appropriation Story: Dividends are one
way of transferring wealth from lenders to equity
investors (this is good for equity investors but bad

for lenders)
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