Chapter 18: Dividend Policy: Why Does It Matter?

Answers to suggested problems

18.3
a.
If the dividend is declared, the price of the stock will drop on the ex-dividend date by the value of the dividend, $5.  It will then trade for $95.

b.        
If it is not declared, the price will remain at $100.

c.        
Mann’s outflows for investments are $2,000,000.  These outflows occur immediately.  One year from now, the firm will realize $1,000,000 in net income and it will pay $500,000 in dividends. Since the only immediate financing need is for the investments, Mann must finance $2,000,000 through the sale of shares worth $100.  It must sell $2,000,000 / $100 = 20,000 shares.

d.        
The MM model is not realistic since it does not account for taxes, brokerage fees, uncertainty over future cash flows, investors’ preferences, signaling effects, and agency costs.

18.4
a.        
The ex-dividend date is Feb. 27, which is two business days before the record date.

b.        
The stock price should drop by $1.25 on the ex-dividend date.

18.6
a.        
The price is the PV of the dividends,
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b.        
The current value of your shares is ($15)(500) = $7,500.  The annuity you receive must solve
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You desire $4,613.3721 each year.  You will receive $1,000 in dividends in the first year, so you must sell enough shares to generate $3,613.3721.  The end-of-year price at which you will sell your shares is the PV of the liquidating dividend, $17.5375 / 1.15 = $15.25, so you must sell 236.942 shares.  The remaining shares will each earn the liquidating dividend.  At the end of the second year, you will receive $4,613.38 [= (500 - 236.942) x $17.5375].  (Rounding causes the discrepancies).

18.10 You should not expect to find either low dividend, high growth stocks or tax-free municipal bonds in the University of Pennsylvania’s portfolio.  Since the university does not pay taxes on investment income, it will want to invest in securities, which provide the highest pre-tax return. Since tax-free municipal bonds generally provide lower returns than taxable securities, there is no reason for the university to hold municipal bonds.

The Litzenberger-Ramaswamy research (discussed in the section on empirical evidence) found that high dividend stocks pay higher pre-tax returns than risk comparable low dividend stocks because of the taxes on dividend income.  Since the University of Pennsylvania does not pay taxes, it would be wise to invest in high dividend stocks rather than low dividend stocks in the same risk class.

18.11 a.        
If TC = T0 then (Pe - Pb) / D =1.  The stock price will fall by the amount of the dividend.

b.        
If TC = 0 and T0 ( 0 then  (Pe - Pb) / D =1 - T0.  The stock price will fall by the after-tax proceeds from the dividend.

c.        
In a, there was no tax disadvantage to dividends.  Thus, investors are indifferent between buying the stock at Pb and receiving the dividend or waiting, buying the stock at Pe and receiving a subsequent capital gain.  When only the dividend is taxed, after-tax proceeds must be equated for investors to be indifferent.  Since the after-tax proceeds from the dividend are D (1 - T0), the price will fall by that amount.

d.        
No, Elton and Gruber’s paper is not a prescription for dividend policy.  In a world with taxes, a firm should never issue stock to pay a dividend, but the presence of taxes does not imply that firms should not pay dividends from excess cash.  The prudent firm, when faced with other financial considerations and legal constraints may choose to pay dividends.

18.12 a.        
Let x be the ordinary income tax rate.  The individual receives an after-tax dividend of $1,000(1-x) which she invests in Treasury bonds.  The T-bond will generate after-tax cash flows to the investor of $1,000 (1 - x)[1+0.08(1-x)].

If the firm invests the money, its proceeds are $1,000 [1 + 0.08 (1-0.35)]

To be indifferent, the investor’s proceeds must be the same whether she invests the after-tax dividend or receives the proceeds from the firm’s investment and pays taxes on that amount.

1,000 (1 - x) [1 + 0.08 (1 - x)] = (1 - x) {1,000 [1 + 0.08 (1 - 0.35)]}

x = 0.35

Note: This argument does not depend upon the length of time the investment is held.

b. Yes, this is a reasonable answer.  She is only indifferent if the after-tax proceeds from the $1,000 investment in identical securities are identical; that occurs only when the tax rates are identical.

c.        
Since both investors will receive the same pre-tax return, you would expect the same answer as in part a.  Yet, because Carlson enjoys a tax benefit from investing in stock, the tax rate on ordinary income, which induces indifference, is much lower.

1,000 (1 - x) [1 + 0.12(1 - x)] = (1 - x) {1,000 [1 + 0.12 (1 – 0.3) (0.35)]}

x = 24.5%

d.        
It is a compelling argument, but there are legal constraints, which deter firms from investing large sums in stock of other companies.
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