
P1: OTA/XYZ P2: ABC
fm JWBT059-Baker March 4, 2009 7:16 Printer Name: Yet to Come

Contents

Acknowledgments xvi

PART I Dividends and Dividend Policy:
History, Trends, and Determinants 1

1. Dividends and Dividend Policy: An Overview 3
Introduction 3
Dividends and Dividend Policy: History, Trends,

and Determinants 6
Cash Dividends: Theoretical and Empirical Evidence 7
Share Repurchases 10
Other Distribution Methods 12
Survey Evidence on Dividends and Dividend Policy 13
Other Dividend Issues 15
Conclusions 16
References 18
About the Author 19

2. The Historical Evolution of Dividends 21
Introduction 21
A Historical Overview 21
Corporations, Returns, and Dividends before 1800 22

The Rise of the Corporation in England and Holland to 1720 22
Corporations and Dividends in America to 1800 24

Dividends in the Nineteenth Century 25
Legislation in the Early Nineteenth Century 26
New Industries and Dividends 27

Dividends in the Twentieth and Twenty-First Centuries 28
Dividend Trends: 1900–1962 29
The Developing Research on Dividends 30

Conclusions 32
References 32
About the Author 34

3. Trends in Dividends: Payers and Payouts 35
Introduction 35

v

CO
PYRIG

HTED
 M

ATERIA
L

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



P1: OTA/XYZ P2: ABC
fm JWBT059-Baker March 4, 2009 7:16 Printer Name: Yet to Come

vi Contents

Disappearing Dividends 35
Background 35
The Evidence 36
Possible Reasons for the Disappearance of Dividends 39

Reappearing Dividends 44
Background 44
Did Dividends Ever Disappear in the Rest of the World? 47

Conclusions 51
References 51
About the Authors 53

4. Factors Influencing Dividends 55
Introduction 55
Firm Characteristics 57

Firm Fundamentals 58
Other Nonfundamental Firm Characteristics 58

Market Characteristics 59
Taxes 59
Investor Protection Laws 60
Investor Sentiment 61
Public versus Private Status 62
Characteristics of Newly Listed Public Companies 62
Product Market Competition 63

Substitute Forms of Payout 64
Conclusions 65
References 66
About the Authors 68

5. Cross-Country Determinants of Payout Policy:
European Firms 71
Introduction 71
Dividend Policies of European Firms 72

Distinctive Features of European Corporate Governance 72
Trends in European Dividend Policy 73

Fraction of Dividend-Paying Firms 73
Payout Ratios by Country 75
Payout Ratios by Industry 78
Payout Ratios by Firm Size 78
Dividend Trends: Comparison of Europe and the

United States 81
European Dividend Policy: Survey of Managers 81

Dividend Policy 82
Share Repurchase Policy 87
Comparison of European and U.S. Managers’ Views 87

Conclusions 90
References 91
About the Authors 93

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



P1: OTA/XYZ P2: ABC
fm JWBT059-Baker March 4, 2009 7:16 Printer Name: Yet to Come

CONTENTS vii

PART II Cash Dividends: Theoretical and
Empirical Evidence 95

6. Dividend Irrelevance Theory 97
Introduction 97
Theories before Irrelevance 97
MM’s Dividend Irrelevance 99
The Impact of Market Imperfections 104

Taxes 104
Information Asymmetry 105
Agency Costs 107
Clientele Effects 108

Recent Challenges to Irrelevance 109
Conclusions 110
References 111
About the Authors 113

7. Residual Dividend Policy 115
Introduction 115
Conceptual Basis 116
Macro Analysis of Dividend Behavior 119
Inferences from Accounting Data and Market Reactions 120
Survey Evidence 122
Conclusions 124
References 124
About the Author 126

8. Taxes and Clientele Effects 127
Introduction 127
Dividend Policy in a World without Taxes 128
Dividend Policy in a World with Taxes 130
Dividend Clienteles 131

Ex-Dividend Day Studies 132
Tax Rate Changes and Dividend Policy 134

The Tax Reform Act of 1986 135
The Jobs and Growth Tax Relief Reconciliation

Act of 2003 136
Canadian Tax Reform 137

Dividend Taxation and Corporate Governance 137
The Role of Dominant Shareholders 138

Conclusions 139
References 140
About the Authors 143

9. Agency Costs and the Free Cash Flow Hypothesis 145
Introduction 145

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



P1: OTA/XYZ P2: ABC
fm JWBT059-Baker March 4, 2009 7:16 Printer Name: Yet to Come

viii Contents

Free Cash Flow Theory 146
Empirical Tests of Free Cash Flow Hypotheses 147

Price Reaction to Overinvestment Potential 147
Dividend Changes: Leading or Lagging Indicator

of Profitability? 152
Dividends and Severity of Agency Problems 154
Varying Role of Dividends across the World 155

Conclusions 157
References 158
About the Author 161

10. Asymmetric Information and Signaling Theory 163
Introduction 163
Signaling Models 164
Empirical Evidence 166

Early Works 167
Dividend Reductions 168
Expropriation Effects 168
Overinvestment Hypothesis 169
Dividends versus Earnings 169
Proxies for Information Asymmetry 171
Dividends Signaling Future Earnings 171
Special Dividends 172
Dividends versus Stock Repurchase 172
Initiations and Omissions of Dividends 172
Signaling versus the Clientele Effect 173
Significance of the Magnitude of Dividend Changes 173

Future Directions of Research 174
Conclusions 174
References 175
About the Author 177

11. Behavioral Explanations of Dividends 179
Introduction 179
Theoretical Framework 181

Neoclassical Structure 181
Neoclassical Dividend Irrelevance 182

Empirical Evidence 191
Dividends and Consumption 192
Dividends and Withdrawals 192
Clientele Effects Involving Age, Retirement Status,

and Income 194
Taxes and Transaction Costs 196
Catering, Perceptions about Risk and Return, and Tolerance

for Risk 197
Conclusions 197
References 198
About the Author 199

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



P1: OTA/XYZ P2: ABC
fm JWBT059-Baker March 4, 2009 7:16 Printer Name: Yet to Come

CONTENTS ix

12. The Firm Life Cycle Theory of Dividends 201
Introduction 201
The Life Cycle Theory of the Firm 202
Dividends in the Firm’s Life Cycle 203

A Simple Static Model of Optimal Dividend Policy 203
Cost of Capital over the Firm’s Life Cycle 205

Empirical Evidence 206
Life Cycle Factors and the Propensity to Pay Dividends 207
Life Cycle Factors and Dividend Changes 208
Life Cycle Factors and Dividend Initiations 209
Dividend Initiation in the Life Cycle of a Firm: The Case

of Microsoft 209
Conclusions 211
References 212
About the Authors 213

13. The Catering Theory of Dividends 215
Introduction 215
Baker and Wurgler’s Catering Theory of Dividends 216

The Model 217
Proxies Capturing the Dividend Premium 219
Dividend Payment Variables 220
Baker and Wurgler’s Empirical Evidence 220

Extensions to the Catering Theory of Dividends 222
Dividend Levels 222
The Frequency of Dividend Payments 223

The Role of Catering in Explaining Other Dividend Theories 223
Asymmetric Information and Signaling 223
Agency Models 224

Evidence from Empirical Studies 225
U.S. Evidence 225
U.K. Evidence 230
European Evidence 231
Cross-Country Evidence 232

Beyond Catering for Investors’ Sentiments 232
Split-Capital Closed-End Funds 232
Share Repurchases 233
Catering Theory of Earnings Management 233

Why Do Investors’ Preferences for Dividends Change
over Time? 233

Conclusions 234
References 235
About the Authors 238

PART III Share Repurchases 239

14. Stock Repurchases: Theory and Evidence, Part 1 241
Introduction 241

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



P1: OTA/XYZ P2: ABC
fm JWBT059-Baker March 4, 2009 7:16 Printer Name: Yet to Come

x Contents

Share Repurchase Methods 242
Potential Motives for Share Repurchases 245

Regulation and Taxes 245
Agency Costs of Free Cash Flows 247

Signaling and Undervaluation 250
Conclusions 256
References 257
About the Authors 259

15. Stock Repurchases: Theory and Evidence, Part 2 261
Introduction 261
Motives for Share Repurchase 261

Capital Structure 261
Takeover Deterrence 262

Empirical Results 264
Stock-Option Grants and Earnings Management 266

Cash Dividends versus Stock Repurchases 268
Conclusions 270
References 271
About the Authors 273

16. Stock Repurchases and Dividends: Trade-Offs
and Trends 275
Introduction 275
Repurchases and Dividends: The Historical Record 276
Measuring Repurchases 277
Methods for Repurchasing Shares 278

Open-Market Repurchases 278
Fixed-Price Tender Offers 279
Dutch Auctions 279

Repurchases versus Dividends: Trade-Offs and Trends 279
Taxes 280
Managerial Flexibility 281
Management of Earnings per Share 281
Management of Employee Stock Options 282
Defense against Hostile Takeovers 282

Theoretical Models of the Repurchase Decision 283
Repurchases and Valuation 285
Conclusions 288
References 289
About the Author 290

17. Beating the Market with Share Buybacks 291
Introduction 291
Anomalous Price Behavior around Repurchase Tender Offers 293
Market Underreaction after Open-Market Buyback

Announcements 295
Private Repurchases and Long-Term Returns 301

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



P1: OTA/XYZ P2: ABC
fm JWBT059-Baker March 4, 2009 7:16 Printer Name: Yet to Come

CONTENTS xi

Beating the Market with Buybacks: From Theory to Practice 302
Conclusions 303
References 305
About the Author 306

PART IV Other Distribution Methods 307

18. Special Dividends 309
Introduction 309
Historical Payment Patterns of Special Dividends 310
The Information Content of Special Dividends 314

An Agency Cost Explanation 315
A Signaling Explanation 316
Wealth Transfer Considerations 318

Special Dividends and Share Repurchases 318
Information Content of Special Dividends and Share Repurchases 319
Tax Consequences 320
Special Dividends in Financial Restructuring 320

Conclusions 322
References 322
About the Authors 323

19. Stock Splits, Stock Dividends, and Reverse
Stock Splits 325
Introduction 325
Stock Splits 326

Empirical Evidence 326
Explanatory Hypotheses 329
The Signaling Hypothesis 329
The Optimal-Trading-Range or Liquidity Hypothesis 330
The Optimal-Tick-Size Hypothesis 330
The Self-Selection Hypothesis 331
The Neglected-Firm Hypothesis 331
The Tax-Option-Value Hypothesis 331
Inconvenience Hypothesis 331

Stock Dividends 332
Empirical Evidence 332
The Announcement Date 332
The Ex-Date 333
Explanatory Hypotheses 333

Reverse Stock Splits 335
Empirical Evidence 335
Explanatory Hypotheses 336

Implications for Investors 338
Implications for Managers 338
Conclusions 339
References 339
About the Author 341

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



P1: OTA/XYZ P2: ABC
fm JWBT059-Baker March 4, 2009 7:16 Printer Name: Yet to Come

xii Contents

20. Dividend Reinvestment Plans 343
Introduction 343
Characteristics of DRIPs and Direct Stock Purchase Plans 344

Company-Operated and Brokerage-Operated DRIPs 344
Steps in DRIP Investing 345
Evolution of Direct Stock Purchase Plans 345

Strengths and Weaknesses of DRIPs: The Investor’s
Perspective 346
Strengths of DRIPs from the Investor’s Perspective 346
Weaknesses of DRIPs from the Investor’s Perspective 346

Motivations of Companies for Offering DRIPs 347
Reduce Capital Costs 347
Lessen the Negative Effects of Issuing Shares 347
Broaden and Strengthen the Shareholder Base 348
Improve Stakeholder Relations 348

Theories and Empirical Evidence on DRIPs 348
Market Reaction to DRIP Announcements 349
Factors Determining the Choice between Open-Market and

New-Issue DRIPs 351
Factors Affecting the Participation Rates of DRIPs 352
Factors Influencing the Adoption of DRIPs 354

Implications of DRIPs 357
DRIPs and Changes in Tax Laws 357

Future Research in DRIPs 359
Conclusions 359
References 359
About the Author 361

PART V Survey Evidence on Dividends and
Dividend Policy 363

21. Cash Dividends and Stock Repurchases 365
Introduction 365
Survey Research on Dividend Policy 366

Lintner’s Seminal Study 366
Baker, Farrelly, and Edelman’s Follow-up Survey 367
Baker and Powell’s Survey of NYSE-Listed Firms 369
Baker and Powell’s Longitudinal Study 370
Baker, Veit, and Powell’s Survey of NASDAQ Firms 371
Other U.S. Surveys of Dividends and Dividend Policy 371
Non-U.S. Surveys of Dividends and Dividend Policy 372

Survey Research on Share Repurchases 374
Baker, Gallagher, and Morgan’s Study 374
Motives for Repurchases 374
Wansley, Lane, and Sarkar’s Study 375
Tsetsekos, Kaufman, and Gitman’s Study 376

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



P1: OTA/XYZ P2: ABC
fm JWBT059-Baker March 4, 2009 7:16 Printer Name: Yet to Come

CONTENTS xiii

Baker, Powell, and Veit’s Study 376
Baker, Veit, and Powell’s Study 377

Comprehensive Payout Survey Research 378
Conclusions 380
References 381
About the Author 382

22. Stock Splits, Stock Dividends, and Dividend
Reinvestment Plans 385
Introduction 385
Overview of Dividend Policy and Firm Value 385
Stock Splits 387

Nature of Stock Splits 387
Explanations for Issuing Stock Splits 387
Survey Studies on Stock Splits 389

Stock Dividends 391
Nature of Stock Dividends 391
Explanations for Issuing Stock Dividends 391
Survey Studies on Stock Dividends 393

Dividend Reinvestment Plans 396
The Nature of DRIPs 396
Reasons Firms Offer DRIPs 396
Survey Studies on DRIPs 397

Conclusions 401
References 401
About the Author 403

23. Why Individual and Professional Investors
Want Dividends 405
Introduction 405
Why Individual Investors Want Dividends 407

Explanations Related to Cash Dividends 407
Theories on Why Investors Want Stock Dividends 409

Dutch and Greek Surveys 409
Why Professional Investors Want Dividends 414

Methodology 414
Evidence from Canadian Institutional Investors 415

Conclusions 418
References 418
About the Authors 420

PART VI Other Dividend Issues 421

24. Why Firms Begin Paying Dividends: Value, Growth,
and Life Cycle Effects 423
Introduction 423

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



P1: OTA/XYZ P2: ABC
fm JWBT059-Baker March 4, 2009 7:16 Printer Name: Yet to Come

xiv Contents

What Is Known about Dividends? 424
Dividends and Signaling 425
Agency Explanations for Dividends 426
Dividends and Risk 427

Sample Selection and Empirical Methodology 428
Descriptive Statistics 429
Data Items and Definitions 430

Empirical Results 431
Changes in Return on Assets 433
Changes in Cash and Short-Term Investments 435
Changes in Capital Expenditure 436
Changes in Debt 436
Changes in Risk 437
Excess Returns and Changes in Risk and Return on Assets 438

Conclusions 442
References 443
About the Authors 445

25. Dividend Policy and Corporate Governance 447
Introduction 447
Agency Theory and Relevance to Dividend Policy 448
Shareholder Rights and Legal Environment 451
Executive Compensation 454
Managerial and Outside Blockholder Ownership 456
Board Structure 457
Conclusions 459
References 459
About the Authors 462

26. Dividend Policy in Regulated Industries 463
Introduction 463
Literature Review 464

Banking 464
Utilities 470
Insurance 473
Real Estate Investment Trusts 474
Petroleum 475
General 476

Future Research 476
Conclusions 477
References 477
About the Author 479

27. Dividend Policy in a Global Perspective 481
Introduction 481

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



P1: OTA/XYZ P2: ABC
fm JWBT059-Baker March 4, 2009 7:16 Printer Name: Yet to Come

CONTENTS xv

How Dividends Link to Corporate Control and Ownership 482
The Theory 482
The Empirical Evidence 484
Summary 490

Dividends, Politics, and Law 490
The Theory 491
The Empirical Evidence 492
Summary 493

Conclusions 494
References 495
About the Authors 498

28. Dividend Policy in Emerging Markets 499
Introduction 499
Institutional Factors Influencing Corporate Payout Policies in EFMs 500

Legal Constraints or Mandates 500
Ownership Structure and Corporate Governance 502
Macroeconomic Conditions: Growth Rates, Volatility, and Crises 502

Cross-Country Studies 503
On Investor Protection, Legal Traditions, and Dividends 503
On Ownership, Control and Dividends 503
On the Organization of Financial Systems and Dividends 504
On Firm-Level Corporate Governance and Dividends 505
Summary of Empirical Cross-Country Findings 505

Individual Country Studies 505
Similarities between EFMs and DFMs 507
Differences between EFMs and DFMs 508

A Simple Empirical Analysis 509
Proportion of Dividend-Paying Firms 509
Magnitude of Dividend Payments 518

Conclusions 520
References 521
About the Authors 524

Index 527

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om


