Chapter 16

Dividend Policy and Empirical Evidence

1. a) From Gordon’s point of view, the price of a share of stock was in fact dependent primarily on dividends, in that two of the three arguments in the relation PO = f(D, g, K) are specifically related to dividends. If we use Gordon’s original formulation, it is easy to see this viewpoint.  
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  where b is the retention rate with respect to earnings, r is the required rate of return or equity, and x is the expected earning figure; br is the growth rate in dividends. Differentiating with respect to b,     
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 which will be positive if r is larger than K, and/or K is not equal to br.  We would expect this equation to be positive, since presumably a firm would not invest if the expected rate of return on investment was less than the required rate of return. This is equivalent to saying the firm should retain enough earnings so as to take on all projects with a positive NPV which implies that increasing the dividend payout will reduce the firm’s value. This is somewhat a counterargument to the gist of Gordon’s argument.   However, if we differentiate the original equation with respect to D, the dividend, we obtain 1/(K－g), which must be positive for any meaningful interpretation (that is, K > g). This tells us share-price increases when dividends are increased.

b) M & M (1961) address the dividend controversy with the contention that a proper valuation framework was missing. They proceeded to show that di​vidends were only one of a number of economic variables that could be used in developing the valuation formula. Based on the same restrictive assump​tions of the M & M Propositions, they developed four different approaches to valuation to strengthen the proposition that dividend policy was irrelevant.

i) Under the discounted-cash-flow (DCF) approach, the value of the firm is equal to the sum of the discounted inflows less the sum of the discounted outflows
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where CI and CO are the cash inflows and cash outflows respectively and N is the number of years of operation of the firm. This equation is the same as the original M & M valuation formula:


[image: image5.wmf]0

(1)(1)

N

jtjtjN

jt

N

t

jtjt

XIV

V

rr

=

-

=+

å

++

,

if we assume a perpetuity. Thus in this case, dividends do not effect the value of the firm.


ii) The investments-opportunities approach takes the view of an out​sider who is looking to buyout a good concern and questioning the value of the prospective purchase. The investor knows his or her required re​turn for projects of a given risk, and since it should be the same as that of the market consensus we will continue to use the symbol r to represent that item. Obviously the investor is buying the returns from the already existing assets, but the price of the firm would generally be above the present value of that stream, the difference being labeled goodwill. The value of the firm can be expressed as:
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   If the firm will be held only until time N, then the two summations in Equation 11 could be so modified, with another residual Vjt term added that would itself contain the present value of the remaining stream. This would leave us with exactly the same end product as in the original valuation equation, contending again that dividends do not matter. The regular earnings, taken with the all-important growth potential, dictate the value of the firm.


iii) The dividends-stream approach contends that the dividends to be received determine the value of the firm, as
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   If we allow dividends to be defined as the differences between earnings, xjt, and the level of investment, Ijt, then this formula be​ comes :
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   which is equivalent to the original M & M valuation formula, and thus is the third method consistent with the basic valuation concept.


iv) The earnings-stream approach makes the distinction between accounting and economic earnings. Economic earnings are those that accrue above and beyond a fair return to the suppliers of capital (or, more succinctly, the required rate of return) and in that sense are closely aligned with the concept of NPV.   

    When the previous earnings figure, xjt, is discounted at the rate (l + rjt), we arrive at economic earnings when outlays are zero. If outlays are greater than zero, we may have accounting earnings without economic  earnings. Since it is a required return, we should specify exactly what the dollar amount of required return will be. Knowing r is the per​centage required return that we can multiply by the investment capital raised, we obtain the constant dollar return required. The value of the firm can now be expressed as
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    The first term is the discounted earnings, and the second term is the summation of all projects over all time periods. Expressed as a per​petuity, the second term goes to Ijv, and thus this equation also becomes JV the original valuation formula. 


    Thus M & M conclude that given the firm’s investment policy, dividend policy is irrelevant.  

2. Brennan (1970), following his derivation of a CAPM with taxes, tested his model against the standard CAPM to see if his model yielded more explana​tory power. From his tests, Brennan argues the average effective tax rate on dividend income differs tremendously with the effective tax rate on capital gains, concluding that the tax effects are indeed relevant. Litzenberger and Ramaswamy employed three statistical techniques to esti​mate the parameters A, B, and C in the after-tax model:
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The techniques were ordinary least squares, generalized least squares, and maximum liklihood estimators. The dividend effect was found to be highly significant in all three estimation procedures.

   Thus it appears as though dividends are important in the pricing of securities, in agreement with Gordon’s contentions, but in opposition to those of M & M. M & M, however, had made many significant assumptions that simplified their valuation theory immensely.
3. A partial adjustment model of dividend behavior on the part of firms was investigated in some detail by Lintner (1956) as he studied dividend patterns of 38 established companies. He concluded the major portion of the dividend of a firm could be modeled as
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where 
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 = desired dividend payment, Et = net income of the firm during   period t,  r = target payout ratio, a = a constant relating to dividend   growth, and b = adjustment factor relating previous periods’ dividends with  the new desired level, where b is assumed to be less than 1, 
[image: image14.wmf]t

m

 = error term.  From this it can be inferred that firms set their dividends in accor​dance with the level of current earnings, and that the changes in dividends over time does not correspond exactly with the change in earnings in the immediate time period. Together, the a and b coefficients can be used to test the hypothesis that management is more likely to increase divi​dends over time rather than cut them, which contrasts with the major pre​mise of residual theory. A survey by Harkins and Walsh (1971) found that financial executives are well aware that desired levels of dividends are based not only on current earnings, but also on expected future levels of earnings, which further questions the Lintner model.
4. Option pricing theory was shown to make dividends a valuable commodity to investors due to the wealth transfer issue. Perhaps one of the best ways for a firm to transfer its economic resources to stockholders is to pay as generous dividends as possible. Black (1976) has pointed out that “there is no better way for a firm to escape the burden of a debt than to payout all its assets in the form of a dividend, and leave the creditors holding an empty shell.” It is obvious that a depletion of a firm’s asset base through the payment of dividends tends to increase the firm’s debt-to-asset ratio through time and, in so doing, increases the probability of default on its bonds. Given such an increase in probability of default, the economic position of the shareholders is enhanced rela​tive to that of its creditors
5. Through the various dividend theoretical frameworks, we can conclude that higher and lower dividends can mean different things to different groups of investors. Dividend behavioral theory and method together with divi​dend forecasting should have a positive value in future financial manage​ment. In sum, dividend policy generally does matter, and it should be considered by financial managers in financial analysis and planning.
6.
	Year
	Company
	Price 
	DPS
	Div Yields (DY)
	EPS
	Earnings Yield (EY)

	1980
	IBM
	16.97
	0.86
	0.0507
	1.52
	0.0899

	1981
	IBM
	14.22
	0.86
	0.0605
	1.41
	0.0990

	1982
	IBM
	24.06
	0.86
	0.0357
	1.85
	0.0768

	1983
	IBM
	30.50
	0.93
	0.0304
	2.26
	0.0741

	1984
	IBM
	30.78
	1.02
	0.0333
	2.69
	0.0875

	1985
	IBM
	38.88
	1.10
	0.0283
	2.67
	0.0686

	1986
	IBM
	30.00
	1.10
	0.0367
	1.95
	0.0651

	1987
	IBM
	28.88
	1.10
	0.0381
	2.18
	0.0755

	1988
	IBM
	30.47
	1.10
	0.0361
	2.32
	0.0761

	1989
	IBM
	23.53
	1.18
	0.0503
	1.62
	0.0687

	1990
	IBM
	28.25
	1.21
	0.0428
	2.63
	0.0930

	1991
	IBM
	22.25
	1.21
	0.0544
	-0.26
	-0.0118

	1992
	IBM
	12.59
	1.21
	0.0961
	-3.01
	-0.2388

	1993
	IBM
	14.13
	0.39
	0.0280
	-3.50
	-0.2481

	1994
	IBM
	18.38
	0.25
	0.0136
	1.25
	0.0683

	1995
	IBM
	22.84
	0.25
	0.0109
	1.81
	0.0791

	1996
	IBM
	37.88
	0.32
	0.0086
	2.56
	0.0676

	1997
	IBM
	52.31
	0.39
	0.0074
	3.09
	0.0591

	1998
	IBM
	92.19
	0.43
	0.0047
	3.38
	0.0366

	1999
	IBM
	107.88
	0.47
	0.0044
	4.25
	0.0394

	2000
	IBM
	85.00
	0.51
	0.0060
	4.58
	0.0539

	2001
	IBM
	120.96
	0.55
	0.0045
	4.69
	0.0388

	2002
	IBM
	77.50
	0.59
	0.0076
	3.13
	0.0404

	2003
	IBM
	92.68
	0.63
	0.0068
	4.42
	0.0477

	2004
	IBM
	98.58
	0.70
	0.0071
	4.48
	0.0454

	2005
	IBM
	82.20
	0.78
	0.0095
	4.99
	0.0607

	2006
	IBM
	97.15
	1.10
	0.0113
	6.15
	0.0633

	2007
	IBM
	105.12
	1.51
	0.0144
	7.32
	0.0696

	1980
	JNJ
	2.08
	0.05
	0.0223
	0.14
	0.0652

	1981
	JNJ
	2.32
	0.05
	0.0229
	0.16
	0.0676

	1982
	JNJ
	3.10
	0.06
	0.0195
	0.17
	0.0562

	1983
	JNJ
	2.55
	0.07
	0.0263
	0.16
	0.0629

	1984
	JNJ
	2.26
	0.07
	0.0325
	0.17
	0.0761

	1985
	JNJ
	3.29
	0.08
	0.0242
	0.21
	0.0638

	1986
	JNJ
	4.10
	0.09
	0.0210
	0.12
	0.0282

	1987
	JNJ
	4.68
	0.10
	0.0215
	0.30
	0.0645

	1988
	JNJ
	5.32
	0.12
	0.0225
	0.36
	0.0672

	1989
	JNJ
	7.42
	0.14
	0.0188
	0.41
	0.0547

	1990
	JNJ
	8.97
	0.16
	0.0183
	0.43
	0.0478

	1991
	JNJ
	14.31
	0.19
	0.0134
	0.55
	0.0383

	1992
	JNJ
	12.63
	0.22
	0.0176
	0.61
	0.0487

	1993
	JNJ
	11.22
	0.25
	0.0225
	0.68
	0.0611

	1994
	JNJ
	13.69
	0.28
	0.0206
	0.78
	0.0570

	1995
	JNJ
	21.38
	0.32
	0.0150
	0.93
	0.0435

	1996
	JNJ
	24.88
	0.37
	0.0148
	1.08
	0.0436

	1997
	JNJ
	32.94
	0.42
	0.0129
	1.23
	0.0375

	1998
	JNJ
	41.94
	0.48
	0.0116
	1.13
	0.0271

	1999
	JNJ
	46.63
	0.54
	0.0117
	1.50
	0.0322

	2000
	JNJ
	52.53
	0.62
	0.0118
	1.65
	0.0314

	2001
	JNJ
	59.10
	0.70
	0.0118
	1.87
	0.0316

	2002
	JNJ
	53.71
	0.79
	0.0148
	2.20
	0.0410

	2003
	JNJ
	51.66
	0.92
	0.0179
	2.42
	0.0468

	2004
	JNJ
	63.42
	1.09
	0.0173
	2.87
	0.0453

	2005
	JNJ
	60.10
	1.27
	0.0212
	3.38
	0.0562

	2006
	JNJ
	66.02
	1.45
	0.0220
	3.76
	0.0570

	2007
	JNJ
	64.30
	1.64
	0.0255
	3.67
	0.0571

	1980
	MRK
	2.35
	0.07
	0.0281
	0.15
	0.0654

	1981
	MRK
	2.35
	0.07
	0.0313
	0.15
	0.0632

	1982
	MRK
	2.35
	0.08
	0.0330
	0.16
	0.0663

	1983
	MRK
	2.51
	0.08
	0.0315
	0.17
	0.0675

	1984
	MRK
	2.61
	0.08
	0.0324
	0.19
	0.0714

	1985
	MRK
	3.81
	0.09
	0.0241
	0.21
	0.0553

	1986
	MRK
	6.88
	0.11
	0.0162
	0.27
	0.0391

	1987
	MRK
	8.81
	0.15
	0.0170
	0.37
	0.0421

	1988
	MRK
	9.62
	0.23
	0.0239
	0.51
	0.0528

	1989
	MRK
	12.92
	0.29
	0.0222
	0.63
	0.0488

	1990
	MRK
	14.98
	0.34
	0.0225
	0.76
	0.0507

	1991
	MRK
	27.75
	0.40
	0.0143
	0.91
	0.0330

	1992
	MRK
	21.69
	0.48
	0.0221
	1.06
	0.0489

	1993
	MRK
	17.19
	0.53
	0.0308
	0.93
	0.0544

	1994
	MRK
	19.06
	0.58
	0.0304
	1.19
	0.0624

	1995
	MRK
	32.81
	0.64
	0.0195
	1.35
	0.0411

	1996
	MRK
	39.81
	0.74
	0.0186
	1.60
	0.0402

	1997
	MRK
	53.00
	0.87
	0.0164
	1.91
	0.0361

	1998
	MRK
	73.75
	0.99
	0.0134
	2.20
	0.0299

	1999
	MRK
	67.19
	1.12
	0.0167
	2.51
	0.0374

	2000
	MRK
	93.63
	1.26
	0.0135
	2.96
	0.0316

	2001
	MRK
	58.80
	1.38
	0.0235
	3.18
	0.0541

	2002
	MRK
	56.61
	1.42
	0.0251
	3.01
	0.0532

	2003
	MRK
	46.20
	1.46
	0.0316
	2.95
	0.0639

	2004
	MRK
	32.14
	1.50
	0.0467
	2.62
	0.0815

	2005
	MRK
	31.81
	1.52
	0.0478
	2.11
	0.0663

	2006
	MRK
	43.60
	1.52
	0.0349
	2.04
	0.0468

	2007
	MRK
	54.69
	1.52
	0.0278
	1.51
	0.0276

	1980
	PG
	2.15
	0.11
	0.0523
	0.25
	0.1163

	1981
	PG
	2.51
	0.12
	0.0485
	0.28
	0.1100

	1982
	PG
	3.70
	0.13
	0.0355
	0.31
	0.0847

	1983
	PG
	3.55
	0.15
	0.0422
	0.33
	0.0937

	1984
	PG
	3.56
	0.16
	0.0438
	0.29
	0.0802

	1985
	PG
	4.36
	0.16
	0.0373
	0.26
	0.0592

	1986
	PG
	4.77
	0.17
	0.0350
	0.28
	0.0581

	1987
	PG
	5.34
	0.17
	0.0316
	0.17
	0.0323

	1988
	PG
	5.44
	0.17
	0.0321
	0.41
	0.0762

	1989
	PG
	8.78
	0.21
	0.0235
	0.50
	0.0568

	1990
	PG
	10.83
	0.23
	0.0213
	0.61
	0.0560

	1991
	PG
	11.73
	0.25
	0.0213
	0.62
	0.0530

	1992
	PG
	13.41
	0.27
	0.0200
	0.63
	0.0467

	1993
	PG
	14.25
	0.29
	0.0205
	0.18
	0.0130

	1994
	PG
	15.50
	0.33
	0.0213
	0.85
	0.0548

	1995
	PG
	20.75
	0.37
	0.0181
	0.99
	0.0480

	1996
	PG
	26.91
	0.42
	0.0158
	1.14
	0.0426

	1997
	PG
	39.91
	0.48
	0.0120
	1.31
	0.0328

	1998
	PG
	45.66
	0.54
	0.0118
	1.44
	0.0316

	1999
	PG
	54.78
	0.60
	0.0110
	1.36
	0.0249

	2000
	PG
	39.22
	0.67
	0.0171
	1.34
	0.0342

	2001
	PG
	39.56
	0.73
	0.0185
	1.10
	0.0278

	2002
	PG
	42.97
	0.79
	0.0184
	1.84
	0.0429

	2003
	PG
	49.94
	0.86
	0.0173
	2.19
	0.0439

	2004
	PG
	55.08
	0.98
	0.0177
	2.62
	0.0476

	2005
	PG
	57.88
	1.09
	0.0188
	2.75
	0.0475

	2006
	PG
	64.27
	1.21
	0.0188
	2.98
	0.0464

	2007
	PG
	70.62
	1.34
	0.0190
	3.22
	0.0456


(1) Dividends-Earnings relationship: DPSt = a + bEPSt + et
a. IBM
	Regression Statistics
	
	
	

	Multiple R
	0.0400
	
	
	

	R Square
	0.0016
	
	
	

	Adjusted R Square
	-0.0368
	
	
	

	Standard Error
	0.3571
	
	
	

	Observations
	28.0000
	
	
	

	
	
	
	
	

	 
	Coefficients
	Standard Error
	t Stat
	P-value

	Intercept
	0.7922
	0.1024
	7.7366
	0.0000

	EPS
	0.0061
	0.0298
	0.2040
	0.8399


b. JNJ

	Regression Statistics
	
	
	

	Multiple R
	0.9944
	
	
	

	R Square
	0.9888
	
	
	

	Adjusted R Square
	0.9884
	
	
	

	Standard Error
	0.0492
	
	
	

	Observations
	28.0000
	
	
	

	
	
	
	
	

	 
	Coefficients
	Standard Error
	t Stat
	P-value

	Intercept
	-0.0192
	0.0135
	-1.4222
	0.1669

	EPS
	0.3983
	0.0083
	47.9231
	0.0000


c. MRK
	Regression Statistics
	
	
	

	Multiple R
	0.9248
	
	
	

	R Square
	0.8553
	
	
	

	Adjusted R Square
	0.8498
	
	
	

	Standard Error
	0.2174
	
	
	

	Observations
	28.0000
	
	
	

	
	
	
	
	

	 
	Coefficients
	Standard Error
	t Stat
	P-value

	Intercept
	0.0234
	0.0681
	0.3432
	0.7342

	EPS
	0.5013
	0.0404
	12.3989
	0.0000


d. PG

	Regression Statistics
	
	
	

	Multiple R
	0.9781
	
	
	

	R Square
	0.9567
	
	
	

	Adjusted R Square
	0.9550
	
	
	

	Standard Error
	0.0768
	
	
	

	Observations
	28.0000
	
	
	

	
	
	
	
	

	ANOVA
	
	
	
	

	 
	df
	SS
	MS
	F

	Regression
	1.0000
	3.3877
	3.3877
	574.1455

	Residual
	26.0000
	0.1534
	0.0059
	

	Total
	27.0000
	3.5411
	 
	 

	
	
	
	
	

	 
	Coefficients
	Standard Error
	t Stat
	P-value

	Intercept
	0.0503
	0.0226
	2.2278
	0.0348

	EPS
	0.3834
	0.0160
	23.9613
	0.0000


(2) Dividend Yields-Earnings Yields Relationship: 
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a. IBM

	Regression Statistics
	
	
	

	Multiple R
	0.3584
	
	
	

	R Square
	0.1285
	
	
	

	Adjusted R Square
	0.0950
	
	
	

	Standard Error
	0.0212
	
	
	

	Observations
	28.0000
	
	
	

	
	
	
	
	

	 
	Coefficients
	Standard Error
	t Stat
	P-value

	Intercept
	0.0303
	0.0045
	6.7572
	0.0000

	EY
	-0.0959
	0.0490
	-1.9578
	0.0611


b. JNJ

	Regression Statistics
	
	
	

	Multiple R
	0.8670
	
	
	

	R Square
	0.7517
	
	
	

	Adjusted R Square
	0.7421
	
	
	

	Standard Error
	0.0026
	
	
	

	Observations
	28.0000
	
	
	

	
	
	
	
	

	 
	Coefficients
	Standard Error
	t Stat
	P-value

	Intercept
	0.0024
	0.0019
	1.2162
	0.2348

	EY
	0.3307
	0.0373
	8.8714
	0.0000


c. MRK

	Regression Statistics
	
	
	

	Multiple R
	0.8147
	
	
	

	R Square
	0.6638
	
	
	

	Adjusted R Square
	0.6509
	
	
	

	Standard Error
	0.0053
	
	
	

	Observations
	28.0000
	
	
	

	
	
	
	
	

	 
	Coefficients
	Standard Error
	t Stat
	P-value

	Intercept
	-0.0010
	0.0038
	-0.2539
	0.8015

	EY
	0.5187
	0.0724
	7.1650
	0.0000


d. PG

	Regression Statistics
	
	
	

	Multiple R
	0.8695
	
	
	

	R Square
	0.7560
	
	
	

	Adjusted R Square
	0.7466
	
	
	

	Standard Error
	0.0058
	
	
	

	Observations
	28.0000
	
	
	

	
	
	
	
	

	 
	Coefficients
	Standard Error
	t Stat
	P-value

	Intercept
	0.0033
	0.0027
	1.2528
	0.2214

	EY
	0.4033
	0.0449
	8.9746
	0.0000


(3) Dividends Payment Forecast for 2008

a. IBM: 
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b. JNJ: 
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c. MRK: 
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d. PG: 
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7.

Using the information regarding JNJ obtained in Question 6, we can do the following.

a. Dividends-Earnings relationship: DPSt = a + bEPSt + et
JNJ

	Regression Statistics
	
	
	

	Multiple R
	0.9944
	
	
	

	R Square
	0.9888
	
	
	

	Adjusted R Square
	0.9884
	
	
	

	Standard Error
	0.0492
	
	
	

	Observations
	28.0000
	
	
	

	
	
	
	
	

	 
	Coefficients
	Standard Error
	t Stat
	P-value

	Intercept
	-0.0192
	0.0135
	-1.4222
	0.1669

	EPS
	0.3983
	0.0083
	47.9231
	0.0000


b. Dividend Yields-Earnings Yields Relationship: 
[image: image20.wmf]ttt
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	Regression Statistics
	
	
	

	Multiple R
	0.8670
	
	
	

	R Square
	0.7517
	
	
	

	Adjusted R Square
	0.7421
	
	
	

	Standard Error
	0.0026
	
	
	

	Observations
	28.0000
	
	
	

	
	
	
	
	

	 
	Coefficients
	Standard Error
	t Stat
	P-value

	Intercept
	0.0024
	0.0019
	1.2162
	0.2348

	EY
	0.3307
	0.0373
	8.8714
	0.0000


c. 

DPS

	IBM
	
	JNJ

	
	
	
	
	

	Mean
	0.8079
	
	Mean
	0.4495

	Standard Error
	0.0663
	
	Standard Error
	0.0862

	Median
	0.86
	
	Median
	0.2675

	Mode
	1.1000
	
	Mode
	n/a

	Standard Deviation
	0.3507
	
	Standard Deviation
	0.4562

	Sample Variance
	0.1230
	
	Sample Variance
	0.2081

	Kurtosis
	-1.1094
	
	Kurtosis
	0.8481

	Skewness
	-0.0257
	
	Skewness
	1.3175

	Range
	1.26
	
	Range
	1.5936

	Minimum
	0.25
	
	Minimum
	0.0464

	Maximum
	1.51
	
	Maximum
	1.64

	Sum
	22.6225
	
	Sum
	12.5874

	Count
	28
	
	Count
	28

	
	
	
	
	

	
	
	
	
	

	MRK
	
	PG

	
	
	
	
	

	Mean
	0.6969
	
	Mean
	0.4649

	Standard Error
	0.1060
	
	Standard Error
	0.0684

	Median
	0.555
	
	Median
	0.3112

	Mode
	1.52
	
	Mode
	n/a

	Standard Deviation
	0.5610
	
	Standard Deviation
	0.3622

	Sample Variance
	0.3147
	
	Sample Variance
	0.1312

	Kurtosis
	-1.5181
	
	Kurtosis
	0.0365

	Skewness
	0.3554
	
	Skewness
	1.0494

	Range
	1.4539
	
	Range
	1.2274

	Minimum
	0.0661
	
	Minimum
	0.1126

	Maximum
	1.52
	
	Maximum
	1.34

	Sum
	19.5136
	
	Sum
	13.0161

	Count
	28
	
	Count
	28


EPS

	IBM
	
	JNJ

	
	
	
	
	

	Mean
	2.5863
	
	Mean
	1.1769

	Standard Error
	0.4362
	
	Standard Error
	0.2152

	Median
	2.5937
	
	Median
	0.7325

	Mode
	#N/A
	
	Mode
	#N/A

	Standard Deviation
	2.3080
	
	Standard Deviation
	1.1389

	Sample Variance
	5.3271
	
	Sample Variance
	1.2970

	Kurtosis
	1.8434
	
	Kurtosis
	0.1629

	Skewness
	-0.7484
	
	Skewness
	1.1250

	Range
	10.825
	
	Range
	3.6444

	Minimum
	-3.505
	
	Minimum
	0.1156

	Maximum
	7.32
	
	Maximum
	3.76

	Sum
	72.4157
	
	Sum
	32.9525

	Count
	28
	
	Count
	28

	
	
	
	
	

	MRK
	
	PG

	
	
	
	
	

	Mean
	1.3437
	
	Mean
	1.0811

	Standard Error
	0.1956
	
	Standard Error
	0.1746

	Median
	1.125
	
	Median
	0.7381

	Mode
	#N/A
	
	Mode
	#N/A

	Standard Deviation
	1.0350
	
	Standard Deviation
	0.9238

	Sample Variance
	1.0712
	
	Sample Variance
	0.8534

	Kurtosis
	-1.2341
	
	Kurtosis
	0.0526

	Skewness
	0.4071
	
	Skewness
	1.0630

	Range
	3.0311
	
	Range
	3.0475

	Minimum
	0.1489
	
	Minimum
	0.1725

	Maximum
	3.18
	
	Maximum
	3.22

	Sum
	37.6237
	
	Sum
	30.2719

	Count
	28
	
	Count
	28


PPS

	IBM
	
	JNJ

	
	
	
	
	

	Mean
	51.2914
	
	Mean
	26.3046

	Standard Error
	6.7303
	
	Standard Error
	4.5388

	Median
	30.6406
	
	Median
	14

	Mode
	#N/A
	
	Mode
	#N/A

	Standard Deviation
	35.6132
	
	Standard Deviation
	24.0169

	Sample Variance
	1268.3
	
	Sample Variance
	576.8129

	Kurtosis
	-1.2795
	
	Kurtosis
	-1.4847

	Skewness
	0.6297
	
	Skewness
	0.5120

	Range
	108.3662
	
	Range
	63.9419

	Minimum
	12.5938
	
	Minimum
	2.0781

	Maximum
	120.96
	
	Maximum
	66.02

	Sum
	1436.159
	
	Sum
	736.5287

	Count
	28
	
	Count
	28

	
	
	
	
	

	MRK
	
	PG

	
	
	
	
	

	Mean
	29.9614
	
	Mean
	25.6224

	Standard Error
	4.7892
	
	Standard Error
	4.2259

	Median
	24.7187
	
	Median
	14.875

	Mode
	2.3542
	
	Mode
	#N/A

	Standard Deviation
	25.3420
	
	Standard Deviation
	22.3613

	Sample Variance
	642.2186
	
	Sample Variance
	500.0298

	Kurtosis
	-0.20528
	
	Kurtosis
	-1.1732

	Skewness
	0.7525
	
	Skewness
	0.5738

	Range
	91.2743
	
	Range
	68.4677

	Minimum
	2.3507
	
	Minimum
	2.1523

	Maximum
	93.625
	
	Maximum
	70.62

	Sum
	838.9194
	
	Sum
	717.4263

	Count
	28
	
	Count
	28


8.
a.
A would receive the dividend because the stock is traded on the ex-dividend basis four working days prior to the record date.

b.
Investor B would be entitled to receive the dividend.

c.
Investor B would receive the dividend.

9.
a.
Stock Split:

	Common Stock ($2 par, 2 million shares)
	$4,000,000

	Paid in Capital in excess of par
	 3,000,000

	Retained Earnings
	 8,000,000

	Total net worth
	$15,000,000


The new EPS would be one-half that of the old EPS.

b.
Stock Dividend:

	Common Stock ($4 par, 1.1 million shares)
	$ 4,400,000

	Paid in Capita! in Excess of Par
	  4,100,000

	Retained Earnings
	  6,500,000

	Total net worth
	$15,000,000


The new EPS would decrease by 9.09%. 
10.
a.
The company would not pay dividends because the retained earnings are less than the new capital expenditures.
b.
	Retained Earnings
	$ 500,000

	New Investments
	  400,000

	Amount Available for Distribution
	$ 100,000


c.
The residual theory assumes that shareholders prefer to have firms retain its earnings and reinvest them into the company if the return on reinvested earnings is higher than what they can earn elsewhere. This theory ignores the fact that a segment of investors rely on divi​dends as income and are therefore partial to a steady dividend payment.

11.
a.
Residual Theory:

	Year
	Debt
	External
Equity
	Dividends

	1
	$400,000
	
	$100,000

	2
	 300,000
	–
	$300,000

	3
	 350,000
	–
	$ 50,000


b.
Constant Payout Ratio:

	Year
	Debt
	External
Equity
	Dividends

	1
	$225,000
	$225,000
	$150,000

	2
	  90,000
	  90,000
	 180,000

	3
	 210,000
	 210,000
	 120,000


c.
A stable dollar dividend is sometimes considered to produce higher value because a group of investors may prefer a stable income stream. Also, a stable dividend payment is a re​quirement for a firm to be included on the legal list for investment by federally chartered fi​nancial institutions.

12.
Corporate taxes effects the dividend payment and therefore the firm's value only to the extent that the firm would have greater income from which to pay a perhaps larger dividend.

13.
The decrease in price should equal the dividend payment per share.

14.
As the rate of inflation increases, the firm's ability to pay dividends from free cash flows declines. (See pages 368-369 of the text for a more in-depth discussion and numerical examples of the ef​fect of inflation on dividends.)

15.
No, as long as the company periodically adjusts the dividend level to reflect the long run change in earnings.
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