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WEEK 1 – PAYOUT POLICY 

Corporate finance is corporate decisions that have financial implications or affect the finances of a 

business. 

 

Three key decisions or corporate finance: 

1.   Investment policy: which investments to undertake 

2.   Financing policy: how to obtain funds 

3.   Payout policy: how to return cash to shareholders (owners) 

 

The objective of corporate finance is to maximize the long-term value of the firm – more specifically, 

to maximize shareholder wealth/stock prices. 

 

Steps to Payout Decision 

 

 

 

<- Legal obligation to pay debt holders first 

<- Money back to the company 

For emergencies 
or new projects 

Shareholders 
sell their shares 
to get cash 
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Dividends 

-   Usually cash dividend credited to your bank account 

-   Level of dividend is not fixed and can be changed anytime 

-   The company has no legal obligation to give out dividends 

-   Dividend restrictions may exist to protect creditors 

 

Two types of dividends: 

i.   Regular dividends: expected to be maintained in the future 

ii.   Special dividends: less likely to be repeated; usually one-off 

 

Measures of dividends: 

iii.   𝐷𝑖𝑣𝑖𝑑𝑒𝑛𝑑	  𝑝𝑒𝑟	  𝑠ℎ𝑎𝑟𝑒	   𝐷𝑃𝑆  

iv.   𝐷𝑖𝑣𝑖𝑑𝑒𝑛𝑑	  𝑦𝑖𝑒𝑙𝑑: 234
56789	  :8;<9

 

v.   𝐷𝑖𝑣𝑖𝑑𝑒𝑛𝑑	  𝑝𝑎𝑦𝑜𝑢𝑡	  𝑟𝑎𝑡𝑖𝑜 = 234
A34

 

 

Dividends are sticky, which means they don’t change much unless there are dire situations. This is 

because once given, shareholders might expect dividends, and if the firm doesn’t meet this 

expectation, it can lead to problems. 

 

In Australia, the dividend payment rule replaced the ‘profits test’ (must have profit to pay out 

dividends) with ‘solvency test’ (must meet the legal – debt – obligations first before being able to pay 

out dividends). 

 

Franked dividends carry credits for tax paid by the company. 
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Dividends Payment Process: 

•   Announcement Date: The firm announces its next dividend, as well as its record and payment 

dates 

•   Cum-dividend Date: Last day when shares are traded with the right to receive the dividend (5 

days before record date) 

•   Ex-dividend Date: First day when shares are traded without the right to receive the dividend 

(day after the cum-dividend date) 

•   Record Date (Books Close Date): Shareholders are recorded to receive the dividend 

•   Payment Date: Dividend checks mailed out 

 

Dividend Drop-Off Ratio 

𝐷𝑟𝑜𝑝 − 𝑜𝑓𝑓	  𝑅𝑎𝑡𝑖𝑜 =
𝑃EFG − 𝑃AH
𝐷𝑖𝑣𝑖𝑑𝑒𝑛𝑑  

In perfect capital markets, drop-off ratio is equal to one. This means the difference between price 

with and without the right to dividends equals the amount of the dividend itself. 

 

In reality, the actual price drop might be closer to an individual investor’s after-tax dividend, which 

would differ because different investors have different tax rates. 

 

For the perfect capital market to be stable, the average investor should be indifferent between selling 

before and after the ex-dividend date. 

𝑃EFG − 𝑃AH
𝐷𝑖𝑣𝑖𝑑𝑒𝑛𝑑 =

1 − 𝑡J
1 − 𝑡<K

	  	   

 

M-M’s Dividend Irrelevance Theory 

In perfect capital markets (PCM), the value of a firm is independent of its payout policy. 
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Reasons for this: 

1.   Paying dividends is a zero NPV transaction – the value of the firm before paying dividends = 

the value of the firm after paying out dividends + the value of the dividend itself 

2.   In PCM, investors who want dividends can replicate dividends by selling their holdings that 

don’t pay out dividends. 

ð   They will get cash by selling their holdings 

3.   In PCM, investors who don’t want dividends can replicate a no-dividend stock by re-

investing their dividends. 

 

Hence, with this ability to replicate dividends, investors would not pay higher prices for firms with 

higher dividend payouts. So, dividend policy will not have an impact on the value of the firm. 

 

Factors affecting Dividend Policy: 

-   Taxes 

o   Capital Gain Tax (CGT) is paid when capital gain (selling of share) is realized, but 

investors can delay the tax payment, which is cheaper due to TVM 

o   Under the classical tax systems, CGT is less than tax on dividends, so investors prefer 

capital gains to dividends. 

o   Under the imputation system, the effective tax rate on dividends is lower due to 

franking credits, so investors prefer high payment of high dividends than capital gains 

 

-   Issue and transaction costs 

i.   High dividends mean there is a need to raise capital frequently to fund investment 

plans 

ii.   Raising capital incurs high transaction costs (direct and indirect costs)  

iii.   The higher the costs to raise capital, the lower the expected dividend 
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iv.   To lower cost, pay less dividend or keep cash on hand 

 

-   Information asymmetry and signaling 

i.   Management knows more than shareholders 

ii.   The use of dividends can signify about the condition of the firm 

iii.   A decrease in dividend conveys a negative signal about future cash flow prospects; 

may lead to fall in share price 

iv.   An increase in dividend conveys a positive signal about future cash flow prospects; 

may lead to increase in share price 

 

-   Agency costs (Free-cash flow problem) 

i.   A problem if managers are empire-builders 

§   They are reluctant to return excess cash to investors 

§   May instead increase their sphere of influence through negative NPV projects 

and takeovers 

§   May waste money on perks 

ii.   A higher dividend payout implies that there less money available for perk consumption 

and overinvestment. This discipline the management to use their remaining funds 

efficiently. However, dividends are sticky and a higher dividend payout is a strong 

commitment. 

 

Imputation Tax System: tax paid by the company = tax paid by shareholders 

ð   Shareholders don’t pay taxes twice 

ð   Only available to residential tax payers 
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A grossed-up dividend is the dividend including franking credits. 

𝐷𝑖𝑣L8M559JNO: =
𝐷𝑖𝑣<756
1 − 𝑡<

 

𝐹𝑟𝑎𝑛𝑘𝑖𝑛𝑔	  𝑐𝑟𝑒𝑑𝑖𝑡𝑠 = 𝑡< ∗ 𝐷𝑖𝑣L8M559JNO: 
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Capital Gains in Australia 

CGT is lower if stocks are held over one year 

ð   If stock is held longer than 12 months, maximum CGT is 50% of personal marginal tax 

rate 

ð   For superannuation funds, 66.66% of the capital gain is subject to CGT 

 

If 𝑡: < 𝑡<,  

ð   Shareholders receive tax returns on dividends but pay tax on capital gains, so they prefer 

dividends. 

 

If 𝑡: > 𝑡<, 

ð   Shareholders with still relatively low tax rate may prefer dividends as capital gains are 

taxed twice 

ð   Shareholders may prefer capital gains if they are able to defer the realisation of capital 

gains until personal tax rate falls or to get discounted tax treatment after 12 months 

 

For non-resident shareholders, investors prefer buying stocks that have dividend policies they like. 

 

 

Imputation increases incentives to pay out high proportion of profits as dividends. This can create 

two problems: 

1.   It can lead to fluctuating dividend 

Solution - signal to market that portion of the dividend is of a “non-recurring” nature (a special 

dividend) 

2.   May result in the firm running short of cash 

Solution - Dividend Reinvestment Plans (DRPs) allow high dividend without loss of cash   
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ð   Giving more shares to shareholders (more viable) 

 

Share Buybacks 

Corporations purchase their own shares from shareholders. They can only repurchase up to 10% of 

their ordinary shares in a 12-month period. 

 

Types of Share Buybacks: 

-   Equal access: buying back from all shareholders on a pro-rata basis 

-   Selective buyback: repurchase from specific, limited number of shareholders 

-   On-market: repurchasing from the stock exchange trading 

-   Employee share scheme buyback 

 

Tax treatment on Buybacks: 

-   On-market buybacks: subject to only capital gains tax provisions 

-   Off-market buybacks: difference between buyback price and capital component is treated 

as a dividend and can be franked 

ð   Off-market buybacks are tax advantaged because they provide both franking credits & 

capital gains. 

 

 

 

 

 

 

 

 

Off-market 
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Tax Determination TD 2004/22 

It reduces the impact of buyback discount on the capital loss claimed by the shareholders. 

ð   Market value of stock (VWAP) is adjusted for market index change minus the dividend 

in the buyback 

 
 
 
 
 
 

Grossed-up dividend – tax on grossed-up dividend 

Capital component – tax on discounted capital gain/loss 
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Why Buy-back Shares? 

1.   Improved performance measures 

𝐸𝑎𝑟𝑛𝑖𝑛𝑔𝑠	  𝑃𝑒𝑟	  𝑆ℎ𝑎𝑟𝑒 =
𝐸𝑎𝑟𝑛𝑖𝑛𝑔𝑠

𝑁𝑢𝑚𝑏𝑒𝑟	  𝑜𝑓	  𝑆ℎ𝑎𝑟𝑒𝑠 

 

When we decrease shares, we will increase EPS. However, where will we get the cash from 

to do this? Also, instead of doing this, we should improve performance measures by 

undertaking positive NPV projects instead of manipulating the ratio. 

 

2.   Signaling and Undervaluation 

Buying back company stock indicates that the stock is undervalued by the market. 

Additionally, it can be accompanied by some new information (e.g. sale of unprofitable 

asset/division) 
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3.   Financial Flexibility 

Dividend payouts are a long-term commitment and (negative) changes are unappreciated. 

Share buybacks are another way to make distributions that may not be permanent as they are 

usually one-off. Hence, the company will have the ability to access cash at short notice. 

 

4.   Employee Share Option 

Unlike paying out dividends, share repurchases don’t lead to fall in share price. Often, it 

increases instead. So, stock call option holders prefer share repurchases than dividend payout.  

 

Dividend V.S Stock Repurchases 

-   Dividends are paid by firms with higher permanent operating cash flows 

-   Stock Repurchases are done by firms with higher temporary, non-operating cash flows 

-   Firms who repurchase stocks also have more volatile cash flows and distributions 

-   Firms repurchase stock following poor stock market performance, but increase dividends 

after good performance 

 

  


