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Dividend Policy — Four Decisions

Javier Estrada

An important decision that companies must make periodically is whether to distribute part of
their earnings to their shareholders as dividends, and if so, how large this proportion should be.
Unfortunately, financial theory does not provide very clear guidance on this topic. The four
decisions discussed below shine a light on some of the important variables that managers need
to consider when making this critical decision.

1. Framework

Dividend policy is likely to be the Corporate Finance subject that provides the least guidance to
managers when they look for a solid framework on which to base their decisions. The policy
recommendations that follow from different analytical frameworks are seemingly plausible when
considered individually, but rather confusing and contradictory when considered together.

To illustrate, high payouts are a desirable policy for at least three reasons. First, because many
investors prefer a certain dollar in their pocket rather than an uncertain capital gain in the future,
which is often known as the bird-in-hand argument. Second, because a dollar in the pocket enables
consumption today, whereas a dollar retained enables consumption in the future, and the latter
is typically considered less valuable. And third, because excess cash not returned to shareholders
gives managers the temptation to ‘build empires” which ultimately destroy shareholder value.

However, low payouts may also be a desirable policy. In most countries, capital gains are taxed
at a lower rate than income, something that is particularly true for wealthy individuals, thus
implying that paying dividends is an inefficient way to distribute profits. From this tax
perspective, managers would make shareholders better off by using the company’s earnings to
repurchase shares rather than to pay dividends.
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To complicate matters even more, two Nobel Prize winners, Franco Modigliani and Merton
Miller, have argued that dividend policy is irrelevant, in the sense that it does not affect the value
of a company. The explanation behind this argument is that shareholders can undo any
undesirable dividend policy by buying and selling shares in the company, thus creating their
desired stream of income. The so-called ‘homemade dividends’ imply that if a company pays
more than shareholders wanted, they can use the excess cash to buy additional shares in the
company; and if the company pays less than shareholders wanted, they can sell some shares to
attain their desired level of income.

The evidence on dividend policy highlights the importance of at least four variables: dividend
smoothing, signals, clienteles, and growth opportunities. A large amount of evidence suggests
that most companies make an effort to smooth dividends over time, determining the amount to
be paid not just on the basis of the current period’s earnings but also on the basis of dividends
paid in the past, typically with more emphasis on the latter than on the former.

The evidence also highlights the signaling effect of different dividend policies. Because managers
are typically reluctant to reduce dividends, a company that increases its payout is implicitly signaling
that it will be able to maintain the higher payout in the future, which in turn suggests that managers
expect higher earnings down the road. This signal helps to explain the observed positive correlation
between dividend increases (reductions) and higher (lower) stock prices. However, it is important
to keep in mind that observing the opposite reaction is neither impossible nor, in fact, unusual.

The evidence also suggests that investors migrate to those companies that have a dividend policy
that suits their needs, thus grouping into clienteles. This explains why wealthy individuals tend to
favor shares of companies that pay low. or no dividends, and less wealthy individuals tend to favor
companies with high dividends. In other words, shareholders are attracted by a company’s dividend
policy, become the company’s clientele, and tend to stick around unless the company changes its
policy (which partially explains managers’ tendency to smooth dividends).

Finally, growth opportunities, which typically demand the investment of capital, also influence a
company’s dividend policy. Companies with prospects of investing in new sectors or countries
may prefer to retain cash to take advantage of those opportunities, whereas those with limited
or no growth prospects may prefer to pay dividends, knowing that the cash they are using has
no substantial opportunity cost.

2. Microsoft

In early September 2020, in a large office at Microsoft’s headquarters overlooking Lake Sammamish,
in Redmond, Washington, Satya Nadella (CEO), Amy Hood (CFO), and John Thompson (Chairman of
the Board), gathered to discuss the upcoming dividend announcement. Despite the COVID-19
pandemic, the company was in a strong financial position and had been paying dividends regularly
for many years, so the question was not so much whether to pay but how much.

Microsoft surprised Wall Street in January 2003, announcing its first-ever quarterly dividend of
$0.08 a share. Ayear and a half later, in July 2004, the company shocked Wall Street by announcing
a special, one-time dividend of $3 a share, a payout worth $32 billion; the company had some
S50 billion in cash at the time. From then on, Microsoft regularly paid and increased its dividends.
Over the 10 years between fiscal years 2010 and 2020, the company’s annual dividend per share
increased from $0.52 (50.13x4) in fiscal year 2010 to $2.04 ($0.51x4) in fiscal year 2020, for an
annual growth of nearly 15%. (Microsoft’s fiscal year runs from July 1 to June 30.)
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Exhibit 1 shows the annual cost of Microsoft’s dividends over the 2016-2020 fiscal years, which
amounts to nearly $66 billion. The exhibit also shows the annual cost of the company’s
aggressive share repurchase program, which adds up to over $70 billion over the same period
(and nearly $200 billion over the fiscal years 2004-2020). These figures imply that Microsoft
distributed over $136 billion to its shareholders during the 2016-2020 fiscal years.

OnJuly 22, 2020, Microsoft reported results for the fourth quarter of fiscal year 2020, as well as
results for the full fiscal year 2020. Exhibit 2 shows that, relative to fiscal year 2019, Microsoft
increased its revenue by 13% to over $143 billion; its operating income by 23% to nearly
S53 billion; its net income by 13% to over $44 billion; its cash position by 2% to over $136 billion;
and its (diluted) earnings per share by 14% to $5.76. The company also increased its dividend
per share by 11%, from $1.84 to $2.04.

Nadella, Hood, and Thompson rather quickly agreed on what to do. On September 15, 2020,
Microsoft announced a dividend per share of S0.56, a 10% increase over the $S0.51 dividend per
share the company had paid the previous quarter.

3. Berkshire Hathaway

In early August 2020, in Berkshire Hathaway’s modest headquarters in Omaha, Nebraska,
Warren Buffett (CEO and Chairman of the Board) and Marc Hamburg (CFO) were sipping a
Cherry Coke and waiting for Charlie Munger, Buffett’s trusted friend (and Vice Chairman of the
Board) to join them. Due to the COVID-19 pandemic Munger had decided to stay in Los Angeles
and join the meeting by Zoom. The issue on the table was the upcoming news release of the
company’s second quarter results on August 8.

The company’s dividend policy was not on the list of issues to be discussed; as is well known,
Buffett famously refuses to use Berkshire’s cash to pay dividends. However, this refusal does not
imply that Berkshire does not reward its shareholders handsomely. Not only did shareholders
enjoy a remarkable 20.4% annualized return between 1965 and 2019 (a period in which the S&P
500 delivered an annualized return of 10.1%, including dividends) but they also received cash in
the form of share repurchases.

The share buyback program permits the company to repurchase Class A and Class B shares “any
time that Warren Buffett ... and Charles Munger ... believe that the repurchase price is below
Berkshire’s intrinsic value, conservatively determined.” Exhibit 3 shows that the company spent
over $1.3 billion in 2018, over S5 billion in 2019, and nearly $6.7 billion in the first two quarters
of 2020 repurchasing its own shares. Berkshire did not repurchase any shares during the 2013-
2017 period; the last time it had done so was in December 2012, when the company spent nearly
$1.3 billion buying back its own stock.

As usual, Berkshire was in a strong financial position. Exhibit 4 shows that its profits increased by
87%, from just over $14 billion in the second quarter of 2019 to over $26 billion in the same
quarter of 2020. This large increase, however, was partially due to an increase in the market
value of publicly traded companies partly owned by Berkshire. Current accounting rules require
companies to book the value of unrealized gains and losses, which is why Buffett regularly warns
investors not to focus on the net income figure.
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