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1. Stable divideng policy: Stable dividend policy is one that maintains
regularity in Paying some dividend even though its amount ﬂu?tt.lates. from year
'0 year and may not be related to earnings. Thus, stability of dividends refers 1o
regularity of the amoy ‘

nt paid out. Stability of dividends can take three distinct
forms. kg '

(1) Constant dividend per share.
(1) Constant percentage of net earnings.
(1i1) Constant dividend per share and extra dividend. |
(1) Constant dividend per share: In this case, the management follows the
policy of Paying a fixed amount of dividend per share every year irrespective of
the fluctuations in the earnings. This does not imply that the rate of dividend wil
never be increased. When the earnings of the company increase at a new Space
level of earnings, it increases the rate of dividend per share. | e
This policy is casy to follow when company earnings are stable. If earnings
fluctuate widely the company can follow this policy by maintaining a dividend
fluctuation fund in surplus years, which is invested in marketable securities so that
they may easily be realized in bad years to.pay the dividend in those years.
[ii] Constant percentage of net earnings: Some companies follow the policy

the year of loss. Under this policy
internal financing is automatic. For example in the above case, 60% of {he profits
are transferred to reserves. This policy leaves nothing to the management’s
- discretion. | - - ' |

Y ADVANTAGES OF STABLE DIVIDEND POL1Cy
Advantages to investors:

(1) Confidence among shareholders : A regular and stable dividend payment
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o shareholders. -
- (2) Income conscious investors:
- conscious they favor a stable * A8 the inye
i i ¥ _ ate of »
dividend, """ "R Sy dividend ang
(3) Stability in market price of sharec: (i o .

; price of shares: Other thin INg equial. fha v

e s Ve _ gs being equ -
; e . . L g ] . ty.sn :_‘.- S,'

Never an unstable rae. of

: this policy stabilizes the _market price of the stock.’

4) Encouragement to institutional investors: A stablAe d'i'v'id_énd poli'cyat&acts

?nstltutl_or-lal Investors who generally prepare a list of securities mainly
incorporating the securities of the companies having stable dividend policy. in

which they invest their surpluses or their long-term funds such -as pensions or;

provident funds etc.

Advantages to coin"pa_ny.: ‘

(1) Increase in good will and credit of the company: Stability and credit of -
the company affects the market price of shares and increases the general -

credit of the company that pays the company in long run.

(2) F inancial planning: A company with stable__dividénd policy may
formulate its financial planning faster and easily because the financial |

manager can correctly estimate the future demand and supply of capital
O ; .

in the firm. Timing of dividend payment can be forecasted easily by |

' preparing cash flow statement.

Disadvaritages: ‘
%y However, the stable dividend P()_]icy B
danger associated with a stab]e_ d1v1dencf_1 p?no b
. cannot be changed without serlous:Iy af e; :hg o
~ management and the credit-worthiness 0 | so that it can be main
that the dividend rate is fixed ata lower leve ,

| ears with réd_uc;:d profits.

ot without émy drawbacks. The grez_ue.?'t
licy is that once the firm adopts 1, 1t
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'O 'FORMS OF DIVIDEND _ - il ;é

D1v1dends can be classnﬁed in various forms. D1v1dends paid i in the ordinary course of business areu
known as Profit dividends,while dividends paid out of capitl are known as Liquidation dividends. D1v1dends1

may also be clasified on the basis of medium in which they are paid :
(a) CashDividend. A cash dividend isausual method of paying dividends. Paymentof dividend i m cas

results in outflow of funds and reduces the company’s net worth, though the shareholders get an opportunlty,
| to invest the cash in any manner they desire. This is why the ordianry shareholders prefer to receive d1v1dends
i - incash. But the firm must have adequate liquid resources at its disposal or provide for such resources S0 Lhat :
! ii its liquidity position is not adversely affected on account of cash dividends. ) ol
[

(b) ScriporBond Dividend. A scrip dividend promises to pay the shareholders at a future spec1ﬁc date

In case a company does not have sufficient funds to pay dividends in cash, it may issué notes or bonds fori i
, amounts due to the shareholders. The objective of scrip dividend is to postpone the immediate Payment of'ni
. cash. A scrip dividend bears interest and is accepted as a collateral security. : rf-
~ (c) Property Dividend. Property dividends are paid in the form of some assets other than cash. 'I‘hey
 are distributed under exceptional circumstances and are not popular in India. :
(d) Stock Dividend. Stock dividend means the issue of bonus shares to the existing shareholders It a
company does not have liquid resources it is better to declare stock dividend. Stock dividend amounts’ o'
capitalisation of earnings and distribution of profits among the existing shareholders without affectmg the".
cash posmon of the firm. This has been discussed in detail under “Bonus Issue”. _ : 3

3

Cl “BONUS.ISSUE

_ A company can pay bonus o its shareholders either in cash or in the form of shares. Many a times, =
_° company is not in a position to pay bonus in cash inspite of sufficient profits because of UI]SEIUSI&C[OI'Y caSh
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‘position or because of its adverse effects on the working capital of the company. In such cases, if the compaiy
. so(iesnres and the articles of association of the cdmpany provide, it can pay bonus to its -sha:chc_)l_de; in gle
 form of shares by making partly paid shares as fully paid or by the issue of fully paid bonus shares. =
- The dictionary meaning of bonus shares is : ‘a premium or gift, usually of stock, by a corporation to
shareholders” or “an extra dividend paid to shareholders in a joint stock company from surplus profit.
However, in legal context the meaning is not the same. A bonus share is neither dividend nor a gift. It is
govemed by so any regulations that it can neither be declared like a dividend nor gifted away. Issue of bonus
shares in lieu of dividend is not allowed as according to Section 205 of the Companies Act, 1956,
no dividend can be paid except in cash. It cannot be termed as a gift also because it only represents the past
sacrifice of the shareholders, : BN T

O EFFECTS AND OBJECTS OF BONUS ISSUE

- When a company accumulates huge profits and reserves, its balance sheet does not révc?al atrue picture‘
about the capital structure of the company and the shareholders do not get fair return on their capital. Thus,
if the Articles of ASSOC}auOn of the company so permit, the excess amount can be distributed among the
existing shareholders of the company by way of issue of bonus shares. =

The effect of bonus issue is two—fold, viz., _

. ( 1_) | It amounts to reduction in the amount of accumulated profits and reserves.
£ (ii) Th_e.rc 1s a corresponding increase in the paid up share capital of the company. = w1 gl

- By the issue of bonus shares, the accumulated profits and reserves of the company are converted into
she:in;,? capital which is used perma\nently 111 the business and hence it is also known as Capitalisation of Profits
and Reserves. G, b , s

- The following circusmstances warrant the issue of bonus sharz.. . :

(1) When a company has accumulated huge profits and reserves and it desires to capitalise these proﬁts
so0 as use them on permanent basis in the business, . - Xl

(2) When the company is not z;)ble ﬂ§0 c(i}eclare higher rate of dividend on its capital, in spite of sufficient
profits, due to restrictions imposed by the Government in regard to payment of dividend, 5

: .(?;3 hWhZI:eh;%h;il;( ;gg;,] ({l)fl I(]ilfxlfllgl?;d ai:’omt' advisable for the reason that the shareholder may expect the
same higher r. . 15 g =

cannot declare a cash bonus because of unsati g ey
adve(rit)a égz]::gots?h?ggﬁzg capital of the company. Satistactory cash position and its

A ere isalarge differenceinthe nomingl value and market value of th a :
Hencgg) thygl:;ut.]sl issue is made to achieve the following objects : © Shaf_es of the company.

"(1) To bring the amount of issued and paidup capitalin line with the capital employed so as to depict

il . i the company. % : : :
more realistic earning capacity of ) ;L . _ _
(2). To bring down the abnormally high rate of dividend on its capital 5o as to avoid labour propjer
such a5 demand for higher wages and to restrict the entry of new entrpreneurs due to the attraction offbf,o,f,'fﬁ

profits, as illustrated below :

e

DRalanca Shaat nf Y r‘n
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00 ADVANTAGES OF ISSUE OF BONUS SHARES

(A) Advantages from the vxewpomt of the Lompany
(1) It makes available capital to carry an a larger and more profitable business.
(2) Itis felt that financing helps the company to get rid of market influences.
(3) When a company pays bonus to its shareholders in the value of shares and not in cash, its llqmd

resources are maintained and the working capital of the company is not affected.
(4) Itenables a company to make use of its proﬁts on a permanent basis and increases cred1tworth1ness

a z“‘-‘..\:l.-' e

- of the company. \
(5) Itis the cheapest method of raising additional capital for the expansion of Lhe busmes<=

© (6) Abnormally high rate of dividend can be reduced by issuing bonus shares which enables a company'

to restrict entry of new entrepeneurs into the business and thereby reduces competition.
(7) The balance sheet of the company will reveal a more realistic picture of the capltal structure and'

gt
b

the capacity of the company.
(B) Advantages from the viewpoint of investors or shar eholders
It is generally said that an investor gains nothing from the issue of bonus shares. It is so bccausc thc
shareholder receives nothing except some additional share certiﬁcates But his proportionate ownershlp m3
the company remains unchanged. ;
... For example, say, a company has 10, OOO equity shares of Rs. 10 each, out of which Mr. A ownsi
1,000 shares. Now the company issues bonus shares at the rate of 1 share for. every 2 shares held in the
~company. After the bonus issue, the total share capital of the company shall be 10,000+5,000=15,000 shares

of Rs.10 each of which Mr. A shall own 1,000+500=1,500 shares. His proportionate ownership pl'l()l' to r.he
,000 i el

’

: bonus 1ssue was x100=10%

: And after the bonus issue, his proportionate owhership‘shall Be o0 x100=10%
15,000

y

Hence, the proportionate ownershl
p remains the same and on this account he does not gain an ﬁung
Butin :Eg lcsa:;!c:, he should be happy as he owns 1,500 shares now against 1 ,000 shares ownedgpnor toybon
lsjs,uf IE: e : l:gh.':u:ler by 500shares received free of cost, which he should be able to sell in the market. B,"= ]
what happens 1s that generally, a company is not able to maintain the same rate of dividend on its sharﬁs*
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S ot T%m% n the market as a result'of bonus issue: -The’refor_cl‘:-‘ prachas s
1are Capital Sl llllulsufatedr‘f"im'the"help of the following example sop

A ‘
0,000 Equity Shares of Rs 10 pacr - R e ke w26 iy .
! S.loeach : o AT NETIPL O (P E R R
L Q¢ o * iD= RS. l',OO,OOO r. i g ‘ $rat ey
7Y._a the'company’s average profit prior to bonus issue is Rs. 20,000; sicitreriss iy w5 Horlb

7 That income return on capital is - 20,000 .
: 1,00,000

x100=20% Y e Wit i LS9Nio
After the bonus issue of 5 ey ] % ' s o 2
cachic. Rs, 150,000, 0 Culty shates, thecapialof e company shall be 15
But the earning capacit '
the same. And hence there is

20,000 - B S
150 000'—‘13-33% It is clear that the return on capital has fallen from 20% to 13.33%. So the

000 shares of Rs.10

y of the company does not increase because the assets of the compan())f reaI;cl?I:n
€very possibility that the average profit shall remain the same, Rs.20,000m 2

return on

prices of the shares in the market shall fall accordingly, making the value of 1,500 shares nearly the same as
it was for 1,000 shares prior to bonus issue, which proves that there is no gain to the investor. Butin case the
company is able to maintain or increase the rate of dividend on its shares after the issues of bonus shares, the
prices of its shares will not fall and the investor will gain substanially, To sum up, the advantages to the
shareholders are : ‘ ; e

(1) The bonus shares are a permanent source of income to the investors., R PR RO T
(2) Even if the rate of dividend falls, the total amount of dividend may increase as the investor gets
dividend on a larger number of shares. '

(3) The investors can easily sell these shares and get immediate cash, if they so desire. Bl : e
0 DISADVANTAGES OF ISSUE OF BONUS SHARES

Inspite of many advantages, the issue of bor{us‘sha_lres suffers from the following 'diad_vﬁntages .
(1) The issue of bonus shares leads to a drastic _tall in the future rate of dividend as it is only the éapital
that increases and not the actual resources of the company. The eamings do not usually increase with
'the issue of bonus shares. Thus, if a company eams a profit of Rs.2,00,000 against a share capital
of Rs. 5,00,000 and the capital of the company is raised by the issue of bonus shares to Rs. 8,00,000
the rate of dividend falls from 40% to 25%. . ” bl
(2) The fallin the future rate of dividend results in the fall of the market price
this may cause unhappiness among the sharcholders. A
'(3) . The reserves of the company after the bonus issue decline and leave lesser security to investors

R THE ISSUE OF BONUS SHARES (13.4.1994) - s i s

 New guidelines on bonus shares have bech = ;u;d oy e P:;mary Market Department of SEBI vie progs
telease dated 13.4.1994 modifying the earlier guidelines ;S;luc | by ‘SEI_S I on 1 %.6. 1992, SEB] believes th i

‘while deciding on bonus issues, the Board -Dafl?m:cmrs (::1 be COmlzhanles Wishing to make bonug issyes yif]
L ideration the relevent financia 1actors and observe the following modified gy; delifas .

licable to existing limited companies who shall forwzarg aceftific te dul

o rd A certificate dyly

1. These guidelines: are ,'f:lPP e k
Signed by the issuer and duly signed Y its IOy senn il ol Secrszy In practice to the effoey
?¥f§§s’ have been complied

of shares considerably,

0 NEW GUIDELINES FO

" (hat the terms sand conditions for issue of bonus shares, as laid down in these gyj

W
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; 2 | ‘ --ISsee ei‘bonus shares after any public/riglits issue is subject to the conditior_l ﬂla[‘ﬂﬂ'bbnqS;iSSﬁes
“be made which will dilute the value or rights of the holders of debentures convertible fully or partly
- 'be made which w ' sion of FCDs/PCDs issue any shares by way of bop, \

" Inother words, no company shall, pending conver ST byl ong
unless similar benefit is extended to the holders of such FCDs/PCDs, ﬂlrough rzse_rvatu()]n tott] Sh‘d're__s-}!
: proportion to such convertible part of FCDs or PCDs. The shares so reser\.!ed may be 15513'»: at the umeL
conversion (s) of such debentures on the same terms on which the bonus issues were made.

3. The bonus issue is made out of free reserves built out of the genuine preﬁts or share pfemiﬁii

collected in cash only. &
Reserves created by revaluation of fixed assets are not capitalised.
The declaration of benus-issue, in lieu of dividend, is not made. - _ T
‘The bonus issue is not made unless the partly paid shares, if any existing, are made fully paul,:
The company : : D
(i) has not defaulted in payment of interest or principal in respect of fixed deposits and mterg';t
on existing debentures or principal on redemption there of, and. £
" (ii) hassufficient reason to believe that it has not defaulted in respect of payment of statutory due
of the employees such as contribution to provident fund, gratuity, bonus, etc. g
8. A company which announces its bonus issue after the approval of the Board of Directors mug
implement the proposals within a period of six months from the date of such approval and shall not have the
option of changing the decision. - g : e ‘ <
9. There should be-a provision in the Articles of Association of the company for capitalisation of
resources, etc., and if not, the company shall pass a resolution at its general body meeting making provision
in the Articles of Association for capitalisation, A 5 fs e
10. _Consequent to the issue of bonus shares, if the subscribed and paid-up capital exced the authorised
 share capital, a resolution shall be passed by the company at its general body meeting for increasing th
authorised capital. : ! - 5
3. SOURCES OF BONUS ISSUES :
The bonus shares can be isued out of the following :

e
i

by

o Ak

- 1. Balance in the Profits and Loss Account.
- 2. General Reserve.
- 3. Capital Reserve.
- 4. Balance in the Sinkine Fund R f fon of - ‘ i
ity A g eeerve or Redempuon of Debent_ures after the debentures have beell
5 | '

Development Rebate Reserve, Developmen-t Allowance Reserve

.. Tax Act 1961, after the expiry of the specified period. (8
' : : ars),
~ 6. Capital Redemption Reserve Account. period (8 years).

.7, Premium received in cash,

etc., allowed under the Incomé

Teserves created for specific purp - by s cantl
of revaluation of assets. 5 PHIPOSEs, premium received in kind and reserves created-%
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Stock Splits

Although there is little empirical evidence to support the contention, there is neverthele
in financial circles that an optimal price range exists for stocks. “Optimal” means .
this range, the firm’s value will be maximized. Many observers, ingludmg Porter’§ manageme?t, believe that
the best range for most stocks is from $20 to $80 per share. Accordn?gly, if the pl'll(:‘E ot; 1f’orter sbs;)col}r;)l:.;aI :
$80, management would probably declarg a two-for-one stock spl}llt, tl;us Ig\(:;l:‘i;lngthee ;’ig‘:}( i
outstanding, halving the earnings and dividends per share, and tthei:s Sy g pgst-split s e e
stockholder would have more shares, but each share would be Worl_t Hawever o 8hn i prie e
P g kholders would be exactly as well off as before the split. ; - for sl T
I S SI0G d be better off. Stock splits can be of any size p

Flabilize abaive $40, steckhaldars woul e-and-a-half-for-one, or in any other way. _ PIX)
S be anli b for orle, thre'?l-filz:\?;l 21’ c1)‘zverse split. For example, Interrﬁtiznal I;;fm;egocdzg;ee(view.
| Sometimes a company b ich allows a user to “walk through™ a 360-degree vie
developed the iPTX computer imaging t'ecﬁoiﬁfﬁg-hcﬁm crash of April 2000, but by éugusl:j%glagz‘fg
Its stock price was in the $30 rangefp Iﬁzgdaq’s listing requirements is that the stO(Cik I;nlc g rI:verse stock split .
had fallen to $0.20 per share. One o to delist IPIX. To drive its price up,_IPL:{Oh:haies' of stock for a single
per share, and Nasdaq was threitznggOOl, with its shareholders in};?:)gfnllg to around $2, but IPIX closed
before trading began 0}11'1 A;%I]ispricé should have increased by a fac ;

new share. In theory, the s

' ive signal.
t as a negative signa
6. Evidently, investors saw the reverse split as
1 1.46. Ev :
that day at a price of $

$s a widespread belief
that if the price is within
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a BONUS ISSUE (STOCK DIVIDEND )VS. STOCK SPLIT

Stock dividend means the issue of bonus shares to the existing shareholders of the company. It amounts
to capitalisation of earnings and distribution of profits among the existing shareholders without affecting the
«cash position of the firm. Stock split, on the other hand, means reducing the par value of the shares by
increasing the number of shares proporuonately, viz; a share of Rs. 100 may be split into 10 shares of R 10
‘each Thus, the two terms are quite different from each other. :

The effect of bonus issue is that it amounts to reduction in the amount of profits and reserves, whereas
stock split does not affect the accumulated profits at all. Further,in bonus issues, the par value of the stock
‘remains unchanged, whereas, it is reduced in case of stock split. However, in both the cases, the book value
per share, earnings per share and the market price per share declines. That is why a stock dividend is considered
very much like a stock split. The distinction between the two is of technical nature. A stock dividend is
reflected in the balance sheet by way of transfer from retained earnings to equity capital wheareas a split is
shown as a reduction in par value of each share. Although, it is generally said that neither an investor nor the
company gains anything from stock dividend or stock split, yet there may be a positive effect of informational
content of bonus/split annnouncement. The prices of shares may not fall in direct proportion to the'increase
in number of shares thereby increasing the wealth of the shareholders. The - prospects of the firm in regard to
raising additional funds may-also i improve. Hindustan Lever Limited, a well kown company in the Indian
corporate sector, recently announced stock split in the month of Februray 2000 and there has been a
favourable Jmpact on the value of its shares in the market. :
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‘Reasons for mrm-.m\mﬂoow split: H:o mozoé_:m are Emmosm Hao_. %::Em 2, a

,ooEﬁE& s ordinary shares: 5 37
(i) To make trading in shares m:amn:sw

(i) To signal the possibility of higher E.oma E Eo ?ER
O:v .H.o mEo higher dividends to mrmR:oEQ‘m |

wOde mEPWHm <m mHOON m_.ELE,

S. ZO wOde mﬂ.&%ﬁm e - mHOOW SPLIT

| S | .H:@ par <m_:m om :6 share i is cnosmsmoa .ﬂ_w vm:, <m_cn of the m:mﬂm is reduced

02 Part of the reserves is capitalized . Thereis no capitalization of reserves.
03 The shareholders’ proportional ~ ~ The shareholders’ proportional oisoaw_m
 ownership remains unchanged remains ::n:m:mma e XY _ _
04 Thebook value per share, the omBEmv The book value per share, :5 earnings

- per share and the Bm%ﬂ price wma ~ per share and So Bm%mﬁ v:om per
Sharedecling. .. - . . "+ share decline.

05 The anwﬁ wnoo per mrmﬂm is cScmE

The market price nm_. share is brou ght
j i_n:: a more popular trading range -

._,SES amore @owc_mﬂ :.mm_:m range

a—

Hs ::a:m: a moow mE: is m:E_E. 8 m _uoscm issue from S@ economic co:: .

Smé Emno are some a_mﬁ.osoom moE Eo mooocscs g point of view.

£
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¥ SHARES REPURCHASE (BUYBACK OF SHARES)

In:t-i_mes Of,SmPlUS Cash available with the firm and no invés’tment’ opportun'hities_
are aVallable to p['Ofitably dep]oy the Surp]us fun-ds’ a COmpany may use th()se

funds to repurchase shares from the shareholders. With repurchase of shares_,'few_
shares remaining outstanding which will result in increasing earnings per share
and increase in the market price of share and reduction in amount required in the
form of dividends. 4 ; G HHE Livs, .
The share repurchase price can be calculated as follows:
| (SxPc) G
P# ik T | | . ' \
.W’here . S = Number of shares Qutstanding'pri;or-to di'st,ri_but,i.on ,
~ Pc = Current market price per share prior to dlsmbutlon
N = Number of shares to be repurchased i
p* = Equilibrium repurchase price -
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;DISTRIBU;.'IONS THROUGH STOCK REPURCHASES k.

Stock repurchases, which occur when a company buys back some of its own outstanding stock, have
become an important part of the financial landscape.!? In fact, large companies have repurchas-ec_l more
shares than they have issued since 1985. Repurchases have also become the prefer-red. me‘.[hod 9f Initiating
cash distributions to shareholders. In 1998, 81 percent of those firms initiating a distribution did so with 3
stock repurchase instead of a cash dividend, substantially higher than the 27 percent doing so in 1973.13
Stock repurchases have also steadily replaced dividends as a form of distribution, with more cash returned
to -shareholders in repurchases than as dividend payments since 1998. This section discusses stock
repurchases and their effect on value.

Three principal situations lead to stock repurchases. First, a company may decide to increase its leverage
by issuing debt and using the proceeds to repurchase stock, as we described in Chapter 16. Second, many
firms have given their employees stock options, and they repurchase stock for use when employees exercise
the options. In this case, the number of outstanding shares reverts to its pre-repurchase level after the options
are exercised. Third, a company may have excess cash. This may be due to a one-time cash inflow, such as
the sale of a division, or it may simply be that the company is generating more free cash flow than it needs
to service its debt.14

Stock repurchases are usually made in one of three ways: (1) A publicly owned firm can buy back its own
stock through a broke.zr on the. o;‘)‘en _mar’l’(et.IS (2) The firm can make a tender offer, under which it permits
. s?ockholders to .sen_d in (that is, te}'lder ) shares in exc}}apge for a specified price per share. In this case, the
| firm generally indicates that it will buy up to a specified number of shares within a stated time period

(usually about two weeks). If more shares are tendered than the company wants to buy, purchases are made

on a pro rata basis. (3) The firm can purchase a block of ; : i
Sl e shares from one large h otiated basis.
This is a targeted stock repurchase as disencead in Chanine 12 ge holder on a neg :
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COMPARISON OF DIVIDENDS AND REPURCHASES

The advantages of reépurchases are as follows:

s

Rep}lrchase announcements are viewed as positive signals by investors because the repurchase is often
motivated by management’s belief that the firm’s shares are undervalued. ~

The stockholders have a choice when the firm distributes cash by repurchasing stock—they can sell or
not sell. Thus, those stockholders who need cash can sell back some of their shares, while those who do
not want additional cash can simply retain their stock. With a cash dividend, on the other hand, .
st9ckh01ders must accept a dividend payment. _ :

Dividends are “sticky” in the short run because managements are reluctant to raise the dividend if the
increase cannot be maintained in the future—managements dislike cutting cash dividends because of
the negative signal a cut gives. Hence, if the excess cash flow is thought to be only temporary,
management may prefer to make the distribution in the form of a share repurchase rather than to
declare an increased cash dividend that cannot be maintained. o
Companies can use the residual model to set a target cash distribution level, then divide the distribution
into a dividend component and a repurchase component. The dividend payout ratio will be relatively low,
but the dividend itself will be relatively secure, and it will grow as a result of the declining number of
shares outstanding. The company has more flexibility in adjusting the total distribution than it would
if the entire distribution were in the form of cash dividends, because repurchases can be varied from year
to year without giving off adverse signals. This procedure, which is what Florida Power and Light
employed, has much to recommend it, and it is one reason for the dramatic increase in the volume of
share repurchases. e i

Repurchases can be used to produce large-scale changes in capital structures. For example, several years
ago Consolidated Edison decided to borrow $400 million and use the funds to repurchase some of its

common stock. Thus, Con Ed was able to quickly change its capital structure.
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Companies that use stock options as an important component _Of en?ployee compensation can repurchase
shares and then use those shares when employees exercise their options. This avoids having to issue new

shares and thus diluting earnings. Microsoft and other high-tech companies have used this procedure in
recent years. ; : : :

'._Disadvantages of repurchases include the following:
Al

Stockholders may not be indifferent between dividends and capita% gains, and the price of the stock might
benefit more from cash dividends than from repurchases. Cash dividends are generally dependable, but
repurchases are not. 7 :
The selling stockholders may not be fully aware of all the implications of a repur.cl.lgse, or they may not
have all the pertinent information about the corporation’s present and fu'a}re acthIFles. However, fll’FnS
generally announce repurchase programs before embarking on them to avoid poten’aal stockholder suits.
The corporation may pay too much for the repurchased stock, to ‘Fhe disadvantage of remaining
stockholders. If the firm seeks to acquire a relatively large amount of its stock, then the price may be
bid above its equilibrium level and then fall after the firm ceases its repurchase operations.

When all the pros and cons on stock repurchases versus dividends have been totaled, where do we stand?

Our conclusions may be summarized as follows:

1.

Because of the deferred tax on capital gains, repurchases have a tax advantage over dividends as a way
to distribute income to stockholders. This advantage is reinforced by the fact that repurchases provide
cash to stockholders who want cash while allowing those who do not need current cash to delay its
receipt. On the other hand, dividends are more dependable and are thus better suited for those who need
a steady source of income. | 7

Because of signaling effects, companies should not vary their dividends—that would lower investors’
confidence in the. company a_md adversely affect its cost of equity and its stock price. However, gash
flows vary over time, as do investment opportunities, so the “proper” dividend in the residual model

sense varies. To get around this problem, a Company can set its dividend low enough to keep dividend

payments from constraining operations and then use re urcha; i
g S€s 0 asis to
distribute excess cash. Such a procedure would 3 N a more or less regular basis |

cash flow to those stockholders who want it. provide regular, dependable dividends plus additional
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