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Motivating questions

What is the marginal source of funds for investment?
Traditional: new shares.
New view: retained earnings.

Do dividend taxes affect cost of capital?
Traditional: additional wedge on corporate investment.
New view: No effect on investment. Tax advantage exactly
offsets future taxation.

How to answer these questions empirically?
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Model

Tax rates θ on dividends and c on accrued capital gains.
Vt : firm value.
V N
t : value of new shares issued at the beginning of period t.

Dt : firm’s total dividend at the end of period t.
Capital market equilibrium:

ρ̃ =
Dt

Vt
(1− θ̃)+

(Vt+1−V N
t+1)−Vt

Vt
(1− c) (1)
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Model

Rewrite (1) as a difference equation:(
1+

ρ̃

1− c

)
Vt = Vt+1+

(
1− θ̃

1− c

)
Dt −V N

t+1 (2)

Investment (no depreciation):

It = Kt+1−Kt

Resource constraint:

π(Kt)+V N
t+1 = Dt + It (3)

and Dt ≥ 0.
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Model

Bellman equation:

V (Kt) =
1

1+ρt
[−θDt +π(Kt)− It +V (Kt+1)]

Dt ≥ 0

with

ρt ≡
ρ̃t

1− c
, θ ≡ θ̃ − c

1− c
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Cost of capital

Functional form for cost of capital

ρt = ρ(Dt ,πt ,V
N
t+1)

Traditional view:

ρt = ρ(Dt/πt), ρ
′(·)< 0

Cost of capital is reduced by paying out higher share of
earnings as dividends.
New view:

ρt = ρ(V N
t+1), ρ

′(·)< 0

Only the issuance or repurchase of shares matters for the cost
of capital.
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Optimal conditions

Tobin’s Q
V ′t+1 = 1−θ

ρ3

ρ1+ρ3

Assume V ′ is constant:

π
′ =

ρt

1+θ
ρ2

ρ1+ρ3(1−θ)

θ = 0: V ′ = 1, π ′ = ρt .
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Traditional view: ρt = ρ(Dt/πt)

ρ3 = 0, ρ1/ρ2 =−Dt/πt .
Tobin’s Q & cost of capital

V ′t+1 = 1

π
′ =

ρt

1−θ
Dt
πt

Lower ρt offsets tax cost on dividends.
θ affects cost of capital, not marginal valuation.
Marginal investment: financed by V N

t+1.
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New view: ρt = ρ(VN
t+1)

ρ1 = ρ2 = 0
V ′t+1 = 1−θ

Assume V ′ is constant:

π
′ = ρt

Dividend taxes do not affect cost of capital (assume constant
θ)
But they lower marginal valuation V ′t+1.
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Summary

Traditional view
1 Marginal source of funds: new shares
2 Dividend taxes: no impact on marginal valuation, but increases

cost of capital.
New view:

1 Marginal source of funds: retained earnings.
2 Dividend taxes: no impact on investment incentives (cost of

capital), but lower marginal valuation.
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Empirical model

Suppose: πt = π(Kt)+ηt , and Kt+1 = Kt + It −ηt .
Set I newt = I oldt +ηt restores old equilibrium, if ρ constant.

New view: ρ(V N
t+1) independent of profit, so dividend does not

react.
Traditional view: ρ(Dt/πt) reacts to profit/cash flow → desire
to use part of ηt to pay dividends.
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Empirical model

Regression(
dividend

asset

)
it

= α +β1cashflowit−1+β2investmentit−1+ γfirmvalueit

+δt + contrit + εit

Null hypothesis: β1+β2 = 0 for new view.
Caveat: no investment adjustment cost, serially correlated
errors.
Data: Compustat 1982-1998.
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Results: basic models
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Mature firms sample
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External Equity Decision

No net impact of investment and cash on
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External Equity Decision
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Effects of bond rating
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Effects of analysts
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Sample slits based on new issue and repurchase probabilities
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Further sample splits
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Summary

Many firms do vary dividends in response to cash flow,
investment, and debt.

small firms with weak market access.
very large firms with high bond rating and rely more on debt.

The use of new share issues does not say anything about the
impact of dividend taxes on the cost of capital.

Evidence for new view (constant ρt) “found” for firms with low
probability of issuing shares.
But rejected by formal tests.

The authors: “There is no reason to argue which “view” is
“correct”. [...] We have failed to prove that dividend taxes
have no effect at all on the cost of capital. [...] Our
methodology is too simple...”
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