











IV. Interpr nof R

For all countries, the predictive power of the earnings per share models
are slightly higher than those of the cash flow models except in Australia where
the EPS model has a significantly higher R®. This is contrary to Brittain’s results
that conclude that cash flow models have better predictive power than earnings
per share models.

The intercepts in the regressions are positive. This is consistent with
Lintner’s results which show that the intercepts are positive to reflect the fact
that firms are very reluctant to cut dividend payments. The earnings per share
variable and last year’s dividend are the most significant factors in explaining
the dividend policy of firms. The size variable does not add very much to the
explanatory power of the regressions.

The calculated payout ratios for Australia, France and U.S. are not
significantly different from the actual payout ratios but for Germany and Japan,
the calculated payout ratios are lower than the actual payout ratios. The payout
ratios are, however, within the calculated range.

Australia’s and Germany’s speed of adjustments are the highest among
the five countries. This means that these countries adjust their dividend

payments very quickly to changes in earnings.
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CHAPTER 8

SUMMARY AND CONCLUSIONS

I Summary

There are some significant differences in deend payout ratios, dividend
yields and dividend growth rates between Australia, France, Germany, Japan
and United States between 1983 and 1991. Australia has the highest dividend
payout ratios, dividend yield and dividend growth rates. The French dividend
payout ratios are the lowest while the Japanese dividend yield and dividend
growth rates are the lowest.

The tax effects hypothesis is used to make predictions on the effects of
tax law changes on dividend payout ratios. It is predicted that the payout ratios
in France, Germany, Japan and U.S. should decrease while there should be an
no significant change in the payout ratios in Australia if it is assumed that
dividend income taxes were not paid before the tax law change. The paired t-
test, the Sign test and the Wilcoxon sign rank tests are used to test for
significant changes after the tax law change. The results show that there were
insignificant changes in dividend payout ratios in Australia, Germany and U.S.

The dividend payout ratios decreased in France but the three tests used to test
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for significant changes provide contradictory results which makes it difficult to
make any general inferences. There was also a significant decrease in dividend
payout ratios in Japan and the three tests confirm this significance. The results
of the effects of tax law changes on dividend payout ratios are therefore
generally inconclusive.

The dividend payout ratios were also adjusted for macro economic
effects by using interest rates as a covariate and the means of the adjusted and
unadjusted payout ratios are similar. This suggests that intereét rates do not
affect payout ratios.

The validity of the tax effects hypothesis is also tested by examining the
relationship between expected return and dividend yield using a modified
Capital Asset Pricing Model. The relationship between expected return and
dividend yield in Japan and U.S. before and after the tax law change is positive
and significant. These countries have higher total effective tax rates on dividend
income than on capital gains. The relationship between expected return and
dividend yield is insignificant in Australia before and after the tax law change.
This is also consistent with the tax effects hypothesis because shareholders in
Australia are supposed to be indifferent to dividend income or capital gains if
they do not pay dividend income taxes. The insignificant relationship in
Germany (before the tax law change) and the positive relationship in France
and Germany (after the tax law change) suggest that the marginal investors
may be in the top tax bracket.
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The results also show that there is a shift in dividend yield ooefﬁciént
The coefficient increased significantly in France and Germany after the tax law
change when the tax disadvantage of dividend income increased. The changes
in the dividend yield coefficient for Australia, Japan and U.S. are insignificant.

These results therefore generally support the tax effects hypothesis.
Countries with higher effective tax rates on dividend income have a positive
relationship between expected return and dividend yield. This suggests that
dividends have a negative effect on the value of a firm.

Lintner’s partial adjustment model is able to explain the dividend behavior
of firms in countries other than U.S. The addition of a size variable does not
add very much to the explanatory power of the regressions even though the
coefficient of the size variable is significant. The calculated payout ratios for
Australia, France and U.S. are not significantly different from the actual payout
ratios. The calculated payout ratios for Germany and Japan are lower than the
actual payout ratios but are within the calculated range of payout ratios.
Australia and Germany have the highest speed of adjustments among the five
countries suggesting that they adjust their dividend payments very quickly to
changes in earnings. Brittain’s claim that the use of a cash flow variable

improves the predictive power of Lintner’s model is not substantiated in this
study.
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Il. Practical implications for Research Results
The results of this study support the notion that tax policies may have

significant impact on economic stability and growth through their effects on
corporate retention or payout. France, Japan and Germany increased the tax
advantage accorded capital gains after the tax law change and the dividend
payout ratios in these countries decreased even though insignificantly in some
cases. Australia did not significantly change the tax position of investors and
there was no significant change in the payout ratios. These results suggest that
the tax policy instituted by a country may change the dividend pattern of firms if
there is enough incentives to do so. Countries can therefore use tax policies to
promote economic growth. A policy that encourages capital gains and
discourages dividend payments may lead to economic growth.

The results of this study also provide evidence consistent with the
hypothesis that dividends have a negative effect on the value of the firm. The

implication for wealth maximizing firms is to pay less dividends.

. Limitations of th d

The predictions made in this study are based purely on tax
considerations. The selection of countries that changed their system in the
period provides a unique opportunity to validate the tax effects hypothesis.
However, it is still possible that other factors interact with these tax effects.

Another limitation is the length of time. The use of a longer number of

114

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



years is desirable but this is not possible with this study. Other studies have
used fewer number of years.

The third limitation which is common to other studies is that the firms
used are successful firms who were in operation during the entire nine-year
period. The study did not allow for failures in the sample but this is usually

done to allow for continuity.

. n Further R rch
The generally negative effect of dividend policy on the value of a firm

found in this study needs to be adequately examined by incorporating other
factors. The tax calculations show that in the absolute sense no dividends
should be paid in Australia, France, Japan and U.S. because shareholders are
better off with capital gains than dividend income. Dividends are, however, paid
in these countries, an indication that there are other factors apart from taxes
that affect the dividend policy of firms. A more conclusive result may be
obtained by simultaneously integrating tax effects, information effects and

agency effects.
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APPENDIX A

These tax calculations are based on the following assumptions:
1. Tax payers are in the top margina! tax brackst
2. Tax payers are in the top capital gains tax bracket

3. Tax payers only face federal government tax

Notations: 4

Tis the corporate tax rate on distributed profit,
T? is the corporate tax rate on retained profit,
M is the personal tax rate,

g is the capital gains tax rate and

c is the partial credit rate.
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AUSTRALIA BEFORE 1987

Corporate tax rate: 46.00%
Personal tax rate on dividends: 60.00%
Capital gains tax rate: 60.00%

Scenario 1: All Corporate Earnings Are Paid Out To Shareholders

As Dividends
Corporate tax liability = T
Personal tax liability = (1-TM
Total tax liability = T+({-TM
= 0.46 + 0.3240
Effective tax rate = 78.40%

Scenario 2: Corporate Earnings Are Not Paid Out As Dividends But

Capital Gains Are Realized
Corporate tax liability = T
Personal tax liability = (1-Ng
Total tax liability = T+ (@NDg
= 046 + 0.3240
Effective tax rate = 78.40%

" In Australia m = g before and after the tax law change.
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Scenario 3: Corporate Eamings Are Not Paid Out As Dividends And
Capital Gains Are Not Realized

Corporate Tax Liability = T
Personal Tax Liability = 0
Total Tax Liability = T
= 0.46

Effective Tax Rate = 46.0%

AUSTRALIA AFTER 1987
Corporate tax rate: 49.00%
Personal tax rate on dividends: 48.30%
Personal tax rate on capital gains: 48.30%

Scenario 1: All Corporate Earnings Are Paid Out To Shareholders

As Dividends
Corporate tax liability = T
Personal tax liability = [(1-TH+TIM-T=M-T)
Total tax liability = T+M-T)
= 0.49
Effective tax rate = 49.00%

"Total tax liability in Australia is M (f M > T) and T (if M < T), but the highest marginal tax
rate Is 48.3% which Is less than T.  This means that effectively total tax liability Is T.
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Scenario 2: Corporate Earnings Are Not Paid Out As Dividends But

Capital Gains Are Realized
Corporate tax liability = T
Personal tax liability = 0
Total tax liability = T
= 0.48
Effective tax rate = 49.00%

Scenario 3: Corporate Earnings Are Not Paid Out As Dividends And

Capital Gains Are Not Realized
Corporate Tax Liability = T
Personal Tax Liability = 0
Total Tax Liability = T
= 049
Effective Tax Rate = 49.00%
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FRANCE BEFORE THE 1989 TAX LAW CHANGE

Corporate tax rate: 50.00%

Personal tax rate on dividends: 57.90%

Personal tax rate on capital gains: 15.00%

Partial credit rate: 50.00%

SOenarid 1: Al COrpbrate Earnings Are Paid Out To Shareholders
As Dividends

T

[(1-T) + c(1-T)]M - c(1-T)
[M+Mc-c][1-T]

Corporate tax liability

Personal tax liability

Total tax liability = T+ [M+ Mc-c][1-T]
= 0.50 + 0.1843
Effective tax rate = 68.43%

Scenario 2: Corporate Earnings Are Not Paid Out As Dividends But

Capital Gains Are Realized
Corporate tax liability = T
Personal tax liability = (1-Ng
Total tax liability = T+ (1-T)g
=  0.50 + 0.075
Effective Tax Rate =  57.50%

The 15% capital gains tax rate in France is a flat rate that applies if the proceeds from the sale
of shares exceed FF251,500 (equivalent to $41,508 in 1988) per year or if the sharsholder
holds more than 25% of the shares in a company. However, if the capital gains taxes are not
paid this will not change the hypothesis because it will only affect the realized capital gains
option.
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Scenario 3: Corporate Earnings Are Not Paid Out As Dividends And

Capital Gains Are Not Realized

Corporate Tax Liability
Personal Tax Liability

Total Tax Liability

Effective Tax Rate

T
0

T
0.50

50.00%

FRANCE AFTER THE 1989 TAX LAW CHANGE

Corporate tax rate on distributed profit:

Corporate tax rate on retained profit (T7):

Personal tax rate on dividends:
Personal tax rate on capital gains:

Partial credit rate:

 42.00%

34.00%
57.90%
18.10%
50.00%

Scenario 1: All Corporate Earnings Are Paid Out To Shareholders

As Dividends

Corporate tax liability

Personal tax liability

Total tax liability

Effective tax rate

128

T

[(1-T) + c(1-T)M - c(1-T)
[M+Mc-cj[1-T]

T+ [M+ Mc-c][1-T]
0.42 + 0.2137

63.37%
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Scenario 2: Corporate Earnings Are Not Paid Out As Dividends But
Capital Gains Are Realized

Corporate tax liability = TR

Personal tax liability =  (1-Tg

Total tax liability = T+ (1T
=  0.34 + 0.1195

Effective tax rate = 45.95%

Scenario 3: Corporate Earnings Are Not Paid Out As Dividends And
Capital Gains Are Not Realized

Corporate tax liability = TR
Personal tax liability = 0
Total tax liability = TR

= 034
Effective tax rate = 34.00%

'The18.1%capltalgalnstaxlateln France s a flat rate that applies if the proceeds from the
sale of shares exceed FF307,600 (equivalent to $53,246 in 1989) per year or If the
shareholder holds more than 25% of the shares in a company.
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GERMANY BEFORE 1990

Corporate tax rate on distributed profit: 36.00%
Corporate tax rate on retained profit (T%):  56.00%
Personal tax rate on dividends: 56.00%

Personal tax rate on capital gains: 0.00%

Scenario 1: All Corporate Earnings Are Paid Out To Shareholders

As Dividends
Corporate tax liability = T
Personal tax liability = (1-TH)+TIM-T
= M-T
Total tax liability = T+M-T)
- o
Effective tax rate = | 56.00%

Scenario 2: Corporate Earnings Are Not Paid Out As Dividends But

Capital Gains Are Realized
Corporate tax liability = T
Personal tax liability = 0
Total tax liability = T
= 0.56
Effective tax rate = 56.00%
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Scenario 3: Corporate Earnings Are Not Paid Out As Dividends And

Capital Gains Are Not Realized
Corporate tax liability ™
Personal tax liability = 0
Total tax liability = T
= 56
Effective tax rate =  56.00%
ERMANY R TAX LAW CHANGE
Corporate tax rate on distributed profit: 36.00%

Corporate tax rate on retained profit (TY):  50.00%
Personal tax rate on dividends: 53.00%

Personal tax rate on capital gains: 0.00%

Scenario 1: All Corporate Earnings Are Paid Out To Shareholders
As Dividends

T

[((-T)+TIM-T
M-T

Corporate tax liability

Personal tax liability:

Total tax liability = T+M-T)
= M
= 0.53
Effective tax rate = 53.00%
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Scenario 2: Corporate Earnings Are Not Paid Out As Dividends But

Capital Gains Are Realized
Corporate tax liability : = T
Personal tax liability = 0
Total tax liability = TR
= 050
Effective tax rate = 50.00%

Scenario 3: Corporate Earnings Are Not Paid Out As Dividends And
Capital Gains Are Not Realized

Corporate tax liability | = T
Personal tax liability = 0
Total tax liability = T

= 050
Effective tax rate = 50.00%
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JAPAN BEFORE APRIL 1990

Corporate tax rate on distributed profit: 32.00%
Corporate tax rate on retained profit (T%):  42.00%

Personal tax rate on dividends: 57.00%
Personal tax rate on capital gains: 0.00%
Partial credit rate: 5.00%

Scenario 1: All Corporate Earnings Are Paid Out To Shareholders

As Dividends
Corporate tax liability = T
Personal tax liability = (1-TM - c(1-T)
= M-
Total tax liability = T+ M-c)1-T
= 0.32 + 0.3536
Effective tax rate = 67.36%

Scenario 2: Corporate Earnings Are Not Paid Out As Dividends But

Capital Gains Are Realized
Corporate tax liability - T
Personal tax liability = 0
Total tax liability = TR
- = 042
Effective tax rate = 42.00%
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Scenario 3: Corporate Earnings Are Not Paid Out As Dividends And

Capital Gains Are Not Realized
Corporate tax liability = T8
Personal tax liability = 0
Total tax liability = T
= 0.42

Effective tax rate = 42.00%

JAPAN AFTER APRIL 1990
Corporate tax rate: 37.50%
Personal tax rate on dividends: 35.00%
Personal tax rate on capital gains: 20.00%
Partial credit rate: 5.00%

Scenario 1: All Corporate Earnings Are Paid Out To Shareholders

As Dividends
Corporate tax liability = T
Personal tax liability = [(1-T)IM - c(1-T)
= (M-0o)(1-T)
Total tax liability = T+ M-0)(1-T
= 0.375 + 0.1875
Effective tax rate = 56.25%

“The 20% capital gains tax rate in Japan Is a fiat rate.
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Scenario 2: Corporate Earnings Are Not Paid Out As Dividends But
Capital Gains Are Realized

Corporate tax liability = T
Personal tax liability = (1-TMg
Total tax liability = T+ (@1-Ng
= 0.375 + 0.125
Effective tax rate = 50.00%

Scenario 3: Corporate Earmnings Are Not Paid Out As Dividends And
Capital Gains Are Not Realized

Corporate tax liability = T
Personal tax liability = 0
Total tax liability = T

= 0.375
Effective tax rate = 37.50%
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.S. BEFORE 1

Corporate tax rate: 46.00%
Personal tax rate on dividends: 50.00%
Capital gains tax rate: 20.00%

Scenario 1: All Corporate Earnings Are Paid Out To Shareholders

As Dividends
Corporate tax liability: = T
Personal tax liability = 1-TM
Total tax fiability = T+@d-TM
= 0.46 + 0.27
Effective tax rate = 73.00%

Scenario 2: Corporate Earnings Are Not Paid Out As Dividends But

Capital Gains Are Realized
Corporate tax liability | = T
Personal tax liability = (1-Ng
Total tax liability = T+(1-Tg
= 0.46 + 0.108
Effective tax rate = 56.80%
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Scenario 3: Corporate Earnings Are Not Paid Out As Dividends And
Capital Gains Are Not Realized

Corporate tax liability = T
Personal tax liability = 0

Total tax liability = T

= 0.46
Effective tax rate = 46.0%
U.S. AFTER 1986

Corporate tax rate: 34.00%
Personal tax rate on dividends: 31.00%
Capital gains tax rate: 31.00%

Scenario 1: All Corporate Earnings Are Paid Out To Shareholders

As Dividends
Corporate tax liability = T
Personal tax liability = 1-TM
* Total tax liability = T+@1-TM
= 0.34 + 0.2046
Effective tax rate = 54.46%
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Scenario 2: Corporate Earnings Are Not Paid Out As Dividends But
Capital Gains Are Realized

Corporate Tax Liability = T

Personal Tax Liability = (1-Ng

Total Tax Liability = T+(1-To
= 0.34 + 0.2046

Effective Tax Rate =  54.46%

Scenario 3: Corporate Earnings Are Not Paid Out As Dividends And

Capital Gains Are Not Realized
Corporate tax liability = T
Personal tax liability = 0
Total tax liability = T
= 034
Effective tax rate = 34.0%
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AUTOBIOGRAPHICAL STATEMENT

Chinwe Edna Nweke was born August 14, 1958, in Nigeria to Hart
Olekanma and Penninah Nkechinyere Adighmadu. She is married to Dr.
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