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Dividends and future investments

▶ Managers of companies are better informed about the future prospects of
companies than outside investors

▶ If managers pay out higher dividends, they retain less earnings and can make less
future investments

▶ This would negatively impact the value of companies

▶ If future earnings are high, this impact would be less pronounced

▶ Companies might use their dividends to signal their confidence in the companies
prospects
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Company value

▶ Managers care about the current value as assessed by outside investors and the
future value of the company, which will be revealed fully after investment

▶ Assume that a company paying high dividends is seen as having good future
prospects and those paying low dividends as having less well prospects

▶ A company will have a current value to outside investors consisting of its dividend
and the value of future inferred retained earnings that are invested

▶ The value of the company in the future will be the return on the actually retained
earnings

▶ Πij
M = γ (dj + (1 +R) (Ej − dj) ) + (1− γ) (1 +R) (Ei − dj)
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High future earnings

▶ High dividends:
ΠHH

M = γ (dH + (1 +R) (EH − dH)) + (1− γ) (1 +R) (EH − dH)

▶ Low dividends: ΠHL
M = γ (dL + (1 +R) (EL − dL)) + (1− γ) (1 +R) (EH − dL)

▶ Company pays high dividends if ΠHH
M ≥ ΠHL

M

⇒ dH − dL ≤ γ(1+R)(EH−EL)
γR+(1−γ)(1+R)
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Low future earnings

▶ High dividends:
ΠLH

M = γ (dH + (1 +R) (EH − dH)) + (1− γ) (1 +R) (EL − dH)

▶ Low dividends: ΠLL
M = γ (dL + (1 +R) (EL − dL)) + (1− γ) (1 +R) (EL − dL)

▶ Company pays low dividends if ΠLL
M ≥ ΠLH

M

⇒ dH − dL ≥ (2γ−1)(1+R)(EH−EL)
γR+(1−γ)(1+R)
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Signalling the company’s prospects

▶ Both conditions can be fulfilled simultaneously

▶ (2γ−1)(1+R)(EH−EL)
γR+(1−γ)(1+R) ≤ dH − dL ≤ γ(1+R)(EH−EL)

γR+(1−γ)(1+R)

⇒ Companies can signal through high dividends that their prospects are good
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Impact on company value

▶ Dividends can be used to signal the future prospects of companies

▶ High dividends reduce the future value as less can be invested and this is only
sustainable for companies with high earnings

▶ The value of companies paying high dividends will increase as information on its
prospects is revealed
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