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Abstract
· economic literature about dividends is usually assumes that managers are perfect agents of investors, and it seeks to determine why these agents pay dividends
· other literature assumes that managers are imperfect agents and inquires how managers’ interests may be aligned with shareholders’ interests

· however, the author argues that, logically, any dividend policy should be designed to minimize the sum of capital, agency, and taxation costs

· ( purpose of this paper: to ask whether dividends are a method of aligning managers’ interests with those of investors; it offers agency-cost explanations of dividends

The Dividend Problem

· Businesses find dividends obvious

· managers are often convinced that higher dividends mean higher prices for their shares

· But: dividends are paid (and regulated) at considerable cost to the firms involved

· M&M declared dividends as irrelevant because investors could home brew their own dividends by selling from or borrowing against their portfolios

· Dividends are moreover taxable to many investors

· Oftentimes, firms issue new stock at or around the time they pay dividends

The existence of dividends despite their costs has inspired a search for explanations

· A naïve explanation: dividends exist because they influence a firm’s financing policies, because they dissipate cash, and because they induce firms to float new securities
· Dividends can serve as signals (information content of dividends):
· prosperous firms often withhold dividends because internal financing is cheaper than issuing dividends and floating new securities

· however, dividends do not distinguish well-managed firms from others

· they are not irrational for poorly-managed or failing firms

· such firms should disinvest or liquidate, and their managers may choose dividends as a method of accomplishing this

· needless to say, only a prospering firm can continue to pay dividends over time, but a firm with a long record of prosperity would not need the verification available from the dividend signal

The author’s final arguments: 

· Dividends may be useful in reducing the agency costs of management. 
· Dividends may keep firms in the capital market, where monitoring of managers is available at lower cost, and may be useful in adjusting the level of risk taken by managers and the different classes of investors. 
· Overall, this explanation offers a hope of understanding why firms simultaneously pay out dividends and raise new funds in the capital market. 
