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ABSTRACT taxation at the individual level, when
The wait for the forthcomingTreasury coupledwith businesstaxationat the cor-

porate level, results in double taxation ofreport on corporate and individual tax in- the income attributable to such invest-tegration has increased interest in the ment. The disagreement centers on thequestion of whether the "traditional" view validity of the traditional view that div-or the "new" view of dividend taxes more idend taxation at the individual level alsoaccurately describes their effects. Unfor- results in double taxation of the incometunately, despite the fact that the "new" view attributable to investments financed withis actually nearly twenty years old, this is- retained earnings. In marked contrast tosue-which is critical both to evaluating the traditional view, the new view of div-the need for integration and to designing idend taxation implies that such taxesintegration schemes-is still unresolved in have no effect on marginal investmentsthe literature. This paper summarizes the financed with retained earnings.' Sincedebate, focusing on the theoretical foun- the vast majority of equity finance typi-dations of both the traditional and new cally takes the form of retained earnings,views and on recent empirical tests that
distinguish between the competing views. this view has dramatic effects on esti-

mates of the effects of taxation on invest-
ment decisions as well as on the evalua-
tion of tax reform proposals.

0
NE effect of the long wait for the For example, suppose that the new view
forthcoming Treasury report on cor- is correct and that most equity-financed

porate and individual tax integration has investments are financed with retained
been an increase in interest in the ques- earnings. In this case, the primary ra-
tion of whether the "traditional" or the tionale for corporate/individual tax inte-
ttnew" view of dividend taxes describes gration-the elimination of double taxa-
their effects more accurately.' An under- tion of equity income-becomes
standing of this issue is critical both to significantly weaker. In particular, to the
evaluating the need for corporate/indi- extent that interest income is taxed at the
vidual tax integration and to designing individual level, an unintegrated tax sys-
any specific integration schemes. For ex- tem does not greatly distort decisions re-ample, Treasury officials Gerardi, Graetz, garding the choice between debt and re-and Rosen (1990, p. 311) note that the "two tained earnings finance; indeed, undervery different views of the role of taxes on certain circumstances, there is no distor-dividend payout decisions have quite dif- tion if the corporate tax rate equals theferent policy implications for evaluating 4

the current tax system and integration individual tax rate on interest income.
alternatives." Similarly, the corporate tax system is

roughly neutral with respect to the deci-The basic issue that is the focus of the sion to invest in corporations or in non-new view/traditional view debate is the corporate enterprises, and has no effectscircumstances under which income taxa- on dividend payout decisions. Thus, un-tion of dividends at the individual level der the new view, dividend taxation is ir-has an impact on marginal investments
financed with equity.' There is general relevant for decisions regarding invest-
agreement that dividend taxes reduce the ments financed with retained earnings,
return to investment financed with new and affects only investments financed with
share issues; it is thus clear that dividend new share issues; accordingly, the pri-

mary effect of integration would be to
*Rice University, Houston, TX 77251-1892. eliminate a significant tax disincentive
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against equity finance in the form of new movements toward greater economic ef-
share issues. Although such a tax disin- ficiency in resource allocation, but that
centive is not desirable, especially since it under the new view these recent tax
is likely to have a disproportionately large changes represent inconsistent policy re-
negative impact on new and emerging versals.
firms, it is not nearly as troublesome as Unfortunately, the question of whether
an economy-wide disincentive to equity the traditional view or the new view more
finance. accurately describes the effects of divi-

Another important policy implication of dend taxation is far from resolved, despite
the new view (noted above and explained the importance of the policy issues it
in detail below) is that future dividend raises-and despite the fact that the "new
taxes are capitalized in share prices. This view" is actually nearly twenty years old.
in turn implies that any integration Indeed, this question is still one of the
scheme that reduces or eliminates divi- more controversial ones in public finance.
dend taxes-or allows firms a partial or In light of the currency of this issue, as
full deduction for dividends paid-would well as the length of time the debate has
result in huge windfall gains to existing raged, it may be useful to provide a brief
shareholders. Indeed, concerns about such review of the literature in this area.
windfalls led Andrews (1979) to propose Accordingly, this paper provides a sum-
an integration scheme that would apply mary of the new view/traditional view
only to the issuance of new shares; al- debate. It begins with an exposition of the
though this approach would in principle theoretical foundations of the new view,
eliminate the reform-induced windfalls, and then sunnnarizes the basic tenets of
its administrative feasibility is open to the competing traditional view; this dis-
question.' Thus, the main implication of cussion includes simple derivations of the
the new view of dividend taxation for cor- marginal effective tax rates on various
porate/individual tax integration is that types of investments under the altema-
such a reform is generally undesirable in tive views. The paper then provides a dis-
that it would result in relatively small ef- cussion of recent empirical tests of these
ficiency gains coupled with very large competing views of the effects of dividend
windfall gains to existing shareholders taxation. A concluding section summa-
(and thus large losses of tax revenue to rizes the results; it also comments on some
the government). promising directions for future research.

In addition, the distinction between the
new and traditional views of dividend The New View of Dividend Taxationtaxes is also important in a host of policy
areas not directly related to corporate/in- As noted above, the most important im-
dividual tax integration. For example, re- plication of the new view of dividend tax-
cent proposals to reinstate the preferen- ation is that such taxes have no effect on
tial rate for capital gains are at least marginal investments financed with re-
partially motivated by a desire to reduce tained earnings. The basic rationale un-
the taxation of the return to equity-fi- derlying the new view is as follows. The-
nanced investment; under the new view, oretical models of the new view share the
this consideration is rather unimportant. common critical assumption that earn-
In addition, many studies have noted that ings on equity-financed investments can
marginal effective tax rates on capital in- ultimately be distributed to shareholders
come and the associated efficiency losses only in the form of taxable dividends. In
are much larger under the traditional view particular, alternative "distributions," such
than under the new view; for a recent ex- as share repurchases, are precluded by
ample see Gravelle (1989). Finally, Ful- assumption.' Thus equity is "trapped"
lerton and Mackie (1989) argue that un- within the corporation in the sense that
der the traditional view the tax reforms shareholders can receive distributions of
enacted in the U.S. during the 1980s can returns to their equity investments only
be interpreted as progressive incremental by paying an individual level tax on such
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distributions; accordingly, the new view as taxable dividends. The shareholder re-
is also sometimes referred to as the ceives g[(l - tG)/(l - tl)](l - tB)(1 - tl);

"trapped equity" view. that is, the investment of (1 - tG)/(l - ti)

The implications of this assumption can earns a before-tax return of g, which is
be seen by considering the following highly subject to the corporate level tax and the
stylized model of a firm's investment de- individual tax when distributed. Note that
cisions, which is a simplified version of the (1 - ti) terms cancel in this expres-
many of the models found in the new view sion, as the taxation of the distributed
literature. Specifically, suppose that g is dividends is offset by the advantage of de-
the before-tax return to an investment (net ferring the dividend tax on the original
of depreciation), and that the investment investment (the earnings from the initial
is fully taxed at the business level at the investment that was financed with new
statutory tax rate tB. Suppose further that share issues). Thus, the net return is
dividends are taxed at the individual tax g(l - tG)(1 - tB), which implies an effec-
rate tl, and that capital gains are effec- tive tax rate of

7tively taxed at an annual rate tG. If the
firm issues new shares and then pays the TRE = 19 - g(l - tG)(1 - tB)I/g
return out in the form of taxable divi-
dends, the shareholder receives g(l - tB) t]3 + tG (1 - tB), (2)
(1 - tl), and the effective tax rate on the
income is which in turn gives the new view re-

sult-the effective rate of taxation of in-

TNS = 19 - 9 (1 - tB) (I - tl)]/g
vestment financed with retained earnings
is independent of the individual tax rate

tB + ti (1 - tB); on dividends ti. If capital gains are un-
taxed, this analysis implies that invest-

that is, investment financed with equity ments financed with retained earnings are
in the form of new share issues is taxed subject only to a business level tax. More
at first at the business level, and the re- generally, as long as capital gains are
maining income is then taxed a second taxed at a lower effective annual rate than
time at the individual level. are dividends (to < tl), investment fi-

Suppose that instead of distributing the nanced with retained earnings is subject
returns to an investment financed with to a lower tax burden than is investment
new share issues as taxable dividends, the financed with new share issues.
refunds are retained within the corpora- The intuition underlying this result is
tion and reinvested-that is, new invest- perhaps best understood by drawing an
ment is financed with retained earnings. analogy with the treatment of saving un-
From the perspective of the shareholder, der the cash flow version of a consump-
one dollar of foregone after-tax divi- tion tax. A cash flow tax allows a current
dends-the opportunity cost of the in- deduction for all saving, coupled with full
vestment-gives rise to an investment at taxation of both the returns to the in-
the firm level of (I - TG)/(l - tl). That vestment and the amount of the original
is, the individual avoids the taxation of investment upon withdrawal. It is well-
dividends, so that "saving" one dollar by known that cash flow treatment effec-
avoiding the dividend distribution im- tively exempts the return to saving from
plies that the firm has 1/(l - tl) to in- taxation; that is, under the appropriate
vest; however, retained earnings of this circumstances, the benefit of the deferral
amount give rise to a capital gain of an of tax due to the deduction for saving ex-
equal amount that is effectively subject to actly offsets the cost of subserent taxa-
tax at the rate tG- tion of interest and principal.

Suppose further that the investment fi- Consider then a situation in which the
nanced with retained earnings also has a firm forgoes dividends and instead re-
before-tax, net-of-depreciation return g, tains the earnings and invests them, with
and that these returns are then paid out the returns to this investment as well as



500 NATIONAL TAX JOURNAL [Vol. XLIV

the original amount of the investment (the repurchasing shares, as assumed in the
retained earnings) ultimately distributed derivation of the new view, q < 1 becomes
as taxable dividends. In this case, the in- possible. Indeed, under the new view, the
dividual effectively receives a deduction lower bound for q becomes (1 - tl)/(l - tG).

for "saving" done in his behalf by the cor- To see this, note that the marginal value
poration at the time the earnings are re- to the shareholder of a dollar of earnings
tained, since these earnings are not dis- paid out as dividends is 1 - tj; if these
tributed and thus are not included in the earnings are instead retained, the market
individual tax base. However, whenever value of the individuals' shares goes up
the returns to the investment financed by q, which results in a marginal value
with retained earnings, as well as the to the shareholder after capital gains taxes
original amount of the retained earnings, of q (1 - tG). The shareholder is indiffer-
are distributed, they are subject to full ent between retained earnings and dis-
taxation. tributions only when 1 - t, = q (1 - to)

Such treatment of investment financed or q = (1 - tl)/(l - tG); for higher values
with retained earnings is thus analogous of q, retained earnings are preferred.
to the treatment of saving under a cash This suggests that the relevance of the
flow consumption tax. This in turn im- new view result that investment deci-
plies that the returns to investment fi- sions are not affected by dividend taxes
nanced with retained earnings are effec- depends on the characteristics of the firm
tively tax-exempt; that is, the present being analyzed. In particular, it is useful
value of the deferral of tax that would have to categorize firms in terms of a three-step
been paid had the dividends been distrib- evolution from new enteitrises to mature
uted is equal in present value to the tax established companies. First, for few
ultimately paid when the original divi- firms, new share issues are likely to be
dends and the subsequent earnings on the only source of equity finance. Such
those dividends are distributed. In other firms issue new shares and, assuming di-
words, the deferral of the individual level minishing returns to investment, invest
tax on dividends obtained by retaining until the marginal return to investment
earnings effectively offsets the future div- falls to the point at which the marginal
idend tax liability attributable to the in- q = 1. Since such firms rely solely on new
vestment financed by such earnings; ac- share issues, they are subject to full dou-
cordingly, in present value terms, dividend ble taxation as described above.
taxes do not increase the tax burden on Second, more established firms go
investment financed with retained earn- through a period of "internal growth"
ings. during which retained earnings are the

The new view of dividend taxation thus sole source of equity finance. Such firms
implies that as long as tG < tl, retained retain all earnings and invest (rather than
earnings are a less costly form of finance distributing dividends) until the mar-
than are new share issues. This has sev- ginal return to investment falls to the
eral important (and potentially testable) point at which q = (1 - tl)/(l - tG); how-
implications. The most important con- ever, as long as q < 1, such firms do not
cems what has become known as "Tobin's issue new shares. Sinn (1991) notes that
q@'-the ratio of the market value of a firm although the investment decisions of such
to the replacement cost of its capital as- firms are not affected by the level of div-
sets. In the absence of any constraints, one idend taxation, since they are financed
would expect the equilibrium value of q from retained earnings, they are nega-
to be one if firms act to maximize share- tively affected by the fact that q declines
holder value. Specifically, if q > 1, firms with additional investment (from q = 1 to
could increase shareholder value simply q = (1 - tl)/(l - tG)), which causes cap-
by issuing new shares; analogously, if ital losses for current shareholders.
q < 1, firms could increase shareholder Third, "mature" firms have sufficient
value by repurchasing shares. retained earnings that they can finance

However, if firms are precluded from all profitable investments (those with re-
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turns such that q @@n(1 - tl)/(l - tG)), and profits must eventually be distributed as
still have funds left over for distribution taxable dividends was once reasonable, it
as dividends to shareholders; since the is now untenable. 12 Accordingly, some ob-
marginal q = (1 - tl)/(l - tG), share- servers, such as Shoven (1990), argue that
holders are indifferent between reten- the view cannot accurately describe the
tions and distributions. For such firms, the effects of dividend taxes on investment.
new view is applicable for the marginal However, this conclusion is not entirely
investment. Note that the fact that q < 1 obvious. Despite the recent increase in
in equilibrium for both "internal growtw' share repurchases, the empirical results
and "mature" firms implies that future discussed below indicate that much dis-
dividend taxes are capitalized into the tribution of corporate profits still takes the
share prices of such firms; thus, the new form of taxable dividends. If firms still
view is also sometimes referred to as the perceive some constraint on the extent to
"tax capitalization" view of dividend tax- which share repurchases can be substi-
ation. tuted for dividends, then results typical of

Finally, note that the derivation of the the new view can still be obtained in a
new view assumes not only that "internal model with share repurchases. For ex-
growth" and "mature" firms finance all ample, McLure, Mutti, Thuronyi and Zod-
current investment with retained earn- row (1990) note that if an investment is
ings, but also that they expect never to financed with retained earnings and the
have to rely on new share issues in the fraction of profits that can be distributed
future." Edwards and Keen (1984) show to shareholders in the form of share re-
that if firms expect to use new share is- purchases rather than dividends is con-
sues in the future, an increase in divi- stant over time, then the "cash flow con-
dend taxes will, by increasing the cost of sumption tax" logic of the new view still
the relatively expensive future new eq- holds (although the effective tax rate on
uity, cause firms to increase current in- new share issues is lowered). In a similar
vestment financed with retained earn- vein, Sinn (1991) shows that the cost of
ings; that is, under these circumstances, capital in the presence of share repur-
a dividend increase will reduce payout as chases depends critically on the assump-
predicted by the traditional view. tion one makes regarding the distribution

Proponents of the old view stress two of profits; in particular, if one assumes a
main problems with the theoretical models fixed relationship between share repur-
underlying the new view. Most impor- chases and dividends (for whatever rea-
tantly, they note that the assumption that son), the resulting cost of capital formula
firms have no alternative means of dis- is consistent with the new view as long as
tributing funds other than taxable divi- the marginal investment is financed with
dends is counterfactual. In particular, retained earnings."
firms generally may repurchase their own The second major problem with the the-
shares, in which case shareholders are oretical models underlying the new view
subject to taxation at capital gains rates is that the assumption that firms operate
rather than at individual rates on divi- on the expectation that they will never
dends;" similar results obtain if the firm have to rely on new share issues is ques-
engages in a buyout or takeover or simply tionable. As noted above, if this assump-
purchases the shares of other companies. tion is relaxed, investments financed with
Early theories of the new view argued that retained earnings are no longer unaf-
precluding share repurchases was reason- fected by the level of dividend taxation.
able in the U.S. context in that system- However, the quantitative importance of
atic share repurchases could be reclassi- this qualification is unclear.
fied as dividends by the Internal Revenue
Service and taxed accordingly. However, The Traditional View of Dividend

the recent explosion in share repurchases Taxation

not subject to such reclassification sug- The traditional view of dividend taxa-
gests that even if the assumption that tion is that such taxes affect all equity-
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financed investment decisions; that is, the retained earnings and equity finance in
traditional double taxation argument ap- the form of new share issues. As shown
plies to both investments financed with by Poterba and Summers (1985), this in
new share issues and those financed with turn implies that under the traditional
retained earnings. Two key assumptions view q = 1, since shareholders would not
characterize models in which the tradi- be willing to give up one dollar of after-
tional view obtains. tax income in order to get q < 1 worth of

The first is that shareholders derive a new capital.
positive benefit from receiving dividends The second key assumption in models
(as opposed to an increase in retained that yield the traditional view is that
earnings) that offsets the tax penalty im- marginal investments are effectively fi-
plied by t, > tG as described above. These nanced with new share issues. Specifi-
benefits may, for example, arise from the cally, each firm has an optimal dividend
"signalling" value of dividend distribu- payout rate (denoted as "f") that depends
tions in situations characterized by asym- on the intrinsic value of dividends paid and
metric information. On this view, firms the characteristics of its shareholders. That
have better information regarding cur- is, each firm achieves and maintains an
rent or future profits than do sharehold- equilibrium amount of retained earnings
ers and can indicate "good news" by in- and dividends paid as described above, and
creasing dividend payments; they thus finances marginal investments with new
differentiate themselves from other firms share issues. However, as discussed by
who do not have similar positive pros- Poterba and Summers, new share issues
pects and are thus less willing to engage in this case should be defined broadly to
in a relatively costly distribution of prof- include all forms of finance for which the
its." Another possible explanation is that opportunity cost of investing a dollar in
dividend payments may be a partial so- the corporation equals a dollar. In addi-
lution to the "principal-agent" problem tion to the issuance of new shares, this in-
associated with the separation of owner- cludes short-term debt that will ulti-
ship and control in the modern corpora- mately be repaid with new share issues,
tion; that is, such payments reduce man- as well as reductions in share repur-
agerial discretion over the use of profits chases, takeovers, or purchases of the stock
by distributing earnings directly to of other firms.
shareholders. 16,16 In either case, the tra- In addition to the assumption that mar-
ditional view implies that firms with a ginal investments are effectively financed
relatively high payout rate can pay a lower with new share issues, the traditional view
rate of return to shareholders, due to the assumes that a fraction f of earnings
"intrinsic value" of their relatively high is paid out as dividends and a fraction
level of dividends paid. (1 - f ) is retained. With a before-tax, net-

The traditional view thus implies that, of-depreciation return of g, this implies
at the margin, the tax advantage ob- that shareholders receive a net return of
tained from a reduction in dividends with g(l - tB)[91 - ti) + (1 - f)(1 - tG)I, which
a corresponding increase in retained in turn implies that the effective tax rate
earnings is exactly offset by the loss of in- on equity finance is
formational content or the increase in
managerial discretion implied by such a

TE = 19 - g(l tb)ff(l - tl)
change in payout policy. Thus, the oppor-
tunity cost of one dollar of investment fi- + (1 - f)(1 tG)II/9

nanced with retained earnings is simply
tB + (1 - tB)IftI + (1 - f)tG]- (3)one dollar; by comparison, recall that

under the new view a dollar of foregone
dividends gave rise to an investment of Thus, under the traditional view, the re-
(i - tG)/(l - ti). Note that this implies turns to both types of equity-financed in-
that in equilibrium investors are indiffer- vestment are subject to both business and
ent between equity finance in the form of individual level taxes, with the effective
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individual tax rate equal to a weighted "intrinsic value" of dividends is not suf-
average of the tax rates on dividends and ficiently large to outweigh their tax costs.
capital gains." In addition, in the case of signalling, it

Under this view, dividend taxes have would appear that firms could find alter-
important allocative effects. In particu- native, less costly means of communicat-
lar, an increase in the dividend tax rate ing information to shareholders. Finally,
will raise the effective tax rate on invest- Fazzari, Hubbard, and Petersen (1987)
ment income and thus tend to discourage note that despite the fact that informa-
investment. Moreover, an increase in the tion problems presumably are most se-
dividend tax rate will tend to reduce the vere for small, rapidly growing firms, such
dividend payout rate, as the cost of "sig- firms engage in very little "dividend sig-
nalling" profit information or reducing nalling," as they have relatively low av-
managerial discretion has increased. erage payout rates.

The traditional view of dividend taxa-
tion thus provides a straightforward and Recent Empirical Tests of the Twointuitively appealing interpretation of the

Viewseffects of dividend taxation. However,
proponents of the new view stress two The recent empirical literature in-
problems with the traditional view model. cludes a variety of direct and indirect em-
First, they argue that the assumption that pirical tests of the validity of the two
the marginal equity-financed investment competing views of the effects of dividend
is financed with new share issues seems taxation. This section comments briefly
implausible, as net new share issues have on some of the indirect evidence, and then
averaged roughly two percent of total cor- describes in more detail the results of sev-
porate funds raised in the post-war pe- eral studies that have a direct bearing on
riod, and have recently been significantly this question.
negative as a result of an increase in share
repurchases.'8 However, as noted above,
new share issues in this case should be indirect Evidence

defined broadly to include reductions in A serious problem with the new view is
share repurchases, takeovers, and pur- that it has a number of implications that
chases of stock of other firms. In addition, are at odds with observed data. For ex-
note that a relatively low aggregate level ample, if in equilibrium marginal q is less
of new share issues does not necessarily than one and not significantly lower than
preclude the possibility that a significant average q, then firms should prefer to
fraction of marginal investment is never- "purchase" capital by taking over other
theless financed with new share issues; firms rather than purchasing capital di-
unfortunately, determining the method of rectly (which has a price 1 > q). Although
finance used for marginal investments takeovers have recently been an impor-
would be an extraordinarily difficult em- tant phenomenon in the U.S., this partic-
pirical task. ular implication of the new view is rather

Second, the use of taxable dividends as extreme. On the other hand, transaction
a means of signalling profit information costs may make takeovers an expensive
or reducing managerial discretion seems way to acquire capital.
to be a rather expensive means of achiev- A second difficulty is that the new view
ing these ends-especially since, as dis- implies that dividends should fluctuate
cussed above, relatively lightly taxed considerably in the face of changing in-
methods of distributing funds to share- vestment opportunities. For example, im-
holders, such as share repurchases, are proved investment prospects (an outward
also available. Although it is certainly shift of the marginal productivity of in-
possible that risk averse investors would vestment schedule) should lead to a re-
place a high value on signalling and/or a duction in dividends paid, as firms elect
reduction in managerial discretion, Black to retain earnings in order to take advan-
(1976) and Edwards (1984) argue that the tage of such prospects. However, dividend



504 NATIONAL TAX JOURNAL [Vol. XLIV

payments are notoriously stable; more- guish between the new and traditional
over, firms appear to increase dividends views. Poterba and Summers use British
when economic conditions are favorable, data because the treatment of dividends
rather than reduce them." These results over this time period varied considerably
suggest that at best the new view model in the U.K. but was roughly stable in the
needs to be modified to take into account U.S. Of course, their results may not nec-
such firm behavior, which is consistent essarily transfer entirely to the U.S. con-
with the traditional view of dividend pay- text, especially since share repurchases are

20ments as a signalling mechanism. not allowed in the U.K.
Another difficulty arises, because as long In the first test, Poterba and Summers

as tG < tl, retained earnings are a cheaper note that the new view implies that a per-
source of finance than new share issues. manent change in dividend taxes should
As a result, firms should never simulta- have no effect on dividend payouts for
neously pay dividends and issue new firms that finance investment from re-
shares. However, there are numerous in- tained earnings; recall that under the new
stances in which firms engage in exactly view dividends paid are determined as a
this type of behavior, especially in the form residual after profitable investment op-
of dividend reinvestment schemes. portunities are exhausted, and these op-

portunities are not affected by the indi-

Direct Empirical Evidence vidual level tax on dividends. In contrast,
under the traditional view, a permanent

Several recent empirical studies pres- decrease (increase) in the tax rate on div-
ent results that have a direct bearing on idends should increase (decrease) the pay-
the issue of whether the new view or the out rate because the cost of signalling or
traditional view provides a better descrip- limiting managerial discretion has de-
tion of the effects of dividend taxation. The creased (increased).
following discussion describes the results The effects of a temporary change in the
of six of these studies. level of dividend taxation are somewhat

Gordon and Bradford (1980) different. Under the new view, a tempo-
An early study by Gordon and Bradford rary decrease in dividend taxes will

(1980) uses a modified version of the cap- result in a temporary increase in
ital asset pricing model to estimate the q = (1 - tl)/(l - to). Since firms will an-
market valuation of dividends relative to ticipate capital gains on new investment,
capital gains. Their results indicate that dividend payouts should fall as invest-
dividends and capital gains tend to be ment increases prior to the tax change. In
valued equally; in particular they esti- contrast, under the traditional view, a
mate a parameter that is roughly equiv- temporary decrease in dividend taxes
alent to q, and their results suggest that should prompt an increase in dividend
the value of q varies about one. Such a payouts for the same reason as in the case
result is consistent with the traditional of a permanent tax reduction. The history
view, and inconsistent with the new view of changes in the tax treatment of divi-
as long as capital gains are on average dends in the U.K. cited by Poterba and
taxed less heavily at the individual level Summers suggests that changes in divi-
than are dividends. However, it should be dend taxes should be perceived as tem-
noted that the variation of the Gordon and porary rather than permanent, as they are
Bradford estimates of q about one is quite likely to be reversed when the opposition
large. party assumes power.

Poterba and Summers (1985) The Poterba and Summers regression
The paper by Poterba and Summers estimates indicate a strongly negative re-

(1985) is perhaps the most widely cited in lationship between dividend taxes and
this literature. They examine the effects payouts. Although this finding supports
of changes in dividend taxation in the U.K. the traditional view, their results are
over the period 1950-81, focusing on em- somewhat suspect, because they also find
pirical tests that potentially can distin- that the response of payouts to profits is
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small or negative; they suggest without "most" investment decisions are ex-
proof that this unappealing result is at- plained by the traditional view.
tributable to differences between eco- Although these results are very inter-
nomic and accounting profits. Neverthe- esting, it should be noted that the differ-
less, similar negative relationships ences between the coefficients in the two
between dividend taxes and payout were equations estimated separately are not
also reported in earlier studies by Brit- particularly large, and that the weighted
tain (1966) and Feldstein (1970) .21 How- average approach is rather ad hoc.21 In
ever, note also that the interpretation of addition, as noted by Sinn (1991), some
such results is clouded by the possibility firms in the Poterba-Summers sample
that dividend tax increases can result in presumably were not mature firms that
a reduction in the payout rate in general financed investment entirely from re-
equilibrium models that are consistent tained earnings; he notes that the Po-
with the new view. For example, Auer- terba-Summers findings may reflect pri-
bach (1979a) shows that for "mature" firms marily the effects of changes in dividend
an increase in the dividend tax rate re- taxes on "new" and "internal growth"
duces the minimum equilibrium value of firms, and thus do not represent a refu-
q (which equals (1 - tl)/(l -' tG) as shown tation of the new view. Finally, Sinn (1985)
above), so that such firms will increase argues that over at least some of the time
investment by increasing retentions until period considered in the Poterba-Sum-
the new lower equilibrium value of q is mers sample, the tax burden on dividends
attained. In addition, an increase in the may have been less than that on retained
dividend tax rate reduces the wealth of earnings; in this case, the traditional and
shareholders (since the equilibrium q falls), new views would yield similar predictions
which in turn may lead to an increase in regarding the effects of dividend taxes on
saving and thus an increase in capital in- investment.
tensity financed with increased reten- Poterba (1987) and Nadeau (1988)
tions. In both of these cases, the dividend Two recent empirical studies also find
payout rate and the tax rate on dividends a negative relationship between dividend
are negatively related, as predicted by the payouts and tax rates, and thus-subject
traditional view and as found by Poterba to the qualification noted above-support
and Summers. the traditional view. Poterba (1987) ex-

The second test performed by Poterba amines the relationship between dividend
and Summers examines the effects of div- taxes and payout using U.S. data for 1935-

22idend taxes on the level of investment. 86. He estimates a fairly simple model in
They estimate an investment equation in which dividends paid are a function of a
which investment is a function of the dif- "target" level of dividends, which in turn
ference between the current value of q and is assumed to be a function of firm earn-
its equilibrium level; as noted above, the ings and tax variables. He finds that the
traditional view implies an equilibrium short-run elasticity of dividends with re-
q = I and the new view implies an equi- spect to the ratio of the after-tax values
librium q = (1 - tl)/(l - tG) for "mature" of a dollar of dividends relative to a dollar
firms. Poterba and Summers estimate in- of capital gains is roughly 0.66; the anal-
vestment equations for each of the two ogous long-run elasticity falls in the 2-3
values of the q variable, and for a weighted range. As in the case of the results pre-
average of the two equations. Their re- sented in Poterba and Summers (1985), a
sults indicate that (1) the investment somewhat troublesome implication of the
equation based on the traditional view q estimates is that dividend payouts are
performs better, and (2) in the weighted relatively insensitive to increases in prof-
average equations, the hypothesis that the itability.
weight on the equation based on the tra- Nadeau (1988) constructs a signifi-
ditional view is one cannot be rejected, but cantly more comprehensive model of firm
the hypothesis that it is zero is rejected. real and financial decisions that is based
Poterba and Summers conclude that on the traditional view. He assumes first
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that the optimal division of earnings be- implies that at the margin firms should
tween dividends and retentions is deter- be indifferent between new share issues
mined by equating the marginal increase and retentions and that issuing new shares
in the intrinsic value of dividends (as de- should have no effect on the cost of capi-
scribed above) with the marginal tax pen- tal. On the other hand, as noted above,
alty on dividend distributions. Additional one would expect that new and emerging
investment is then financed with an op- firms would be disproportionately large
timal mix of debt and new share issues, users of new share issues as a means of
as firms minimize their cost of external financing investment. Accordingly, Auer-
funds on the assumption that increases in bach's result may reflect relatively high
leverage increase the cost of debt finance returns to investments in such firms either
due to an increased likelihood of incur- to compensate investors for the risk as-
ring a costly bankruptcy. sociated with new ventures or because such

Nadeau estimates his model using U.S. investments account for a disproportion-
data for 1934-80. Since his model as- ately large number of highly successful
sumes the validity of the traditional view, ventures. However, since Auerbach con.
it cannot be used to distinguish between siders only firms in existence over the en-
the traditional and new views of dividend tire twenty-year sample period, the num-
taxation. However, his estimates indicate ber of new and emerging firms in the
that the dividend payout rate is very sen- sample may be fairly small; thus the im-
sitive to the level of personal taxes on portance of this qualification is unclear.
dividends and capital gains which, as noted Auerbach also uses some indirect evi-
above, is implied by the traditional view dence on the tax attributes of each firm's
but inconsistent with the new view. One shareholders to examine the relationship
problem with Nadeau's empirical results between a firm's earnings and the indi-
is that the degree of dividend payout sen- vidual tax rates of its shareholders. He
sitivity implied by his results seems im- finds that an increase in the personal tax
plausible. For example, he estimates that rate of a firm's shareholders is associated
the reduction in dividend taxes and the with a decrease in the required level of
increase in capital gains taxes under the earnings (or cost of capital). Such a result
Tax Reform Act of 1986 should increase is inconsistent with the traditional view,
the equilibrium dividend payout rate (as which implies that an increase in the per-
a fraction of total earnings) from 37 per- sonal tax rate should increase the cost of
cent to 83 percent .24 capital. However, this result can be in-

Auerbach (1984) terpreted as being consistent with the new
The empirical work of Auerbach (1984) view, as the reduction in the cost of cap-

is also of relevance to the debate regard- ital arises because the personal tax rate
ing the relative merits of the new and increase has no effect on the return to in-
traditional views of dividend taxation. vestment financed with retained earnings
Auerbach examines the relationship be- but reduces after-tax returns to altema-
tween the level of earnings (or the cost of tive investments. That is, personal taxes
capital) and the use of new share issues "matter" only in the sense that they re-
to finance investment for a sample of U.S. duce returns to investments that compete
firms over the period 1958-1977. He finds for funds with corporate investments fi-
strong evidence that the use of new share nanced with retained earnings; personal
issues to finance investment is associated taxes thus encourage such corporate in-
with significantly higher earnings; he ar- vestment, rather than discouraging it as
gues that this implies that new share is- predicted by the traditional view.
sues are perceived to be a higher cost Bagwell and Shoven (1989)
source of funds than retained earnings. Finally, Bagwell and Shoven (1989) note
This result is of course consistent with the that share repurchases and cash mergers
new view, which predicts that new share and acquisitions have become an increas-
issues are the most expensive source of fi- ingly important alternative to dividends
nance; by comparison, the traditional view as a means of distributing cash to share-
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holders; for example, they show that div- tax cost than that incurred with the pay-
idends accounted for 80 percent of total ing of dividends.
cash distributions in 1977, but accounted This discussion suggests that theoreti-
for only 40 percent by 1986. Such non- cal models of dividend taxation should at-
dividend distributions would typically be tempt to integrate aspects of both the new
taxed at relatively low capital gains tax and the traditional views of dividend tax-
rates. As discussed above, this phenome- ation, and account explicitly for the pos-
non calls into question one of the basic as- sibility that share repurchases can be used
sumptions of the new view-that firms to distribute profits to shareholders. One
must use taxable dividends to distribute promising recent study that pursues such
funds to shareholders. However, in- an approach is Bernheim (1990). Al-
creased use of share repurchases also poses though Bernheim does not directly ad-
problems for the typical derivation of tra- dress the traditional/new view debate, his
ditional view, as one must explain why analysis of the "dividend puzzle" is highly
signalling or reductions in managerial relevant. Specifically, he constructs a
discretion are achieved through the use of model in which both dividends and share
relatively heavily taxed dividends rather repurchases signal profitability. The crit-
than the use of more lightly taxed share ical factor in the model is that the use of
repurchases. relatively high tax cost dividends as a

signalling device is to some extent desir-
able for high quality firms, because by

Conclusion paying costly dividends they are able to
use a relatively small total distribution to

The review of the literature presented shareholders to differentiate themselves
in this paper suggests that the debate re- from lower quality firms. Bernheim de-
garding the relative merits of the new and rives the optimal combination of divi-
the traditional views of dividend taxation dends and share repurchases as the mix
is likely to continue for some time. Al- that balances the marginal tax cost of us-
though the empirical evidence on this is- ing dividends against the marginal gain
sue is somewhat mixed, most studies sup- of achieving a given level of signalling
port the traditional over the new view; with a smaller total distribution of prof-
thus, many observers would agree with its. Interestingly, although the signalling
Gerardi, Graetz, and Rosen (1990, p. 312), interpretation of dividends in the Bem-
who conclude that "the current state of heim model is characteristic of the tra-
empirical knowledge gives the edge to the ditional view, the effects of changes in
traditional-as opposed to the new-view dividend taxation in his model are gen-
of dividends." Nevertheless, further em- erally typical of the new view; specifi-
pirical investigation of this issue would cally, he shows that although dividend tax
be useful in helping to resolve the debate. increases alter the optimal mix of divi-

The theoretical models underlying the dends paid and share repurchases (reduc-
new view are simple and elegant, but are ing the payout rate)," they have no ef-
problematic because they generally are fects on investment decisions. Further
based on the increasingly questionable work along these lines appears to be the
assumption that share repurchases are most promising route to achieving a con-
precluded. On the other hand, although sensus regarding the effects of dividend
the theoretical models underlying the taxation.
traditional view are also well-developed,
they are plagued by the lack of consensus ENDNOTESregarding the answer to the perennial
question of why firms pay dividends; this **I have benefitted from discussions with Peter
issue is especially problematic since share Mi-zkowski and from the comments of three anon-
repurchases provide a means of signal- ym"s referees, whose suggestions resulted in signif-

icant improvements to the paper.
ling profitability or limiting managerial 'See also American Law Institute (1990).
discretion that results in a much smaller 2A separate issue is whether debt finance is pref-
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erable to equity finance. However, even if this is the 2ONote that since the standard new view assump-
case at low levels of debt, reliance on debt finance is tion that share repurchases are precluded is satisfied
limited, because the probability of incurring a costly in the U.K. (but not in the U.S.), one might speculate
bankruptcy increases with increasing leverage. The that results supporting the new view would be more
discussion in this paper assumes that the amount of likely to obtain in the U.K. context. As discussed be-
debt finance is fixed and that the marginal invest- low, this does not prove to be the case.
ment is financed with equity. 2'See also the discussion below of the more recent

'As will be discussed below, the new view of divi- work of Poterba (1987) and Nadeau (1988).
dend taxation has also been described as the "trapped "See also Poterba and Summers (1983).
equity" or "tax capitalization" view. It was initially 23Moreover, note that the q-based investment equa-
developed by King (1974a, 1974b, 1977), Andrews tion approach is inconsistent with more commonly used
(1979), Auerbach (1979b, 1981, 1983) and Bradford investment equations that are based directly on the
(1981). cost of capital faced by the firm.

4For example, see Sinn (1991). 24indeed, Nadeau notes that his estimate of the im-
'See McLure and Zodrow (1987) for a brief discus- pact of the Tax Reform Act of 1986 is approximately

sion of this issue in the context of the debate sur- five times greater than that estimated by Poterba
rounding the Tax Reform Act of 1986. (1987).

'The extent to which this is a reasonable assump- 25Note in particular that this result is consistent with
tion is discussed below. the empirical evidence cited above on the effects of

'The capital gains tax rate tG is an effective annual dividend taxes on payout rates.
rate that takes into account the advantages of taxa-
tion upon realization rather than on accrual, any spe-
cial treatment of pins transferred by gift and at death, REFERENCES
preferential rates and any other relevant tax prefer-
ences, as well as the disadvantage of the fact that Aaron, Henry J. and Harvey Galper, 1985. Assessing
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