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Abstract
The proportion of firms paying cash dividends falls from 66.5% in 1978 to 20.8% in 1999, due in
part to the changing characteristics of publicly traded firms. Fed by new listings, the population of publicly
traded firms tiltsincreasingly toward small firms with low profitability and strong growth opportunities —
characteristics typical of firms that have never paid dividends. More interesting, we also show that
regardless of their characteristics, firms have become less likely to pay dividends. Thislower propensity to

pay is at least asimportant as changing characteristics in the declining incidence of dividend-paying firms.
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1. Introduction

Dividends have long been an enigma. Since they are taxed at a higher rate than capital gains, the
common presumption isthat dividends are less valuable than capital gains. In thisview, firmsthat pay
dividends are at a competitive disadvantage since they have a higher cost of equity than firmsthat do not
pay. The fact that many firms pay dividendsis then difficult to explain.

Using CRSP and Compustat, we study the incidence of dividend payers during the 1926-99 period,
with special interest in the period after 1972, when the data cover NY SE, AMEX, and NASDAQ firms.
The percent of firms paying dividends declines sharply after 1978. 1n 1973, 52.8% of publicly traded non-
financial non-utility firms pay dividends. The proportion of payersrisesto a peak of 66.5% in 1978. It
then falls rather relentlessly. In 1999, only 20.8% of firms pay dividends.

The decline after 1978 in the percent of firms paying dividends raises three questions. (i) What are
the characteristics of dividend payers? (ii) Isthe decline in the percent of payers due to adecline in the
prevalence of these characteristics among publicly traded firms, or (iii) have firms with the characteristics
typical of dividend payers become less likely to pay? We address these questions.

We use logit regressions and summary statistics to examine the characteristics of dividend payers.
Both approaches suggest that three characteristics affect the decision to pay dividends: profitability,
investment opportunities, and size. Larger firms and more profitable firms are more likely to pay dividends.
Dividends are less likely for firms with more investments.

The summary statistics provide details on the nature of dividend payers, former payers, and firms
that have never paid. Former payerstend to be distressed. They have low earnings and few investments.
Firms that have never paid dividends are more profitable than former payers and they have strong growth
opportunities. Dividend payers are, in turn, more profitable than firms that have never paid. But firms that
have never paid invest at a higher rate, do more R& D, and have a higher ratio of the market value of assets
to their book value (V/A,, aproxy for Tobin’s Q) than dividend payers. The investments of dividend
payers are on the order of pre-interest earnings, but the investments of firms that have never paid exceed
earnings. Finally, payers are about ten times as large as non-payers.

The decline after 1978 in the percent of firms paying dividendsis duein part to an increasing tilt

of publicly traded firms toward the characteristics of firms that have never paid — low earnings, strong



investments, and small size. Thistilt in the population of firmsis driven by an explosion of newly listed
firms, and by the changing nature of the new firms. The number of publicly traded non-financial non-utility
firms grows from 3,638 in 1978 to 5,670 in 1997, before declining to 5,113 in 1999. Newly listed firms
always tend to be small, with extraordinary investment opportunities (high asset growth rates and high
V/A;). What changes after 1978 is their profitability. Before 1978, new lists are more profitable than
seasoned firms. In 1973-77, the earnings of new lists average a hefty 17.79% of book equity, versus
13.68% for all firms. The profitability of new lists falls throughout the next 20 years. The earnings of new
listsin 1993-98 average 2.07% of book equity, versus 11.26% for all firms.

The decline in the profitability of new lists is accompanied by a decline in the percent of new lists
that pay dividends. During 1973-77, one-third of newly listed firms pay dividends. In 1999, only 3.7% of
new lists pay dividends. The surge in numbers and the changing nature of new lists produce a swelling
group of small firmswith low profitability but large investments that have never paid dividends. This group
of firmsisabig factor in the decline in the percent of firms paying dividends.

It is perhaps obvious that investors have become more willing to hold the shares of small,
relatively unprofitable growth companies. But the resulting tilt of the publicly traded popul ation toward
such firmsisonly half of the story for the declining incidence of dividend payers. Our more striking finding
isthat firms have become less likely to pay dividends, whatever their characteristics. We characterize the
decline in the likelihood that a firm pays dividends, given its characteristics, as alower propensity to pay.
What we mean is that the perceived benefits of dividends (whatever they are) have declined through time.

We use two approaches to quantify how characteristics and propensity to pay combine to produce
the decline in the percent of dividend payers. One approach works with logit regressions. The other uses
relative frequencies of payersin portfolios formed on profitability, investment opportunities, and size.

Both approaches say that lower propensity to pay is at |east as important as changing characteristicsin
explaining the decline in the percent of dividend payers..

Lower propensity to pay is quite general. For example, the percent of dividend payers among
firms with positive earnings declines after 1978. But the percent of payers among firms with negative
earnings also declines. Small firms become much less likely to pay dividends after 1978, but thereisalso a

lower incidence of dividend payers among large firms. Firms with many investment opportunities become



much less likely to pay dividends after 1978, but dividends also become less likely among firms with fewer
investments.

The effects of changing characteristics and propensity to pay vary across dividend groups. The
characteristics of dividend payers (large, profitable firms) do not change much after 1978, and controlling
for characteristics, payers become only a bit more likely to stop paying. Changing characteristics and lower
propensity to pay show up more clearly in the dividend decisions of former payers and firms that have never
paid. For example, after 1978, lower profitability and abundant growth opportunities produce much lower
expected rates of dividend initiation by firms that have never paid. But controlling for characteristics, firms
that have never paid aso initiate dividends at much lower rates after 1978, and former payers become much
less likely to resume dividends.

Share repurchases jump in the 1980s, and it is interesting to examine the role of repurchases in the
declining incidence of dividend payers. We show that because repurchases are largely the province of
dividend payers, they leave the decline in the percent of payers largely unexplained. Instead, the primary
effect of repurchases isto increase the already high earnings payouts of cash dividend payers.

Our story proceeds as follows. Section 2 presents the facts about dividends to be explained.
Section 3 documents the characteristics of dividend payers and the progressive tilt of the population of
publicly traded firms toward the characteristics of firms that have never paid. Section 4 presents qualitative
evidence on the reduced propensity to pay dividends. Section 5 quantifies the effects of characteristics and

propensity to pay. Section 6 examines share repurchases. Section 7 concludes.

2. Timetrendsin cash dividends

Our goal isto explain the decline after 1978 in the incidence of dividend payers among NY SE,
AMEX, and NASDAQ firms. We begin by examining the behavior of dividends for the longer 1926-99
period covered by CRSP. Fig. 1 shows the total number of non-financial non-utility firms on CRSP each
year, and the number of firmsthat (i) pay cash dividends, (ii) do not pay, (iii) formerly paid, and (iv) have
never paid. Fig. 2 shows percents of the total number of firmsin the four dividend groups. We exclude
utilities from the tests to avoid the criticism that their dividend decisions are a byproduct of regulation. We

also exclude financia firms. The datato come on the characteristics of dividend payers are from



Compustat, and Compustat’s historical coverage of financial firmsis spotty. Until mid-1962, CRSP covers
only NY SE firms. The jumpsin the total number of firmsin 1963 and 1973 in Fig. 1 are due to the addition
of AMEX and then NASDAQ firms.

The proportion of NY SE non-financial non-utility firms paying dividends falls by half during the
early years of the Great Depression, from 66.9% in 1930 to 33.6% in 1933 (Fig. 2). Thereafter, the percent
paying rises. Inevery year from 1943 to 1962, more than 82% of NY SE firms pay dividends. More than
90% pay dividends in 1951 and 1952. With the addition of AMEX firmsin 1963, the proportion of payers
dropsto 69.3%. The addition of NASDAQ firmsin 1973 lowers the proportion of payers to 52.8%, from
59.8% in 1972. It then risesto 66.5% in 1978, the peak for the post-1972 period of NY SE-AMEX-
NASDAQ coverage. The proportion paying declines sharply after 1978, to 30.3% for 1987. It continuesto
decline thereafter, though less rapidly. 1n 1999, only 20.8% of firms pay dividends.

Both the numerator (the number of dividend payers) and the denominator (the number of sample
firms) contribute to the decline after 1978 in the percent of firms paying dividends. Swelling numbers of
new listings cause the CRSP sample to expand by about 40%, from 3,638 firmsin 1978 to 5,113 in 1999
(Fig. 1). New lists average 5.2% of listed firms (114 per year) during 1963-77, versus 9.6% (436 per year)
for 1978-99 (Table 1).

More interesting, the population of dividend payers shrinks by more than 50% after 1978. There
are 2,419 dividend payersin 1978 but only 1,182 in 1991 and 1,063 in 1999 (Fig. 1). The declinein the
number of payers means that payers added to the sample fail to replace thoselost. Dividend payers are lost
when firms stop paying dividends or disappear from CRSP due to merger or delisting. Payers are added to
the sample when former payers resume dividends, firms that have never paid initiate dividends, or new
firms pay dividendsin the year of listing.

Table 2 provides details on the change in the number of payers. The rate at which dividend payers
are lost from the sample (due to dividend terminations, mergers, and delistings) rises from 6.8% per year for
1963-77 to 9.8% for 1978-99. Much of the increaseis due to mergers. Thereisno clear trend in the rate at
which dividend payers terminate dividends. During 1978-99, on average 5.0% of payers stop paying each
year. Thisis higher than the termination rate for 1963-77, 3.5% per year, but it is lower than the rate for

1927-62, 5.4% per year. A relatively steady termination rate is consistent with the evidence in DeAngelo



and DeAngelo (1990) and DeAngelo, DeAngelo, and Skinner (1992) that only distressed firms (with
strongly negative earnings) terminate dividends. In contrast, during 1978-1999, dividend payers merge into
other firms at the rate of 3.9% per year. Thisishigher than the merger rates for 1927-62 (0.6% per year)
and 1963-77 (2.7% per year). Dividend payers delist at the rate of 0.9% per year during 1978-99, versus
0.3% for 1927-62 and 0.8% for 1963-77.

Dividend payers disappear at a higher rate during 1978-98, but the more important factor in the
decline in the number of payersisthe failure of new payers to replace those that arelost. Former payers
(always ardatively small group) resume dividends at an average rate of 11.8% per year during 1963-77;
thisrate fallsto 6.2% per year for 1978-99 and 2.5% for 1999. New lists surge after 1978, but the
proportion paying dividendsin the year of listing declines from 50.8% for 1963-77 to 9.0% for 1978-99 and
only 3.7% in 1999 (Table 1). New lists feed a swelling group of firmsthat never get around to paying
dividends. Theinitiation rate for firms that have never paid dividends drops from 7.1% per year for 1963-
7710 1.8% for 1978-99 and atiny 0.7% for 1999.

Although mergers contribute to the decline in the number of dividend payers, they are not
important in the decline in the percent of payers. During the critical 1978-99 period, non-payers merge into
other firms at about the same rate (3.8% per year) as payers (3.9% per year), so mergers have little effect on
the percent of firms paying dividends. Non-payers delist at a higher rate (6.3% per year for 1978-99) than
payers (0.9% per year). Thus, delistings reduce the number of firms paying dividends, but they actually
increase the percent of firms paying.

Fig. 2 givesasimple view of the factors that contribute to the decline in the percent of firms
paying dividends. Terminations by dividend payers and resumptions by former payers have little net effect.
Terminations and resumptions determine the population of former payers, which grows from 319 firmsin
197810 466 in 1999 (Fig. 1). Because the number of listed firms also grows, the proportion of all firms
accounted for by former payers only rises from 8.8% in 1978 t0 9.1% in 1999 (Fig. 2). Asaresult, the
decline in the proportion of firms paying dividends (from 66.5% in 1978 to 20.8% in 1999) ailmost matches
the growth in the proportion that have never paid (from 24.7% in 1978 to 70.1% in 1999). This group (new
lists that never become dividend payers) is a big factor in both the decline in the numerator of the percent of

dividend payers (the number of payers) and the increase in the denominator (the number of sample firms).



Therest of the paper addresses two questions raised by the declining incidence of dividend payers:
(i) Has the population of firms drifted toward a lower frequency of firms with the characteristics typical of
payers, or (ii) have firms with the characteristics typical of payers become less likely to pay dividends? We
start by establishing the characteristics of dividend payers, and the declining incidence of these

characteristics among publicly traded firms.

3. Characteristics of dividend payers

Our evidence on the characteristics of dividend payers and non-payersis from Compustat. The
time period, 1963-98, is shorter than the 1926-99 CRSP period examined above, but the Compustat data
cover the post-1972 NY SE-AMEX-NASDAQ period and the post-1978 period of most interest to us.

On average, the CRSP sample has about 750 more firms than the Compustat sample in their shared
1963-98 period (Table 1). The difference between the samplesis due to CRSP’'s more complete coverage
and the data requirements we impose on the Compustat sample (see the Appendix). But the Compustat
sample does show the sharp decline in the percent of dividend payers observed in the CRSP sample.
Dividend payers average 64.3% of Compustat firmsin 1973-77 and 23.6% in 1993-98 (Table 1). The
averages for CRSP are 60.3% in 1973-77 and 23.5% in 1993-98.

Our initial discussion of the characteristics of dividend payers focuses on the evidence from
summary statistics that payers and non-payers differ in terms of profitability, investment opportunities, and

size. The evidence from the summary statistics is then confirmed with logit regressions.

3.1. Profitability

Table 3 details the characteristics of firmsin various dividend groups. Dividend payers have
higher measured profitability than non-payers. For the full 1963-98 period, E/A; (the ratio of aggregate
earnings before interest to aggregate assets) averages 7.82% per year for payers versus 5.37% for non-
payers. Among non-payers, E/A, averages 4.54% per year for former dividend payers. Thisislower than
the profitability of firmsthat have never paid dividends, 6.11% per year, which in turn is below the
profitability of dividend payers, 7.82% per year.

Earnings before interest, E;, are the payoff on afirm’s assets, but earnings available for common,

Y, may be more relevant for the decision to pay dividends. Table 3 shows that the gap between the



profitability of payers and non-payers is wider when profitability is measured as Y /BE; (aggregate common
stock earnings over aggregate book equity). For 1963-98, Y /BE; averages 12.75% for dividend payers,
versus 6.15% for non-payers. Among non-payers, Y/BE; averages 7.94% for firms that have never paid
dividends and only 3.18% for former payers.

Low profitability becomes more common in the second half of the 1963-98 period. The plots of
the decile breakpoints for E/A, in Fig. 3 provide perspective. Initially the breakpoints drift upward, peaking
around 1979 or 1980. After the peak years, profitability declines. The declineis marginal in the higher
profitability deciles, but it islarge in the lower profitability deciles. The lowest breakpoint (the tenth
percentile) switches from consistently positive to consistently negative in 1982. At least 20% of firms have
negative earnings before interest after 1984. In the last three years, 1996-98, negative earnings before
interest afflict more than 30% of the firms.

Many of the firms that are unprofitable later in the sample period are new listings. Until 1978,
more than 90% of new lists are profitable (Fig. 4). Thereafter, the fraction with positive earningsfalls. In
1998, only 51.5% of new lists have positive common stock earnings. Table 3 shows that before 1982, new
lists— even new lists that do not pay dividends — tend to be more profitable than all publicly traded firms.
After 1982 the profitability of new listsfalls. The deterioration occurs as the number of new lists explodes,
and it is dramatic for the increasingly large group of new liststhat do not pay dividends. By 1993-98 (when
there are 511 Compustat new lists per year and only 5.2% pay dividends), the common stock earnings of
newly listed non-payers average only 0.27% of book equity, versus 11.26% for all firms. The low
profitability of new lists later in the sample period isin line with similar evidence on the low post-issue
profitability of IPO firms (Jain and Kini, 1994; Mikkelson, Partch, and Shah, 1997).

After 1977, more than 85% of new liststrade on NASDAQ. One might suspect that the declining
incidence of dividend payersis a NASDAQ phenomenon, driven by looser listing standards. In fact, all
three exchanges contribute to the growth of unprofitable new lists. Among firms that begin trading between
1978 and 1998, 10.7% of NY SE new lists, 29.0% of AMEX new lists, and 23.6% of NASDAQ new lists
have negative common stock earnings. Fig. 5 showsthat all three exchanges experience large declinesin
the percent of payers after 1978. The fraction of NY SE firms paying dividends drops from 88.6% in 1979

t0 52.0% in 1999, alevel not seen since the Great Depression. AMEX and NASDAQ payers drop from



peaks of 63.4 and 54.1% in 1978 and 1977 to 16.9 and 8.6% in 1999. Thus, although it coincides with the
explosion of unprofitable NASDAQ new lists, the decline in the percent of firms paying dividendsis not

limited to NASDAQ.

3.2. Investment opportunities

Like profitability, investment opportunities differ across dividend groups. Firmsthat have never
paid dividends have the best growth opportunities. Table 3 shows that they have much higher asset growth
rates for 1963-98 (16.50% per year) than dividend payers (8.78%) or former payers (4.67%). V /A, (the
ratio of the aggregate market value to the aggregate book value of assets) is also higher for firms that have
never paid (1.64) than for payers (1.39) or former payers (1.10). The R& D expenditures of firms that have
never paid are on average 2.76% of their assets, versus 1.61% for dividend payers and 1.03% for former
payers. Thus, though firms that have never paid seem to be less profitable than dividend payers, they have
better growth opportunities. In contrast, former payers are victims of a double whammy — low profitability
and poor investment opportunities.

Newly listed firms are again of interest. Dividend-paying new listsinvest at a higher rate during
1963-98 (13.42% per year, Table 3) than al dividend payers (8.78%). Thereisan even larger spread
between the asset growth rates of non-paying new lists and all non-paying firms. The 1963-98 average
growth rate for non-paying new lists — an extraordinary 30.28% per year — is almost twice the high 16.50%
average growth rate for al firms that have never paid dividends. Similarly, V{/A; is higher for newly listed
non-payers than for all firmsthat have never paid dividends. Thus, although newly listed non-payers suffer
from low profitability later in the period, they have abundant investments.

Some readers express a preference for capital expenditures (roughly the changein long-term
assets), rather than the change in total assets, to measure investment. Our view is that short-term assets are
investments. Just asthey invest in machines, firmsinvest in cash, accounts receivable, and inventory to
facilitate their business activities. And when cash is retained for future long-term investments, the resources
for these investments are committed when the cash is acquired.

Finally, a caveat isin order. The investment evidence suggests that, measured by E/A,, the

profitability advantage of dividend payers over firms that have never paid is probably exaggerated, for three



reasons. (i) If investments take time to reach full profitability, E/A; understates profitability for growing
firms. And firmsthat have never paid grow faster than dividend payers. (ii) When R&D is a multiperiod
asset, mandatory expensing of R& D causes us to understate earnings and assets. If R&D isgrowing, E/A;
understates profitability. RDy/A; is higher for firms that have never paid dividends than for dividend payers.
And the RD{/A, spread grows through time, from 0.32% in 1973-77 to 1.98% in 1993-98 (Table 3). (iii)
Since firms that have never paid dividends grow faster, their assets are on average younger than those of
dividend payers. Inflation isthen likely to cause us to overstate the profitability advantage of dividend

payers relative to firms that have never paid.

3.3. Sz

Dividend payers are much larger than non-payers. During 1963-67, the assets of payers average
about eight times those of non-payers (Table 3). In the non-payer group, former payers are about three
times the size of firms that have never paid. In later years, as the Compustat sample grows and the number
of payers declines, payers become even larger relative to non-payers. During 1993-98, the assets of payers
average more than 13 times those of non-payers.

Table 4 gives a different perspective on the relative size of dividend payers and non-payers. The
table shows that payers account for 93.5 to 95.8% of the aggregate book and market values of assets and
common stock during 1973-77, when 64.3% of firmsin the Compustat sample pay dividends. Even during
1993-98, when fewer than one-quarter of Compustat firms pay dividends, payers account for more than
three-quarters of aggregate book and market values.

Dividend payers are more profitable and non-payers derive more of their market value from
expected growth, so the share of dividend payersin aggregate earningsis even higher than their share of
assets and market values. During each of the four five-year periods from 1973 to 1992, payers account for
about 97% of common stock earnings (Table 4). For 1993-98, the 23.6% of firms that pay dividends
account for all but 8.3% of aggregate earnings.

The fact that, even at the end of the sample period, dividend payers account for alarge fraction of
aggregate earnings, is, however, abit misleading. Firms with negative earnings (mostly non-payers)

become more common later in the sample period. Asaresult, we shall see that dividend payers can



continue to account for alarge fraction of aggregate earnings even though an increasing fraction of
profitable firms, that in earlier times would be dividend payers, are now non-payers.

Finally, firms that do not pay dividends are big issuers of equity. During 1971-98 (when dataon
stock purchases and issues are available on Compustat), the aggregate net stock issues of non-payers
average 2.80% of the aggregate market value of their common stock, versus atrivia -0.05% for dividend
payers. Dividend payers share of gross stock issues drops from 90.4% for 1973-77 to 35.8% for 1993-98
(Table 4). Thus, though much lessimportant on other dimensions, firms that do not pay dividends currently
account for almost two-thirds of the aggregate value of stock issues. Thisisnot surprising, given that the
non-payer group tilts increasingly toward growth firms with investment outlays much in excess of their

earnings.

3.4. Synopsis

The evidence suggests that three fundamentals — profitability, investment opportunities, and size —
are factors in the decision to pay dividends. Dividend payers tend to be large, profitable firms with earnings
on the order of investment outlays (Table 3). Firmsthat have never paid are smaller and they seem to be
less profitable than dividend payers, but they have more investment opportunities (higher asset growth rates,
higher V/A,, and higher RD/A,), and their investment outlays are much larger than their earnings. The
salient characteristics of former dividend payers are low earnings and few investments.

The steady decline after 1978 in the percent of firms paying dividendsisin part due to an
increasing tilt of the population of publicly traded firms toward the characteristics typical of firms that have
never paid. The source of thetilt isnew lists. Thereisasurgein newly listed firms after 1977, and they
differ from earlier new lists. During the early years of the 1963-98 period, new lists tend to be small,
profitable firms with abundant investments. After 1977, new lists continue to be small and to grow rapidly.
But their profitability deteriorates, and new lists that pay dividends becomeincreasingly rare. The new
breed of new lists feeds a swelling group of small firms with low earnings and strong growth opportunities —

the timeworn characteristics of firms that have never paid dividends.

3.5. Confirmation fromlogit regressions



Table 5 summarizes annual logit regressions that document more formally the margina effects of
size, profitability, and investment opportunities on the likelihood that a firm pays dividends. The size of an
NY SE, AMEX, or NASDAQ firm for agiven year isits NY SE percentile, NY P, that is, the percent of
NY SE firms that have the same or smaller market capitalization. This size measure is meant to neutralize
any effects of the growth in typical firm size through time. Profitability is measured asthe ratio of afirm’'s
earnings before interest to its total assets, E/A;. The proxiesfor investment opportunities are afirm’srate
of growth of assets, dAJ/A,, and its market-to-book ratio, V/A;. Rather than one overall regression, we
estimate the logit regressions year-by-year. In the spirit of Fama and MacBeth (1973), we use the time-
series standard deviations of the annual coefficients, which allow for correlation of the regression residuals
across firms, to make inferences about average coefficients.

The full-period (1963-98) average slopes from the regressions confirm our inferences about the
roles of size, profitability, and investment opportunities in the decision to pay dividends. Larger firmsare
more likely to pay dividends; the average slope on NY P, is 37.84 standard errors from zero. More
profitable firms are more likely to pay dividends; the average slope on E/A; is 12.20 standard errors from
zero. And firms with more investments are less likely to pay dividends; the average slopes on V{/A; and
dA/A; are-16.93 and -6.50 standard errors from zero. Strong negative average slopes for V/A; (more than
eight standard errors from zero) and strong positive slopes for NY P, and E/A, (more than nine standard
errors from zero) are also observed in every five-year subperiod. The average slope for dA/A; is negative
in every subperiod, but the small five-year sample size makes the weaker negative marginal effect of
investment outlays less consistently reliable in the subperiods.

Our results on the characteristics of dividend payers and non-payers complement the evidence in
Fama and French (1999) that among dividend payers, larger and more profitable firms have higher payout
ratios, and firms with more investments have lower payouts. And all these results are consistent with a
pecking-order model in which firms are reluctant to issue risky securities because of asymmetric
information problems (Myers and Magjluf, 1984; Myers, 1984) or simply because of high transactions costs.
Bigger asymmetric information problems and higher costs when issuing securities can also explain why

smaller firms are less likely to pay dividends. That more profitable firms pay more dividends while firms



with more investments pay lessis aso consistent with the propositions of Easterbrook (1984) and Jensen

(1986) about the role of dividendsin controlling the agency costs of free cash flow.

4. The propensity to pay dividends: qualitative evidence

The surge in new listings in the 1980s and 1990s, and the changing nature of new lists, cause the
population of publicly traded firmsto tilt increasingly toward the characteristics — small size, low
profitability, and strong growth opportunities — of firms that have never paid dividends. But thisis not the
whole story for the decline in the percent of dividend payers. Our more interesting result is that, given their
characteristics, firms have become less likely to pay dividends. This section presents some preliminary
qualitative evidence. Section 5 then quantifies how the changing characteristics of firms combine with
lower propensity to pay to explain the decline in the incidence of dividend payers.

If the decline in the percent of dividend payersis due entirely to the changing characteristics of
firms, firms with particular characteristics should be as likely to pay dividends now asin the past. Fig. 6
suggests that thisis not the case. The figure shows time series plots of the percent of dividend payers
among (i) firms with positive common stock earnings, Y, > 0, (ii) firms with negative Yy, (iii) firmswith
earnings before interest that exceed investment outlays, E; > dA,, and (iv) firms with E; < dA;. In al four
groups, firms become less likely to pay dividends later in the sample period.

In 1978, 72.4% of firms with positive common stock earnings pay dividends. 1n 1998, 30.0% of
profitable firms pay dividends, less than half the fraction for 1978. The proportion of payers among firms
with E; > dA, fallsfrom 68.4% in 1978 to 32.4% in 1998. These results suggest that dividends become less
likely among firms with the characteristics (positive earnings and earnings in excess of investment) of
dividend payers. But unprofitable firms and firms with investment outlays that exceed earnings also
become lesslikely to pay. For firmswith E; < dA,, the proportion paying dividends falls from 68.6% in
1978 to0 15.6% in 1998. Dividends are never common among unprofitable firms. But these firms also
become less likely to pay dividendsin the 1980s and 1990s. Before 1983, about 20% of firmswith
negative common stock earnings pay dividends. In 1998, only 7.2% of unprofitable firms pay dividends.

In short, the evidence suggests that firms become less likely to pay dividends, whatever their characteristics.



It isworth dwelling a bit on these results. The surge in unprofitable non-paying new lists causes
the aggregate profitability of firmsthat do not pay dividendsto fall in the 1980s and 1990s (Table 3). But
Fig. 6 says that this decline in aggregate profitability hides the fact that an increasing fraction of firmswith
positive earnings — firms that in the past would typically pay dividends — now choose not to pay. Similarly,
for non-payers the spread of aggregate investment over aggregate earnings widens later in the sample
period, again largely as aresult of new lists. But Fig. 6 saysthat an increasing fraction of firmswith
earnings that exceed investment — firms that in the past would typically pay dividends — are now non-payers.
In short, the surge in unprofitable new lists with investment outlays far in excess of earnings causes the
aggregate characteristics of non-payers, documented in Table 3, to mask widespread evidence of alower

propensity to pay dividends.

5. Changing characteristics and propensity to pay: quantitative effects

This section quantifies the effects of changing characteristics and propensity to pay on the percent
of dividend payers. The approachissimple. We first estimate the probabilities that firms with given
characteristics (size, profitability, and investment opportunities) pay dividends during 1963-77, the 15-year
period of Compustat coverage preceding the 1978 peak in the percent of dividend payers. We then apply
the probabilities from the 1963-77 base period to the samples of firm characteristics observed in subsequent
years to estimate the expected percent of dividend payers for each year after 1977. Since the probabilities
associated with characteristics are fixed at their base period values, variation in the expected percent of
payers after 1977 is due to the changing characteristics of sample firms. We then use the difference
between the expected percent of payers for ayear (calculated using the base period probabilities) and the
actual percent to measure the change in the propensity to pay dividends. A decline in the propensity to pay
implies a positive difference between expected and actual percents of payers.

We use two approaches to estimate the probability function for the base period, logit regressions
and relative frequencies of dividend payersin portfolios formed on profitability, investment opportunities,
and size. We show results that use 1963-77 as the base period, but using 1973-77 (the first five-year period

of NY SE-AMEX-NASDAQ coverage) as the base period produces similar results.

5.1. Regression estimates



Table 6 shows the expected percents of dividend payers obtained by applying the average
coefficients from year-by-year logit regressions for 1963-77 to the samples of firm characteristics of
subsequent years. Two sets of results are shown. In one, the regressions use size (NY SE percentile, NYP),
profitability (E/A,), and two measures of investment opportunities (V/A. and dA/A,) to explain the
probability that a firm pays dividends. In the other, V/A, is dropped, leaving dA/A; as the sole measure of
investment opportunities. (The base period regressions are summarized in Table 5.)

Why two sets of results? Our approach to measuring the effects of changing characteristics on the
incidence of dividend payers presumes that the proxies for profitability, investment opportunities, and size
have constant meaning through time. This presumption is especialy suspect for Vi/A;. V/A; driftsup inthe
1980s and 1990s (Table 3). With rational pricing, the drift in VV{/A, is due to some mix of (i) increasing
profitability of assetsin place, (ii) more profitable or more abundant expected investments, or (iii) lower
discount rates for expected cash flows. Profitability (E/A;) and investment outlays (dA/A;) show no clear
tendency to increase during the 1980s and 1990s (Table 3). It isreasonable to conclude that declining
discount rates have arolein the drift in V{/A;. For our purposes, upward drift in V/A, that is not due to
improved investment opportunities causes us to overestimate the decline in the percent of payers dueto
changing characteristics and to understate the decline due to propensity to pay.

Consider first the regressions that use NY P,, E/A,, and both V/A,, and dA/A, to explain the
probability that a firm pays dividends. Since we use the same 1963-77 average regression function to
estimate the expected percent of payersin each of the following years, changesin the expected percent after
1977 are due to the changing characteristics of sample firms. When the average regression function for
1963-77 is applied to the sample of firm characteristics for 1978, the expected proportion of payersis
70.0%. The proportion of dividend payers for 1963-77 is 68.5%. Thus, roughly speaking, the
characteristics of firmsin 1978 are similar to those of the base period. The expected proportion of payers
falls after 1978, reaching 44.6% in 1998. The 25.4 percentage point decline in the expected proportion of
payers, from 70.0% in 1978 to 44.6% in 1998, is an estimate of the effect of changing characteristics on the
percent of firms paying dividends.

The actual percent of dividend payers for a given year of the 1978-98 period is al so the expected

percent that would be produced by alogit regression estimated on that year’ s sample of firms. Thus, by



comparing the actual percent of payersfor ayear and the expected percent produced with the regression
function for the 1963-77 base period, we can infer the effect of changesin the regression function, or
equivalently, changesin the propensity to pay dividends. In 1978, the actual percent of payersisonly 1.5
percentage points below the expected. The spread between the expected and actual percent widens
thereafter. By 1998, when the regression function for 1963-77 predicts that 44.6% of firms pay dividends,
only 21.3% actually pay. The difference, 23.3 percentage points, between the expected and actual percents
for 1998 estimates the end-of-sample shortfall in the percent of dividend payers due to reduced propensity
to pay.

As predicted, when we drop V /A, from the 1963-77 base period regressions, changing
characteristics make a smaller contribution to the decline in the percent of dividend payers. The expected
proportion of payers now declines from 66.9% in 1978 to 52.1% in 1998. This 14.8 percentage point
decline (dueto changing NY P, E/A,, and dA/A, characteristics) compares to the estimated 25.4 percentage
point decline obtained when V /A, is used along with dA/A, to measure investment opportunities.
Conversely, when we drop V/A; from the base period regressions, lower propensity to pay gets more weight
in explaining the declining percent of dividend payers. 1n 1978 and 1979, the actual percent of payersis
dightly higher than the expected percent. Thereafter, the expected percent exceeds the actual, and by
increasing amounts. The final (1998) shortfall in the proportion of dividend payers due to lower propensity
to pay, 30.8%, is 7.5 percentage points higher than the 23.3% estimate obtained when V /A, is also included
in the base period regressions.

One can quarrel about whether excluding V/A; as a control variable provides cleaner estimates of
the decline in the percent of dividend payers due to changing characteristics. But thereisno need. The
important point is that, with or without V /A, the regression approach uncovers the tracks of a potentialy

elusive phenomenon — the lower propensity of firmsto pay dividends, given their characteristics.

5.2. Regressions for different dividend groups
Thereisamissing variable in the regressions underlying Table 6 — lagged dividend status. Table 7
summarizes annual logit regressions estimated separately for firms classified as payers, former payers, and

firms that have never paid as of the previous year. The full-period (1963-98) average coefficients show that



the decision to pay dividendsin year t depends on dividend statusin t-1. Dividend payers produce alarge
positive average intercept (1.26, t = 8.94), but the intercepts for former payers and firms that have never
paid are strongly negative (-3.38, t = -21.84; and -2.16, t = -8.37). The regression slopes confirm that that
thereisinertiain dividend decisions. Skipping the details, for given positive values of the explanatory
variables[size (NY Py, profitability (E/A;), and investment opportunities (V4/A; and dA/A,)], the probability
that adividend payer continues to pay is higher than the probability that a non-payer with the same
characteristics starts paying.

Theregressions for the three dividend groups allow us to examine how the effects of changing
characteristics and propensity to pay differ across the groups. Table 8 uses the average 1963-77 logit
coefficients for each dividend group to estimate expected percents of payers for each group in subsequent
years. The proportion of year t-1 dividend payers expected to continue paying in year t only falls from
97.9% in 1978 to 97.0% in 1998. Thus, roughly speaking, the characteristics of dividend payers do not
change much through time. In al but one year of the 1978-98 period, the actual percent of continuing
payers falls short of the expected. But the annual differences (the effect of lower propensity to pay) average
only 1.2% for 1978-98. This small decline in the propensity to pay nevertheless has a nontrivial cumulative
effect on the payer population. The annual spreads between expected and actual percents of payers for
1978-98 cumulate to about 320 payers lost due to lower propensity to pay.

Changing characteristics and lower propensity to pay have bigger effects on the dividend decisions
of former payers. When the average coefficients of the 1963-77 regressions for former payers are applied
to the former payer samples of later years, the expected proportion of those resuming dividends falls (due to
changesin characteristics) from 17.4% in 1978 t0 9.9% in 1998. Given their characteristics, the propensity
of former payers to resume dividends is also lower after 1978; the difference between expected and actual
percents resuming is positive after 1979, and the average difference for 1978-98 is 3.1 percentage points.

In 1998, 9.9% of former payers are expected to resume, but only 4.0% (less than half the expected number)
actualy do.

Changing characteristics and lower propensity to pay also have strong separate effects on the
dividend decisions of firmsthat have never paid. Changes in characteristics cause the expected proportion

of initiators among firms that have never paid to fall from 11.3% in 1978 to 5.2% in 1998, a decline of



more than half. The consistently positive differences between the expected and actual percents of initiators
after 1978 then say that controlling for characteristics, firms that have never paid dividends become less
likely to start. For 1978-98, the difference averages 3.8 percentage points (6.8% expected versus 3.0%
actual). 1n 1998, 5.2% of the never paid are expected to start paying dividends, but only 0.8% (less than
one-sixth the expected number) actually do — rather strong evidence of a declining propensity to initiate
dividends.

The regressions estimated separately for payers, former payers, and firms that have never paid are
useful for documenting that, to different degrees, changing characteristics and lower propensity to pay affect
the dividend decisions of all three groups. But the regressions are inappropriate for estimating how the
decline in the overall percent of dividend payers splits between characteristics and propensity to pay.
Suppose we estimate the overall expected percent of payers for ayear as the sum of the expected number of
payers in each dividend group divided by the total number of firms (Table 8). With separate regressions,
the probability that a payer continues to pay is higher than the probability that an otherwise similar non-
payer initiates dividends. The expected number of payers for ayear thus depends on the distribution of
firms across dividend groups in the preceding year. Toward the end of the sample period, many firms are
non-payers because of the lower propensity to pay. Asaresult, the decline from 1978 to 1998 in the overall
expected percent of payers combines the effects of changing characteristics and lower propensity to pay,
and the 1998 difference between the overall actual and expected percents of payers understates the
cumulative effect of propensity to pay.

We areinterested in long-term dividend patterns. Under reasonable assumptions, the regression
approach that ignores lagged dividend status (Table 6) does a better job capturing the long-term effects of
changing characteristics and propensity to pay. If propensity to pay, given afirm’'s characteristics, is
constant prior to 1978, the average allocations of firms across dividend groups during the 1963-77 base
period should largely be driven by characteristics rather than by lagged dividend status. In this situation,
the base period average regression function that ignores lagged dividend status captures the pre-1978 long-
term propensity to pay, given characteristics. And applying the base period regression function to the
samples of firm characteristics of subsequent years produces estimates of the long-term effects of changing

characteristics and propensity to pay.



5.3. Estimates of base period probabilities from portfolios

Thelogit regressions use a functional form for the base period relation between characteristics and
the likelihood that a firm pays dividends that may be misspecified. Our second approach addresses this
problem by allowing the base period probabilities to vary with characteristics in an unrestricted way.

Each year from 1963 to 1977, we form 27 portfolios as the intersections of independent sorts of
firms on profitability (E/A,), investment opportunities (V/A; or dA/A,), and size. We sort firmsinto three
equal groups on E/A,, VJ/A;, and dA/A,, but we do not form equal groups on size. Instead, we use the 20th
and 50th percentiles of market capitalization for NY SE firmsto allocate NY SE, AMEX, and NASDAQ
firmsto portfolios. We use NY SE percentiles to prevent the growing population of small NASDAQ firms
from changing the meaning of small, medium, and large over the sample period. The 20th and 50th NY SE
percentiles lead to similar average numbers of firmsin the medium and large groups (and many more in the
small group). To have a manageable number of portfolios, each with many firms, we use V/A; or dA/A;
(but not both) to control for investment opportunities.

We estimate the base period probabilities that firmsin each of the 27 portfolios pay dividends as
the sum of the number of payersin a portfolio during the 15 years of 1963-77 divided by the sum of the
number of firmsin the portfolio. These base period probabilities are free of assumptions about the form of
the relation between characteristics and the probability that a firm pays dividends (except, of course, that all
firmsin a portfolio are assigned the same probability). The number of observations in the base period
probability estimatesis aways at least 45, and it is 165 or greater for all but one portfolio.

The base period probabilities vary across portfoliosin afamiliar way (Table 9). Larger firmsare
more likely to pay dividends; controlling for profitability (E/A;) and investment opportunities (V/A; or
dA/A,), the 1963-77 probability that afirm pays dividends increases across size portfolios. More profitable
firms are more likely to pay dividends; controlling for size and V/A; or dA/A,, high E/A; portfolios have
higher percents of payersin 1963-77 than low E/A, portfolios. Finally, firms with more investments are
less likely to pay dividends; the high V /A, (or dA/A,) portfolio in asize-E/A; group typically has alower

base period percent of dividend payers than the low V{/A; (or dAJ/A,) portfolio.



We form portfolios each year after 1977 using breakpoints designed to have the same economic
meaning as those of the 1963-77 base period. For profitability and investment opportunities, we assume
that values of E/A;, V/A,, and dA/A; have constant meaning. (Again, this assumption is shaky for V/A;.)
Thus, in forming portfolios after 1977, the E/A,, V/A;, and dA/A, breakpoints are averages (across years)
of the breakpoints for 1963-77. Holding breakpoints constant means that outside the base period, the split
of firms across E/A,, V{/A;, and dA/A, groups varies with changesin the distribution of these characteristics
across firms. Finally, we assume that the 20th and 50th percentile breakpoints for NY SE market
capitalization, allowed to vary through time, are measures of size with relatively constant economic
meaning. The proportions of firms in the three size groups vary through time with the size and number of
AMEX and NASDAQ firmsrdative to NY SE firms.

The expected percent of dividend payersfor agiven year t after 1977 is

27
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where n;; is the number of firmsin portfolioi in year t, N, is the total number of firms, and p; is the expected
proportion of dividend payersin portfolio i, estimated as the actual proportion for 1963-77. Since the
expected proportion of payersin aportfolio isfixed at the 1963-77 base value, the aggregate expected
percent of payers varies through time because changes in the characteristics of firms ater the allocation of
firms across the 27 portfolios. The evolution of the expected percent of payers after 1977 can thus be
attributed to changing characteristics. The difference between the expected percent of payers for ayear and
the actual percent then measures the effect of changes in the propensity to pay dividends.

When V /A, is used to measure investment opportunities, the expected proportion of payers for
1978 produced by the portfolio approach is 70.0% (Table 10). The expected proportion falls over the next
20 years, t0 53.3% in 1998. Thus, when V /A, measures investment opportunities, the portfolio approach
says that changes in the characteristics of firms cause the proportion of payersto drop by 16.7 percentage
points from 1978 to 1998. The actual proportion of firms paying dividendsin 1978, 68.5%, is close to the
expected 70.0%. Thereafter, the spread between expected and actual widens. In thefinal year, 1998,

53.3% of firms are expected to pay dividends but only 21.3% actually pay. The difference, 32.0 percentage



points, is the end-of-sample estimate of the decline in the percent of payers due to reduced propensity to pay
dividends.

Using dA/A; rather than V/A; to measure investment opportunities lowers our estimate of the
effect of changing characteristics on the decline in the percent of dividend payers. The expected proportion
of payers now falls by only 6.8 percentage points, from 65.1% in 1978 to 58.3% in 1998. Conversdly,
using dA/A rather than V /A, to form portfolios increases the share of the decline in the percent of payers
attributed to lower propensity to pay. In 1978, the actual proportion of payersis 3.5 percentage points
above the expected. After 1979, however, the expected percent exceeds the actual, and by increasing
amounts. 1n 1998, 58.3% of firms are expected to pay dividends, but only 21.3% in fact pay. Thus, the
end-of-sampl e shortfall in the proportion of dividend payers due to lower propensity to pay is 37.0
percentage points.

In short, like the logit tests, the portfolio approach says that changing characteristics and lower
propensity to pay both have roles in the decline in the percent of firms paying dividends. And lower

propensity to pay is at least asimportant as changing characteristics.

5.4. Propensity to pay: entrails from the portfolio approach

What kinds of firms do not pay dividendsin 1998 that would have paid in earlier years? The
answer from Table9is—all kinds. Lower propensity to pay cuts across all size, profitability, and
investment groups. Table 9 shows percents of dividend payers in the portfolios formed on size, E/A;, and
V/A; or dAJ/A;. A portfolio’s expected percent of payers after 1977 is the actual percent for the 1963-77
base period. Thus, the time path of the percent of payers for a portfolio traces the effects of propensity to
pay dividends for firms with given size, E/A,, and V{/A; or dA/A, characterigtics.

The results for the 27 portfolios formed on size, E/A,, and dA/A; are easiest to judge since each of
these portfolios has at least 47 firmsin 1998. The percents of dividend payers in the 27 portfolios are often
higher in 1978 than in 1963-77. After 1978, the propensity to pay declines. For every portfolio, the percent
of payersislower in 1998 than in 1978. The results for the 27 portfolios formed on size, E/A;, and V /A,

are similar; the percent of dividend payers declines (due to lower propensity to pay) in al but one portfolio.



The only exception, small firms with medium E/A, and high V/A,, occurs because the percent of payersin
1978 isabnormally low. The 1998 proportion, 11.5%, iswell below the average for 1963-77, 32.5%.

At the 1978 peak, most big stocks pay dividends whatever their characteristics. When dA/A; is
used to control for growth opportunities, the 1978 proportion of payers exceeds 85.0% in all nine big-stock
portfolios, and it is above 92.0% in seven of the nine (Table 9). But even among big stocks, the propensity
to pay declines sharply after 1978. When dA /A, is used to measure growth opportunities, the 1998
proportion of payers never reaches 80.0% in any big-stock portfolio, it is below 65.0% for five of the nine,
and the 1998 proportion of payersis40.6% or less in three big-stock portfolios.

The decline in the propensity to pay dividendsis even larger among small stocks. When dA/A; is
used to measure growth opportunities, the 1978 proportion of payersisless than 40.0% in only one of nine
small-stock portfolios and it is 52.0% or higher in seven (Table 9). In contrast, the 1998 proportion of
dividend payers exceeds 20.0% only in the four small-stock portfolios with medium or high profitability and
low or medium investment outlays. In the five small-stock portfolios with low profitability or high
investment outlays, dividend payers are an endangered species; the 1998 proportion of payersis 13.1% or
less.

Finally, controlling for size and investment opportunities, the percent of dividend payers declines
after 1978 in each of the three profitability groups, but there is no particular pattern across E/A; groups. In
contrast, controlling for size and profitability, the propensity to pay declines more from 1978 to 1998 for
firms with high investment outlays. In other words, investment outlays become more of a deterrent to
dividends (aresult that seems in line with the logit regressionsin Table 5). The big-stock portfolios provide
striking examples. In 1978, 85.7%, 97.8%, and 92.4% of the firms in the three big-stock portfolios with
high dA/A, pay dividends. In 1998, only 28.4%, 40.6%, and 33.6% pay. Clearly, rapidly growing large

firms no longer feel compelled to pay dividends.

6. Sharerepurchases
Declining propensity to pay suggests that firms have become aware of the tax disadvantage of
dividends. Consistent with thisview, Table 11 confirms earlier evidence (Bagwell and Shoven, 1989;

Dunsby, 1995) that share repurchases surge in the mid-1980s. For 1973-77 and 1978-82, aggregate share



repurchases average 3.37% and 5.12% of aggregate earnings. For 1983-98, repurchases are 31.42% of
earnings. Bagwell and Shoven (1989) argue that the increase in repurchases indicates that firms have
learned to substitute repurchases for dividendsin order to generate lower-taxed capital gains for
stockholders. But subsequent tests of this hypothesis produce mixed results (DeAngelo, DeAngelo, and
Skinner, 2000; Jagannathan, Stephens, and Weisbach, 2000; Grullon and Michaely, 2000).

For our purposes, repurchases turn out to be rather unimportant. In particular, we show that
because repurchases are primarily the province of dividend payers, they leave most of the decline in the
percent of payers unexplained. Instead, the primary effect of repurchasesisto increase the already high
cash payouts of dividend payers.

We first address a problem. Previous papers treat all share repurchases as hon-cash dividends, that
is, arepackaging of shareholder wealth that substitutes capital value for cash dividends. There are two
cases where repurchases do not have this effect: (i) repurchased stock is often reissued to employee stock
ownership plans (ESOPs) and as executive stock options, and (ii) repurchased stock is often reissued to the
acquired firm in amerger. [Allen and Michaely (1995) show that the surge in repurchases after 1983 lines
up with asurge in mergers.] An acquiring firm repurchases stock when it wishes to finance a merger with
retained earnings or debt but the acquired firm (for tax reasons) prefers stock. Repurchases to complete
mergers simply help finance this form of investment. Like other investments, mergers allow firmsto
transform earnings into capital value rather than dividends. But repurchases of stock to finance a merger
are not a source of additional capital value, beyond what is produced by the merger.

A better measure of repurchases that qualify as non-cash dividendsis the annual change in treasury
stock. Treasury stock captures the cumulative effects of stock repurchases and reissues, and it is not
affected by new issues of stock (seasoned equity offerings). Treasury stock data are not available on
Compustat before 1982, so the first change is for 1983. But the treasury stock data do cover the period of
strong repurchase activity. Some firms use the retirement method, rather than treasury stock, to account for
repurchases. Our aggregate changes in treasury stock include the net repurchases of these firms, measured
(for each firm) as the difference between purchases and sales of stock, when the difference is positive, and

zero otherwise. (Seethe Appendix for details.)



During 1983-98, the annual change in treasury stock, dT, islessthan half of gross share
repurchases, SP;; specifically, dT, and SP; average 14.95% and 31.42% of earnings (Table 11). Cash
dividends are 45.24% of earnings, so if gross repurchases are treated as an additional payout of earnings,
the total payout for 1983-98 averages 76.66% of earnings. Substituting the more appropriate annual change
in treasury stock drops the payout to (a still high) 60.19% of earnings.

Aggregate changes in treasury stock are substantial relative to aggregate earnings, but they fall far
short of explaining the decline in the percent of dividend payers due to lower propensity to pay. The
problem is that the fraction of non-payers with positive dT; islow. During 1983-98, on average only 14.5%
of non-payers have positive dT, (Table 12). And the percent of firms with positive dT, overstates the extent
to which firms substitute repurchases for dividends. Consider afirm that repurchases shares in one fiscal
year and reissues them as part of an ESOP, executive compensation plan, or merger in the next. Because
the repurchase and reissue are spread across two fiscal years, they cause a positive changein dT; in the first
year and a negative change in the second. Although the repurchase just accommodates a reissue, asimple
count of firmswith positive dT, misclassifies the repurchase as a substitute for a cash dividend. On average,
6.9% of non-payers have negative dT, during 1983-98. The results for 1993-98 are similar; 14.5% of non-
payers have positive dT; and 6.6% have negative dT;.

On average, 76.4% of Compustat firms do not pay dividends during 1993-98. Thus, even if we use
our upper bound of 14.5% to estimate the fraction of non-payers that use share repurchases as a substitute
for dividends, this group isonly 11.1% (0.764*0.145) of all firms. Thisis about one-third of the smaller
estimate (32.0) of the shortfall in the percent of payersthat the portfolio approach of the preceding section
attributes to lower propensity to pay dividends. Thus, lower propensity to pay must be related to other
aspects of the investment and financing decisions of non-payers.

Net repurchases are larger and more prevalent among dividend payers. On average, 33.4% of
dividend payers have positive dT, during 1983-98, versus 14.5% for non-payers (Table 12). The aggregate
dT, of dividend payers averages 0.89% of their aggregate market equity, versus 0.28% for non-payers
(Table 11). Aggregate cash dividends average 2.78% of the aggregate market equity of dividend payers
during 1983-98. Thus, dividend payers use share repurchases rather than dividends for about 25% of their

cash payments to shareholders.



The cash dividend payout ratio of dividend payers shows no tendency to decline. The aggregate
dividends of payers are 47.22% of their aggregate earnings in 1983-98, versus 44.78% for 1963-98. And
on average, 92.2% of the annual aggregate change in treasury stock during 1983-98 is by firmsthat also pay
dividends (Table 4). Weinfer that the large share repurchases of 1983-98 are mostly due to an increasein
the desired payout ratios of dividend payers, which they are reluctant to satisfy with cash dividends. Table
3 then shows that the higher payout ratios of dividend payers during 1983-98 are associated with lower rates
of investment (dA/A,) and higher book leverage (Lt/At).

Finally, even during the 1993-98 period, when dividend payers are only 23.6% of Compustat firms
(Table 1), they nevertheless account for 91.7% of common stock earnings (Table 4). It is thus not surprising
that the aggregate payout ratio D/Y (the ratio of aggregate dividends to aggregate common stock earnings)
for al firmsis basically the same as the ratio for dividend payers — and likewise shows no tendency to
decline through time. Confirming Dunsby (1995), Table 11 shows that the aggregate payout ratio for all
firms actually increases from 33.95% in 1973-77, when 64.3% of firms pay dividends, to 39.31% in 1993-
98, when only 23.6% of firms pay dividends.

We emphasize, however, that the aggregate payout ratio says nothing about the propensity of firms
to pay dividends. Asnoted earlier, the surge in unprofitable non-paying new lists in the 1980s and 1990s
keeps the aggregate profits of non-payers low even though the non-payer group includes an increasing
fraction of firms with positive earnings — firms that in the past would have paid dividends. Asaresult, the
aggregate payout ratio for all firms masks the kind of widespread evidence of lower propensity to pay

dividends, among individual firms of all types, that is obviousin Tables 6, 8, and (especially) 9.

7. Conclusions

From a post-1972 peak of 66.5% in 1978, the proportion of dividend payers among NY SE,
AMEX, and NASDAQ non-financial non-utility firmsfallsto 20.8% in 1999. The decline in the incidence
of dividend payersisin part due to an increasing tilt of publicly traded firms toward the characteristics of
firmsthat have never paid dividends — small size, low earnings, and large investments relative to earnings.
This change in the nature of publicly traded firmsis driven by a surge in new listings after 1978 and by the

changing nature of new lists. Before 1978, newly listed firms have strong investment opportunities (high



asset growth rates and high market value of assets relative to book value) and they are more profitable than
seasoned firms. After 1978, new lists continue to have high V/A; and high asset growth rates, but their
profitability falls. The surgein new lists and their changing characteristics produce a swelling group of
small firmswith low profitability but strong investment opportunities that never pay dividends.

The change in the characteristics of firms isimportant in the declining incidence of dividend
payers. Butitisonly half the story. Our moreinteresting result isthat given their characteristics, firms
have become less likely to pay dividends. We use logit regressions and a portfolio approach to document
that characteristics and propensity to pay make large separate contributions to the decline in the percent of
payers. When V /A, is used to measure investment opportunities, characteristics and propensity to pay are
roughly equal partnersin the decline in the percent of dividend payers. When only actual investment
outlays, dA/A,, are used to measure investment opportunities, propensity to pay has the larger role.

Lower propensity to pay is quite general. The percent of dividend payers among firms with
positive earnings declines after 1978. But the percent of payers among firms with negative earnings also
declines. Small firms become much less likely to pay dividends after 1978, but there is also alower
incidence of dividend payers among large firms. Firms with many investments become much lesslikely to
pay dividends after 1978, but dividends aso become less likely among firms with fewer investments.

The effects of changing characteristics and propensity to pay vary across dividend groups. The
characteristics of dividend payers (large, profitable firms) do not change much after 1978, and controlling
for characteristics, payers become only slightly more likely to stop paying. Changing characteristics and
lower propensity to pay show up more clearly in the dividend decisions of former payers and firms that have
never paid. Lower profitability and strong growth opportunities produce much lower expected rates of
dividend initiation by firmsthat have never paid. But controlling for characteristics, firms that have never
paid aso initiate dividends at much lower rates after 1978, and former payers become much less likely to
resume dividends.

The evidence that, controlling for characteristics, firms become less likely to pay dividends says
that the perceived benefits of dividends have declined through time. Some (but surely not al) of the
possibilities are: (i) lower transactions costs for selling stocks for consumption purposes, in part due to an

increased tendency to hold stocks via open end mutual funds; (ii) larger holdings of stock options by



managers who prefer capital gains to dividends; and (iii) better corporate governance technologies (e.g.,
more prevalent use of stock options) that lower the benefits of dividends in controlling agency problems

between stockhol ders and managers.



Appendix - Data and Variable Definitions

The Compustat sample for calendar year t, 1963-98, includes those firms with fiscal year-endsin t
that have the following data (Compustat data itemsin parentheses): total assets (6), stock price (199) and
shares outstanding (25) at the end of the fiscal year, income before extraordinary items (18), interest
expense (15), dividends per share by ex date (26), preferred dividends (19), and (&) preferred stock
liquidating value (10), or (b) preferred stock redemption value (56), or (c) preferred stock carrying value
(130). Firms must also have (a) stockholder’s equity (216), (b) liabilities (181), or (c) common equity (60)
and preferred stock par value (130). Total assets must be available in yearst and t-1. The other items must
be availableint. We aso use, but do not require, balance sheet deferred taxes and investment tax credit
(35), income statement deferred taxes (50), purchases of common and preferred stock (115), sales of
common and preferred stock (108), and common treasury stock (226). We exclude firms with book equity
(BE;) below $250,000 or assets (A;) below $500,000. To ensure that firms are publicly traded, the
Compustat sample includes only firms with CRSP share codes of 10 or 11, and we use only the fiscal years
afirmisin the CRSP database at its fiscal year-end.

The CRSP sample, used in Tables 1 and 2 and Figs. 1, 2, and 5, includes NY SE, AMEX, and
NASDAQ securities with CRSP share codes of 10 or 11. A firm must have market equity data (price and
shares outstanding) for December of year t to be in the CRSP sample for that year. We exclude utilities

(SIC codes 4900 to 4949) and financial firms (SIC codes 6000 to 6999) from both samples.

A.l. Derived variables

Preferred Stock = Preferred Stock Liquidating Vaue (10) [or Preferred Stock Redemption Value (56), or
Preferred Stock Par Vaue (130)]

Book Equity (BE;) = Stockholder’s Equity (216) [or Common Equity (60) + Preferred Stock Par Value
(130) or Assets (6) - Liabilities (181)] — Preferred Stock + Balance Sheet Deferred Taxes and
Investment Tax Credit (35) if available — Post Retirement Asset (330) if available

Market Equity (ME;) = Stock Price (199) times Shares Outstanding (25);

Market Vaue of Firm (V;) = Assets (6) — Book Equity + Market Equity

Earnings Before Interest (E;) = Earnings Before Extraordinary Items (18) + Interest Expense (15) + Income
Statement Deferred Taxes (50) if available

Earnings Available for Common (Y;) = Earnings Before Extraordinary Items (18) — Preferred Dividends
(19) + Income Statement Deferred Taxes (50) if available



A.2. Dividend payers and non-payers

A firm in the Compustat sampleis defined as a dividend payer in calendar year t if it has positive
dividends per share by the ex date (26) in the (last) fiscal year that endsint. A firm in the CRSP sampleis
defined as a dividend payer in calendar year t if its with-dividend return exceeds its without-dividend return
in any month of year t. A CRSP firm must have at least seven months of good returnsin year t to be
classified asanon-payer. A firmisincluded in only the All Firms category for ayear if it has fewer than

seven good returns and there is no month when its with-dividend and without-dividend returns differ.

A.3. Newly listed firms

A firmin the CRSP sampleis defined as anew list in calendar year t if it is added to the CRSP
database between June of year t-1 and May of t. A firm in the Compustat sampleis defined asanew list in
calendar year t if it is added to the CRSP database between January and December of year t. Compustat
firms must be in the CRSP database to be new lists. Moreover, NY SE firms added to the CRSP database in
December 1925, AMEX firms added in July 1962, and NASDAQ firms added between December 1972 and

February 1973 are not defined as new lists in either the CRSP or Compustat samples.

A.4. Changein treasury stock

The change in treasury stock for year t is defined as the change in the value of common treasury
stock (Compustat data item 226) from year t-1 to year t. When afirm uses the retirement method to account
for repurchases, however, we replace the change in treasury stock by the maximum of zero and the
difference between purchases (115) and sales (108) of common and preferred stock in year t.

Compustat indicates that a firm uses the retirement method in year t by setting annual footnote 45
equal to TR. But a check of the database reveals many TR firms with fiscal yearsin which (i) footnote 45
does not indicate the retirement method, (ii) treasury stock is zero, and (iii) purchases of common and
preferred stock exceed sales. We infer that the firm uses the retirement method in these “non-TR” years.
Thus, we assume that a firm uses the retirement method in any year in which footnote 45is“TR”, and in al
contiguous years in which common treasury stock is zero. For example, if footnote 45is“TR” inyear t and

the treasury stock is zero from t-5 to t+3, we measure net repurchases for years t-5 to t+4 as the maximum



of zero and the difference between purchases and sales. (We cannot use the change in treasury stock in year

t+4 because we need a start-up year to measure the annual difference.)
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Table 1 — Counts and percents of CRSP and Compustat firmsin different dividend groups

Payers pay dividendsin year t; non-payers do not. The two subgroups of non-payers are firms that have never paid and former payers (firms that do not pay in
year t but did pay in apreviousyear). A new listisafirm that first appears on CRSP or Compustat in year t. (See the Appendix for more compl ete definitions of
payers, non-payers, and new lists.) New Liststhat Pay isthe percent of newly listed firmsthat pay in year t. The numbers are averages of annual values for the
indicated time periods.

Counts of CRSP Firms 1926-62 1963-99 1963-77 1978-99 1963-67 1968-72 1973-77 1978-82 1983-87 1988-92 1993-98 1999

All Firms 762 3,679 2,528 4,464 1,779 1,948 3,856 3,735 4,357 4,276 5,208 5,113
New Lists 25 305 114 436 99 140 103 286 515 352 584 322
Counts of Compustat Firms 1963-98 1963-77 1978-98 1963-67 1968-72 1973-77 1978-82 1983-87 1988-92 1993-98

All Firms 2,919 1,823 3,702 1,024 1,600 2,847 2,883 3,301 3,566 4,831

New Lists 205 69 302 61 100 45 112 283 261 511
Percentsof CRSP Firms ~ 1926-62 1963-99 1963-77 1978-99 1963-67 1968-72 1973-77 1978-82 1983-87 1988-92 1993-98 1999
Payers 74.7 47.6 65.5 355 71.6 64.6 60.3 58.2 36.1 294 23.5 20.8
Non-Payers 253 52.4 34.5 64.5 28.4 354 39.7 41.8 63.9 70.6 76.5 79.2
Never Paid 10.0 42.2 254 53.7 209 237 31.6 31.8 51.7 58.7 66.6 70.1
Former Payers 15.3 10.1 9.1 10.8 74 11.7 8.2 10.0 12.1 11.9 9.8 9.1
New Lists 35 7.8 52 9.6 56 7.2 2.7 7.5 117 8.2 11.2 6.3
New Liststhat Pay 83.0 25.9 50.8 9.0 72.1 47.3 331 15.7 8.8 7.9 52 3.7
Percents of Compustat Firms 1963-98 1963-77 1978-98 1963-67 1968-72 1973-77 1978-82 1983-87 1988-92 1993-98

Payers 51.2 68.5 38.8 74.5 66.6 64.3 62.7 40.0 31.9 23.6
Non-Payers 48.8 315 61.2 255 334 35.7 37.3 60.0 68.1 76.4

Never Paid 39.7 231 51.7 194 23.0 26.8 28.6 49.7 58.1 67.1

Former Payers 9.1 8.5 9.6 6.1 10.5 8.9 8.7 10.2 10.0 9.3



Table 2 — What happensin year t to CRSP firms that do and do not pay dividendsin year t-1

Firms that Continue to Pay pay dividends in yearst-1 and t. Firmsthat Stop Paying pay dividendsint-1 and not int. Firmsthat Merge are delisted in year t with
a CRSP delist code between 200 and 299. Delist includes al other firms delisted in year t. The numbers are averages of annual values for the indicated time

periods.

What Happensin Y ear t to Firms that Pay Dividendsin Y ear t-1 (percent)
1927-62 1963-99 1963-77 1978-99 1963-67

Continue to Pay 93.7 91.3 93.1 90.1 94.1
Stop Paying 54 4.4 35 5.0 2.6
Merge 0.6 34 2.7 39 2.6
Ddlist 0.3 0.8 0.6 0.9 0.8

What Happensin Year t to Firms that Do Not Pay Dividendsin Y ear t-1 (percent)
1927-62 1963-99 1963-77 1978-99 1963-67

Start Paying 15.0 52 8.8 2.7 9.9
Do not Pay 81.2 86.0 84.9 86.8 84.3
Merge 0.8 32 2.3 38 21
Delist 29 51 35 6.3 3.6

Percent of Non-Payersin Y ear t-1 that Start Paying in Year t

1927-62 1963-99 1963-77 1978-99 1963-67
All Non-Payersint-1 15.0 5.2 8.8 2.7 9.9
Never Paid int-1 85 4.0 7.1 1.8 6.9
Former Payersint-1 16.9 8.5 11.8 6.2 141

1968-72 1973-77 1978-82 1983-87 1988-92 1993-98

91.3 94.0 90.8 88.1 89.4 91.9
4.5 3.3 4.1 57 6.0 45
35 1.9 39 4.4 3.8 3.2
0.5 05 11 17 0.8 04

1968-72 1973-77 1978-82 1983-87 1988-92 1993-98

4.1 12.3 50 2.5 24 15
90.3 80.0 86.4 86.3 85.5 89.3
25 2.3 3.7 2.8 35 4.2
25 43 4.1 7.7 8.1 4.9

1968-72 1973-77 1978-82 1983-87 1988-92 1993-98

4.1 12.3 50 2.5 24 15
32 11.3 3.6 14 1.7 1.0
6.2 151 9.4 6.5 58 43

1999

89.6
4.2
55
0.5

1999
0.9

82.3
7.3
9.3

1999
0.9
0.7
25



Table 3 — Average firm size, and ratios of aggregate earnings, investment, firm value, and liabilities to aggregate
assets and book equity, for different dividend groups and for new lists

A, BE;, ME;, L=ABE, and V=L +ME; are assets, book common equity, market value of common equity, book
liahilities, and total market value, at the end of fiscal year t. E, Y,, D;, and RD; are earnings before interest but after
taxes, after-tax earnings to common stock, dividends, and R& D expenditures for fiscal year t. Investment, dA,, is A
A.;. The ratios shown are ratios of the year t aggregate values of the variables for the firms in a group, averaged
over the years in a period. Results are shown for all firms and for firms grouped according to dividend status.
Results are also shown for all new lists and for newly listed dividend payers and non-payers.

1963-98  1963-67 1968-72  1973-77 1978-82 1983-87 1988-92  1993-98

E/A; (percent)

All Firms 7.59 8.45 7.38 7.69 9.02 8.04 6.45 6.35
Payers 7.82 8.58 7.54 7.81 9.13 8.37 6.64 6.88
Non-Payers 5.37 5.34 5.37 5.94 7.01 4.90 4,94 4.30
Never Paid 6.11 5.94 6.07 7.02 9.58 5.54 5.10 3.95
Former Payers 454 457 451 4.62 4.32 3.89 4.64 5.13
All New Lists 7.56 9.05 7.94 10.10 10.49 571 6.70 3.69
Payers 9.04 9.27 8.17 11.13 11.18 10.69 6.75 6.59
Non-Payers 6.97 8.06 7.74 9.03 10.60 4,97 6.19 3.00
Y /BE; (percent)

All Firms 12.04 12.55 11.58 13.68 14.36 11.37 9.62 11.26
Payers 12.75 12.69 11.87 14.04 14.60 12.07 10.46 13.41
Non-Payers 6.15 7.95 7.37 7.67 8.96 3.96 3.44 412
Never Paid 7.94 9.61 9.20 9.82 13.73 5.70 4.64 3.70
Former Payers 3.18 5.91 4,77 4,55 0.67 -0.40 0.46 5.78
All New Lists 10.71 14.73 12.63 17.79 16.08 7.09 6.29 2.07
Payers 13.52 14.51 12.54 18.73 17.50 14.78 6.78 10.41
Non-Payers 9.88 15.65 13.20 16.21 15.76 5.25 4.75 0.27
dA /A, (percent)

All Firms 9.25 9.35 9.70 9.93 10.44 7.11 9.28 9.00
Payers 8.78 9.32 9.52 10.16 10.44 6.57 9.20 6.65
Non-Payers 11.62 10.10 13.53 6.47 10.32 12.43 9.62 17.67
Never Paid 16.50 13.98 17.98 10.12 17.35 18.20 13.80 22.82
Former Payers 4.67 5.46 7.80 164 2.85 3.33 342 7.61
All New Lists 23.29 15.57 21.22 17.87 30.15 28.79 16.04 3171
Payers 13.42 12.75 16.55 13.38 17.54 14.93 6.50 12.50
Non-Payers 30.28 24.62 29.27 25.94 38.43 33.15 22.93 36.38
All Firms 1.40 171 152 1.12 1.06 1.24 1.35 1.72
Payers 1.39 172 153 1.14 1.05 122 1.34 1.69
Non-Payers 1.42 1.42 1.47 0.99 1.25 1.42 1.42 1.86
Never Paid 1.64 1.62 1.70 1.09 1.52 1.65 1.65 2.13
Former Payers 1.10 1.17 1.16 0.86 0.94 1.07 112 1.34
All New Lists 1.76 1.86 1.86 1.32 181 161 1.68 2.09
Payers 151 1.80 1.76 1.27 1.32 1.46 1.39 1.55

Non-Payers 1.90 193 2.05 1.33 2.16 171 1.85 2.20



Table 3 (Continued)

1963-98  1963-67 1968-72  1973-77 1978-82  1983-87 1988-92  1993-98

RD/A,

All Firms 1.67 0.65 1.08 1.35 1.66 2.36 2.17 2.27
Payers 161 0.64 111 1.35 1.62 2.30 2.05 2.09
Non-Payers 2.07 0.76 0.74 1.33 2.38 2.89 3.19 3.03
Never Paid 2.76 0.72 0.83 1.67 3.15 3.93 4.67 4.07
Former Payers 1.03 0.80 0.62 0.90 1.52 124 1.04 1.08
All New Lists 1.44 0.51 0.53 1.19 1.96 157 179 2.36
Payers 1.05 0.45 0.53 0.94 1.10 0.94 0.81 231
Non-Payers 1.70 0.68 0.53 1.46 2.62 1.86 242 2.23
At

All Firms 577.06 270.85 336.75 367.40 544.63 584.55 877.91 977.27
Payers 1,389.18 348.33 471.41 533.72 838,59 1,345.67 2,452.04 3,343.61
Non-Payers 110.43 43.75 71.71 65.89 70.88 92.44 143.87 255.46
Never Paid 81.68 31.14 57.71 49.09 47.53 68.40 99.20 195.88
Former Payers 262.42 84.34 101.04 116.79 148.30 211.73 399.68 689.62
All New Lists 70.24 45.61 56.67 25.89 23.96 65.96 96.32 159.43
Payers 323.21 50.34 78.09 58.73 64.34 208.77 608.28 1,048.80
Non-Payers 52.98 36.22 37.78 15.57 15.69 55.76 63.66 130.62
Lt/At

All Firms 0.55 0.41 0.51 0.57 0.54 0.52 0.64 0.62
Payers 0.54 0.40 0.50 0.57 0.53 0.52 0.64 0.64
Non-Payers 0.60 0.57 0.62 0.63 0.63 0.57 0.62 0.56
Never Paid 0.55 0.57 0.60 0.60 0.54 0.51 0.54 0.51
Former Payers 0.67 0.57 0.63 0.66 0.72 0.68 0.73 0.66
All New Lists 0.53 0.47 0.51 0.55 0.55 0.56 0.53 0.54
Payers 0.52 0.43 0.47 0.51 0.57 0.45 0.60 0.58

Non-Payers 0.55 0.61 0.57 0.58 051 0.58 0.51 0.53



Table 4 — Percent of aggregate values accounted for by firms paying dividends

A, BE;, ME,, Li=A-BE;, and V=L +ME, are assets, book common equity, market value of common equity, book liabilities, and total market value, at the end of
fiscal year t. dA=A~A;isthe changein assetsin fiscal year t. E, Y, RD,, SP,, and Sl; are earnings before interest but after taxes, after-tax earnings to common
stock, stock purchases, and stock issues for fiscal year t. dT, is the change in treasury stock. The table shows average values for the indicated periods of the year t
percents of the aggregate values of the variables (sums over all Compustat firms in the sample) accounted for by firms that pay dividends.

1963-98 1971-98 1983-98 1963-67 1968-72 1973-77 1978-82 1983-87 1988-92 1993-98
Yi 96.4 96.0 95.2 98.1 96.7 96.8 97.8 97.3 97.2 91.7
E 935 92.6 90.6 97.4 94.9 94.9 96.3 94.3 91.7 86.7
dA; 85.5 83.2 74.2 95.7 91.8 95.9 95.1 80.0 85.5 60.0
A 90.7 89.4 86.2 95.9 92.8 93.5 95.1 90.5 88.9 80.3
Vi 90.3 88.8 84.9 96.6 93.3 94.3 94.3 89.1 88.2 78.7
BE; 90.8 89.2 85.1 97.0 94.3 94.3 96.0 91.5 88.3 77.1
ME; 90.3 88.5 83.8 97.3 94.4 95.8 94.2 88.8 87.4 76.7
L 90.3 89.3 86.7 94.2 91.3 92.9 94.3 89.6 89.2 82.2
Sk 88.0 88.9 84.4 91.4 90.9 89.1 87.1
Sl 68.4 53.6 90.4 88.0 67.3 61.3 35.8

dT, 92.2 100.3 84.7 91.7



Table 5 — Logit regressions to explain which firms pay dividends

We estimate logit regressions for each year t of the 1963-98 period. The dependent variableis 1.0 in year tif afirm
pays dividends, 0.0 otherwise. The explanatory variables are profitability (E/A,), the growth rate of assets (dA/A,),
the market-to-book ratio (V¢/A;), and the percent of NYSE firms with the same or lower market capitalization
(NYP). Theyear t regressions are estimated for all Compustat firms with the required data items. The table shows
means (across years) of the regression intercepts (Int) and slopes, and t-statistics for the means, defined as the mean
divided by its standard error (the times-series standard deviation of the regression coefficient divided by the square
root of the number of years in the period).

Average Coefficient t-Statistic

Int NYP,  VJ/A; dAJ/A; E/A Int NYP,  VJ/A; dAJ/A, E/A
1963-98 -0.48 5.03 -0.83 -0.97 1047 -417 3784 -16.93 -6.50 12.20
1963-77 -0.11 4.56 -0.85 -0.88  15.09 -1.18 2214 -8.82 -299 1167
1978-98 -0.75 5.36 -0.81 -1.04 7.17 -453 3965 -16.21 -6.84  27.66
1963-67 -0.20 4.35 -0.66 -0.70 16.71 -224 2467 -10.39 -1.56 12.07
1968-72 -0.27 3.84 -0.62 -1.90 18.63 -1.31 2127 -11.02 -5.68 9.31
1973-77 0.14 5.48 -1.27 -0.03 9.93 103 3117 -8.14 -0.08 9.13
1978-82 0.40 5.69 -1.15 -0.55 8.08 560 4462 -20.88 -243 1741
1983-87 -0.62 5.58 -0.77 -1.23 7.51 -3.00 40.19 -9.59 -543  16.55
1988-92 -1.32 5.83 -0.72 -0.48 6.00 -8255 5215 -20.94 -251 1193
1993-98 -1.33 451 -0.65 -1.75 7.09 -1759 3425 -1431 -9.95  21.78
1963-98 -1.20 4.26 -1.55 7.21 -10.07  35.69 -8.92 1461
1963-77 -0.63 3.83 -1.31 9.71 -11.53  26.28 -4.18 1246
1978-98 -1.61 4.58 -1.73 5.43 -11.07  32.03 -882 2547
1963-67 -0.62 381 -1.00 1122 -6.14 2338 -2.31 9.59
1968-72 -0.63 3.29 -233 1139 -4.66  34.03 -5.60 1414
1973-77 -0.63 4.37 -0.59 6.51 -1251  21.78 -1.17 9.09
1978-82 -0.58 474 -1.54 5.59 -5.09 3047 -3.63 2107
1983-87 -1.52 4,93 -2.00 6.27 -11.19 24.97 -6.18  15.02
1988-92 -2.12 5.06 -0.85 4.38 -166.29  26.73 -241 9.92

1993-98 -2.11 3.75 -2.38 5.45 -49.00 2553 -1324  28.15



Table 6 — Estimates from logit regressions of the effect of changing characteristics and declining propensity to pay
on the percent of firms paying dividends

We use al firms for each year of the 1963-77 base period to estimate logit regressions that explain whether a firm
pays dividends. The explanatory variables are profitability (E/A;), the growth rate of assets (dA/A,), the market-to-
book ratio (V/Ay), and the percent of NY SE firms with the same or lower market capitalization (NYP,). Firmsisthe
number of firms in the sample for a year, or the average for a period. Payersis the number (or average number) of
dividend payers. Actual Percent is the percent of payers (the ratio of payers to firms, times 100). The Expected
Percent of payers for a year t is estimated by applying the average logit regression coefficients for 1963-77 to the
values of the explanatory variables for each firm for year t, summing over firms, dividing by the number of firms,
and then multiplying by 100. The evolution of Expected Percent measures the effects of changing characteristics on
the percent of dividend payers. Expected - Actual measures the effect of propensity to pay. There are two sets of
results. One uses V{/A; and dA/A, to control for investment opportunities; the second uses only dA/A,.

VJ/A; and dA/A; dAJ/A;
Actual Expected Expected Expected Expected
Firms Payers Percent Percent - Actual Percent - Actual

1963-1977 1,823 1,218 68.5

1978 2,901 1,988 68.5 70.0 15 66.9 -1.6
1979 2,819 1,918 68.0 69.7 17 67.3 -0.7
1980 2,806 1,825 65.0 67.9 2.9 67.9 2.9
1981 2,917 1,698 58.2 65.3 7.1 65.9 7.7
1982 2,974 1,596 53.7 61.5 7.8 62.5 8.8
1983 3,127 1,470 47.0 54.1 7.1 60.1 13.1
1984 3,239 1,393 43.0 56.9 13.9 58.9 15.9
1985 3,196 1,319 41.3 53.4 12.1 57.6 16.3
1986 3,357 1,220 36.3 48.7 12.4 54.1 17.8
1987 3,587 1,162 324 49.0 16.6 53.8 21.4
1988 3,526 1,151 32.6 52.0 194 55.4 22.8
1989 3,429 1,144 334 52.5 19.1 57.0 23.6
1990 3,451 1,131 32.8 55.2 22.4 57.9 25.1
1991 3,582 1,115 311 50.7 19.6 57.2 26.1
1992 3,845 1,137 29.6 48.7 19.1 55.7 26.1
1993 4,265 1,143 26.8 455 18.7 53.4 26.6
1994 4,558 1,168 25.6 47.3 21.7 53.3 277
1995 4,768 1,177 24.7 459 21.2 53.9 29.2
1996 5,211 1,157 22.2 43.3 21.1 52.1 29.9
1997 5,278 1,113 21.1 42.6 215 51.2 30.1

1998 4,906 1,045 213 44.6 233 52.1 30.8



Table 7 — Logit regressions to explain which firms pay dividends

The logit regressions are estimated separately for each year t of the 1963-98 period for (i) firms that paid dividends
in year t-1 (Dividend Payers), (ii) firms that have Never Paid as of year t-1, and (iii) firms that did not pay in t-1 but
did pay in an earlier year (Former Payers). The dependent variable is 1.0 in year t if a firm pays dividends, 0.0
otherwise. The explanatory variables are NY SE percentile (NYP,), the market-to-book ratio (V/Ay), the rate of
growth of assets (dA/A,), and profitability (E/A;). The table shows means (across years) of the regression intercepts
(Int) and slopes, and t-statistics for the means, defined as the mean divided by its standard error (the times-series
standard deviation of the regression coefficient divided by the square root of the number of yearsin the period).

Average Coefficient t-Statistic

Int NY P, VdA,  dAJA;  EJ/A Int NY P, VJ/A,  dAJ/A;  EJ/A
Dividend Payers
1963-98 1.26 5.54 0.32 157 1351 8.94 5.64 211 3.69 8.26
1963-77 1.04 6.85 0.54 203 2119 4.22 2.96 1.72 2.06 7.75
1978-98 141 4.60 0.17 1.24 8.02 875  13.27 1.25 5.89 9.74
1963-67 063 10.71 1.10 107 26.47 0.95 153 1.44 0.37 4.25
1968-72 1.13 4.61 -0.16 142 24.32 5.06 4.48 -0.86 2.68 7.75
1973-77 1.36 5.23 0.68 359 12.80 5.05 6.70 1.50 4.60 7.49
1978-82 1.83 6.19 -0.36 134 1272 801 11.76 -2.14 2.70 9.68
1983-87 1.28 4.14 0.40 1.68 7.66 2.86 7.09 1.00 321 5.57
1988-92 1.17 5.03 0.17 1.19 6.82 6.09 7.44 1.47 2.62 454
1993-98 1.38 3.32 0.41 0.82 5.40 3.84 8.39 1.83 327 10.26
Former Payers
1963-98 -3.38 2.19 -0.60 014 1041 -21.84 1091 -7.47 085 1041
1963-77 -2.81 1.59 -0.83 079 1495 -10.32 5.89 -5.42 2.59 9.32
1978-98 -3.78 2.62 -0.43 -0.33 7.16 -30.96 1049 -6.66 -3.75 10.69
1963-67 -2.00 1.77 -1.19 125 1577 -5.29 6.93 -3.46 1.76 7.57
1968-72 -3.89 0.94 -0.37 0.17 15.96 -11.87 1.43 -2.04 0.38 3.70
1973-77 -2.53 2.07 -0.94 095 1311 -10.76 6.41 -9.38 2.83 7.86
1978-82 -2.98 1.29 -0.51 -0.21 7.18 -14.13 7.27 -3.55 -0.91 5.47
1983-87 -4.20 2.62 -0.21 -0.20 7.87 -43.61 5.06 -3.29 -1.37 6.67
1988-92 -3.97 3.61 -0.35 -0.36 6.72 -37.82 1391 -7.13 -3.20 6.84
1993-98 -3.94 2.92 -0.63 -0.50 6.92 -28.84 7.41 -4.20 -2.61 3.73
Never Paid
1963-98 -2.16 0.72 -1.28 063 1484 -8.37 211 -3.64 2.04 5.82
1963-77 -1.60 0.18 -1.98 082 2223 -3.27 0.26 -2.66 1.23 4.04
1978-98 -2.57 1.10 -0.78 0.48 9.56 -10.32 3.69 -3.09 2.07 9.51
1963-67 -0.66 -0.14 -3.58 103 3034 -0.54 -0.08 -1.74 0.52 1.95
1968-72 -2.81 -0.26 -0.86 076 2234 -A4.77 -0.26 -1.29 0.99 4.05
1973-77 -1.33 0.95 -1.51 0.69  14.00 -5.64 150 -3.80 171 4.17
1978-82 -1.56 2.07 -1.94 122 14.03 -2.04 7.47 -2.49 2.00 4.90
1983-87 -2.63 151 -0.59 0.20 8.32 -5.33 1.76 -1.68 0.63 11.89
1988-92 -3.09 1.00 -0.16 -0.01 8.32 -14.21 6.38 -1.02 -0.04 4.80

1993-98 -2.92 0.04 -0.49 0.51 7.88 -14.28 0.08 -1.76 1.10 5.64



Table 8 — Estimates from logit regressions of the effect of changing characteristics and propensity to pay on the percent of firms paying dividends

The logit regressions are estimated separately for each year t of the 1963-77 period for (i) firmsthat paid dividendsin year t-1 (Payers), (ii) firmsthat have Never
Paid as of year t-1, and (iii) firms that did not pay in t-1 but did pay in an earlier year (Former Payers). The explanatory variables are NY SE percentile (NY Py),
profitability (E/A;), the growth rate of assets (dA/A,), and the market-to-book ratio (V/A,). Act is the actual percent of payers (the ratio of payersto firms, times
100). Exp isthe expected percent of payersfor ayear, estimated by applying the average logit regression coefficients for 1963-77 to the values of the explanatory
variables for each firm for year t, summing over firms, dividing by the number of firms, and then multiplying by 100. The evolution of Exp measures the effects
of changing characteristics on the percent of dividend payers. Exp-Act (expected minus actual) measures the effects of propensity to pay. Exp for Payers+Never
Paid+Former is the sum of the weighted Exp’s of dividend payers, firms that have never paid, and former payers, where the weights are the year t proportions of
al firmsin the three dividend groups.

Payers Never Paid Former Payers Payers+Never Paid+Former
Act Exp  Exp-Act Act Exp  Exp-Act Act Exp Exp-Act Act Exp  Exp-Act

1963-1977 97.3 9.1 13.0 68.5

1978-1998 95.7 96.9 12 3.0 6.8 3.8 8.3 114 31 38.8 415 2.7
1978 97.2 97.9 0.7 11.3 11.3 0.0 18.1 17.4 -0.7 68.5 68.9 0.4
1979 97.7 98.0 0.3 51 11.3 6.2 18.4 18.2 -0.2 68.0 69.8 1.8
1980 96.4 97.6 12 4.2 9.7 55 13.8 15.3 15 65.0 67.4 24
1981 95.4 97.9 25 3.8 9.8 6.0 89 16.6 7.7 58.2 62.3 4.1
1982 95.7 96.6 0.9 3.2 8.7 55 6.9 145 7.6 53.7 56.9 32
1983 94.1 96.4 23 24 59 35 6.7 10.5 3.8 47.0 49.9 29
1984 96.3 97.1 0.8 31 7.9 4.8 10.5 13.9 34 43.0 46.0 30
1985 96.8 96.8 0.0 2.2 6.5 4.3 82 10.4 2.2 41.3 43.6 2.3
1986 94.8 95.5 0.7 2.2 5.6 34 6.1 8.4 23 36.3 38.7 24
1987 95.2 96.5 13 25 5.8 33 6.9 10.0 31 324 35.0 2.6
1988 95.5 97.1 16 3.8 6.7 29 8.4 9.7 13 326 35.0 24
1989 95.6 97.5 19 3.2 6.6 34 10.6 12.2 16 334 36.1 2.7
1990 95.3 97.2 19 2.6 7.1 45 6.2 10.5 4.3 32.8 36.4 3.6
1991 94.8 95.6 0.8 2.0 55 25 4.7 85 3.8 311 3338 2.7
1992 94.8 95.8 1.0 25 51 2.6 7.8 9.0 12 29.6 31.6 2.0
1993 95.0 96.2 12 23 4.6 2.3 5.6 7.4 18 26.8 28.8 2.0
1994 95.3 97.2 19 21 55 34 6.6 8.8 2.2 256 28.5 29
1995 97.3 97.1 -0.2 16 51 35 59 9.9 4.0 24.7 27.4 2.7
1996 96.4 97.4 1.0 12 4.8 3.6 6.4 10.0 3.6 222 25.3 31
1997 95.0 96.6 16 12 4.7 35 3.0 8.6 5.6 211 24.3 32

1998 96.2 97.0 0.8 0.8 52 4.4 4.0 9.9 5.9 21.3 25.1 3.8



Table 9 — Percents of dividend payersin 27 portfolios formed on size, profitability, and either market-to-book ratio or investment outlays

Each year we form two sets of 27 portfolios of NY SE, AMEX, and NASDAQ firms, using sorts on profitability (E/A;), market-to-book ratio (V/A;), investment
(dA{/A,), and size (market capitalization, ME;). In each of the 15 base years, 1963-77, firms are sorted into three equal groups on E/A;, V/A;, and dA/A;. Inthe
years after 1977, we use the average breakpoints for 1963-77 to assign firms to the three E/A,, V/A;, and dA/A; groups. The breakpoints for the three size
groups for year t are the 20" and 50" N'Y SE percentiles of ME, for that year. Big firms have ME; above the median ME; of NY SE firms; medium-sized firms are
between the 20™ and 50" percentiles; small firms are below the 20" NY SE percentile. The 27 portfolios are the intersections of the size, E/A,, and V /A, or
dA/A, groups. Thetable shows annual values and averages of annual values of the percents of the firmsin the portfolios that pay dividends.

Investment Variable Is V/A; Investment Variable |s dA/A;
Low E/A; Medium E/A, High E/A, Low E/A; Medium E/A, High E/A,
Low VJA; High Low VJ/A; High Low VJ/A; High Low dAy/A; High Low dA/A; High Low dA/A; High
Small Firms Small Firms
1963-77 485 31.0 136 723 587 325 669 652 511 364 472 36.6 604 694 529 583 712 518
1978 458 21.7 75 70.2 493 8.6 723 573 429 306 520 411 56.2 73.3 58.6 56.3 732 572
1978-82 447 24.1 35 66.7 444 153 66.8 56.0 36.6 323 465 242 574 653 47.8 578 671 464
1983-87 259 17.3 36 470 390 186 370 392 242 16.8 220 9.3 409 507 241 384 456 217
1988-92 17.8 127 24 247 269 126 237 248 176 129 163 5.7 277 250 151 250 316 130
1993-98 15.7 10.6 15 291 258 115 161 182 170 8.8 129 4.4 299 264 129 223 282 110
1998 10.7 7.4 16 19.0 247 115 11.8 156 205 6.0 10.7 5.1 248 272 126 230 232 131
Medium-Sized Firms Medium-Sized Firms
1963-77 804 679 434 928 857 631 915 850 752 685 779 615 86.4 89.0 724 865 89.1 695
1978 843 66.7 125 976 714 66.7 952 862 79.2 593 812 824 91.7 89.7 843 80.0 952 833
1978-82 888 682 19.7 949 793 529 951 875 676 737 86.7 60.9 90.8 914 751 841 918 720
1983-87 66.3 615 17.6 90.3 779 444 813 778 56.3 574 600 287 869 765 524 786 815 504
1988-92 583 524 132 654 631 36.8 673 550 424 491 464 233 670 668 34.8 65.1 574 312
1993-98 521 431 115 639 553 303 228 445 325 383 387 126 628 550 247 578 515 211
1998 391 321 8.8 39.1 530 288 250 471 295 283 323 111 527 588 240 61.7 444 195
Big Firms Big Firms

1963-77 89.1 874 825 96.8 951 90.1 966 966 924 842 904 871 966 969 855 975 972 879
1978 956 778 50.0 989 889 100.0 99.0 978 90.9 90.0 923 857 950 955 97.8 100.0 994 924
1978-82 93.8 89.8 36.7 97.1 964 849 99.2 975 852 929 923 794 949 954 937 97.8 987 847
1983-87 86.6 85.2 56.3 951 921 777 995 959 847 859 831 707 944 933 787 952 954 79.1
1988-92 853 889 534 904 876 776 76.0 822 818 856 86.0 582 90.7 874 69.8 895 933 66.7
1993-98 66.3 68.4 455 66.0 814 617 546 705 60.7 737 663 36.7 855 768 480 847 803 375

1998 67.7 568 378 625 76.6 475 500 533 564 756 557 284 786 627 406 782 730 336



Table 10 — Effects of changing characteristics and propensity to pay on the percent of firms paying dividends,
estimated from 27 portfolios formed on size, profitability (E/A;), and either market-to-book ratio (V4/A;) or
investment outlays (dA/A,)

Firms is the number of firms in the sample for a year, or the average for a period. Actual Percent is the percent of
payers (the ratio of payers to firms, times 100). The Expected Percent of payers for ayear is the number of firmsin
each of the 27 size-E/A-V/A; portfolios (or the 27 size-E,/A-dA/A; portfolios) for the year times the proportion of
dividend payers in the portfolio during the 1963-77 base period, summed over the 27 portfolios, divided by the total
of firmsin the 27 portfolios for the year, and then multiplied by 100. The expected percents change through time due
to changes in the characteristics (size, E/A;, and V/A; or dA/A,) of sample firms. Expected — Actual, the difference
between the expected and actual percents of payers, measures the effect of propensity to pay.

VA dAJ/A;
Actual Expected Expected Expected Expected
Firms Percent Percent - Actual Percent - Actual

1963-77 1,823 66.8

1978 2,901 68.5 70.0 15 65.1 -3.5
1979 2,819 68.0 69.5 15 65.0 -3.0
1980 2,806 65.0 68.3 3.2 65.7 0.6
1981 2,917 58.2 65.9 7.7 64.4 6.1
1982 2,974 53.7 63.0 9.4 62.0 8.4
1983 3,127 47.0 57.6 10.6 61.2 14.2
1984 3,239 43.0 59.1 16.1 60.3 17.3
1985 3,196 41.3 56.4 15.1 59.3 18.0
1986 3,357 36.3 53.6 17.2 57.6 21.3
1987 3,587 324 53.6 21.2 57.3 24.9
1988 3,526 32.6 55.4 227 58.1 25.5
1989 3,429 334 55.2 21.8 58.7 25.3
1990 3,451 32.8 58.6 25.8 59.4 26.6
1991 3,582 311 56.5 25.3 59.4 28.3
1992 3,845 29.6 53.9 24.3 59.1 29.5
1993 4,265 26.8 50.3 23.5 57.4 30.6
1994 4,558 25.6 51.9 26.3 57.8 32.2
1995 4,768 24.7 52.2 275 58.4 33.7
1996 5211 22.2 50.6 28.4 57.9 35.7
1997 5,278 21.1 49.3 28.2 57.3 36.2

1998 4,906 21.3 53.3 32.0 58.3 37.0



Table 11 — Aggregate dividends, share repurchases, share issues, and changesin treasury stock as percents of aggregate earnings and market equity

We calculate annual ratios as the aggregate value of the numerator divided by the aggregate value of the denominator, and then average the ratios over the years
in aperiod. D;and Y, are dividends and after-tax earnings to common stock for fiscal years that end in calendar year t. ME; is the market value of common
equity at the end of fiscal year t. SP, Sl;, and dT, are gross share repurchases, share issues, and the change in treasury stock for fiscal year t. Net share
repurchases, NP, are SP-Sl;. Results are for al firms and, where indicated, for firms grouped according to dividend status. Data on share repurchases and share
issues are not available until 1971. The changein treasury stock is not available until 1983.

Aggregate Dividends as a Percent of Aggregate Earnings, Dy/Y

1963-98 1983-98 1963-67 1968-72 1973-77 1978-82 1983-87 1988-92 1993-98
All Firms 43.27 45.24 50.71 47.29 33.95 34.86 40.73 56.86 39.31
Payers 44.78 47.22 51.69 48.91 35.05 35.63 41.84 58.02 42.71
Aggregate Dividends as a Percent of Aggregate Market Equity, D/ME;

1963-98 1983-98 1963-67 1968-72 1973-77 1978-82 1983-87 1988-92 1993-98
All Firms 2.95 2.37 291 2.66 3.68 4.39 3.09 2.62 1.56
Payers 3.22 2.78 2.99 2.82 3.84 4.66 347 3.00 2.02
Aggregate Share Repurchases, Share Issues, and Changesin Treasury Stock as Percents of Aggregate Earnings for All Firms

1971-98 1983-98 1978-82 1983-87 1988-92 1993-98
SP/Y, 19.71 31.42 5.12 27.98 30.02 35.46
Sl/Y 24.64 33.71 14.93 26.00 35.91 38.29
NP/Y, -4.93 -2.28 -9.80 1.98 -5.89 -2.83
dT/Y, 14.95 14.92 11.76 17.63
Aggregate Change in Treasury Stock as a Percent of Aggregate Market Equity, dT/ME;

1983-98 1983-87 1988-92 1993-98

All Firms 0.80 1.10 0.67 0.66
Payers 0.89 1.19 0.72 0.79
Non-Payers 0.28 0.36 0.27 0.23
Never Paid 0.24 0.25 0.30 0.18
Former Payers 0.52 0.91 0.17 0.49



Table 12 — Percent of firms with positive and negative changes in treasury stock

The change in treasury stock, dT;, is measured from the end of fiscal year t-1 to the end of fiscal year t. The reported
percent of firms with a positive change in treasury stock, dT; > 0, or a negative change in treasury stock, dT,; <0, is
the average of the annual percents. Positive changesin treasury stock include firms that use the retirement method to
account for repurchases if their repurchases for fiscal year t exceed their stock issues. Negative changes in treasury
stock do not include firms that use the retirement method and have negative net repurchases. The results are shown
for al firms and for firms grouped according to dividend status.

1983-98 1983-87 1988-92 1993-98
All
NetdT >0 20.1 19.0 220 19.5
NetdT <0 10.1 10.1 115 9.0
Payers
Net dT >0 334 28.9 345 36.2
NetdT <0 17.2 16.1 19.0 16.5
Non-Payers
NetdT >0 14.5 12.8 16.1 14.5
NetdT <0 6.9 6.0 8.0 6.6
Never Paid
Net dT >0 135 12.0 15.3 13.3
NetdT <0 5.6 4.8 6.5 55
Former Payers
NetdT >0 20.5 16.9 211 23.0

NetdT <0 14.5 121 17.0 14.5
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Figure1l The number of CRSP firmsin different dividend groups

The CRSP sample includes NY SE, AMEX, and NASDAQ securities with share codes of 10 or 11. A firm
must have market equity data (price and shares outstanding) for December of year t to be in the sample for
that year. We exclude utilities (SIC codes 4900 to 4949) and financial firms (SIC codes 6000 to 6999).
Payers pay dividends in year t; non-payers do not. The two subgroups of non-payers are firms that have
never paid and former payers (firms that do not pay in year t but did pay in a previous year).
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Figure2 The percent of CRSP firmsin different dividend groups

The CRSP sample includes NY SE, AMEX, and NASDAQ securities with share codes of 10 or 11. A firm
must have market equity data (price and shares outstanding) for December of year t to be in the sample for
that year. We exclude utilities (SIC codes 4900 to 4949) and financial firms (SIC codes 6000 to 6999).
Payers pay dividends in year t; non-payers do not. The two subgroups of non-payers are firms that have
never paid and former payers (firms that do not pay in year t but did pay in a previous year).
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Figure3 Decile breakpoints for E/A;

The sample of Compustat firms for calendar year t, 1963-98, includes non-financial non-utility firms with
fiscal year-ends in t that satisfy the data requirements described in the appendix. E; is earnings before
interest but after taxesin year t. A, isthe book value of assetsin year t.
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Figure4 Percent of newly listed firms with positive earnings on common stock, Y, >0

A firm in the Compustat sample is defined as a new list in calendar year t if it is added to the CRSP
database between January and December of year t. NY SE firms added to the CRSP database in December
1925, AMEX firms added in July 1962, and NASDAQ firms added between December 1972 and February
1973 are not defined as new lists. Earnings on common stock, Y., is earnings after interest, taxes, and
preferred dividends.
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Figure5 Percent of CRSP firms paying dividends

The CRSP sample includes NY SE, AMEX, and NASDAQ securities with share codes of 10 or 11. A firm
must have market equity data (price and shares outstanding) for December of year t to be in the sample for
that year. We exclude utilities (SIC codes 4900 to 4949) and financial firms (SIC codes 6000 to 6999).
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Figure6 Percent of payers among firms with (i) positive and negative earnings on common stock, Y, > 0
and Y, < 0; and (ii) earnings before interest but after taxes greater than and less than investment, E; > dA,

and E; < dA;

The sample of Compustat firms for calendar year t, 1963-98, includes non-financial non-utility firms with
fiscal year-ends in t that satisfy the data requirements described in the appendix. Y, earnings on common
stock, is earnings after interest, taxes, and preferred dividends in year t; E; is earnings before interest but
after taxesin year t; and dA;, investment, is the change in the book value of assetsfromt-1tot.



