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Why the Dividend Tax Cut
Still Isn't a Giveaway

Oh, how flummoxed, betrayed and belied we're feeling by the news!
Hundreds of companies, in response to the Bush dividend tax cut, have been
upping their dividend payouts. But executives who make these decisions are
themselves often big holders of their companies shares. | pso facto, executives
are approving large pay raises for themselves when they approve dividend
increases for their shareholders.

How embarrassing. Eight months ago, this column called the Bush
administration's proposed dividend tax cut atonic for the economy but "no
giveaway for stockholders." What a bonehead thing to say, right?

Nope. One thing to notice is that dividends are not paid out of newly found
money. Paying adividend is merely a different way of deploying the same
earnings Kitty that otherwise might go to share buybacks or be reinvested in
the business to increase the asset value of the corporation. All things being
equal, money is moved from one pocket to another, but all pockets belong to
shareholders ultimately. There is no windfall here sprouting from Mr. Bush's
pen.

Hence another mystery that turns out to be no mystery at all, though it has
been treated as such: Why have share prices of companies that announce big
dividend hikes not shown a pronounced tendency to rise? Certain proponents
clamored for a dividend tax cut precisely as away to boost stock prices and
give abig smooch to the "investor class." Thiswas always misguided.
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Were they thinking straight, even supporters of the tax cut should have anticipated lagging share-price
performance for companies that immediately up their dividends. The reason leaps out: If an investor is
receiving more of hisreturn in the form of dividends, he can expect to receive lessin the form of capital
appreciation.

Think about it thisway: Any investment for sale in the marketplace will be priced at alevel to provide no
more than an acceptable return. After all, asaseller of shares, | have no desire to make a charitable
contribution to you, the buyer. | want the best possible price for my shares. That's why you're going to have to
settle for a market rate of return, however divided between dividend and capital appreciation.

Thislogic isnicely borne out by statistics recently produced by Howard Silverblatt, equity-market analyst

S& P. Hejiggled some numbers and found out that shares of dividend-paying companiesin the S& P 500 have
risen 2.5% since the beginning of June, compared with a 3.9% rise for nonpaying firms. The differenceis
even more striking for the year to date: Dividend payers are up more than 13%, while nonpayers are up
almost 33%.

Heck, it'salmost asif investors understand they are not personally being made richer simply because a
company chooses to distribute its earnings to them in a different way. That's true as much for the executive
shareholders as for the unaffiliated shareholder in the street. A Journal rendition Monday noted that Sandy
Weill will receive $17 million ayear in additiona dividend income from his ownership of Citigroup stock,
Sumner Redstone an additional $40 million ayear because of his Viacom stock, Bill Gates $80 million
because of Microsoft, etc.

What each gains through the dividend account, however, he more than likely forgoes through the capital-
gains account.

We hasten to amend, however, a statement made earlier in this column. In fact, al things are not always
equal. Microsoft shares recently jumped sharply on arumor (wrong, it turned out) that it would pay a $10
billion special dividend on its $50 billion cash hoard. Where a company sits on alarge pile of cash and
investors fear it may be reinvested unwisely, in other words, a higher dividend payout may indeed be
regarded as a reason for giving a company a higher share price.

Here, al along, was the attraction of cutting dividend taxes. The appeal resided not in hopes of higher share
prices but in hopes that it would make capital allocation across the economy more efficient for exactly the
reason illustrated in extremis by Microsoft.

Until Mr. Bush rendered it null and void, a debate had long been entertained in various academic cloisters
about how much dividend tax was capitalized in share prices. Not much was the conclusion of the
predominant contestants: Stock prices were seen as reflecting an expectation that all earnings would
eventually be taxed at the capital gains rate, since that's the rate companies can't avoid on their investors
behalf.

In turn, paying adividend was deemed an essentially mysterious behavior of companies, since the tax code
made it a highly unattractive way of returning money to shareholders. Maybe they did it for some other
reason, like advertising the stability and predictability of their earnings to investors?

Whole armies of economists once made a living debating what became known as the "dividend puzzle." Now
George Bush has put them out of business. Tax policy no longer disfavors dividends so there's no longer any
mystery about why companies might or might not choose to pay them. To wit, those with high growth
prospects hold onto their cash so they can reinvest it; investors expect to get their reward entirely in the form



of ahigher share pricein the future.

Contrariwise, companies paying a substantial dividend are making a statement (often echoing a perception
already held by investors) that their cash flow exceeds their good investment opportunities. In other words,
management judges itself no better equipped than the average investor to reinvest the company's profits
successfully.

Let's be clear that such companies should be applauded. This was the very reason economists long argued for
eliminating the punitive dividend tax, and why the Bushies were wise to heed them. Though it was a mistake
to believe share prices would be boosted specifically for those companies that availed themselves as the
opportunity to increase their dividend, there can't be much doubt that the incentive for greater efficiency in
capital allocation has been good for the market (and economy) as awhole.
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