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Determinants of Leverage/Dividend Policies

Punchline: The most important determinant of a firm’s leverage ratio and divi-

dend yield is its investment opportunities

Table 1 and Figure 1, Corporate market leverage and dividend yield

In the 30-year sample, market leverage and dividend yield appear stable

From MM, financing-dividend policies affect firm value because they (i) affect

taxes paid by issuers or investors (ii) affect bankruptcy probabilities and financial

distress costs (iii) affect managers’ incentives to real investments (iv) provide

credible signals to investors
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Table 2 The costs and benefits of leverage and dividends, the tradeoff theory

Assets in Place Growth Options
Cost of debt (Underinvestment) Low High
Benefits of debt (Free cash flow) High Low

Predicted leverage High Low
Costs of dividends (Flotation costs) Low High

Benefits of dividends (Free cash flow) High Low
Predicted dividend yield High Low

Pecking order theory suggests that companies with few investment opportunities

and substantial free cash flow will have low debt ratios and that growth firms

with lower cash flows will have high debt ratios, opposite to the tradeoff theory
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Investment opportunities and leverage/dividend policies

Tables 3 and 4: The determinants of corporate leverage and dividend policies

Industry-level evidence, p. 15 in Barclay, Smith, Watts 1995

Regulation reduces underinvestment problem by transferring managerial discre-

tion to regulatory authorities

Regulated corporations should have higher leverage and dividend yields

Evidence from the telecommunications industry

p.16 in Barclay, Smith, Watts 1995
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To test the signaling theory, need a proxy for quality

Classify firms as high (low) quality if their earnings increase (decrease) in the

subsequent year

Statistically significant but economically weak evidence,

p.17 in Barclay, Smith, Watts 1995
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