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Abstract

We study the tax regulations in relation to dividends and capital gains over the last two
decades for the UK in order to determine whether changes in tax regimes affect corporate
payout policy (dividends, share repurchases, or a combination). While we can identify
investors’ tax-driven preferences for a specific payout channel, we find no evidence of tax-
induced clienteles. Firms do indeed not cater to the tax preferences of their shareholders
(including individuals, pension funds, corporations). Other factors, such as equity- based
compensation received by the CEO and investor sentiment in the form of optimism reduce
the dividend payout and increase the use of share repurchases.
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‘But in the real world there remains one overwhetmmeason why dividend policy is not
irrelevant: tax. The way dividends are taxed caméhavide-ranging consequences for how a firm
is run. In particular, it can influence whether ianf finances itself primarily through equity or
debt, and how it chooses to return profits to isreholders (The Economist, @ January,
2003)

‘I'n Britain Gordon Brown staged an infamous pensitms “grab” in 1997, which reduced
private pension funds’ income by around £5 bill{ti,en $8.4 billion) a year by eliminating the
tax credit on dividend paymentsTHe Economist, ® December 2010)

‘In America dividends seemed to go out of fashiothén1990s. A yield of 2% or so appeared
trivial when the market was rising by 20% a yedre Hisrespect for dividends also reflected the
belief that, for tax reasons, share repurchaseseveebetter way of returning cash to investors.

(The Economist,”¥ September 2010)

1. Introduction

Over the past 15 years, there has been a stromgasecof UK listed firms paying out dividends.
This decline has only been modestly compensateahbiyncrease in companies adopting share
repurchases. Fama and French (2001) have showietiet US corporations have paid divi-
dends over the last quarter of the last century,D®Angelo, DeAngelo and Skinner (2004)
demonstrated that, while the number of dividendipayirms did indeed go down, the total
amount of dividends did actually increase.

When introducing readers to dividend policy, cogterfinance textbooks typically refer to
the dividend irrelevance theorem by Modigliani aidler (1961): investors are indifferent as to
whether a firm chooses dividends or share repueshaader the assumption of perfect capital
markets. Allen and Michaely (2002: 13) phraseid thay: ‘any desired stream of payments can
be replicated by appropriate purchases and salegjafy’. A number of reasons have been
advanced that cause the above statement not to iholdding taxation and tax clienteles, the
use of dividends as a signaling device, the divideatering theory, and personal motives by
management induced by the structure of their cosgtean packages. Share repurchases are
used for occasional payout of excess cash andriseha more flexible payout device than
dividends, which are more ‘sticky’ - especially lwitegard to downward adjustments (Ofer and
Thakor, 1987, Stephens and Weisbach, 1989, JademaStephens and Weisbach, 2000,
Amihud and Li, 2006). CEOs with option packageditém prefer share repurchases and avoid
dividends because of the associated negative effettieir personal wealth in case part of their
remuneration package consists of non-dividend ctedestock options (and restricted stock)
(Fenn and Liang, 2001, Liljeblom and Pasternack62@boody and Kasznik, 2008, Geiler and
Renneboog, 2014). Companies can adjust their didisléo signal their prospects to the market



(Bhattacharya, 1979, Miller and Rock, 1985, All@grnardo and Welch, 2000, Allen and
Michaely, 2002). According to Allen and MichaelyO@®), the accumulated evidence indicates
that changes in payout policy are not motivatediroys’ intentions to signal their true worth to
the market, but rather suggests that dividends slnadle repurchases curb overinvestment by
management. This is in line with Jensen’s (1986€fcash flow theory’, which says that a
commitment to payout reduces management’s disoret@r cash flows. Hovakimian, Opler,
and Titman (2001) and Jagannathan and Stephen3)(&&tbrt that more profitable firms have
lower leverage ratios and tend to prefer sharerod@ases to repaying debt. The catering theory
states that corporate payout decisions reflectsitave’ preferences for a specific payout channel
(Baker and Wurgler, 2004). The idea being that gh hdividend premiufnproxies for the
investors’ taste for dividends and induces manatgerpt for a higher dividend payout. In the
case of a negative dividend premium, managers et with earnings retentions or the use of
share repurchases (Geiler and Renneboog, 2014).

In relation to taxation, Allen and Michaely (20d8arn from the payout literature that there
seems to be an effect of differential taxes (betwai®idends and capital gains) in the US on
share prices, but that there is little evidenceadignificant clientele shift triggered by tax-
induced dividend changes. DeAngelo et al. (2008)euthat the introduction of a tax on payout
should lead to a replacement of payout by retentian report that such shifts do not occur.
Even if dividends are taxed and capital gains atepayouts will not cease to exist because the
capital appreciation gained by foregone dividersasat one-to-one. It is problematic to attempt
to transfer insights on taxation to another couaBytaxation systems often significantly differ
across countries (and even within a single coutdsyrules frequently change over time). Given
the mixed empirical evidence of the impact of taseghe payout decision and the lack of non-
US research, we revisit the payout taxation for thé while at the same time considering
alternative explanations such as market sentimeanagerial incentives, top management’s
remuneration and their individual traits, ownerstimcentration, and company-specific charac-
teristics.

Over the past two decades, the UK has seen maoyefon the tax treatment of dividends
and share repurchases. For instance, the tax ref@97 withdrew the ability of tax-exempt
investors (such as pension funds) to reclaim tadits on dividends, which led to an immediate
drop in the after-tax value of dividends to theseestors of approximately 20% (Bell and

Jenkinson, 2002, Bond, Devereux and Klemm, 200f)s $Supported the statement by Bond et

! The dividend premium is typically calculated ae thgarithm of the average market-to-book ratiadisidend
paying firms minus that of non-dividend paying farfBaker and Wurgler, 2004).
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al. (1996) that a more neutral tax treatment of dhedend payout would negatively affect
dividend payout ratios, which were previously itdid precisely because of the favorable tax
treatment of dividends.

Our approach consists of these steps; we exanijrtee(impact of different tax regimes on
the payout level (over time); (ii) the relativeratitiveness of the different payout channels
(dividends, share repurchases, or a combinatidiothf) by means of a multinomial logit setup;
(i) the impact of taxation on switching behaviwom one payout method to another using a
dynamic probit model; and (iv) the relation betwéaxation on the aggregated dividend payout
by means of an extended partial-adjustment model.

We contribute to the literature in the following yvérirst, with exception of Bell and Jen-
kinson (2002) who focus on the impact of the 198f6mm on institutional shareholders, Bank,
Cheffins, and Goergen (2004) who investigate thatiom between politics and dividend
payout, and Bond et al. (2007) who study the eftéctaxes on corporate valuation, there is
hardly any research investigating the effect ofatax on payout decisions in the UK. This
paper is to our knowledge the first to addressefffiect of taxation on the earnings distribution
method. Second, this paper provides a thoroughuatad the many tax changes over the past
decades related to the payout/retention decisidhsd, our data set is particularly rich: our
analysis is based on a large panel comprisingaligt@all listed UK companies (including small
caps and fledglings) starting in 1997 (at the on$et period with major tax reforms) until 2007
(when the financial crises commence). Fourth, intast to many US studies, we dispose of
information on the actual share repurchases (ahgusbon the announcement of share repur-
chase programs).

The paper reaches some interesting conclusiorst, Bimong the frequent changes in tax
regulation, the Finance Act (FA) of 1997 and theliion of the Advanced Corporation Tax in
1999 affected the payout choice with decreasindepeaces for dividends (relative to both
earnings retention and the use of share repurchases the period 1997-2001. Subsequently
(over the period 1999-2001), we document a pasdityuistrong tendency to avoid share repur-
chases in favor of earnings retention, or, in teecof payout, in favor of dividends. Since 2002,
earnings retention is preferred over dividends.

Second, when we focus on the taxation of divideantt$ capital gains for specific types of
large shareholders, we do not find consistent exide¢hat the after-tax values of dividends and
share repurchases, which proxy for the tax-indymederences of those investors, led to tax

clienteles.



Third, we investigate whether changes in the taxlegions affect the switching decision
between dividends and share repurchases in case @dirnings payout. From a dynamic probit
model, we learn that taxes can affect this switglacision.

Fourth, to estimate the aggregate level of dividpagout, we extend a partial adjustment
model by including the relative preferences foridinds or share repurchases induced by taxes
for individual investors, pension funds, and cogperinvestors. In line with Poterba (2004), we
find that the short-run changes of tax parametatg bbave a small impact on aggregate divi-
dends.

The remainder of this paper is organized as foll@extion 2 summarizes the payout evolu-
tion and Section 3 details the regulatory framewetkted to earnings payout. Section 4 details
the various tax regimes since 1994 and lists onjectures. Section 5 presents the dataset and

the methodology. Section 6 discusses the resultsSaction 7 concludes.

2. The Evolution of Earnings Payout

Did the frequent changes in the tax rules influetheepayout policy of UK firms or are oth-
er economic determinants responsible? Considelirgaggregate payout policy of a pooled
sample of UK firms from 1997-2007, we find that rdags payout in the form of dividends
prevails over share repurchases and plowing afliegs back into the company. Panel A of
Table 1 details that 68.3% of all firms pay outidends, roughly 28% do not pay out, and only
about 3% use a combination of dividends and slegparchases. The decision to engage solely
in share repurchases is rather unpopular — one@®@Ball firms do so. Firms not paying out
earnings are rare within the FTSE 350 firms, bt mwore common among the FTSE Small
Caps and Fledglings. Combining dividends and sheparchases is more frequently observed
in FTSE 100 (13.36%) and the FTSE 250 (4.27%) firdiben we consider the amounts paid
out, the picture looks different: Panel B of Tabldetails that firms pay out approximately 27%
of EBIT by means of dividends and roughly 47% oflEBia a combination of dividends and
share repurchases (if EBIT>0). This is roughlyime Iwith the findings presented by Renneboog
and Trojanowski (2007), who report an average @ndlpayout over earnings of about 33%.
The dividend payout level is higher for FTSE100msr (30.57%) and the FTSE250firms
(27.96%) than for FTSE Small Caps (25.84%) anddtiegs (23.22%).

[Insert Table 1, about here]



But how did payout policy evolve over time? We fitldit the number of firms paying out
dividends has substantially decreased over tingurEil details that while in 1998 about 86%
of all firms paid out dividends, only around 55% siw in 2007. Since 2002, we observe an
increase in the number of firms combining divideattsl share repurchases, and their average
payout ratio. When firms only use share repurchakespayout level is very volatile (Figure 2).
The question remains whether taxation can explayogpt levels, changes, and trends.

[Insert Figures 1 and 2, about here]

3. Regulatory Framework of the Payout Decision

While the Companies Act (CA) does not prescribe wghoesponsible for declaring a divi-
dend, this is typically done by an ordinary resolutby the shareholders on the annual meet-
ing.2 In the UK, an interim dividend is typically paid between annual meetings when the
directors are convinced that the firm’s financiakgion warrants a payout, and a final dividend
is usually proposed at the annual meefi®hare repurchases are regulated by various agts an
codes, including the Companies Act, the FSA Listitges, the Model articles, and the Crimi-
nal Justice Act. The Companies Act 2006 generaibhipit a limited company to acquire its
own shares, unless several provisions are med: ¢gmpany should pay for repurchased shares
in full at the time of the purchase, (ii) a shamylack is limited to 15% of the number of shares
outstanding, (iii) share repurchases ought to prcaved prior to the purchase with a (special)
resolution’ The FSA Listing Rules prescribe that the actuatepend volume of every transac-
tion, including the purchase date, should be mad#ipas soon as possible and no later than
7:30am on the day after the transaction. Furthesbie rules impose a prohibition period for
share buybacks, which spans 60 days prior to teénmgnary announcement of a company’s
annual or interim report, or, if shorter, the pdrfoom the relevant financial year end up to and
including the date of the announcement.

The CA makes an important distinction between miaskel off-market repurchaseshe

former take place on a recognized investment exgida.g. LSE, AIM) and is subject to a

2 Ferris, Sen and Yui (2006), which indicate a declimthe total number of dividend payers from 751@%64.5%
over 1988-2002.

% Income and Corporation Taxes Act, 1988, s. 209.

#Income and Corporation Taxes Act, 1988, s. 263-281

® For (i)-(iii), see, respectively, CA, 2006, s. 68, 2006, ss. 690 — 692, CA, 2006, ss. 694 arid 70

® FSA Handbook, Listing Rules (LR) 12 and The ConigsugModel Articles) Regulations, 2008he period does
not apply to buy-back programs, managed by indepenelxternal parties, that are already in placeainghich
the dates and quantities to be traded are alreadipsed and fixed.

" CA, 2006, s. 693.



marketing arrangement (which occurs if the firnpdises of facilities for trading in those shares
without prior permission from the exchange and wiitha limit regarding the time during which
these facilities are available (Ferran, 2008)). T#e also details that any purchase that is not
made on a recognized investment exchange or thmaitisubject to a marketing arrangement is
an ‘off-market purchasé’.

Many papers conclude that share repurchases areysdms a substitute for dividends be-
cause of the lower level of commitment associatél wheir usage (Jagannathan et al., 2000,
Fenn and Liang, 2001, Brav, Graham, Harvey, Campelli Michaely, 2005). Therefore, we
assume that firms opt for open market share repset because of their increased flexibility
(as opposed to dividends) in terms of the expextatihey instill with investors. In other words,
as we expect that firms use share repurchasesotd aemmitment, we assume that the repur-
chases in our sample are open-market share rep@sh@Qur sample contains only companies
that are listed on the primary market and the @dtéive investment market (AIM) of the LSE.

Since December 2003, a firm is allowed to hold doeg shares: it can purchase its own
shares out of distributable profits for future teSa

In sum, there is a multitude of laws that needdacbnsidered in order to engage in share
repurchases in the UK. In particular the FSA ligtmles with their tight disclosure require-
ments, price ranges, and prohibition periods impgestrictive measures on share repurchases.
As a result, it is also more difficult to use shegpurchases in the UK than in the US to exploit
perceived undervaluation (Rau and Vermaelen, 28502).

8 Two variants of off-market repurchases are privatgurchases and tender offers. The Listing Rufme a
tender offer as the intent to purchase all or pathe shares belonging to a class of securities @aximum or
fixed price, which is communicated to all shareleotd The tender offer must be open to all sharehnsldf the
class pro rata to their existing holdings for @ske7 days on the same terms. If a firm acquirésaat 15% of any
class of its own equity shares within a period ®frlonths, it must make a tender offer to all sheldgrs of that
class. In the case of private buybacks, the grdypotential participants is restricted. The tax ssquences of a
share buyback are the same for a market and amanffet purchase, but the treatment for unquotedpeaies is
different (FSA Handbook, Listing Rules, Appendiaid 12.4).

° Treasury shares give companies flexibility to ngngheir capital structure as the shares can Iseldewithout
the full range of formalities applying to new sh#sues. Treasury shares can be used to satisfigerints under
employee share schemes (CA, 2006, s. 724). Treabangs may not exceed the maximum of 10% of theimed
value of the issued share capital at that timehWaspect to treasury shares, the company mustxastise any
right (e.g. voting rights at the AGM) and must nwike any distribution of these shares (CA, 2006725-726 and
727-730).

10 Espenlaub et al., (2010:3) state that “theretike Iconsensus on the information content of opemket share
repurchases”, i.e. it remains questionable whetipen market share repurchases are used to expéwitejved)
underpricing.



4. Taxation and Conjectures

Income tax is to be paid on individual investorg/idend income although the tax rate on
dividend income is often lower than for income fréebor to compensate for the tax already
paid at the corporate level. The income tax ratgedds on the level of income and is 10%
(starting rate), 22% (basic rate), and 40% (higta¢e) at the end of our sample period, and
corporation tax is charged on the profits at 30%i(nrate) and 20% (small rate). Corporate
shareholders, who receive dividends from a UK camgpeo not pay taxes on these dividehts.

Capital gains tax is levied on the gains from tiepalsal of a capital asset, e.g. on the sale of
shares, and applies to both individuals and cotjwors® For the calculation of the gain of a
listed company it is irrelevant whether the shanmessold on the exchange or off-market. As in
the case of income tax, there is an ‘Annual ExeAmpbunt’ for individuals of £9,200 (at the
end of our sample period, i.e. in 2007-08). Foraa grom share repurchases exceeding this
amount, individuals pay capital gains tax at a fte of 209 i.e. considering the exempt
amount their effective tax rate is lower than 2@aorporations, however, are subject to corpora-
tion tax on the full amount of the gain at a sncalinpanies’ rate of 20% or a main rate of 30%.
The gain is typically calculated as the differebetween the disposal proceeds and the original
purchase price plus allowable related expendite®geral types of which have been operated in
the UK (including ‘indexation allowance’, ‘taperlief’, and the ‘substantial shareholdings
exemption’ (SSE))?

The problem with the tax treatment as described/ali® that profits are first taxed at the
corporate level, and then, when redistributed vi@a dividends, they are again taxed at the
individual level as income. To reduce this doubbeation, the UK decided to operate a modified
imputation system for the period 1973-1999. An itagion system offers the advantage that
part or all of the tax paid by the company can thebated (‘imputed’) to the shareholders by
way of a tax credit. Companies can forward thegeubation tax credits to shareholders along
with dividends, thereby representing the tax paidi® company upon its pre-tax profit. In the
case of share repurchases, the imputation taxtaseegual to the ’distribution element’, which

is defined as the difference between the marketeval the repurchased shares and the book

™ Income and Corporation Taxes Act, 1988, s. 208.

2 Taxation of Chargeable Gains Act, 1992, s 2. Etioap apply to venture capital trusts, and entsgpinvest-
ment schemes.

13 per the budget of 22 June 2010, there is a higherof 28%.

4 An ‘indexation allowance’ (applicable between 198&1 1998) allowed to increase the cost of the shayehe
change in the retail prices. It was replaced in8l89 the taper relief, which allowed making dedowms related to
the number of years that a share was held. Thev&SEntroduced in 2002 and exempts shareholdind9%f or
more of the shares in another company (subjeabnditions) from capital gains tax.
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value of the corresponding paid-in capital (‘thepital element’). The introduction of the
Advanced Corporation Tax (ACT) on April 6, 1973 ked the beginning of the imputation
system aiming at alleviating double taxatiiWhile companies had to pay an additional tax on
distributed profits, they could offset these paytemainst their corporation tdXThe return to
the classical system got rid of the tax credit leé imputation system. In what follows, we
distinguish between six different tax regimes betwé&993 and 2010 covering both the ACT
imputation and the classical system. In particMar detail the changes in tax rules on dividends
and share repurchases. Appendix B provides for &aclegime examples on how the after-tax
values for both dividends and share repurchasestbgevarious tax regimes are calculated for
different types of investors.

4.1. Prior to September 21, 1994

The partial imputation system introduced in 1973 a#led the Advance Corporation Tax
(ACT).Y" Corporations could deduct ACT from the gross mntaé@sn corporation tax for the
accounting period in which the dividends were pidarrive at the corporation tax payable.
ACT offset was only possible up to a certain lintlite ACT together with the net dividend paid
should equal the company’s taxable profits (Gamrh@98). ACT exceeding this limit was
referred to as ‘surplus ACT’ and could be carriedthward and forwartf Nevertheless, if a
company’s corporate tax liability persistently laggoehind the amount of its ACT payment, the
option expired (Bank et al., 2004). Hence, if theable profits were not sufficient or stemming
from overseas, corporations were not able to deAfdT relief and faced what is known as the
surplus ACT problem (Shirley, 1997).

Dividends

The income tax on dividends payable depended ost#tas (and overall income) of the re-
cipient. Individual shareholders received an impatatax credit that represented the tax paid
by the corporation. In case an imputation tax ¢nedis attached to dividends, they were referred
to as ‘qualifying distributions’ (Corporation TaxcA1988, section 14). The grossed-up dividend

would then be added to the individual's incom&or all but one year during existence of the

5 Finance Act 1972, s. 84(1).

6 Income and Corporation Taxes Act, 1988, s. 239.

FA 1972, s. 84(1).

8 Income and Corporation Taxes Act 1988, s. 239%8rplus ACT could be carried forward indefinitelgda
backward up to six years. It could be surrendecethajority owned subsidiaries. Shadow ACT ruleseniatro-
duced to detail the treatment of surplus ACT trest been built up before 6 April 1999. For more iet&®ractical
Law Company, 2010: ‘Practice note, Shadow ACT".

¥ The grossed-up dividend is the sum of the netldivil received plus the associated tax credit.
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ACT, the ACT rate and tax credit were linked to Hasic (and lowef) rate of income tax with

a starting rate in 1973 of 30% (Harris, 18 June03f1In the tax year 1993-94, however, the
ACT rate and tax credit were both equal to 22.5%iJexthe basic rate of income tax payable on
dividends was equal to 20%. For lower and base iratividuals, the tax credit would discharge
the liability created by the grossed-up dividendr kdividuals subject to the higher rate of
income tax, additional tax payments were requicggbéto the higher rate on the gross dividend
less the tax credit. Interestingly, the imputatiar credit was partially refundable for nonresi-
dent investors that qualified for special tax tygartovisions, and fully refundable to tax-exempt
shareholders (pension funds, insurance companitss respect to their pension business, and
individuals holding shares through Personal Eq&itgns)y® Accordingly, UK pension funds
were not liable to taxation on investment inconmeefiest or dividends) received, but were given
a tax credit that they could use to obtain a faktr refund. Corporations were also exempted
from corporation tax on UK dividends, but did neteive tax credits on dividends from UK

companie$? In fact, if companies received dividends, the A@dyment was reduced accord-

ingly.

Share Repurchases

While in broad terms the exclusive repayment ofitahpn shares did not form a distribu-
tion and therefore had no tax consequences, tlemtetd which the repurchase price exceeded
the original purchase price was treated as a lbligian that qualified for ACT relieve. The
corporation had to pay ACT on this ‘distributiorelent’ and could then forward a tax credit to
the shareholder, who could use it to offset perstan@s. At the same time, a capital loss could
be calculated equal to the difference between rkiestor’'s cost base (original purchase price
plus an indexation allowance) and the original sgiece of the share. Individual shareholders
who sold their shares were taxed at their persocame tax rate on the value of the repurchase,
but received the tax credit. The personal inconte a 1993 was 20% for the basic rate of
income tax and 40% for the higher rate. Pensiomdureceived a tax credit of 25% on the

distribution element, despite being tax-exemptectapital gains. Corporations were liable to

%0 Finance Act 1993, Ch. 34, s. 78(1). Note: The lora¢e of income tax is applicable in the finangiahrs after
1993.

L Income and Corporation Taxes Act 1988, s. 14(3)teNACT on a qualified distribution of a UK-resite
corporation was calculated as 1/(100-1), with Irgeithe percentage at which income tax at the bate was
charged in the current year.

%2 Section 231(1) ICTA 1988.

23 Foreign dividends were taxable but gave rise taxacredit, either under UK domestic provisionsuader a
double taxation treaty.

24 For a company, ACT payable was calculated as: A&&tion x (dividends paid - dividends received).
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capital gains tax (CGT) on the distribution elem&>&T was levied at the rate of Corporation
Tax (equal to 33% in 1993). As in the case of imdlial shareholders, corporations were given a
tax credit and were able to subtract capital laséés summarize the situation prior to Septem-
ber 21, 1994 in panel A of Table 2. Our calculatigmesented in Appendix B confirm that all
individuals (both basic and higher rate individyigtseferred share repurchases. In contrast,
pension funds and corporations had a strong preferéor dividend distributions (because of
the associated tax credit) over share repurchaskes\ser retaining profits (which generated no
tax credit), which is in line with Rau and Vermae[2002: 246).

[Insert Table 2, about here]

4.2.From September 21, 1994 - October 7, 1996

Dividends

While both the rate of ACT and the associated t@dit had been reduced in 1993 to
22.5%, they were further cut to 20% in April 1984r lower rate tax-individuals, this was equal
to the income tax rate on dividends. The incomertdg for high tax-bracket individuals re-
mained at 40%. As before, the imputation tax credis fully refundable to tax-exempt inves-
tors, such as pension funds. In addition, corpomnatiwere not liable to corporation tax on UK
dividends (and did not obtain a tax credit).

Share Repurchases

In September 1994, investment banks invented tpeney buyback, an innovative mecha-
nism that increased the tax attractiveness of stepkrchases in the open market. Shareholders
sold their shares to a broker who acted as an dgetite company. The agent contacted pen-
sion funds (and other tax-exempt parties such asitds) up-front and prioritized them over
non tax-exempt institutions. This way, agency buisaresembled off-market repurchases and
provided these tax-exempt investors with the opputy to claim a tax credit on the distribu-
tion. For the period from September 1994 to Octdl®&6, Rau and Vermaelen (2002) report an
increase in buyback activity, presumably of taxregeinvestors such as pension funds. Indi-
vidual shareholders kept receiving the tax credd the ability to subtract capital losses, but
were taxed at their personal income tax rate (e2®86 or 40%). Pension funds still received
the tax credit of 25% on the distribution elemelaspite being tax-exempted on capital gains. In
the case of corporate shareholders, corporations stél required to pay ACT on the distribu-
tion element at a rate of 33%. Corporate sharemltereived the associated tax credit, and

although they could deduct it from their mainstre@orporation Tax, the effect was probably
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negligible due to the fact that ACT only affecté@ timing of tax payments, but not the gross
mainstream Corporation Tax liability (Devereux, f@h, and Klemm, 2004). Individual
investors lost part of the tax credits that wemnierly granted on dividends. Share repurchases
were still relatively more attractive to individualestors. Through the invention of the agency
buyback, i.e. the idea to structure transactiona imay that allowed to ‘transfer the tax credit
from taxable to tax-exempt shareholders’ (Gamn®981 434), share repurchases became more
attractive than dividends to pension funds (andittea and trusts) that intended to sell. Overall,
corporations still preferred dividends to shareurepases due to the attached tax credits. We
summarize the situation between September 1994Catdber 1996 in panel B of Table 2

(Detailed calculations are in Appendix B).
4.3.From October 8, 1996 — July 1, 1997

On 8 October 1996, the loophole in the legislatias closed such that tax-exempt share-
holders were no longer entitled to a repaymenheftax credits associated with a repurchase of
shares. However, they were still able to claimtéhecredit on dividends.

Dividends
The changes in UK tax law of October 1996 had fecebn the treatment of dividends.
Share Repurchase

From 8 October 1996, tax-exempt investors, suclpeassion funds, charities, and trusts,
could no longer recover tax credits associated thiéhdistribution element of share repurchas-
es?® Accordingly, the attractiveness for pension furidsengage in share repurchases was
reduced substantially. The tax changes introducedctober 1996 solely affected the treatment
of tax-exempt investors (see Panel C of Table Zjilé\individuals preferred dividends to share
repurchases, dividends were also the more proéitphiyout method for both corporations and
pension funds. The abolition of the loophole by tidve authorities reduced primarily the prefer-
ences of tax-exempt investors such as pension fimdagage in share repurchases. Buybacks
were no longer more attractive for tax-exempt ibmessthan dividends. In other words, divi-
dends became more interesting to tax-exempt inkesh@an share repurchases. Consequently,

the number of open-market repurchase completidhsidmificantly.

25 Finance Act 1996, Schedule 7.
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4.4. After July 1, 1997

Dividends
On July 2, 1997, the new government radically mefed the taxation of dividend income in
the UK. The principal aim of this Finance Act (FA%/19F) was to abolish the right of pension
funds to be repaid the imputation tax credit fadends. The main effect was an immediate and
significant drop of the valuation of dividend incenfior pension funds (Bell and Jenkinson,
2002). In view of pension funds losing the repaytra#rihe tax credit, the main corporation rate
was reduced from 33% to 31%. FA97 had, howevernmmediate dividend tax implications for
other investor groups. There were no changes toaties of imputation credit or income tax and
thus no changes to the dividend tax burden of iddal shareholders (Hughes, 1998). Similarly,
tax-exempt charities, tax-favored personal equiang (PEPs), non-tax-paying individuals, and
treaty-protected investors continued to enjoy dggme of refundable tax credits.
Share Repurchase
The changes in UK tax law of July 1997 had no diedfect on share repurchases. Still, the
relative attractiveness of share buybacks rosé (@higher number of share repurchases) as the
value of dividends was reduced following the almtitof the imputation tax credit on dividends
for pension (Oswald and Young, 2004) (see Panef Dable 2). Notably, after April 6, 1998
individuals were able to claim a taper relief thedluced the gain subject to capital gains tax.
There was no change for corporations, howeverhag tould continue to use the indexation

allowance.
4.5. After April 6, 1999

The UK tax authorities abolished the ACT on 6 Af@®I99 - a radical and far-reaching deci-

sion that marked the return to a classical taxati@tem.
Dividends

Along with the abolishment of the ACT, the tax dtexh dividends for individuals was cut
to 10%. The tax burden of individuals was, howewet, affected because of a simultaneous cut
in the basic income tax rate on dividends to f8%. addition, the tax rate on dividend income
for high-bracket individuals was reduced to 328%he tax reform affected also other types of
investors: tax-exempt investors were no longer abldaim credit repayments from the treasury,
but compensatory payments as a percentage payrhémiodividend income were granted to

charitable investors for a transition period utiié fiscal year 2003-2004 (Bell & Jenkinson,

%6 Finance (No. 2) Act 1997, s. 31.
%" Finance (No. 2) Act 1997, s. 31(5).
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2002)?® Moreover, non-resident investors benefiting frqmecal tax treaty provisions were no
longer able to claim credit repayments - for thdra value of dividends fell by 6% (Bell &
Jenkinson, 2002). Corporations no longer had towadcfor ACT on dividends paid. ACT was
replaced by quarterly installment payments of Caapon Tax by large companies to compen-
sate the exchequer for lost revenue (Hughes, 1998).
Share Repurchase

By the abolition of ACT, companies were no longaguired to account for ACT on the dis-
tribution element of share repurchases. UK residenporate shareholders that received divi-
dends and other distributions continued to be exedfsom Corporation Tax. The main rate of
Corporation Tax was cut to 30% from 1 April 1999tek the abolition of ACT in 1999, the
after-tax values of the various payout methodsfferént investors changed significantly (Panel
E of Table 2 and Appendix B). Lower and basic ratividuals, as well as higher rate individu-
als preferred share repurchases to dividends. ifinstien for pension funds was not affected. As
before, they were indifferent between either forirpayout. While the after-tax value of share
repurchases to corporations increased slightly,afiter-tax value of dividends was still high.

Accordingly, corporate shareholders preferred dinib to share repurchases.
4.6. Since 2002

For a UK-resident company, the entire buyback pisceken into consideration for the cal-
culation of the chargeable gain. The introductidrth®e Substantial Shareholdings Exemption
(SSE) in 2002 affected the taxation of capital g&in

Dividends
The tax law changes in 2002 had no effect on theevaf dividend payments.
Share Repurchase

On April 1, 2002, a Substantial Shareholdings Ex@mnp(SSE) for capital gains tax was in-
troduced, which exempts shareholdings of 10% orenmranother company from capital gains
tax. The SSE affects the taxation of capital gaimd is therefore likely to contribute to a greater
preference for share repurchases (Panel F of Tgbl&/hile individual investors prefer share
repurchases to dividends, pension funds and odixeexempt investors are neutral to the payout

channel choice. Corporations, however, prefer énds to share repurchases.

28 ACT accumulated before April 6, 1999 could beeawdid through a system of Shadow ACT. Transitioakéfr
was provided for charities (Finance (No. 2) Act 198. 35).
29 Companies Regulations 203, S| 2003/1116, sectamscquisitions of Own Shares, Treasury Shares.
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4.7.Conjectures

The many tax reforms in the UK enable us to ingedé whether tax changes affect corpo-
rate payout decisions. In particular, our datecegers three important changes: (1) the introduc-
tion of the Finance Act in 1997, (2) the abolishinehAdvanced Corporation Tax in 1999, and
(3) the introduction of the Substantial SharehadifeExemption in 2002. The associated tax
changes provide a natural experiment for analyttiegeffect of taxation on corporate payout.

The FA97 led to a significant drop in the valuedofidends to pension funds and to an in-
crease in the attractiveness of share buybackscassequence, pension funds became indiffer-
ent between dividends and share repurchases. Ab@isACT resulted in a higher after-tax
value of share repurchases for individuals, bub ashigher attractiveness of dividends to
corporations. Given the simultaneous cut in thachasome tax rate on dividends for individu-
als and the relatively large ownership stake ofpomtions, the latter effect is expected to
dominate. The SSE exempts corporations from thesaggent of capital gains tax for sharehold-
ings equal to and above 10% in another companys&prentlywe conjecture that the attrac-
tiveness of dividends was reduced in 1997, rosdga 999, and then became a less attractive
payout method relative to share repurchases in Z@hjecture 1).

While Conjecture 1 is on the general tendency efléx laws to favor/discourage a payout
(channel), the relative attractiveness of the diffié types of payout (and the case of no payout)
still differs across type of investors. The af@x-values in Table 2 and the detailed calculations
of Appendix B suggest th&igher tax rate individuals should have had a prefee for retain-
ing earnings (over the last two decades). In césefirms pay out earnings, both higher and
basic tax rate individuals preferred share repurséa to dividends over the whole sample
period. Lower rate individuals always preferred ehaepurchases over no payout save for the
period since 2002 when no payout dominated. Perfsiods had a strong preference for divi-
dends (relative to no payout or share repurchabes)hecame neutral since 1999. Corporations
are expected neutral between dividends and earniatgntion over the sample period but, in
case of a payout, prefer dividends to share repasel (Conjecture 2)

How do changes in tax legislation, particularly ceming the relative tax burden of divi-
dends and capital gains, affect the aggregate payouwtting taxes on dividends should result in
a higher corporate dividend payout and an increbsesd of investment due to a reduction in the
applicable cost of capital (Poterba and Summe51Poterba (2004) confirms that a reduction
in the relative tax burden of dividends and capi@ihs does indeed result in increasing corpo-

rate dividends. Consequenthlye conjecture that a decrease in the relative tasden of divi-
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dends (relative to capital gains) positively aftetie aggregate level of dividend payout (Con-
jecture 3).

In addition to the impact of taxes on the level ahdnnel choice of earnings payout, we con-
trol for many different factors affecting the payahoices. For instance, Fenn and Liang (2001)
and Geiler and Renneboog (2014) demonstrate tleiuéixe remuneration contracts influence
the payout decision: stock options are negativelpted to the dividend issue decision and
positively to share repurchases (provided that tgdhased pay is not dividend-protected).
Lilleblom and Pasternack (2007) report for a unidurenish dataset that the negative relation
between stock options and dividends does not mothe case of dividend protectiddence, we
include the composition of executive pay contractsur models.

Sentiment may also affect the payout decision. Bake Wurgler (2004) measure the ‘taste
for dividends’ in the market — typically referreal &s the ‘Dividend Premium’— by calculating
the difference between the (logarithms) of the agermarket-to-book ratio of dividend payers
and non-payers. If there is a high dividend premifirms can cater to this sentiment by issuing
more dividends. Furthermore, investor sentimerd ed$ers to the idea that behavioral biases on
the side of the investor may exist: overconfidenestors may overestimate their knowledge or
give much weight to preconceptions about firm vatuel consequently trade more (Odean,
1998, Barber and Odean, 2001, Gervais, HeatonQateén, 2003). Investors may also believe
in ‘momentum’ and thus keep on buying stock that texently gained in value, thereby assum-
ing that the observed trends are persistent (Carb@97).Hence, to capture sentiment, we take
into account the dividend premium, a stock’s trgdinolume, and its momentum.

We also correct for other payout determinants sashfirm size (index membership:
FTSE100, FTSE250, FTSE Small Cap, FTSE Fledglitigd,growth opportunities (Market-to-
Book ratio), firm performance (ROA), leverage (D@&stsets), firm risk (Var(CF) — the variance
of cash flows), and the level of cash flows (FressICFlow/Assets). We also consider various
governance characteristics, such as board sizedhodependence, CEO duality, and the
percentage of female directors on the board. We @ssider some traits of the top managerial
decision maker: the CEO’s age, gender, and teduddvidend surprise, the difference between
the actual dividend paid and the estimated 12-méorihard dividend lagged by one year, may
capture a CEQ'’s degree of optimism about the futdirthe firm when he pays out a dividend

exceeding the analysts’ forecasts.
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5. Data and Methodology

5.1. Sample Selection and Data Sources

Our sample comprises most of the UK companiesdistethe primary market and the alter-
native investment market (AIM) of the London Stdekchange. We have payout information for
1906 companies and 9596 firm-years. The sample bee® companies, included in the
FTSE100, FTSE250, FTSE SmallCap, FTSE Fledgling, BRSE AIM® Our sample period
extends from 1997 (following the release of thedalmiry Report in 1995) to 2007 (prior to the
start of the financial crises).

We collect the cumulative gross year-end divideadi @and a 12-month forward dividend
per share from Datastream Advance. The actual sbptegchases are gathered from Bureau van
Dijk’s Zephyr database and are verified by meansformation stemming from Capital 1Q. The
remuneration data on CEQOs, other executives, aneéerecutive directors comprise fixed salary,
bonus, and equity-based pay, miscellaneous remtimerée.g. transaction bonus, relocation
expenses, recruitment incentives), and other paypooents (‘unusual compensation’, e.g.
medical insurance cost of the CEO) and is colledéteth BoardEx and annual reports. The
dataset on the executive and non-executive diregtomprises information on their position,
gender, tenure, and ownership stakes. The ownecsmpentration is collected from Thomson
One Banker and PricewaterhouseCoopers. Accountiiogniation (e.g. total debt, total assets,
market-to-book, ROA, EBIT), the sector aggregatiand trading information (price of the
stocks and volatility) stem from Datastream Advandée also calculate the Fama-French-
Carhart four factors (market return, size or SMBokto-market or HML, and momentum) by
means of data from the Style Research Markets &palylhe variable definitions are given in
Appendix A.

We adjust the accounting and remuneration infolonaith case the reported length of the fi-
nancial year deviates from the standard 365 dayse®er, when a financial year is not coin-
ciding with the calendar year, we apply the follogirule: if the reported end of the financial
year lies within the first (last) six months of &wen year, we assume the entry belongs to the

preceding (current) calendar year.

%0 FTSE Fledgling and FTSE AIM overlap partially. i listed on these two indices are usually notidet! in
the FTSE All-Share index, which is the aggregatibRTSE100, FTSE250, and the FTSE SmallCaps.
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5.2. Multinomial Logit Model

In order to examine whether changes in tax reguiatiaffect corporate payout decisions,
we estimate a multinomial logit model (MNL) with dependent variable the payout channel
choice (dividends, share repurchases, a combinafiatividends and share repurchd&eand
no payout). We choose the MNL over the multinongedbit model (MNP) because (i) the
simpler logit model is often preferable to the mooenplex probit (Dow and Endersby, 2004),
as the MNP is likely to suffer from a number ofiesttion problems, including weak identifica-
tion in application, and (ii) by means of a Hausntast, we test the imposed IIA property
(Hausman and McFadden, 1984). The explanatoryblasanclude the changes in tax regimes,
ownership concentration interacted with the taxmegdummies, top executive remuneration,
market sentiment, and other control variables ati¢iel of the firm and the CEO. We assume
that there is no natural ordering of the payowdralitives and that the decision maker maximiz-
es his own utility. We neither assume random tastéation nor correlation of unobserved
disturbances over time. Therefore, we apply a lagbMl distribution which assumes that the
error terms per individual and alternative are pefedently distributed and homoscedastic. The
systematic part for our multinomial logit regressio which we cluster the standard errors at
the firm level is:

Uir = a + 1 X Taxation variables;; + 3, X Ownership variables;; + 3 X
Remuneration variables;; + 4, X Sentiment variables;; + 5 X Other Determinants;; +
Y12y X Industryy .
wherey;, is the systematic part of our utility estimatiogr individuali and timet. The taxation
variables are time indicators that capture the syedirthe main tax changes. The ownership
variables are the cumulative share stakes helthdyCEO, non-executive and executive direc-
tors, institutional investors, individuals and féies, companies and pension funds. We include
both the variables themselves and their interastwith each tax period. The remuneration
variables include total salary, fees, bonus, styuions and restricted stock, miscellaneous pay
and other components of pay. The sentiment vasabielude the Dividend Premium, the
Trading Volume of stocks over shares outstanding, Momentum. We also include firm size,
performance and risk as well as internal corpogaieernance variables (board size, board
independence) and CEO characteristics (percentagenale board members, CEO gender,
CEO age and tenure). We cluster the standard eatahe firm level.

31 We combine share repurchases and the combinatimporchases and dividends into one category ere thre
few observations in the former subcategory.
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In an alternative estimation, we replacetéxation regime variables in the MNL by a direct
measure that captures the relative attractivenieds/idends and share repurchases from a tax
perspective. The payout attractiveness measurasedoon the relative taxation of dividends
and capital gainsdp; = wp[(1 — tainne)/(1 = Tegne)], Where 8y, is the relative payout
attractiveness by investor type(e.g. individuals, corporations, pension fundsirae t, tg;, iS
the marginal tax rate on dividends, ang is the marginal tax rate on capital gains, amgl;
refers to the percentage of stock owned by invelstat timet. In other words, the relative
payout attractiveness measure is the product afiastor category’s ownership concentration

and his after-tax value of dividends divided by dffier-tax value of share repurchases.
5.3. Dynamic Probit Model

To examine whether changes in taxation rules atfeetswitching decision between divi-
dends and share repurchases, we employ a dynamacybprobit model focusing solely on
firms paying out earnings. Hence, our dependeniablr is binary: dividends versus share
repurchases (including share repurchases in cotmmnaith dividends) and we condition this
choice on the dividends paid out in the previousope Table 3 indicates that while only about
54% of all firms that paid out share repurchasasénpast continue to do so, the corresponding
figure for dividend paying firms is approximately%®. According to Verbeek (2004), there
exist two possible explanations: (1) state depetelene. the longer a firm has paid out divi-
dends, the less likely it is to change its payoethnad, and (2) unobserved heterogeneity, i.e.
firms with certain unobserved characteristics amranikely to pay dividends. Allowing for
dynamics in the underlying process enables usrwedeonsistent estimates for the independent
variables (Bond, 2002). Therefore, we employ a dyingorobit model to allow for both state
dependence and the initial conditioning probleneiuding a lagged version of our dependent
variable helps us to take care of state dependandethe firm-specific effectr; captures
unobserved heterogeneity. Hence, our model looksllasvs:

Div;, =
p1 X Divi¢_q + a; + f, X Taxation variables; + f3 X Remuneration variables;; + 4 X

Sentiment variables;, + fs X Other Determinants;; + Y52, yx X Industry, + &;
where a CEO decides to payout dividendBiif;, = 1, and share repurchases or a combination
of dividends and share repurchases, otherwiseddiitian to the variables listed in the above
subsection, we include past dividend paybit; ., (equals 1 in case of a dividend payout and
0 otherwise). The random effects probit model tgreted by means of a GLS random-effects
estimator (Woolridge, 2005).
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[Insert Table 3, about here]

5.4. Aggregate Dividend Payout

To examine the effect of dividends and capital gain theaggregatedpayout, we use an
adjusted Lintner (1953) model, in the spirit of &bl (2004:71) who argues: ‘The standard
approach to measuring the relative tax burden widends and capital gains assumes that each
investor’s tax parameters affect the aggregateptaterence for dividends versus capital gains
in proportion to the investor's ownership of comuer stock’. Therefore, we calculate for each

company the aggregated weighted-average payouwdrprefe parametéy, which is defined as:
0 = X Wne|(1 = Tamwne)/(1 — Tegne)] Wheretg;, is the marginal tax rate on dividends, and
T.g IS the marginal tax rate on capital gains, ang refers to the percentage of stock owned by

an investorh at time t. This wayg, measures the relative tax burden on dividendscapdal
gains — or 'the equity weighted average investemi@ference parameter.” Contrary to Poterba
(2004), who focuses solely on taxable householdkstwldings, we calculate the aggregated
tax preference parameter for three types of inves{9 individual investors (whom we assume
to be taxed at the marginal rate of the highesbtakket), (ii) pension funds, and (iii) corporate
investors. Table 4 shows the corresponding redoltsndividual investors, the average ratio of
after tax income from dividends over capital gagugials 82% up until 1998, then increases
slightly to 83%, and finally declines to 74% frorB(B. The average equity stakes owned by
individuals are in the range of 8-11% over all ylears considered. Consequently, the equity-
weighted average tax preference parameter is @&3@a@f6 per year. Particularly in the period
2000-2002, their tax preference parameter is |lgamiore strongly towards dividends. For
pension funds, the average share blocks appedes very low — around 0-0.4% — but this is a
clear underestimation due to the fact that stakésbthe 3% disclosure threshold do not have
to be reported. Still, their average ratio of after income from dividends over capital gains is
high: with exception of 1997 (125%), we observeoastant rate of 100%, indicating that
pension funds should be neutral w.r.t the two pagbannels. Due to the particular low owner-
ship values, we observe equity-weighted averagsiperiund tax preference parameters close
to 0% in all years. As a consequence, the tax mrée parameter does not capture the impact
of the tax change in 1997/1998. Lastly, we obsémeefollowing values for corporate investors:
the average share of equity owned is in the rarg23e80%. The average ratio of after tax
income from dividends over capital gains is 119%tfe first three years of our sample and

118% thereafter. As a result, we find that the ggweighted average tax preference measure
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of corporate investors is around 28-36% and morati® than the measures of the other
investor types. The reason for this finding is et high ownership concentration in the
hands of corporations on the one hand, and a saftegtax advantage of dividends (relative to
share repurchases) on the other hand.

[Insert Table 4, about here]

To examine the impact of the tax preference pararsein the aggregate level of dividend
payout, we relate the annual change in the levaligfiends to the changes in profits, tax
preference parameters, and their lagged levels:
AlnDiv, = By + By X AIn(ROA)¢ + B, X AlnBnaiviauart + B3 X AlnBpensionfunae +

Ba X AlnOcorporationt + Bs X InDive_y + B X AIn(ROA) (1 + 7 X

Alnelndividual,t—l + :88 X Aln9Pensionfund,t—1 + :89 X Alnec‘orporation,t—l + &t

whereAlnDiv, stands for to the annual change in divideddsi(ROA),is the change in the
natural logarithm of profit (as measured by ROAINO4ividuatt: AlMOBpensionfuna,e, and
AlnBcorporation,: T€TEr to the relative tax burden on dividends wersapital gains for individu-
als, corporations, and pension funds, respectiviadysolve the issue of negative earnings in a
log-log specification, we follow Poterba (2004) amdtrict our sample to observations with a
positive ROA.

6. Results

6.1 Corporate Payout Decisions and Tax Regimes.

The multinomial logit analysis in Table 5 showstttiee preference of dividends (relative to
no earnings payout) declines over time: the taxfiodent is stronger for tax period 1 (1997-
1998), smaller but still positive and statisticaflignificance for tax period 2 (1999-2001),
relative to the omitted subsequent period (2002 laeybnd) (column (1) of Panel A: coeffi-
cients 0.973 and 0.300). Panel B confirms thegpegice for dividends relative to share repur-
chases (possibly combined with dividends) for taxqd 2, relative to the tax period starting in
2002. Over tax period 2, we find the strongest sivarto share repurchases relative to divi-
dends and share repurchases hence become mombtiesince 2002 (column (2) of Panel A).
These findings are partially in line with Conje&ut, in that dividends became much less

attractive beyond 2001 relative to no earnings pays a consequence of the associated tax
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changes of FA97 and the abolition of ACT. Still, de not find that dividends became more
attractive in 1999-2001 relative to tax period 199P8. We also report that share repurchases
are less desirable than dividends in the tax psrptbr to 2002 and that, in line with C1, the
dividend preference relative to share repurchassganger in period 1990-2001.

[Insert Table 5, about here]

Although we will examine the preferences of diffaze types of blockholders under the
different tax regimes later, we control in thesedels for ownership concentration. CEOs with
larger ownership stakes prefer earnings retentwar paying out dividends. Individuals and
families’ ownership concentration is positivelyatd to dividend payout versus retention (at
the 10%-level) and negatively related to share nedmases versus dividends (at the 5%-level).
Pension funds and other institutional investorstgaiakes do not seem to be related to payout
choice and the presence of corporations owningedblacks is related to no earnings payout.

Column (1) of Panel A also shows a strong negatssociation between CEO option hold-
ings (Options/Assets) and the decision to payoutdnds and, in case of a payout, a strong
positive link with the decision to pay out earninga share repurchases rather than via divi-
dends (Column (3), Panel B). Both results are gisosignificant at the 1%-level. Likewise,
CEOs owning a high number of restricted stocks cidividend payout (at the 10% level of
significance, in column (1), Panel A).

When we consider the sentiment variables, we fiadl torporations do not seem to cater to
the market-wide preferences for dividends relatovehare repurchases as the dividend premi-
um is not statistically significant. Momentum istmelated to the payout decision either. Both
Panel A and B show that trading volume is low inm& paying out dividends and is much
higher for firms not paying out earnings or retagicash to shareholders by means of share
repurchases. If increased trading volume proxiesnigestor optimism about a specific stock,
then we see that more optimistic shareholders trimesompanies that plow back their earnings
in the firm and in firms which signal value creatiby mains of the share repurchase channel.

Larger firms (as measured by index membership)erfrequently opt to pay out dividends
(rather than retain earnings) as reflected in calfr) of Panel A. The payout propensity by
means of dividends monotonically declines by simenf FTSE 100 to FTSE Fledglings). Share
repurchases are more frequently undertaken byattgedt firms (FTSE100) and the smallest
ones (FTSE Fledglings), whereas Small Caps ontgdpiently resort to this payout channel.

The profit measure (ROA) confirms that high accoumprofit is a prerequisite to pay-

out earnings by either payout channel. Likewisghhiree cash flows are significantly and
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positively related to the payout decision (withire tL% level of statistical significance). High
market-to-book firms, which have higher growth ogtpnities, pay out more dividends (Panel
A, column (1)). This violates the capital structyrecking order stating that firms with many
value-generating investment opportunities shoukbnteto the cheapest source of funds: re-
tained earnings. Firms with higher leverage moeguently opt for share repurchases (relative
to dividends). The fact that highly levered firmsm dividend payment may reflect the fact
that they prefer to resort to the more flexible gatymechanism of share repurchases as divi-
dend policies are shown to be sticky in Anglo-Aroan markets. When we estimate the effect
of CEO traits on the payout decision, we find thmetle CEOs are more likely to opt for divi-
dends than for share repurchases (Panel B), ol&€ysCprefer dividends over retention and
share repurchases (column (1)) and column (3)),GEQs with tenure prefer payout (either by
dividends or share repurchases) over no payoutrfool1) and (2))?

We now investigate tax-induced clientele effectselpanding the above payout choice
models by interacting the tax regimes with owngrstancentration by shareholder type. These
interaction effects are expected to capture fohedwreholder category the preferences for a
payout method as changes in the tax rules over dils® change the relative attractiveness a
specific way of returning cash (if at all) to tHeaseholders. In Table 6, we do not find evidence
of a clientele effect for individuals: neither thgeraction terms of the tax regime with CEOs,
executive directors, non-executive directors ankewotindividuals (and their families) are
statistically significant (or have the wrong sigiijere is only evidence that when CEOs own
large share blocks, firms pay out fewer dividendd more frequently retain earnings, but this
is not related to a tax regime. Contrary to oureztations based on taxation, individuals’ and
families’ ownership suggests a preference for @inak (column (1) of Panel A and column (3)
of Panel B). There is also no evidence of a taxxed payout policy choice that caters to
corporate stakeholders, as none of the interatgions are statistically significant. The uninter-
acted term of corporate ownership shows that fipreger no payout over dividends (column (1)
of Panel A) and over share repurchases (columnf(Panel B), which is in line with Conjec-
ture 2. When the firm pays out earnings, corporatibave no preference for a payout channel
(column (3), Panel B), but this contradicts Corgeet2. We expect pension funds to have a
strong preference for dividends relative to no payand share repurchases for tax periods 1 and
to be neutral between the 3 alternatives for taiode 2 and 3. Contrary to Conjecture 2, we

find that pension funds prefer no payout over divids and share repurchases in tax periods 1

%2 We reestimate the multinomial logit regressionsTable 5 while excluding all financial firms, anihd that
virtually all results are upheld.
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and 2 (columns (1) and (2)). In case of a payoet,see that pension funds are neutral for tax
period one, which goes against Conjecture 2. In, suenfind little evidence that large share-
holders influence the payout policy in a way thatcongruent with the maximization of the
after-tax value of the payout.

[Insert Table 6, about here]

6.2 Relative taxation burden on dividends and capil gains

We estimate whether the relative taxation of dim@eand capital gains as defined in Sec-
tion 5.2, explains the payout choice. We calculagerelative taxation for each of 3 categories
of shareholders: individuals subject to the highesbme tax bracket (this category includes
executive and non-executive directors), pensiodg$uand corporations. As before, we estimate
two types of models: the first captures the mafaas$ of the relative taxation measures and the
second examines the interaction effects of thetiveldaxation measures and the ownership
concentration by type of shareholder.

Whereas individuals should have preferred earmetgitions over earnings payout and — in
case of payout — share repurchases over dividdratde 7a shows exactly the opposite: indi-
viduals were indifferent between no payout andd#iuds (column (1)), and preferred no payout
(column (2)) or dividends (column (3)) over shagpurchases. Also contrary to Conjecture 2,
we find that pension funds opt for no payout ratihan dividends (column (1)) or share repur-
chases (column (2)), and when the firm pays ouh,cey prefer dividends over share repur-
chases (column (3)). Corporations should be neb#aleen a dividend payout or no earnings
payout; or should have a tax induced preferencelitadends in case of a payout. We observe
that corporations’ relative tax measure is podyivand significantly related to dividends (and
negatively to no payout) whereas we would expectatation for this parameter estimate in
column (1)). Corporations relative tax measurels® gositively related to share repurchases,
and hence negatively to the cases of no payoutirfaol(2)) and dividends (column (3)). Thus,
our findings are again contradicting Conjecturéh2; corporate payout decisions do not seem to
be influenced by the relative taxation of dividerohsl capital gains. The results on the owner-
ship and sentiment variables and the other comtmelbles are similar to the ones reported for
Table 5.

We expand the models of Table 7a by interactingréiative taxation variables with the
ownership concentration of respective shareholdergories. This way we consider the relative

importance of taxes on dividends and capital geirsut weigh these measures by the relative
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importance in terms of ownership concentrationhaf different shareholder classes. We find
that most of the results of Table 7a are uphel@able 7b apart from the fact that uninteracted
relative taxation measures of pension funds anpacations are now neutral with regard to the
choice between dividends and no payout (which iatwe expect for corporations but not for
pension funds). We observe that hardly any of tieraction terms are statistically significant,
which fails to support Conjecture 2.

[Insert Tables 7a and 7b, about here]

6.3 Persistence in Payout Channel Choice

We investigate whether taxation affects the pessts in dividend payout, or in other
words, do companies switch between dividends arateshepurchases, conditional on past
dividend payout and changing taxation regimes. Téwmults from a dynamic probit model
estimation whereby the dependent variable equadsronase dividends are paid and zero in the
case of share repurchases are shown in Table & &ftaxation perspective, we expect that the
attractiveness of dividends (relative to share relpases) was lower in 1997, increased again in
1999, but declined as of 2002. We observe thaptst dividend payout variable is strongly
statistically significant and hence captures theiptence of a corporate payout policy. We find
also that the changes in taxation rules (in retatedividend taxes and capital gains tax) affect
the payout channel choice. In model (1), the taxme in period 2 (1999-2001) is, as expected,
significantly and positively related to the decrisio issue dividends and we also note the
decline in the attractiveness of dividends in thiedttax period. Likewise, when we omit tax
period 3, we confirm the increase in the probabithat dividends are chosen as a payout
channel. As before we control for ownership conaditn by type of shareholder, the remuner-
ation contracts of top management, investor semtingd other possible determinants such as
corporate size, profitability, risk, leverage, gtbwopportunities, board structure, and CEO
traits. Overall, we conclude that the switchingidien is mainly affected by the tax period in
which a decision is made, as well as by the firpaist payout policy.

[Insert Table 8, about here]

6.4 Aggregate Dividend Payout

In order to investigate how our tax-preference paars affects aggregate dividend payout,

we estimate an aggregate time-series model, aragregate panel-data model on corporate

25



payout. The model we employ has been used by Ro{@@04), but originally dates back to
Lintner's (1953) partial adjustment models. Ourraagh differs from Poterba’s (2004) in these
aspects: (i) we estimate the model with three difie tax preference parameters for individual
investors, pension funds and corporate investos(id we aggregate the data in a first specifi-
cation at the investor type level per firm-yearn@adata approach), and in a second specifica-
tion at the investor type level by year (crossiseed approach).

In line with the US findings by Poterba (2004), tlearly tax preferences and the short-run
changes in tax preferences have no significant anpa the aggregate dividends (Panel A of
Table 9). The lagged dividend payout is highly prtde but negatively related to aggregate

dividend payout. The estimated coefficients implgrg-run dividend elasticity with respect to

profits of -0.014/-0.06157 = 0.23 | which is lower than the 0.75 reporteyl Poterba (2004).
Likewise, we find long-run dividend elasticitiestivirespect to our individual, pension fund,
and corporation tax preference measures of -0.0@&157 = 0.03, 0.09709/-0.06157 = -1.58,
and 0.00257/-0.06157 = -0.042, respectively. Thestax preference parameters of the pension
funds and corporations suggest that the relativebtaden on dividends and on capital gains
negatively affects the share of earnings thatstriduted as dividends, whereas the tax prefer-
ence of individuals indicates an inverse relatleor. comparison, Poterba (2004) reports a long-
run elasticity of dividends with respect to his eegate tax-preference parameter of 3.3, but
mentions that this findings is somewhat surpriggngen the growth in share repurchases and
the fact that it is substantially larger than poesly reported results. Our findings do not
support Conjecture 3 in that the relative tax bordé dividends and capital gain positively
affects the level of dividend payout.

The estimates of our second specification modelpagsented in Panel B. As before, the
short-run changes of our tax preference paramegenerally have a small and insignificant
impact on aggregate dividends with the exceptiorpaft profitability and the current tax

preference parameter for individuals. The estimatedfficients imply a long-run dividend

elasticity with respect to profits of.010375/-0.01167 = 0.89  which isghier than the 0.75
reported by Poterba (2004). Likewise, we find long-dividend elasticities with respect to our
individual, pension fund, and corporation tax prefeee measures of 0.00876/-0.01167 = -0.75,
-0.02096/-0.01167 = 1.80, and 0.08541/-0.01167.32;7respectively. Thus our tax preference
parameters for individuals and corporations suggest the relative tax burden on dividends
and on capital gains negatively affect the shamaofhings that is distributed as dividends.
Overall, we conclude that short run changes oftaxipreference parameters generally seem

to have a limited effect on the aggregate divideagbut.
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[Insert Table 9, about here]

7. Conclusion

The question as to whether taxes have an influendde payout decision has been an on-
going discussion, especially as tax regimes aréréan stable over time (Allen and Michaely,
2003, DeAngelo et al., 2008). This paper documtrgsmajor changes to the UK tax system —
especially the tax on dividends and capital gams -t over the past two decades and asks
whether the payout channel choice is influencethbge tax regime changes. We calculate the
after-tax values of dividends and share repurch@séetive to the case of earnings retentions)
for different types of shareholders (individualenpion funds and other institutional investors,
and corporations) over time while considering tharging income tax rates, corporation taxes,
and the tax treatment of dividends and share répses. We show that individual shareholders
within the highest income tax bracket would haverbbest off investing in a firm retaining all
its earnings, but in case the firm decided to itiste cash share repurchases was the preferred
channel across all tax regimes over the past twadks. Until 1997, tax-exempt investors such
as pension funds and charities have a strong preferfor dividends because of a tax credit
they could recuperate, but subsequently becameaheatdividend payout, share repurchases,
or no payout (from a tax perspective). The situatar corporations is consistent over time: due
to the fact that the dividends that corporatiorcenee are tax-exempted, this form of payout
dominated share repurchases. Yet, share repurchesasie somewhat more attractive in after-
tax value terms subsequent to 1999 due to a rexfuictithe corporation tax rate on chargeable
gains.

We estimate the effect of the tax treatment ofd#imds and share repurchases on the corpo-
rate payout decision while considering ownershipcemtration by type of shareholder, the top
management’'s remuneration contracts, investor asdkeh sentiment, board structure, various
CEO traits, and a firm’s cash flows, profitabilisize, leverage, risk, and growth opportunities.
We find that the attractiveness of dividends (re¢ato earnings retentions) declines over time
(since 1997) and that share repurchases were nesigaldle in more recent tax periods (from
2002 onwards).

While we expected that there would be a tax-induegdreference for retained earnings for
higher tax rate individuals (over the last two dbxs) and in case of a payout a tax-preference
for share repurchases over dividends, we find gposite: individuals were indifferent between

no payout and dividends, and preferred no payoulivadends over share repurchases. Our tax
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analysis predicted that pension funds had a stpoeigrence for dividends (relative to no payout
or share repurchases) and became neutral after 2¢@8n, we find that this is not sustained:
pension funds opt for no payout rather than divitdear share repurchases, and when the firm
pays out cash, they prefer dividends over sharercbépses. Corporations were expected to be
neutral between dividends and earnings retentien the sample period but in case of a payout,
to prefer dividends to share repurchases. We hawersthat corporations’ relative tax measure
is positively and significantly related to dividen¢and negatively to no payout). Corporations
relative tax measure is also positively relatedtiare repurchases, and hence negatively to the
cases of no payout (column (2)) and dividends (olu3)). Thus, these findings are again
contradicting our tax-based conjectures. We haveotelude that there is no evidence of tax-
induced clientele effects for corporate payout sieos.

We have also studied the switch between dividemdk sbhare repurchases, conditional on
past dividend payout, and in a context of changgxgregimes. From a taxation perspective, we
expect that the attractiveness of dividends (ndatdo share repurchases) was lower in 1997,
increased again in 1999, but declined as of 2008. dbserved that past dividend payout is
strongly persistent and that changes in taxatitesrdo affect the payout channel choice. We do
find that changes in tax regimes do indeed indin@nges in the payout channel, but this is not
related to the presence of specific types of eoitjers.

Finally, we ask whether taxes have an effect ondtpgregate level of dividend payout.
From our partial adjustment dividend payout modehich includes the relative taxation
preferences (dividend taxes relative to capitahgjaiwe learn that the tax preference parameters
of individuals, pension funds, and corporationsxdbexplain the aggregate dividend payment.

Overall, we find that equity-based compensatioreirex by the CEO and investor senti-
ment in the form of optimism reduces the dividegqut and increase the use of share repur-
chases. We also report that larger firms prefgrayp out earnings and mostly opt for dividends
(rather than share repurchases). Profitable arfuroets firms avoid earnings retention and opt
for share repurchases (rather than for dividen@sll, the main conjectures of this paper are
rejected because we find no evidence of tax-indatiedteles, as firms do not cater to the tax

preferences of their shareholders.
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Figure 1. Payout Channels over Time

The figure presents the frequency of the use ofiBpgayout channels (dividends, share repurchases
combined payout, i.e. both dividends and shareroiyages), as well as the frequency that firms do no
pay out earnings. The data are extracted from Boaadd Zephyr.
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Figure 2. Payout by Payout Channel

The figure shows the amounts paid out divided byTE@rovided that EBIT>0). The raw data are
extracted from Boardex and Zephyr.
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Table 1. The Frequency of Payout Channel Choice antiverage Payout by Company Size

Panel A documents the frequency of payout chanmaice by stock index membership (based on firm-ydeservations for the period 1996-2007). Panel @oms the total
amounts paid out (divided by EBIT) by payout chdniie data in Panel B are winsorized at the 5%llend are restricted to EBIT>0. The data are pteseby index

membership. The data are from annual reports aptyze

Panel A (payout frequency) Total Sample FTSE100 FTSE250 FTSESmallCap FTSEFledgling
No Payout (%) 28.06 7.61 13.54 22.17 39.05
(Number of Observations) (2,403) (82) (339) (639) (569)
Dividends (%) 68.31 79.04 81.78 76.20 60.12
(Number of Observations) (5,850) (852) (2,047) (2,196) (876)
Share Repurchases (%) 0.32 0.00 0.40 0.28 0.27
(Number of Observations) (27) ) (20) (8) 4)
Divids and Share Repurch. (%) 3.32 13.36 4.27 1.35 0.55
(Number of Observations) (284) (144) (107) (39) (8)
Total (%) 100.00 100.00 100.00 100.00 100.00
(Number of Observations) 8,564 1,078 2,503 2,882 1,457
Panel B (% paid out) Total Sample FTSE100 FTSE250 FTSE SmallCap FTSEFledgling
No Payout /EBIT (%) 0.00 0.00 0.00 0.00 0.00
(Number of Observations) (2,379) (82) (338) (635) (564)
Dividends/EBIT (%) 26.97 30.57 27.96 25.84 23.22
(Number of Observations) (5,774) (844) (2,018) (2,166) (865)
Share Repurchases/EBIT (%) 16.55 0.00 0.15 14.15 22.22
(Number of Observations) (23) (0) ) (6) 4)
Divs & SRS/EBIT (%) 47.06 44.74 50.77 42.06 58.61
(Number of Observations) (283) (143) (107) (39) (8)
Total Number of Observations 8,459 1,069 2,470 2,846 1,441
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Table 2. After-Tax Value of Dividends and Share Reyrchases

This table documents the after-tax values of divitdeand share repurchases of a nominal value ti§lBRounds 100. Table A covers period prior totSaper 21, 1994,
Table B the period between September 21, 1994 aob@r 8, 1996, Panel C the period between Oct®b&p96 and July 1, 1997, Panel D the period betwesy 1,
1997 and April 6, 1999, Panel E the period betwgril 6, 1999 and April 1, 2002, and Panel F theqetafter April 1, 2002. For each panel, we asstima¢ companies
pay corporation tax at the full rate. The categofypension funds includes insurrance and investroentpanies in respect of their pension businesarc8o own
calculations.

Panel A. The After-Tax Value of a Dividend and Shae Repurchase of 100 prior to September 21, 1994

Higher rate individual Lower and basic rate individual Pension fund Corporation
Dividends 77 100 125 100
Share Repurchases 93 109 123 84

The tax rates for individual investors were 40%gfieir rate) and 20% (lower and basic rate). The &€& on the dividend was equal to 22.5 %; the metim of Corporation
Tax was 33%.

Panel B. The After-Tax Value of a Dividend and Share Repurchase of 100 between September 21, 1994 and October 8, 1996

Higher rate individual Lower and basic rate individual Pension fund Corporation
Dividends 75 100 125 100
Share Repurchases 92 106 100 84

The tax rates for individual investors were 40%g(ieir rate) and 20% (lower and basic rate). The £&d on the dividend was equal to 20%; the mam eACorporation
Tax was 33%.

Panel C. The After-Tax Value of a Dividend and Shae Repurchase of 100 between October 8, 1996 andyldl| 1997

Higher rate individual Lower and basic rate individual Pension fund Corporation
Dividends 75 100 125 100
Share Repurchases 92 106 100 84

The tax rates for individual investors were 40%g(ieir rate), 20% (lower rate), and 24% (basic raidle ACT rate on the dividends was equal to 208;nbain rate of
Corporation Tax was 33%.
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Table 2: Cont'd.

Panel D. The After-Tax Value of a Dividend and Shae Repurchase of 100 between September 21, 1994 &uiober 8, 1996

Higher rate individual Lower and basic rate individual Pension fund Corporation
Dividends 75 100 125 100
Share Repurchases 92 106 100 84

The tax rates for individual investors were 40%g(ler rate) and 20% (lower and basic rate). The £&d on the dividend was equal to 20%; the maim e&Corpora-
tion Tax was 33%.

Panel E. The After-Tax Value of a Dividend and Shas Repurchase of 100 between April 6, 1999 and Apil, 2002

Higher rate individual Lower and basic rate individual Pension fund Corporation
Dividends 75 100 100 100
Share Repurchases 90 103 100 85

The tax rates for individual investors were 40%g(ler rate), 23% (lower rate), and 10% (basic r&@@jidends were chargeable at 10 % for lower/beastie
Tax payers and at 32.5% for higher rate taxpayetd. was abolished and the tax credit was cut t&é610’he main rate of Corporation Tax was 30%.

Panel F. The After-Tax Value of a Dividend and Sha Repurchase of 100 after April 1, 2002

Higher rate individual Lower and basic rate individual Pension fund Corporation
Dividends 67 89 100 100
Share Repurchases 90 97 100 85

The tax rates for individual investors were 40%g(ler rate), 10% (lower rate), and 22% (basic r&@@jidends were chargeable at 10 % for lower/beastie
tax payers and at 32.5% for higher rate taxpayérs.tax credit was equal to 10%. The main rateap@ration Tax was 30%.
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Table 3. Payout Channel Switches

The table presents the frequencies of switching from opeupanethod to another from time t-
1 to time t. The payout choices are: no payout, dividend pagiad share repurchases payout,
including the combination of dividends and share repurchases.rahedata are from
Datastream and Zephyr.

Payout
Channel at (t)

Share Repur-

Payout Channel at (t-1) No Payout Dividends chases Total
No Payout 1,243 190 12 1,445
(%) (86.02%) (13.15%) (0.83%) (100%)
Dividends 133 3,959 133 4,225
(%) (3.15%) (93.7%) (3.15%) (100%)

Share Repurchases 10 87 113 210
(%) (4.76%) (41.43%) (53.81%) (100%)

Total 1,386 4,236 258 5,880
(%) (23.57%) (72.04%) (4.39%) (100%)
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Table 4. Tax-induced Payout Preferences (Dividends vars Capital Gains)

The table shows the average share of equity owned (col(fyn@}) and (7)), the ratio of after tax income from dévids over the after tax income from
capital gains (columns (2), (5), and (8)), and the equitgiiied average investor tax preference parameter, folloRatgrba (2004) (columns (3), (6), and

(9)), for individual investors, pension funds and corporations, césply. The tax preference ratio is calculated@gas = [(1 — Taine)/(1 — Tegne)]-

1) 2 3 4 ®) (6) ) (8 9
After tax After tax Tax prefir- After tax Tax prefir-
income from Tax preference income from ence ratio (div income from ence ratio (div
Average equity dividends/cap ratio (div vs Average dividends / vs Share Average dividends / vs share

stake gains share repur.) equity stake  cap gains repur.) equity stake  cap gains repur.)

(Non)executive  (Non)executive (Non)executive Pension funds Pension funds  |ndustrials Industrials Industrials

directors and directors and directors and and institu-  and institu-  and institu-

Year individuals individuals individuals Pension funds tions tions tions

1997 10.0% 82.0% 9.0% 0.0% 125.0% 0.0% 23.0% 119.0% 28.0%
1998 8.0% 82.0% 8.0% 0.2% 100.0% 0.0% 30.0% 119.0% 35.0%
1999 8.0% 83.0% 8.0% 0.2% 100.0% 0.0% 27.0% 119.0% 32.0%
2000 11.0% 83.0% 12.0% 0.2% 100.0% 0.0% 29.0% 118.0% 34.0%
2001 11.0% 83.0% 12.0% 0.3% 100.0% 0.0% 27.0% 118.0% 31.0%
2002 11.0% 83.0% 12.0% 0.2% 100.0% 0.0% 27.0% 118.0% 32.0%
2003 10.0% 74.0% 10.0% 0.3% 100.0% 0.0% 29.0% 118.0% 34.0%
2004 9.0% 74.0% 9.0% 0.4% 100.0% 0.0% 25.0% 118.0% 29.0%
2005 9.0% 74.0% 9.0% 0.4% 100.0% 0.0% 25.0% 118.0% 30.0%
2006 10.0% 74.0% 10.0% 0.4% 100.0% 0.0% 28.0% 118.0% 33.0%
2007 9.0% 74.0% 9.0% 0.4% 100.0% 0.0% 30.0% 118.0% 36.0%
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Table 5. Payout Channel Choice and Tax Regimes

The table presents a multinomial logit regression of theytaghannel choice (no payout, dividends, share repurchases &
dividends and share repurchases) on taxation, ownership concentraitagerial remuneration, investor sentiment, and
other control variables (such as corporate governance, siz@eafatmance measures). Definitions of the included
variables are given in the appendix of the paper. Panel A assumesyout as base case. Panel B assumes dividend
payout as base case. The data are extracted from DatasindaZephyr.

Panel B: Base Outcome is

Panel A: Base Outcome is no payout dividends
(1) Dividends (2) SR/Dividends + SR (3) SR/Dividends + SR
Coefficient p-value Coefficient p-value Coefficient p-value
Taxation
Tax Period 1 (1997-1998) 0.973** 0.010 0.261 0.651 -0.792* 0.090
Tax Period 2 (1999-2001) 0.300** 0.045 -2.377*** 0.000  -2.709*** 0.000
Ownership
CEO ownership -0.021** 0.030 -0.020 0.131 0.001 0.962
Non-executive ownership 0.000 0.995 0.000 0.989 0.001 0.965
Executive ownership (excl. CEC 0.012 0.296 0.001 0.962 -0.010 0.707
Institutional ownership -0.004 0.290 -0.009 0.220 -0.005 0.476
Individual & Families ownership ~ 0.027* 0.053 -0.030 0.278 -0.054** 0.034
Corporate ownership -0.026*** 0.000 -0.020** 0.029 0.005 0.465
Pension fund ownership 0.000 0.996 0.035 0.590 0.032 0.584
Remuneration
Salary/Assets -0.066*** 0.005 -0.224** 0.019 -0.159 0.140
Bonus/Assets -0.031 0.395 -0.134 0.249 -0.142 0.267
Fees/Assets -0.320 0.249 -14.840 0.557 -15.688 0.607
Option/Assets -0.023*** 0.010 0.001 0.678 0.052%** 0.008
Restricted Stock/Assets -0.010* 0.076 -0.034 0.202 -0.013 0.352
Miscellaneous/Assets -0.132 0.448 -0.130 0.699 0.163 0.448
Other/Assets -0.116* 0.064 -0.070 0.462 0.063 0.277
Sentiment
Dividend Premium -0.053 0.402 0.014 0.893 0.059 0.496
Trading Vol. /Sh. Out -0.172** 0.011 0.020*** 0.000 0.249*** 0.003
Momentum (t-1) 0.325 0.811 1.109 0.654 1.071 0.635
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Table 5: Cont'd.

Panel B: Base Outcome is
Panel A: Base Outcome is no payout dividends

(1) Dividends (2) SR/Dividends + SR (3) SR/Dividends + SR
Coefficient p-value Coefficient p-value Coefficient p-value

Other Determinants

FTSE100 1.125** 0.016 2.097*** 0.000 1.035%** 0.002
FTSE250 0.665*** 0.002 0.451 0.128 -0.168 0.460
FTSE Small Cap 0.397* 0.018 -0.187 0.527 -0.572** 0.039
ROA 3.830%** 0.000 9.133*** 0.000 4,982 0.000
Free Cash Flow/Assets (t-1) 8.270*** 0.000 9.368*** 0.000 2.525** 0.040
Market-to-book 0.006*** 0.004 0.003 0.469 -0.003 0.353
Debt/Assets 0.572 0.323 -0.674 0.382 -1.339** 0.022
Var(CF) 0.057* 0.093 0.032 0.559 -0.032 0.451
Past Payout 0.012 0.713 0.005 0.874 -0.011 0.507
Boardsize 0.036 0.316 0.036 0.532 -0.002 0.965
Female (%) 0.550 0.625 0.604 0.692 0.090 0.941
CEO gender 0.177 0.716 -0.862 0.184 -1.059** 0.050
CEO age 0.034x** 0.002 0.003 0.854 -0.031** 0.013
CEO tenure 0.043** 0.012 0.050** 0.043 0.012 0.501
Dividend Surprise (t-1) -0.002 0.173 0.001 0.118 0.029 0.151
Industry dummies Yes Yes

Log-Likelihood -1877.729 -651.863

R-squared 0.609 0.722

Number of observations 4376 3386
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Table 6. Payout Channel Choice and Shareholder Class by Tax Regime

The table presents a multinomial logit regressibrthe payout channel choice (no payout, dividends,
share repurchases & dividends and share repurghasetaxation, remuneration, sentiment and other
determinants. The taxation variables include durenide the periods 1997/98 and 1999-2001. Panel A
assumes no payout as base case. Panel B assundesidipayout as base case. The data are extracted
from Datastream and Zephyr.

Panel B: Base Outcome is

Panel A: Base Outcome is no payout dividends
(1) Dividends (2) SR/Dividends + SR (3) SR/Dividends + SR
Coefficient p-value Coefficient p-value Coefficient p-value
Taxation
Tax Period 1 (1997-1998) (TP1) 0.865 0.161 0.237 0.754 -0.706 0.164
Tax Period 2 (1999-2001) (TP2) 0.341 0.256 -3.143%** 0.000  -3.538*** 0.000
CEO ownership -0.022** 0.029 -0.019 0.134 0.002 0.904
CEO ownership * TP1 -2.041 0.232 -3.265 0.102 -1.056 0.209
CEO ownership * TP2 0.015 0.725 -0.296 0.156 -0.317 0.117
Non-exec. ownership 0.004 0.652 0.004 0.854 0.001 0.953
Non-exec. ownership * TP1 0.027 0.899 0.623 0.143 0.633 0.136
Non-exec. ownership * TP2 -0.019 0.320 -0.269 0.169 -0.232 0.199
Exec. ownership (excl. CEO) 0.016 0.176 0.006 0.819 -0.008 0.764
Exec. ownership * TP1 (excl. CEC ~ 2.013 0.228 1.720 0.309 -0.338 0.283
Exec. ownership * TP2 (excl. CEC  -0.013 0.665 -0.003 0.967 0.010 0.849
Institutional ownership -0.006 0.170 -0.013* 0.096 -0.008 0.283
Institutional ownership * TP1 0.003 0.858 0.001 0.974 -0.003 0.867
Institutional ownership * TP2 0.010 0.299 0.063*** 0.000 0.054*** 0.000
Individual & Fam. ownership 0.029* 0.080* -0.033 0.289 -0.059** 0.042
Individual & Fam. ownership * TP:  -0.031 0.502 0.055 0.337 0.085* 0.056
Individual & Fam. ownership * TP:  -0.002 0.935 -29982.736**  0.000 -30011.186 .
Corporate ownership -0.025*** 0.000 -0.019** 0.050 0.006 0.487
Corporate ownership * TP1 0.004 0.797 -0.004 0.860 -0.007 0.729
Corporate ownership * TP2 -0.010 0.410 -0.014 0.679 -0.001 0.969
Pension fund ownership 0.027 0.562 0.071 0.306 0.044 0.439
Pension fund ownership * TP1 -0.372 0.108 -13.851*** 0.000 -10.620
Pension fund ownership * TP2 -0.180** 0.039 -12.922%** 0.000 -14.017
Remuneration Yes Yes Yes
Sentiment Yes Yes Yes
Other Determinants (size, profit, Yes Yes Yes
leverage, risk, CEO traits)
Industry dummies Yes Yes
Log-Likelihood -1865.104 -644.944
R-squared 0.612 0.725
Number of observations 4376 3386
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Table 7a. Payout Channel Choice and Tax-induced Relativealpout Attractiveness

The table presents a multinomial logit regression opthut channel choice. The relative taxation variablptuca the tax-induced preferences of a specific payoutehoic
based on the relative tax burden on dividends and capital fgaidgferent types of shareholders. In Panel A, tdemeasure is the after-tax value of dividends divided by

the after-tax value after capital gains @y, = [(1 - ‘rdl-,,,h,t)/(l - ‘L'Cg,h,t)]. In Panel B, we multiply the relative taxation measuréilie relative importance of a
shareholder clas§y, ; = Wh’t[(l - ‘L'dl-,,,h,t)/(l - ‘L'Cg,h,t)] (see Section 5.2). The raw data are from DatastegahZephyr.

Panel A: Base Outcome is no payout Panel B: Base Outcome is dividends
Dividends SR/Dividends + SR SR/Dividends + SR
Coefficient p-value Coefficient p-value Coefficient p-value
Taxation
Individuals' relative attractiveness (IRA) 2.408 0.110 -25.207*** 0.000 -27.657*+* 0.000
Pension funds' relative attractiveness (PR/  -66.658** 0.030 -166.54*** 0.001 -95.049** 0.017
Corporations' relative attractiveness (CRA,  55.506** 0.033 152.874*** 0.000 93.125*** 0.007
Ownership Yes Yes Yes
Remuneration Yes Yes Yes
Sentiment Yes Yes Yes
Other Determinants Yes Yes Yes
Industry dummies Yes Yes
Log-Likelihood -1800.406 -624.4
R-squared 0.626 0.733
Number of observations 4379 3386
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Table 7b. Payout Channel Choice and Tax-induced Relative Payt Attractiveness by Shareholder Type

Panel B: Base Outcome is

Panel A: Base Outcome is no payout dividends
Dividends SR/Dividends + SR SR/Dividends + SR

Coefficient p-value Coefficient p-value Coefficient p-value
Taxation
Individuals' relative attractiveness (IRA) 2.483 0.159 -24.976*** 0.000 -27.472%+* 0.000
Pension funds' relative attractiveness (PR# -55.894 0.224 -151.941** 0.013 -94.355** 0.033
Corporations' relative attractiveness (CRA) 46.299 0.234 140.269*** 0.007 92.386** 0.015
CEO ownership -0.122 0.371 1.327 0.270 1577 0.220
CEO ownership * IRA 0.258 0.442 -2.351 0.152 -2.840 0.103
Non-executive ownership 0.020 0.886 0.233 0.470 0.147 0.630
Non-executive ownership * IRA -0.027 0.884 -0.302 0.476 -0.186 0.648
Executive ownership (excl. CEO) 0.111 0.559 -0.4* 0.077 -0.552*** 0.000
Executive ownership * IRA (excl. CEO) -0.127 0.606 0.54* 0.055 0.722%** 0.000
Institutional ownership -0.311 0.808 -0.654 0.745 -0.088 0.960
Institutional ownership * CRA 0.260 0.811 0.549 0.748 0.072 0.961
Individual & Families ownership 0.087 0.623 -0.096 0.874 -0.119 0.854
Individual & Families ownership * IRA -0.077 0.734 0.089 0.911 0.084 0.921
Corporate ownership -0.267 0.827 -0.173 0.921 0.062 0.972
Corporate ownership * CRA 0.205 0.843 0.129 0.931 -0.049 0.974
Pension fund ownership 0.001 0.971 0.020 0.757 0.012 0.833
Pension fund ownership * PRA - - - - - -
Remuneration Yes Yes Yes
Sentiment Yes Yes Yes
Other Determinants Yes Yes Yes
Industry dummies Yes Yes
Log-Likelihood -1848.303 -622.026
R-squared 0.616 0.735
Number of observations 4376 3386
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Table 8. Switching Payout Channels and Changing Tation Regimes

The table presents a dynamic probit model on diddeayout versus share repurchase payout.
The independent variables comprise the dividenityah the previous period (dummy equals
one in case of dividend payout), taxation, remui@ma ownership, sentiment, and other
determinants. The raw data are from DatastreanZaptyr.

Coefficient p-value Coefficient p-value
Taxation
Tax Period 1 (1997-1998) 0.182 0.778
Tax Period 2 (1999-2001) 0.795*** 2.956 0.977*** 5.731
Tax Period 3 (2002-2007) -0.182 -0.778
Past Dividend Policy
Div (t-1) 1.519%** 12.942 1.519%** 12.942
Ownership Yes Yes
Remuneration Yes Yes
Sentiment Yes Yes
Other Determinants Yes Yes
Industry Yes Yes
Constant 1.401* 1.892 1.219* 1.659
Log-likelihood -519.529 -519.529
N 3269 3269
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Table 9. Aggregate Dividend Payout

The table shows the results from a partial adjustmeodel on aggregate dividend payout.
The explanatory variables are lagged dividendspaofit, changes in profit, the (changes in)
aggregated tax-preference parameters for the nmaiesior classes (individual investors,

pension funds and corporate investys = Wh’t[(l - wa’h_t)/(l - Tcg’h_t)]. Panel

A is based on panel data, and Panel B on aggrelgéde The raw data are from Datastream
and Zephyr.

Cross-section Panel

Aln(Div_t) Coef. P>t Coef. P>t
Aln(Profit_t) 0.000 0.977 -0.251*** 0.000
AIn(6_Individual,t) 0.075 0.369 -0.105** 0.037
AlIn(6_Pension fund,t) 0.028 0.672 -0.007 0.940
Aln(6_Corporation,t) 0.230 0.146 0.118 0.125
In(Div_t-1) -0.062*** 0.000 -0.012 0.501
In(Profit_t-1) 0.014 0.328 -0.104* 0.086
In(6_Individual,t-1) -0.002 0.986 -0.009 0.596
In(6_Pension fund,t-1) 0.097 0.129 0.021 0.833
In(6_Corporation,t-1) 0.003 0.989 -0.085 0.131
Constant 0.626 0.391 -0.081 0.806

F(9, 785) = 14.79 F(9, 49) = 2.35
R-squared = 0.0614 R-squared = 0.2813

# (Obs) = 3146 # (Obs) = 86
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Appendix A

Panel A: Payout and Taxation
No Payout

Dividends

Share Repurchases

Dividends and Share Repurchases
Dividends/EBIT

Share Repurchases/EBIT

Divs & SRs/EBIT

Tax Period 1 (1997-1998)

Tax Period 2 (1999-2001)

Tax Period 3 (2002-2007)

Theta

Panel B: Ownership
CEO Ownership

Executive Ownership (excl. CEO)
Non-executive Ownership

Institutional Ownership

Individual & Families Ownership
Corporate Ownership
Pension Fund Ownership

Panel C: Remuneration
Salary(/Assets)

Bonus(/Assets)
Fee(/Assets)

Option(/Assets)

Restricted Stock(/Assets)

Miscellaneous(/Assets)

Other(/Assets)

One outcome of a multivariate variabdcetting no
payout (Y=0).SourceZephyr
One outcome of a multivariate valgandicating dividend
payout (Y=1). Source&Zephyr.
One outcome of a multivariate blariedicating
share repurchases (Y=2). Sourgephyr.
One outcome of a mialivavariable indicating
dividends and share repurchases (Y=3).
B value of dividend payout divided by
EBIT. SourceDatastream
Balue of share repurcbasdsd by
EBIT. SourceDatastreamandZephyr
Value of dividends and share repasels
divided by EBIT. SourceDatastreamandZephyr
Dummy equal to 1 for
period 1997-98. Source: Own calculations.
Dummy equal to 1 during for
period 1999-2001. Source: Own calculations.
Dummy equal to 1 for
period 2002-2007. Source: Own calculations.
Equity-weighted average investor tax preference
parameter.

Percentage of equity held by
CEO. SourceBoardEx.
Percentage of equityimeexecutive directors (excl.
CEOs). Source: BoardEx.
Percentage of equity held by
the non-executive directors. Sourbanifest.
Percentage of equity held b
financial institutions (banks, invest. banks, invest.
trusts, insurance co’s, mutual funds, venture capital).
SourceBoardEx.
Percentage of eqbitid by
individuals and families. Sourcktanifest.
Percentage of equity held by
corporations. Sourc&oardEXx.
Percentage of equity held by
pension funds. SourcBoardEx.

Fixed remuneration paid to exeeuti
directors (including CEOs). Sourdgoardex

Remuneration based on past pericama
and paid out annually. Sourdgoardex

Fixed remuneration (predominantlg fmnon-
executive directors). SourcBoardex

The Black-Scholes value of stodloop.
Source: Own calculations based on
Boardex

Balue of restricted stdgturce: Own calculations
based oBoardex

Sum of transaction bonus, r@effeash bonus,
severance pay, recruitment bonus, and relocation bo-
nus. SourceBoardex

Additional remuneration,
such as insurance payments. SouBuardex
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Panel D: Sentiment

Dividend Premium Logarithm of the average marketetokb
ratio of dividend payers minus non-dividend
payers. Source: Own calculations based on

Datastream
Trading Vol./Sh. Out Trading volume divided by shameistanding.
Source: Own calculations based Datastream
Momentum (t-1) Lagged momentum variable,

calculated on nested sorts as a Fama-
French-Carhart factor. Sourcgtyle Research Itd.

Panel E: Other Determinants

Assets (in £000) Book value of total assets. Smbatastream

EBIT (in £000) Earnings before Interest and Taxes.
Source:Datastream

FTSE100 Dummy equal to 1 if firm is
member of FTSE 100. Sourd@atastream

FTSE250 Dummy equal to 1 if firm is member oSET250.
SourceDatastream

FTSE Small Cap Dummy equal to 1 if firm is memtfer
FTSE Small Cap. SourcPatastream

ROA (in %) Return on assets. SouMatastream

Free Cash Flow/Assets (t-1) Lagged value of freé daws divided by
assets. Sourc8oardex

Market-to-book Market capitalization of equity dividey
book value of equity. SourcBatastream

Debt/Assets Total debt divided by common equity.
SourceDatastream

Var(CF) Variance of cash flows per share.
Source:Datastream

Boardsize The number of directors on the board.
SourceBoardexand annual reports.

Female (%) Binary variable equals 1 in case of fenthtector and 0
otherwise. Sourcd3oardex

CEO gender Dummy equal to 1 if CEO is male, and O otilserw
SourceBoardex

CEO age Age of CEO. Sour@nardex

CEO tenure Number of years CEO has served in curreittgnos
SourceBoardex

Dividend Surprise (t-1) Difference between actual divideaid and estimated

12-month forward dividend lagged by one vyear.
Source: Own calculations based Datastream
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Appendix B: Taxation in Practice (= will be an online appendix)

Given that the tax regulation (and the evolutiortha& taxation principles over time) is complex, we
present some numerical examples for the diffengmtd of investors by tax regime. For this purpesse,
make several assumptions: a company has earnitgggaf of £5 and 100 shares outstanding at a share
price of £1. It considers paying out £5 either tlyto a dividend of 5p per share or a share repuecbias
shares at the current market price of £1. Assurae ttre original issue price (the price at which an
investor purchased in the past) of the share isgpshare and that the original purchase pricthef
share plus an indexation allowance (‘investor tzse’) as well as the ‘acquisition cost’ of shefms
corporations are equal to 50p. The marginal texoathe UK individual investor — the sole shareleol-
is noted t and equal to 20% for an individual tagethe starting rate of income tax, and equalo& 4or
a high tax-bracket individual in 1993. In the sagear, the main corporation tax rate is equal to 33%
Dividends are always expressed net of the basicafaincome tax. The ‘gross equivalent’ of a divide
(net dividend paid plus tax credit) is calculatetidwing Bank et al. (2004) a1 — t;), with t; being
the tax rate on distributed profits. It is impottdn note, that individuals may benefit from annual
exemptions, while this is not the case for corporst Moreover, the tax position for individualsdan
corporate shareholders may be different if the axaie shareholder is a dealer, or if the specalmtnent
for the purchase of own shares by an unquoted coynggplies. We will, however, not consider these
special cases in the examples worked-out below.ewfbark by describing the situation for individual
investors by tax regime, before we turn to pen$imals, and finally to corporations.

1. Taxation of Individuals

We assume that the individual investor owns thé&eishare capital. When calculating his overall
taxable income, the individual has to include titaltdividend paid by the corporation plus the aited
Advanced Corporation Tax (ACT), and any tax crélddt the corporation received on dividends (Gam-
mie, 1998). In other words, the individual is lialtb income tax on the gross dividend. If the dhalder
pays tax at or below the basic rate (the basicnirectax limit is £23,708 for the 1993-94 tax year),
double taxation is eliminated because the taxlitgh$ reduced by the tax credit received. If thdivid-
ual pays tax at the higher rate), he is liableatodt the higher rate of 40% on (gross) dividerabine, of
which 22.5% of tax credit can be deducted. Ther personal income allowance, i.e. an amount that i
not liable to income tax, of £3,4#5n 1993-94. Capital gains are generally taxedattop tax bracket of
an individual’'s income with an annual exempt amaoin£5,800 and a lower and basic rate of 20% (for
the first £23,700) and a top rate of 40% in 1993294

1.1. From 1993: ACT & tax credit: 22.5%, Income Tax 20%/40%

Dividend payments:

If the company distributes a pre-corporation taxddind of £5, it has to pay ACT levied at a rate of
22.5% on the distributed profits (‘gross dividend®. £5x 9/31 = £1.45° The corporation offsets this
ACT against its mainstream corporation tax oblgatand gives a tax credit equal to this amounhéo t
shareholder. The individual shareholder is lialdeirtcome tax on the amount of the gross dividend

% |f, after deducting the Personal Allowance (selw}from total income, the non-savings income dnes
exceed £23,700, the basic income tax rate applies.
% The amount of Personal Allowance may vary depaendinage and marital status.
% Capital gains are taxed at the top income taxidarer and high tax-bracket individuals. Basic tamdket
individuals are liable to capital gains tax at 20qent, while being liable to income tax at a @ t&5 percent.
% See: http:/Mww.hmrc.gov.uk/manuals/ctmanual/CTSIR@ htm.
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distributed of £6.45 (i.e. the aggregate of dividl@amd tax credit). Income tax is then calculatecE&45
x 20% = £1.297 The resulting tax liability for the lower and basate individual is fully satisfied by the
tax credit from the company, i.e. the after-taxueabf a dividend is then equal to £5.16. The valuihe
dividend to the individual after personal taxescéth be summarized as: £5 - £6X45+ £1.45 = £6.45 -
£1.29 = £5.16. For a higher rate individual whbable to income tax at a rate of 40%, the afterviaue
of a dividend is: £5 - £6.4% t + £1.45 = £6.45 - £2.58=£3.87. The lower after-talue is due to a
higher tax obligation after deducting the (same)deedit that exceeds the one of a lower and hasi
individual by £1.13, or 17.5% of the gross dividend

Off-market repurchases:

The difference between the repurchase price, fil tla original subscription price, 20p, is defined
as the ‘distribution element’. As in the case ofidiends, the corporation has to pay ACT on the gjros
‘dividend’ at a rate of 22.5%. Hence, in our exammphe total distribution element is £(1 - 0.2) &4
and the corporation has to pay 9/8E4 = £1.16, which it can offset against mainstreamporation tax.
The ACT can then be used as a tax credit: thengdltivestor who pays a tax of £5.%6, where t refers
to the personal tax rate on the grossed-up ‘didfezan claim a tax credit of £1.16, so that thé tag
paid on the distribution element is £5.16t - £1T6e difference between the investor’'s cost baép)(5
and the original issue price of the shares (20phisrl0 shares is considered a capital loss oD£D(-
0.20) = £1.5, which is subject to ordinary incorag.tA capital loss can only be offset against epit
gains. Hence for individual investors, the valuedi5 repurchase is worth (in £): 5 — (546 — 1.16) +
1.5x t=6.16 — 3.66< t. At a personal tax rate of 20%, this yields lugaf £5.43. At a personal tax rate
of 40%, this yields a dividend value of £4.67.

On-market repurchases:

When an investor sells his shares on-market, he doeknow that he sells his share to the company
and hence his profits are taxed as a capital gainre tax credits can be claim&dn this case, we
cannot draw a general conclusion, as the attrass® of the buyback program depends on the investor
capital gain tax liability. According to Rau andrsfeelen (2002), if the company repurchases 5/Reshar
at the market price P, and the investor had puecthise shares at an average price B, the totad {@xe
£) owed after the repurchase are equal to [5 (P - x t. There is generally no stamp duty on the
purchase of the shares by an intermediary, byeiofuthe intermediaries’ exemption (subject to wasi
conditions)®® If the shares are held as capital adSétsthe shareholder, the sale will constitute aatisl
for the purposes of tax on capital gains, and agdable gain or an allowable loss may arise (stljec
the anti-avoidance provisions of section 703 ICT88)*

1.2 From 1994: ACT & tax credit: 20%, Income Tax: D%/40%
Dividend payments:

37 According to HMRC, the basic rate of tax on dividéncome is 20% for the tax year 1993-94 (seed 4jl
*This may be different if the market maker doesauttas an intermediary principal.
*The intermediaries’ exemption is subject to furtbenditions as detailed in Section 88 A of the Rr@Act
1986.
40 Capital assets include common kinds of investreanh as shares in a company or units in a unit trus
“I While all chargeables arise from capital gaing,aibcapital gains give rise to chargeable gaitse distinc-

g pital g pial g g g g
tion between the two is the necessary presenchreé tfactors for a chargeable gain, including agdeble
person, a chargeable disposal, and a chargealgte(Bsinton & Spratley, 1988).
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If the company distributes a pre-corporation tasidéind of £5, it has to pay ACT levied at a rate of
20% on the distributed profits (‘gross dividend:®,. £5x 1/4 = £1.25 (i.e. 20% of £6.25) The corpora-
tion offsets this ACT against its mainstream cogpion tax obligation and gives a tax credit eqoahis
amount to the shareholder. The individual sharedraksl liable to income tax on the amount of thesgro
dividend distributed of £6.25 (i.e. the aggregdtdigidend and tax credit). Income tax is then okdted
as: £6.25¢< 20% = £1.25. The resulting tax liability for tr@ner and basic rate individual is satisfied by
the tax credit from the company, i.e. the afterstabue of a dividend is then equal to £5. The vaitithe
dividend to the individual after personal taxescéih be summarized as: £5 - £62%5+ £1.25 = £6.25 -
£1.25 = £5. For a higher rate individual, whichiable to income tax at a rate of 40%, the aftervalue
of a dividend is: £5 - £6.2% t + £1.25 = £6.25 - £2.5 = £3.75. The lower after-value is due to a
higher tax obligation after deducting the (same&)deedit that exceeds the one of a lower and hasi
individual by £1.25, or 20% of the gross dividend.

Off-market repurchases:

As in the case of dividends, the corporation hgsayp ACT on the ‘distribution element’ at a rate of
20%. Hence, in our example, the total distribugdement is £(1 - 0.2) 5 = £4, and the corporatias to
pay 1/4x £4 = £1 (i.e. 20% of £5), which it can offset agtimainstream corporation tax. The ACT can
then be used as a tax credit: the investor who pagx of £5x t on the grossed-up ‘dividend’ (where t
refers to the personal tax rate) can claim a taditiof £1, so that the net tax paid on the diatitn
element is £5t - £1. The difference between thesta’s cost base (50p) and the original issuespfc
the shares (20p) on his 5 shares is considerefitaldass of 5x (£0.50 - £0.20) = £1.5, which is subject
to ordinary income tax. Hence for lower and baate individuals, the value of a £5 repurchase igtwo
(in£):5—-(bxt—1)+1.5xt=6— 3.5t or at a personal tax rate of 20%3£At a personal tax rate of t
= 40%, the value of the dividend would be equal4cb.

On-market repurchases:
The situation is similar to the one described ab&adlowing Rau and Vermaelen (2002), the total
taxes after the repurchase are equal to [5 (P PBJ.

1.3 From 1999: ACT is cancelled, tax credit: 10%,dcome tax: 10%/32.5%

Dividend payments:

The individual shareholder is liable to income texthe amount of the gross dividend distributed of
£5 and the tax credit is calculated as %/85 = 0.56. Income tax is then calculated as: £X880% =
£0.56. The resulting tax liability for the lowerdabasic rate individual is satisfied by the taxddrérom
the company, i.e. the after-tax value of a dividenthen equal to £5. The value of the dividendhe
individual after personal taxes (t) can be sumnearias: £5 - £5.5& t + £0.56 = £5.56 - £0.56 = £5. For
a higher rate individual who is liable to incomg & a rate of 32.5%, the after-tax value of adbwd is
equal to: £5 - £5.5& t + £0.56 = £5.56 - £1.81 = £3.75. The lower aftervalue is due to a higher tax
obligation that exceeds the one of a lower andcbeste individual by £1.25, or 22.5% of the gross
dividend.

Off-market repurchases:

“2 See http://www.hmrc.gov.uk/manuals/ctmanual/CTMZDEtm.
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In our example, the total distribution element($ £0.2) 5 = £4. The investor pays taxes of £444
t on the grossed-up ‘dividend’ (where t refershte personal tax rate) and can claim a tax crediDof4,
so that the net tax paid on the distribution elen®B4.44t - £0.44. The difference between thegter's
cost base (50p) and the original issue price oshlaes (20p) on his 10 shares is considered tathyss
of £5 (0.50 - 0.20) = £1.5, which is subject to thdinary tax rate. Hence for individual investadis
value of a £5 repurchase is worth (in £): 5 — (4-40.44) + £1.5t = 5.44 — 2.94t, or at a persbaalate
of 10%: £5.15. At a personal tax rate of t=32.986,talue of the dividend would be equal to £4.48.

On-market repurchases:
According to Rau and Vermaelen (2002), this candleulated as: [5 (P - B) / Pfi.

2. Taxation of Pension funds

Dividend payments:

Prior to July 2, 1997, pension funds were entitted 20% tax credit on the tax-inclusive dividend,
despite being exempted from income taxes on didgeand capital gains. Hence, a £5 dividend paid
carried a tax credit of 1/&4 £5 = £1.25. Therefore, a dividend of £5 was wé&f25 to a pension fund.
After July 2, 1997, all tax credits for pension disnwere eliminated. Hence, a £5 dividend was worth
exactly 5 pounds.

Off-market repurchases:

Prior to September 1994, pension funds were edtibea tax credit of 22.5% on the tax-inclusive
distribution element of the repurchase. In our gxamthe distribution element was £(1 - 0.2) 5 5 £4
yielding a tax credit to the shareholder of £8/31 = £1.16 in 199% Hence, for this investor, the £5
buyback was worth £6.16. After September 1994, dhme buyback was worth £5 to this investor
following the elimination of tax credifs.

On-market repurchases:
In on-market repurchases, no tax credit existsréibee, pension funds generally prefer off-market
to on-market purchases.

3. Taxation of Corporate Shareholders

Dividend payments:

Corporate shareholders are not generally subjembrmoration tax on income on a distribution from
other UK-resident corporatioft$ .Rather, these dividends form franked (i.e. taxespstment income
(FI). Accordingly, the after-tax value of a divite of £5 to a corporate shareholder is equal toA£ES.
corporation itself, however, has to pay ACT ondhédends and can — in case it receives dividenas f

“3This may be different if the market maker doesauitas an intermediary principal.
44 See http://www.hmrc.gov.uk/manuals/ctmanual/CTMED&M.
5 While shareholders should generally have prefedieitiends over share repurchases, Rau and Vermaele
(2002) argue that off-market repurchases may haen lappealing to pension funds for two reasonst,Hiy
not selling in the open market, pension funds coedldize a tax credit, and second, they could hayes in the
open market and tender them to the company, theesiizing arbitrage profits. While the Inland Raue has
introduced anti-avoidance rules to prevent thisstgb arbitrage, Rau and Vermaelen (2002) doubt tiege
rules were effective.
“¢ Income and Corporation Taxes Act (ICTA), 1988G8.
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a strategic investment in another firm - deduct tthehese dividends attached tax credit from it$1ow
obligation to pay ACT.

Off-market repurchases:

In general terms, section 208 ICTA states thatdis&ibutions of UK resident companies are not
chargeable to corporation tax. More precisely, @/hitcording to section 209(2)(b) ICTA the purchafse
own shares qualifies as a distribution to the etest the amount paid out by the corporation edseke
repayment of capital in respect of the shares densil, section 209(6) clarifies that this is n& tase
for transfers of assets between UK resident conggathiat are not under common control. Hence, poior
1989, the Inland Revenue held the view that ‘..disribution element was not to be included in the
consideration for the disposal of the shares ferpilrposes of the charge to corporation tax ongetadnie
gains’ for corporate investors, which receive driigtion by means of a share repurchase from a UK
resident corporation (Birla, 2003: 1). Therefolee tistribution (or capital gain) would not be Iato
corporation tax, and would constitute franked imvesit incomé’ With the publication of a new
Statement of Practice in April 1989 applicabletare buy-backs, it was decided that the whole densi
ation received (including the distribution elememls to be taken into account for the calculatibn o
corporation tax on chargeable gaffifespite the oppositional decision of the High Gohat overturned
the Revenue Practice, the Court of Appeal latemaéid the views of the Inland Revenue (Birla, 2004)
short, according to the Statement of Practice 4f89distribution element of share repurchasessgise
to chargeable gains and is thus subject to cagéiials tax at the Corporation Tax rate, despitestridu-
tion by a UK company being exempted from corporatiéx on income by virtue of section 208 ICTA
1988 (later replaced by section 1285(1) CTA 20Q%jargeable gains are treated as additional profits
the accounting period in question with the amownbé included being the total amount of chargeable
gains less allowable losses (subject to certaimitions) without the consideration of an annualrege
amount?®

The Finance Act 2009 has introduced a new corporatix regime for distributions paid to a UK
company on or after 1 July 2009 and section 1288 €009 has been repealed, i.e. UK sourced distribu-
tions are not longer exempted from Corporation daxncome. However, as by the new rule, distribu-
tions of a capital nature are not covered, the pexporation tax rules do not apply to the distritut
element of a share buyback. Recently, the goverhmstawed that the coverage would be extended to
include capitaf® In short, this means that all UK source distribn$i including capital would be liable to
income corporation tax unless expressly statedrwike, i.e. the distribution element would be fradk
investment income.

On-market repurchases:

The situation is similar to the one detailed abforendividuals. Again, general conclusions are not
possible, as the attractiveness of the buybackranoglepends on the shareholder’s capital gain tax
liability. If the company repurchases 5/P shareshat market price P, and the corporate shareholder
purchased the shares at an average price B, tilddrés (in £) owed after the repurchase are dqyal
(P-B)/P]t.

47 After-tax income distributed from one UK-residenmpany to another.
“8 See Statement of Practice, 4/89. Note: Speciakrapply for investment trusts and authorized tnits that
are not considered here. See also Taxation of €hhtg Gains Act 1992, s. 1(2).
“9 Taxation of Chargeable Gains Act 1992, s. 8.
% Practical Law Company, Practice note: ‘Share bokbatax.’
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3.1 From 1993: Corporation Tax: 33%

Off-market repurchases:

In our example, the 5 shares were bought backpat@hase price of £1 per share, while the original
subscription price was 20p per share and the &otgisition cost of shares were £2.5¢50p). Accord-
ingly, the distribution element is £4 (5 (E1 - £§0.2nd the capital element is £1.

A company engaging in a share repurchase has té&@ayon this distribution element and can then
transfer the associated tax credit to the corposhteeholder, which is, however, negligiB’Idn our
example, the corporation has to pay 22.5% on thesgdistribution element of £4, i.e. 9/31 £4 =1£1.
(which is equal to 22.5% of the gross figure: £81t16). Where a company received a ‘dividend’ from
another UK company, the ACT payment was reducedrdowly: ACT paid = ACT fractionx (divi-
dends paid - dividends received).

Concerning the corporate shareholder, the Speaaimissioners held that the distribution is to be
included as consideration for the disposal of there The disposal gives rise to chargeable gainish
are subject to the corporation tax rate (StatenoérPractice (SP) 4/89). According to SP 4/89, the
corporation tax can be calculated as the buybaothpise price less the acquisition cost of shareace]
at the main corporation tax rate of 33%, the comaas to pay corporation tax on chargeable gains of
(E5 - £2.5) 0.33 = £0.825.53 Therefore, the afi@rdalue of an off-market share repurchase to pocor
rate shareholder was equal to: £5 - £0.825 = £4.18.

3.2 From 1994-1996: Corporation Tax: 33%

Off-market repurchases:

Similar to the calculation detailed above, therihstion element is £4 and the capital elementlis £
Consequently, the corporation has to pay 20% of A@The gross capital gain of £4, i.e. 208&4 =
£1 (equal to 20% on the gross amount £5 (£4 +\Where a company received a ‘dividend’ itself, the
ACT payment was reduced accordingly: ACT paid = Aftdction x (dividends paid - dividends re-
ceived). At the applicable main corporation taverat 33%, the company has to pay corporation tax on
chargeable gains of: (£5 - £2.5) 0.33 = £0.825.
Therefore, the after-tax value of an off-marketrsh@purchase to a corporate shareholder was &8
- £0.825= £4.18.

3.3 From 1996: Corporation Tax: 33%

Off-market repurchases:

Again, as detailed in the calculation above, thatritiution element is £4 and the capital element is
£1.The corporation has to pay 20% of ACT on thesgreapital gain, i.e. 1/ £4 = £1, which is equal to
20% of the gross amount of £5(£4 + £1). At a curmeain corporation tax rate of 33%, the company has
to pay corporation tax on chargeable gains of:-(£2.5) 0.33 = £0.82Bointon and Spratley (1988: 186)
Therefore, the after-tax value of an off-marketrsh@purchase to a corporate shareholder was &8
- £0.825 = £4.18.

*1 The benefit being only of time value, as it soleffected the time pattern of the ACT set off (Des et al.
2004, Pointon, 7 May 2010).
*2 Income and Corporation Taxes Act 1988, s. 241.
°3 pointon and Spratley (1988), p. 186.
** Pointon and Spratley (1988), p. 186.
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3.4 From 1997: Corporation Tax: 31%

Off-market repurchases:

The situation is largely similar to the one presdrabove, i.e. the distribution element is £4 dred t
capital element is £1.The corporation has to p&p 20 ACT on the gross capital gain, i.e. ¥£4 = £1.
However, at a current main corporation tax rate3d%, the company has to pay corporation tax on
chargeable gains of: (E5 - £2.5) 0.31 = £0.775.rdfoee, the after-tax value of an off-market share
repurchase to a corporate shareholder was equéb tof0.775 = 4.22£.

3.5 From 1999: Corporation Tax: 30%

Off-market repurchases:

The situation is similar to the one presented abblesvever, at a current main corporation tax rdite o
30%, the company has to pay corporation tax ongefadnle gains of: (£5 - £2.5) 0.30 = £0.75. Thersfor
the after-tax value of an off-market share repusehia a corporate shareholder was equal to: £5/5£0
4.25£.

3.6 From 2002: Corporation Tax: 30%

Off-market repurchases:

Again, the situation is similar to the one presdrabove. However, at a current main corporation tax
rate of 30%, the company has to pay corporationotaxchargeable gains of: (£5 - £2.5) 0.30 = £0.75.
Therefore, the after-tax value of an off-marketreh@purchase to a corporate shareholder was &gual
£5 - £0.75 = £4.25. However, the introduction af ubstantial shareholding exemption in 2002 should
have contributed positively towards this after-taue, as it permits UK companies to dispose ob-su
stantial shareholdings’ free of Corporation Tax@BT. This regime was very important to trading
groups, as it provided an exemption on disposaubiidiaries in trading groups. It was also impurta
for the UK as a jurisdiction for holding compani&githout this exemption, taxable gains on participa
tions would be taxable, which would obviously nairwfor holding companies.

%5 Interview with Barbara Delputte (Tax Lawyer at feas Smith, London).
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