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The Effect of Cash Payout Policy
on the Common Stock Value

of the Firm under the Condition
of the Perfect Capital Market

Shigeki Sakakibara

After the amendment of commercial law of
year 2001, open-market stock repurchase by is-
suing firm has become an increasingly
important method of paying out cash to share-
holders for many Japanese firms. Between
2000 and 2005, their announced value has in-
creased 529% from Y¥o.69 trillion to ¥4.34
trillion.

Our objective in this paper is to better un-
derstand the effect of the cash payout policy in
the form of stock repurchases and dividend on
the common stock value. The starting point for
our analysis is the classic contribution of Miller
& Modigliani (1961). According to MM, the
dividend policy is irrelevant to the value of the
firm and a residual in the perfect capital mar-
ket. Analogous to the dividend irrelevance
theorem, it is maintained that the stock repur-
chase decision is neutral to the common stock
value of the issuing firm

This paper clarifies that the irrelevance theo-
rem of stock repurchase plan is valid irrespective
of the sources of cash to pay out the sharehold-
ers. Whether we use excess cash held on the
balance sheet, or the proceeds from new debt
financing, the independent theorem holds
equally. This paper also reports that the stock-
holder’s wealth (dividend paid or cash received
from stock repurchase plus stock price just af-
ter cash payout) is the same for dividend
payout and stock repurchase, but that the stock

The Effect of Cash Payout Policy on the Common Stock Value of
the Firm under the Condition of the Perfect Capital Market

price just after cash payout for dividend payout
is lower by the dividend per share than the
stock price for the stock repurchase. This paper
thus maintains that for the chief financial offi-
cer wishing to keep stock price higher, he or
she should adopts stock repurchase plan rather
than dividend payout if he or she is forced to
pay out idle cash to shareholders.
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