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study explains, the ** ‘dividend irrelevance proposition’ has led to much subsequent
research focusing on two related issues—the tax effects of dividend yield on stock
valuation and the explanation for the observed price reactions to dividend
announcements.”?!

Finance economists have long recognized that the market does not find divi-
dends irrelevant.?? The challenge is to figure out what features best explain this
behavior. Indeed, Lowenstein’s favored explanation, that excess cash will alter the
investment plans, has been extensively discussed by economists.®® Even the basic
finance textbooks that Lowenstein cites as the source of the confusion include refer-
ences to the various explanations for dividends, including agency cost explanations.?*
The fact that the introductory finance texts spend so much time discussing the basic
MM model does not mean that the texts are teaching students that the model
describes the real world. Rather, it reflects how difhicult it is to teach an abstract
model.

While I am ignorant and therefore agnostic on whether MM and the literature
it spawned has value in the business context, its “‘modestly useful” promise, like that
of much else in corporate finance, is to make more rigorous the application of
common sense. As Lowenstein himself explains, dividend policy must be set with an
eye both to the financing needs of the firm, the demands of the market, and tax
consequences (pp. 121-43). The MM literature potentially provides a model for
tying these competing considerations together, a method of thinking about them in a
systematic fashion.

Lowenstein, although acknowledging corporate finance or finance economics as
a “modestly useful discipline,” spends little time exploring its uses (p. 22). I, at
least, am grateful that a branch of economics devotes its efforts to gathering and
analyzing the data fundamental to corporate law. In this regard, corporate law
academics are far better off than our colleagues in, say, bankruptcy, who have had
to learn to collect such critical data themselves.?® Corporate finance may only be a

21. Mukesh Bajaj & Anand M. Vijh, Dividend Clienteles and the Information Content of Divi-
dend Changes, 26 J. FiN. Econ. 193 (1990).
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Signaling vs. Free Cash Flow Hypothesis?, 24 J. FiN. Econ. 181 (1989); Michael C. Jensen, Agency
Costs of Free Cash Flow, Corporate Finance, and Takeovers, 76 AM. Econ. REv. 323 (1986); Frank H.
Easterbrook, Two Agency Cost Explanations of Dividends, 74 Am. Econ. REv. 650 (1984); Michael
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