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Abstract

Fortune magazine published an article in February 2020 titled, “Boeing’s Long Descent”, regarding Boeing's focus
on paying high dividends to its shareholders at the expense of R&D. If Boeing had not been paying high dividends
to its shareholders, it could have invested on R&D, which would have been much more beneficial to Boeing
in the long run. Is this phenomenon limited just to Boeing, or do other firms who pay high dividends to their
shareholders do it at the expense of R&D and Marketing, which may give them a competitive advantage over
other firms (their competitors) in the marketplace? This author thinks that the same principle applies to firms
who are involved in share buybacks. That is, firms who buy back their shares also do so at the expense of R&D

and Marketing, thus risking the long-term competitive advantage of the firm.

1. Background

Firms that cut R&D and marketing budgets to gain
short term advantage are myopic in their man-
agement style, i.e., they risk the long-term perfor-
mance of the firm (Catchpole, 2020; R. Srinivasan
et al.,, 2011; R. Srinivasan & Ramani, 2019). Be-
tween 2009 and 2018, 465 firms in the S&P 500
Index spent $4.3 trillion on stock buybacks (68% of
net income) and $3.3 trillion on paying dividends
(41% of net income) to their shareholders (Lazon-
ick & Tulum, 2011). By doing so, they spend less
resources on R&D and advertising and risk losing
long term comparative advantage (Erickson & Ja-
cobson, 1992). This paper explores whether firms
who give high dividends to their shareholders, and
firms who spend money on stock buybacks, do so

by taking money away from R&D and other invest-
ments like marketing and advertising, and conse-
quently risk the long-term health (competitive ad-
vantage) of the firm.

Giving High Dividends to Shareholders and Its
Effects on a Firm

Giving excessive dividends to shareholders takes
money away from productive capabilities of its la-
bor force and negatively affects the growth of a
firm (Lazonick et al., 2020). This does not bene-
fit long term shareholders/investors who would
rather have the firm invest the money in produc-
tive capabilities that gives it sustainable competi-
tive advantage. These long-term shareholders can
then enjoy long term capital gains when they de-
cided to sell their shares in the company (Lazonick
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et al., 2020).

There are two competing hypotheses for dividend
policy. The firstis the managerial opportunistic hy-
pothesis proposed by Jensen (1993), which states
that managers opportunistically retain cash within
their firm to pay themselves, build empire, and
invest in projects to enhance their personal pres-
tige. The second is the substitution hypotheses
proposed by La Porta et al. (2000) that firms with
weak shareholder rights do not want to show that
they are exploiting their shareholders, and thus
tend to pay very generous dividends than firms
with strong shareholder rights. This is also consis-
tent with substitution theory.

There is an inverse relationship between high div-
idends and shareholder rights, and this may not
be in the best interest of shareholders (Jiraporn
& Ning, 2006). Based on agency theory, high
dividend paying firms want to avoid conflicts be-
tween management and shareholders and thus
pay higher dividends to its shareholders result-
ing in lower investments like R&D and marketing
(Gompers et al., 2003; Jiraporn & Ning, 2006). Reg-
ulation also affects dividend policy, i.e., managers
of regulated firms are prevented from benefiting
themselves at the expense of shareholders (Booth
et al., 2002; Kole & Lehn, 1997).

Share Buybacks and Its Effects on a Firm

In the last ten years, US corporations have spent
trillions of dollars in buying back their own stocks,
and in 2018, companies in the S&P 500 Index
spent more than $1 trillion in buying back their
own stocks in the open market (Lazonick et al.,
2020; Swift, 2018). Companies have returned a lot
of money to shareholders in the form of stock buy-
backs and dividends - it nearly quadrupled from
38% in 1990 to 113% from 1990 to 2010 as a per-
centage of capital spending (Kramer, 2016). In the
1980s, stock buybacks were negligible, however, it
increased to 38% of earnings in 2000, 79% in 2011,
and 110% of earnings in 2015 (Morgenson, 2017).

Firms engage in stock buybacks for a variety of rea-
sons - if their stock price is undervalued (Peyer
& Vermaelen, 2009), to signal good performance
in the future (Lie, 2005), to boost employee in-
centives (Babenko, 2009), and to distribute excess
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capital (Dittmar, 2000). Stock buybacks have been
criticized for undermining economic growth be-
cause firms sacrifice long term-investments to pur-
sue short term goals like earnings per share (Luce,
2015; Rieder, 2015). Companies with small nega-
tive earnings per share tend to decrease employ-
ment, capital expenditures, and R&D. This sup-
ports the view that companies are willing to lower
employment and investments to buy back their
stocks (Almeida et al., 2016). Stock buybacks do
not contribute to the productive capabilities of a
firm, in fact they deprive a firm from investing in
such productive capabilities (Lazonick et al., 2020).
Stock buybacks lead to declining R&D investment
which suppress corporate innovation (Swift, 2018),
and this has happened especially in the pharma-
ceutical industry (Lazonick & Tulum, 2011). Com-
panies that are involved in stock buybacks do so
at the expense of long-term investment to achieve
short-term goals like earnings per share (Luce,
2015), and artificially raise stock prices in the short-
term by hurting shareholder value in the long-
term (Voth, 2008). However, others like Satell
(2015) argue that firms like Apple who engage in
stock buybacks have enough money for R&D and
for stock buybacks.

Long term returns of stock buyouts can be ex-
plained by takeover activity and may not create
value for shareholders (Bargeron et al., 2017; Lin
et al.,, 2014). Share buybacks do not prove that
they create shareholder value, it simply means
that the stock was undervalued to begin with, and
buyback completion rates have a negative corre-
lation to long-term stock returns (Manconi et al.,
2019). Firms that would have just missed EPS tend
to buy back shares much more than firms that
just beat EPS (Heitor et al., 2016). Announcements
of share buy backs lead to increase in operating
performance (Grullon & Michaely, 2004). Smaller,
beaten-up value firms have higher long-term ex-
cess returns (Brav et al., 2005; Peyer & Vermae-
len, 2009). However, excess returns may also be
an indication of less efficient markets (Manconi
et al., 2019). Stock buybacks have strongly de-
clined due to market efficiency (Fu & Huang, 2016).
Some scholars report that stock buybacks are as-
sociated with stock price increases and with posi-
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tive long-term returns (Dittmar, 2000; Ikenberry et
al., 1995; Peyer & Vermaelen, 2009). However, the
literature is more supportive of the argument that
stock buybacks do not create higher shareholder
value in the long run.

R&D’s Impact on a Firm

The market cap of the top twenty firms traded
in the U.S. stock exchange would increase by $1
trillion if they had optimized their R&D spend-
ing in 2010 (Knott, 2012). The longer-term ben-
efits of investing in R&D are even more impres-
sive since changes in R&D strategy can be linked
to profitability and firm value, unfortunately, R&D
is the first to get cut since firms are constantly
under pressure to meet quarterly earnings tar-
get (Knott, 2012). Firms can create value by in-
vesting in R&D, process development and adver-
tising to build brands(Currim et al., 2012). The
amount of money allocated to R&D affects prod-
uct development which in turn contributes to firm
value (Ramaswami et al., 2009). R&D helps a firm
develop its technologies, processes, and its prod-
uct/service offerings which helps it meet customer
expectations, giving it a competitive advantage in
the marketplace (Jindal, 2020) and market leader-
ship (Appleyard et al., 2020). R&D also helps a
firm develop its intellectual property and patents
which increases the firm's future cash flows (Ru-
bera & Kirca, 2012). Higher R&D expenditures in
the pharmaceutical industry lead to higher block-
buster drugs and to higher returns on equity in the
future (Feyzrakhmanova & Gurdgiev, 2016). R&D's
financial returns increase significantly when firms
use Six Sigma to improve efficiency in operations,
quality and efficiency also improve significantly
through R&D investments (Yiu et al., 2020).

Stock prices of firms that cut either capital ex-
penditure or R&D are 0.23% lower than firms
that don't cut their capital expenditure or R&D
(Almeida et al., 2016). Investments in R&D in-
creases sales and shareholder value (Jindal, 2020;
Joshi & Hanssens, 2010; Rubera & Kirca, 2012).
R&D improves a firm's financial performance
(Edeling & Fischer, 2016; Jindal & McAlister, 2015).
However, McAlister et al. (2007) find that R&D neg-
atively affects stock returns. McAlister et al. (2016)
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and Steenkamp and Fang (2011) find that a firm's
expenditure on R&D positively affects its sales and
market share. Increasing R&D spending during re-
cessions increased profits and intangible value of
firms (Graham & Frankenberger, 2011). Increase
in R&D spending results in positive stock return in
some B2B goods firms (R. Srinivasan et al., 2011).

Advertising and Marketing's Impact on a Firm

Marketing creates shareholder value by building
brand equity, customer equity, and customer sat-
isfaction (S. Srinivasan & Hanssens, 2009). In-
creases in R&D and advertising result in posi-
tive stock returns in many B2C firms (R. Srini-
vasan et al,, 2011). Marketing contributes to a
firm's value and financial performance through
customer management, product development
and supply chain management strategies (Ra-
maswami et al., 2009). Customer management
helps companies in selecting high value cus-
tomers (Zhou et al., 2005). Awareness of a firm's
product/service offerings increases through ad-
vertising, and this enhances its brand equity, cus-
tomer, and channel relationships (Jindal, 2020).
This increases the firm’'s future financial perfor-
mance and its shareholder value (McAlister et al.,
2016). Firms who spend/invest money on advertis-
ing increase shareholder value, and their financial
performance (Edeling & Fischer, 2016; Frennea et
al., 2019; Jindal, 2020; Jindal & McAlister, 2015;
Joshi & Hanssens, 2010; McAlister et al., 2016; Ru-
bera & Kirca, 2012; Sethuraman et al., 2011; Srid-
har et al., 2016).

Marketing involves the process of managing cus-
tomers, using insights from customer interactions
to identify customer needs to meet them (Sheth
& Parvatlyar, 1995). Osinga et al. (2011) find that
advertising increases stock returns. Siemen com-
pany's molecular imaging group regained its mar-
ket leadership by requiring the engineering team
to develop new product system and components
based on customer feedback (through marketing
communication (Appleyard et al., 2020). Kamber’s
(2002) study supports that view, and finds that
firmswho increased their advertising during reces-
sion saw increased earnings. Product innovations
and marketing investments improve stock returns
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Figure 1: Consequences of Increased Spending on Shareholder Dividend and Stock Buybacks
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(S. Srinivasan et al., 2009).

2. Model and Propositions

Should the objective of an organization be to
maximize shareholder wealth (satisfaction) or
customer satisfaction? Does maximizing short
term shareholder satisfaction mean that the firm
should give out high dividends to its shareholder
and buy back stock at the expense of investments
in activities that will give it competitive advantage
in the long run? This author believes that the
objective of maximizing customer satisfaction will
lead to the objective of maximizing shareholder
wealth in the long run. This author proposes the
following model in Figure 1.

Based on Figure 1, the following propositions are
offered:

Proposition 1a. Firms that pay higher dividends to
shareholders (and spend less on R&D and mar-
keting/advertising) will have lower quality.

Proposition 1b. Ffirms that buy back stocks (and
spend less on R&D and marketing/advertising)
will have lower quality.

Proposition 2a. Firms that pay higher dividends to
shareholders (and spend less on R&D and mar-
keting/advertising) will have higher cost.

Proposition 2b. firms that buy back stocks (and
spend less on R&D and marketing/advertising)
will have higher cost.

Proposition 3a. firms that pay higher dividends
to shareholders (and spend less on R&D and
marketing/advertising) will have lower quality,
higher cost, and thus lower customer satisfac-
tion.

Proposition 3b. firms that buy back stocks (and
spend less on R&D and marketing/advertising)
will have lower quality, higher cost, and thus
lower customer satisfaction.

Proposition 4a. Firms that pay higher dividends
to shareholders (and spend less on R&D and
marketing/advertising) will have lower quality,
higher cost, lower customer satisfaction, and
thus lower revenue.

Proposition 4b. firms that buy back stocks (and
spend less on R&D and marketing/advertising)
will have lower quality, higher cost, lower cus-
tomer satisfaction, and thus lower revenue.

Proposition 5a. Firms pay higher dividends to
shareholders (and spend less on R&D and
marketing/advertising) will have lower quality,
higher cost, lower customer satisfaction, and
thus lower market share.
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Proposition 5b. firms that buy back stocks (and
spend less on R&D and marketing/advertising)
will have lower quality, higher cost, lower
customer satisfaction, and thus lower market
share.

Proposition 6a. Firms that offer higher dividends
to shareholders (and spend less on R&D and
marketing/advertising) will have lower quality,
higher cost, lower customer satisfaction, which
in turn will lead to lower shareholder value in
the long run.

Proposition 6b. Firms that buy back stocks (and
spend less on R&D and marketing/advertising)
will have lower quality, higher cost, lower cus-
tomer satisfaction, which in turn will lead to
lower shareholder value in the long run.

3. Discussions and Implications

CEOs and VPs need to think twice before they pay
higher than normal dividends to their sharehold-
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ers or if they buy back stocks of their companies
in the open market. Researchers have cited a
few reasons why companies give higher dividends
and buy back their stocks, the primary being
that they want to please and keep shareholders
happy/satisfied. However, do these come at the
expense of losing competitive advantage in the
long run? Keeping shareholders happy/satisfied
in the short run can hurt the firm (and sharehold-
ers) in the long run. By giving money to sharehold-
ers the company takes resources away from R&D
and advertising which hurts the company's com-
petitive advantage in the marketplace in the long
run. A model of the consequences of giving high
dividends and buying back stocks was presented
in this paper. The paper also offered propositions
related to the model. Researchers may want to
test the model and the propositions using data
from a diverse group of industries.
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