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Textbook on Shareholder Returns

“What is the best shareholder return policy?” 

This is a difficult question for corporate managers or people in charge of investor relations (IR). 
Every investor has his own answer. Financial theory offers the Modigliani-Miller theorem (M&M), 
which states that the market value of a company is independent of the way that it finances 
investments or distributes dividends. Nevertheless, when a company announces a dividend cut, 
its stock price tends to decline sharply. So I mapped out an answer to this question through the 
eyes of an equity investor.

In the first place, why does a company have to return profits to shareholders? It is because not 
only equity capital but also net profit belongs to the shareholders, even if the company is 
considered as a public institution. According to Itaya (2013)1, the repayment deadline was 
originally set for equities. Merchants used to reset financing contracts each year. They raised 
capital but made repayments within a year. Equity was a sort of debt. While equity issuers didn’t 
have to promise either principal repayments or interest payments, they had to share profits with 
investors when they made money. But the business operation period got longer at the beginning 
of the 17th century when the Dutch East India Company was established. Then investors 
couldn’t recover their investments or earn money by resetting the contract in the following year, 
which led to an extension of the repayment period. This means that capital has belonged to 
shareholders since the early days of stock companies up until now.

This view is not unique to the US and Europe. Eiichi Shibusawa who founded many stock 
companies and is called the father of the Japanese capital market wrote in an essay “Seien-
hyakuwa” that “Executive board members have to remind themselves constantly that corporate 
assets are not their possessions but others’” and “a board of directors have to manage corporate 
assets with the greatest care, bearing in mind that an honour as a board member as well as 
corporate assets were only entrusted to them from major shareholders”.
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Of course, companies are justified in reinvesting net profits and equity capital when there are a lot of 

business opportunities with high potential returns just like during the high-growth period. But we are 

currently finding it difficult to identify such opportunities. Given the surplus of capital at a number of 

Japanese companies, they should reconsider how to use shareholder returns in order to improve 

their corporate values. 

Companies can improve their corporate valuations through shareholder return policies by “showing 

a positive stance toward profit returns and earning a good reputation”. In doing so, companies have 

to focus on three factors; namely total return ratio, continuity and investor-focused attitude. Please 

refer to the chart below for specific measures. 

Item Measures to win a solid reputation from equity investors

Total return ratio Specify the total return ratio.

Keep the ratio at a level higher than industry peers.

Continuity Repurchase shares and increase dividends on a continuous basis (no dividend 

cuts).

Managers speak in their own words about why shareholder returns are 

important.

Specify a cash-flow plan and show that it is well-supported.

Guarantee that special items such as impairment losses don't affect 

shareholder returns.

Equity investor Return excess cash to shareholders.

- focused attitude Don't merge companies unless you cam improve profit margins of target 

companies.

Set targets for EPS and ROE and remove targets for capital ratio or D/E ratio.

Companies with high total return ratios can enjoy good reputations from investors who compare total 

return ratios with industry peers. In addition, lasting shareholder returns are highly valued in Japan. 

The more the company has a track record of dividend increases and share buybacks, the higher 

ratings it can get. The company may gain the upper hand over rivals by showing its cash-flow plan in 

its mid-term management plan (MMP). Or the company may receive a high valuation by showing an 

equity investor-focused attitude, while companies have to attract both equity investors and bond 

investors. When the company takes on a huge amount of debt and has to build a good relationship 

with bond investors, it had better appeal to bond investors by Debt IR, in which they specify a plan to 

maintain a post- (shareholder) return cash surplus in its MMP. 

Unfortunately, some companies with cash worth at least JPY10 billion are very often valued at only 

JPY5 billion by equity investors in Japan. This is because many Japanese companies lost cash in 

the past by acquiring overvalued companies. Companies should be able to head off these discounts 

by allocating excess cash for special dividends and share buybacks or launching mergers only when 

they are confident that they can improve the profit margin of the target companies. I will outline how 

to win acclaim for shareholder return policies below. The key is to spell out total return ratios, 

increase dividends each period and use the rest of the money on share buybacks depending on the 

time and situation for long periods. 
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Item Effective shareholder return policies

Dividend Increase dividends each period. (Avoid dividend cuts).

Present a mid-term target for payout ratio and gradually increase the ratio 

toward its target.

Share buyback Set a long period for a buyback program, as stock prices tend to decline when 

the program is completed.

Show a strong willingness to buy back shares so that your shares don't 

become a target for short-selling.

Don't use off-floor trading (ToSTNeT-3) but use the public market, then you can 

send a message that your shares are undervalued.

Reference: 1 Book title “World Financial History; Bubble burst, war and stock market” Toshihiko Itaya in 2013
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