
 

185 

 

 

 

Analysis Of Dividend Policies, Theories, And Models 
 

Mafiejor, Michael Benjamin 

 

Department Of Business Education, 

School of Vocational Education, 

College of Education, Mosogar, Delta State, Nigeria 

mmafiejor@gmail.com  / 07066962773 

 
ABSTRACT 
More money is better than less. Investors usually have a longing for unending pursuit of profit. This paper 

addresses the issues of dividend policies, theories and models. Dividend policy determines the kind of 

investors a financial institution attracts, the higher the dividend paid to claim holders it shows the 

healthiness of the company and the willingness to take risk. Most fund suppliers are bond holders that are 

rational investors who prefer to service less risky companies. These customers attract high leverage and 

high net worth. Poor dividend payers attract risk averse equity holders because they are in no obligation 

to pay dividend due to the low risk attached to it. High liquid financial institutions attract leveragers the 

most, the rational or irrational manager backs his financial decisions with dividend policy to avoid risk 

and pay less dividends. The board determines the dividend and recommends to the shareholders for 

approval. The Nigeria environment is purely clientele based, based on dividend policy. Eugene Fama 

policy agrees with westerfield, Jeffe, Weston, and Brigham that investors always prefer dividends. A bird 

in the hand is worth more than a 50/50 chance of getting two in the bush. Modigliani and Miller is with 

John Lintner based on information theory. Dividend as a function of shareholders has a direct effect on 

the firm value. M&M said the rate of dividend paid is less important, what attracts investors is the 

information that is sent out through the market. All the theories analyzed holds growth constant. The 

amount of dividend paid is a function of the growth rate of the company. Myron Gordon discusses growth 

rate, that if return on investment is higher than cost of capital, the company should retain earnings and 

grow, but irrelevant when equal to cost of capital and should pay out 100% when lesser than cost of 

capital. Stoppage of dividend payment sends out a negative effect. The higher the dividend the more 

investors are drawn, the higher the stock prices. The fact that a company pays dividend does not mean it's 

doing well, it must be sustainable. Hubriss attribute of companies that run blue chip stocks contravenes 

Myron theory. Dividend models are specific application of capitalization of income method of valuation 

of assets showing the intrinsic value of any asset. Some fundamental analysts use this model in 

identifying winners (underpriced common stocks) that is not directly related to the capitalization method 

of evaluation. 

Keywords: Dividend decisions, Dividend Theories and Models, Corporate Financial Policies. 

 

INTRODUCTION ` 

According to Nnamdi (2013:132) "Dividend is the pro-rata share of the net profits (profit after tax) made 

by a company which has been declared to be shared among the shareholders for that period after 

providing for retained earnings". Van Horne (2002:3) Dividend/share repurchase decision is a major 

function of finance decision a company must make in relation to maximizing shareholders wealth. To 

Weston, Besley and Brigham (1996) the financial managers tasks are to make decisions concerning the 

acquisition and use (payment of dividend) of funds for the greatest benefit of the firm. 
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Pandey (1979, 1999) categorized dividend (or benefit allocation) decision making as managerial finance 

function. 

However, the firm has to decide regarding the size of its current dividends. The amount of current 

earnings (Eo) and the amount of new investments (Io), and the amount of dividend (Do). Any decision 

reached should ensure the current stockholders are better off. 

Payment of Dividends:  
The payment of dividend is contingent or on satisfaction of certain legal and corporate requirements. 

These include; 

i.  There must be either present or accumulated profit out of which dividend will be paid as opposed 

to payment out of capital. 

ii. Directors must authorize the payment of dividends. 

We need to note however, that shareholders have no rights to either initiate or increase dividend payment 

above what the directors have recommended. On the whole, the shareholders will, during the annual 

general meeting (AGM), where there is consensus, only "ratify" the dividends which have been 

recommended by the company directors. 

i. Availability of cash: - Payment of dividends is mostly in cash. Cash must therefore, be available to 

support payment of dividends (although it has been observed in practice that some companies have paid 

dividends out of credit facilities they secured from banks by drawing on such facilities especially, where 

information content to dividends is the issue at stake and the coy needs to maintain good corporate 

image). 

Further, it is also possible for companies to pay dividends in the forms of; 

a)  Bonus of share dividends 

b) Property dividends (by allocation of certain quantities of products to shareholders) assuming enough 

cash is not available to support payment of cash dividend. 

Forms of Company Dividends Policies; 
These policies are in the following forms; 

● Constant dividend growth rate policy: in this case, the company ensures that its periodic 

dividends’ grow at a specified constant rate. 

● Fixed dividend rate policy: in this case, the company may decide that it must continuously pay 

out as dividends, probably 40 percent of its profit after tax or any other fixed percentage thereof. 

● Flexible dividends rate policy: In this case the dividend payment is neither a fixed percentage of 

profit after tax, nor grows at a specified rate. The dividend payment ratio therefore, varies in 

accordance with corporate circumstances and ' re-investment program. 

Important Dates in Payment of Dividends: 
i). Date of declaration or announcement: this is the date dividends are declared, (i.e. AGM’s 

ratification date). 

ii). date of records: this is the date on which the company’s shareholders list will be extracted for the 

purpose of determining the beneficiaries of the dividend for the period. 

iii). Date of payment: This is the date on which the dividend warrants or cheque are signed for the 

shareholders, and thereafter, dispatched to them. 

Grouping of Important Dates `Relating to Payment of Dividends: 
We summarize this as follows;    

i). Cum-Dividend: (a) Embracing Date of declaration. (b) Date of records (c) Embracing date of payment. 

ii). Ex-Dividend 

Effects of Cash Dividends on the Company’s Account: 
The effects of cash dividends on the company’s account are as follows; 

i). Cash dividends reduce the component net profit which would have been retained for re-investment i.e. 

retained earnings. 
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ii). Cash dividends reduce the value of cash or the balance of cash in the company’s balance sheet. 

However, cash is an important asset for productive purposes and investment. 

iii). Cash dividend payment reduce the total value of current assets in the company’s balance sheet as cash 

is vital component of the company’s current assets. 

Stock Dividends 
Companies pay stock or bonus dividend in order to build up cash and equity base. But in paying stock 

dividends, we have to be careful to ensure that it does not "dilute" the ownership structure. The basic 

advantage of stock dividend is that it does not affect cash in the balance sheet as well as the P & L, but 

only increase shareholding by way of share of equity capital. 

Property Dividends 
This is the payment of dividends by not using cash or bonus, but by utilization of the commodities 

produced by the company in lieu of cash or bonus dividend. The basic advantage of this mode of 

dividends payment is that it could serve as a means of promotion. However, the disadvantage is that it 

could be constrained by logistic problems in terms of difficulties which may be encountered by way of 

carriage and delivery. 

 

Measurement of Dividends 
i). Dividend per Share: -Dividend per share is the absolute amount of dividend attributed to each share 

of the company. Therefore, dividend per share is measured in Naira and Kobo. 

The disadvantage of this mode of measurement of dividend per share is that it is based on absolute terms, 

which in finance, is most appropriate. 

ii). Dividend rate: This is the ratio of the amount of dividend declared compare to either market value or 

par value of the share, depending on the interest expressed. 

Dividend (DR) Rate              = Amount of Dividend per share 

                                                  Market value per share or per value per share 

 

iii). Dividend yield: This is almost the same as dividend rate, but it is most applicable to new Offers and 

anticipated issues. Dividend yield approximates the effective return on the dividend. 

iv). Dividend Payout Ratio: This is the ratio of total earning paid out as dividends in a year in respect of 

the company involved; it is expressed alternatively as follows;  

DPR = Total dividend paid ……………..(1) 

               Total earnings  

  

DPR = Total dividend paid   ……………(2) 

                 Total earnings 

 

Where;  DPR = Dividend payout ratio DPS = Dividend per share. EPS = Earnings per share. 

 

Dividend Price Ratio: This is given as the ratio of dividend paid per share compared to the market price 

attribute to each share. It is given as; 

Dividend Price Ratio (DPR) = Dividend Per share/ Price per share. 

Limitations or Restriction on Payment of Dividends  
There are some legal restrictions on the payment of dividends. These include; 

l). The companies and allied matter act, 1990 requires that dividends can only be paid out of earned 

income. This implies that dividends can only be paid out of defined period’s profit- after -tax or retained 

earnings (required to be supported by cash). 

2). Dividends can only be paid when declared by the directors and approved by the shareholders in the 

Annual General Meeting (AGM). Note that shareholders can only approve the payment of dividends but 

can neither increase nor initiate the payment of dividends, as only the board can initiate it. Also, 

Mafiejor  .….. ..Int. J. Business & Law Research 9(3):185-197, 2021 

 



 

188 

 

shareholders do not have the powers to increase dividends recommended by directors, but they have 

powers to reduce it. 

3). Financial Restriction (Operational). This implies that a coy cannot declare dividends when it does not 

have enough equity base to support it. 

4). Legal restriction: This requires that dividends can only be paid out of earnings. 

5). Contractual Restriction: this could arise from covenants or conditions stipulated or entrenched in some 

debt instruments already issued by the coy. In bond issues, it is sometimes provided that dividends cannot 

be paid until the company liquidated the bond. 

 

DIVIDEND POLICIES 
A company is free to pursue any type of dividend payment policy. Basically, there are four (4) types of 

dividend policy which include; 

i). Constant dividend policy (in absolute terms) 

ii). Constant dividend rate (in percentage terms) 

iii). Variable dividend policy (in absolute terms) 

iv). Variable dividend rate (in percentage terms) 

Factors that Affect Corporate Dividend Policies 
Certain factors affect the dividend polices of any firm. These factors are; 

1. Availability of Cash: The availability of cash influences dividend policy in that it determines the 

ability of the company to pay out the declared dividends. The law provides that dividends can 

only be paid out of net profits. 

2. Investment Opportunities: This considers whether it is more profitable to pay dividends or to 

re-invest the funds in higher yielding ventures. These are conflicting objectives. But the company 

can only re-invest the funds if it is satisfied that the returns from the reinvestments will be higher 

than what the shareholders would have gained from their dividends, or other investment 

opportunities open to them. 

3. Income desire of shareholders: Most shareholders invest because they expect a maximum 

inflow of dividends per year. As such, some shareholders prefer firms that pay dividends yearly 

to other firms that engage in reinvestment of profits even when it result to higher share prices. 

4. Cost of floating New Shares: If it cost highly to float new shares needed for investments, then 

the greater the tendency for the firm to increase retained earnings ratio in order to use it in 

financing new projects or expanding existing projects. 

5. Impairment of Capital Rule: This states that dividends should not be paid in such a manner as 

to impair the capital structure of the firm. As such, dividends should only be paid out of net 

income or profits. 

Legal constraints: Legal regulations are taken into consideration in the formulation of dividend 

policy. However nothing prohibits the company from Companies cannot keep "excess" cash as retained 

earnings if no investment opportunities exist. They have to distribute them as dividends.  

6. Approved Listing: Some firms are only qualified to be invested in by institutional investors like 

insurance companies, banks, investment companies (these are large buyers of shares), only when 

they pay dividends regularly. As such, it will be in the interest of the company to pay dividends 

regularly in ‘order to attract the patronage of institutional investors (round lot dealers). This is 

very relevant in Nigeria.  

7. Penalty for improperly accumulated reserves: Here, if a firm retains more of its profits and 

does not declare dividends for a significant period, the tax authorities may view the firm as 

evading tax on dividends. As such, the tax authorities have the powers to move in and tax the 

company’s reserves and retained earnings. 

8. The need to maintain ownership & control: Here, existing shareholders always like to maintain 

control of their firms by not letting in intending shareholders. Popularly known as shareholders 
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jealousy, this is reflected in setting aside, yearly, some amount of retained earnings which they 

use for reinvestment purpose whenever funds are needed. The action is taken instead of floating 

new shares to end up admitting those who initially, did not want to take the risk of ownership, but 

would prefer to have shareholding of the firm when the company has become successful. 

9. Information content of dividends: One of the aims of dividend policy is to give the impression 

that the coy is progressing. As such, the mere fact that a firm declares dividends gives straight 

information to the public that the coy is performing.  

 

DIVIDEND THEORIES 
1.  Dividend-Irrelevance Theory: in a World without Taxes M & M [1961] similar to their work 

on capital structure irrelevance proposition also theorized that, with perfect markets, no taxes or 

transaction costs, bankruptcy costs, and homogenous expectations, dividend policy [no matter 

how you deliver the value] is also irrelevant to firm’s capital structure or price. The reason is that 

investors cannot duplicate or simulate the dividend policy of the firm [homemade dividend] 

because firm and investors have identical opportunities.  

2. Bird-in-the-Hand Theory 
This however, states that dividends are relevant. Remember that total return (k) is equal to dividend 

yield plus capital gains. Gordon and Lintner took this equation and assumed that k would decrease as 

a company’s payout increases. As such, as a company increases its payout ratio, investors become 

concerned that the company's future capital gains will dissipate since the retained earnings that the 

company reinvests into the business will be less. Gordon and Lintner argued that investors value 

dividends more than capital gains when making decisions related to stocks. Dividend payout 

[decision] cannot change the present value of cash payments to share holders, but it can affect the 

temporal pattern of payments. If investors View future dividend payments riskier than current 

payments, they will prefer a bird at hand than two in the bush. Indeed, paying out some cash today 

reduces the risk of future payoff uncertainty. 

3. Tax-Preference Theory: The models considered so far assume a world with only corporate taxes. 

What happens if personal taxes are introduced? Taxes are important considerations for investors. 

Remember capital gains are taxed at a lower rate than dividends. As such, investors may prefer capital 

gains to dividends. This is known as the "tax Preference theory". Additionally, capital gains are not paid 

until an investment is actually sold. Investors can control when capital gains are realized, hut, they cannot 

control dividend payments, over which the related company has control. Farrar and Selwyn [1967] tried 

to explain this theory, and their position was extended into a market equilibrium framework by Brennan 

[l970]. 

 Farrar and Selwyn use partial equilibrium analysis, assuming that individuals attempt to maximize their 

after-tax income. Shareholders have two choices: either to own shares in an all equity firm and use 

homemade leverage or buy shares in a levered firm. The first choice is between corporate and homemade 

leverage, while the second choice is between the firm paying dividends or retaining the earnings so that 

shareholder can take their income as capital gains. 

 

Dividend Models 
This principle is relevant when considering the price of company shares as determined by the expected 

returns by its shareholders. 

These returns are composed of the expected stream of dividends. Given the growth rate g 

po =  D1  +  D2  +  Dn 

      (1+Ke)    (1+l<e)2  (1+kn)“ 

Po: Present value of share, Ke is the cost of equity capital, D1, DZ: Steam of dividends from period 1 to 

n. 

Applying the growth rate g concept 
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Po = Do(1+g)1  +  Do(1+g)2  +  Do(1+g)n 

 

          (1+i<e)        (1+|<e)2        (1+ke)n 

 

Where Do = Dividend at time zero, and g is the growth rate. Cost of equity ke is the rate of return, which 

equates the two sides of the equation. The required rate of return which equates the present value of the 

expected dividends with the market value of the share (Pandey, 1979). The cost of equity is equal to the 

dividend yield + the growth rate g. 

 

Zero Growth Rate In Dividend (Zero Growth Rate Model) 
For a firm that operates dividend policy of 100% pay-out ratio i.e an all dividend firm, there is no 

expectation as to growth in both earnings and dividends, such that g=0. Cost of equity is given as Ke: D/ 

P0.Thus the cost of equities under 100% dividend pay-out is equal to the dividend-price ratio. This model 

assumes that future dividends will remain fixed, the amount of dividends per share paid in the past year 

Do will also be paid over the next year D1 and the year after that D2 and so on. All dividend growth rates 

are zero. 

 

Application Of Zero Growth Rate Model 
This model is restrictive; it is unreasonable to assume that a given stock will pay a fixed dividend forever. 

Although such criticism has validity for common stock valuation, there is no particular situation where 

this model is useful. Specifically when determining the intrinsic value of a share of high grade preferred 

stock, the zero growth will be appropriate because most preferred stock is, non-participating i.e it pays a 

fixed income dividend that will not change as earning per share changes. For high grade preferred stock 

these dividend are expected to be paid regularly because preferred stock does not have a fixed lifetime. If 

the application is restricted to high grade preferred stocks, the model is useful because the chance of a 

suspension of dividend is remote. 

 

The Constant Growth Model 
This dividend model assumes that dividends will grow from period to period at the same rate forever. The 

dividend per share paid in the previous year is expected to grow at a given rate, so that the dividends 

expected over the next year are expected to be equal. Dividends the year after that are again expected to 

grow by the same rate g, meaning that D2=d1(1+g). Stating that D1= DD(1+g) and that the growth rate is 

constant. 

 

The Multiple Growth Model 
The focus of this model is on a time in the future (denoted by T), after which dividends are expected to 

grow at a constant rate g. Although the investor is still concerned with forecasting dividends, these 

dividends do not need to have the specific pattern until time T, after which they will be assumed to have 

the specific pattern of constant growth. The dividends up to T(D1,D2,D3 ......... D,) will be forecast 

individually by the investor. The investor also forecast when this time T will occur. There after dividends 

are expected to grow by a constant rate g that the investor must also forecast. 

 

 Two Stage And Three Stage Models 
The two stage model assumes that a constant growth rate g exists only until sometime T, when a different 

growth rate g2 is assumed to begin and continue thereafter. The three stage model assumes that a constant 

growth rate g1 exists only until sometime when a second growth rate is assumed to begin and last until a 

later time T2 at which  time a third growth rate is assumed to begin and last thereafter. Let Vr+ denote the 

present value  as dividends after the last growth rate g dividends has begun and Vr- denote the present 

value of all the preceeding dividends 
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Determinants of Dividend  
Firms should maintain a constant ratio of dividend to current earnings. Though, the dividends should 

fluctuate due to earnings on a year to year basis. Instead  

of dividends to earnings over some relatively long period there is a target payout ratio of dividends to 

long-run or sustainable earnings. As a result dividends are usually kept at a constant amount and 

increased only when management is confident that it is relatively easy to keep paying this increased 

amount in the future. 

-Changes in Earnings; When the earnings of a firm increases, this is likely to increase their current 

dividend. However, when current earnings fall, firms will increase their current dividends as frequently as 

they would decrease their current dividend. Firms are more likely to increase current dividends if they 

have had two consecutive years of rising earning than if they have had falling and rising earnings. Firms 

are likely to decrease current dividends if they have had two consecutive years of falling earnings, than if 

they have had rising and then falling earnings. 

THE LITNER MODEL  
This model shows formal representation of the kind of behavior implied by a constant long-run target 

payout ratio by assuming that the goal of the firm is to pay out 60% of long-run earnings. If this target 

ratio were maintained, total dividend paid would be 

 

Dt=p*Et.  

 

Dt* denotes the target amount for dividends to be paid in year t, and Et is the amount of earnings in year t. 

The difference between target dividends in year t and the previous years actual dividend is determined by 

subtracting Dt-1. 

 

Lintner (1956) surveyed corporate chief executive officers and chief financial officers and found that 

dividend policy is an active decision variable because managers believe that stable dividends lessen 

negative investor reactions. The active determination of dividend policy implies that the level of retained 

earnings and savings is a dividend decision byproduct. Darling (1957). Turnovsky (1967), and Hama and 

Babiak (1968) find empirical support tor Lintner's findings; dividends are a function of current and past 

profit levels and expected future earnings and are negatively correlated with changes in the level of sales. 

Current income remains the critical determinant of corporate dividend policy 25 years after Lintner`s 

original survey (DeAngelo, DeAngelo. and Skinner, 1992). Other factors not considered by Lintner 

regulatory constraints, investment magnitude. Debt and firm size) also affect dividend policy. Variations 

in dividend policy are primarily due to a combination of endogenous and exogenous elements (Dhrymes 

and Kurz, 1964). Harkins and Walsh (1971) find that shareholder dividend desires and management need 

of retained earnings tor investment opportunities conflict. A compromise policy partially satisfying both 

parties is chosen. Managers consider current expected earnings, dividend payment history, dividend level 

stability cash flows and investment opportunities and shareholder desires in their determination of the 

level. 

 

Dividend And Information Content 
Management has more information about the future earnings of the firm than the public including 

stockholders. This situation of asymmetric information suggest that managers will seek to convey 

information to the public if they have an incentive to do so by announcing change in the amount of the 

firms dividend. 

-Signaling; Once increase in dividend is announced is a signal that will cause investors to raise their 

expectations regarding future earnings, thereby causing a rise in the firm stock price vise versa.  
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1. Agency cost theory uses dividend policy to better align the interests of shareholders and corporate 

managers. The free cash flow hypothesis is an ad hoc combination of the signaling and agency 

costs paradigms; the payment of dividends can decrease the level of funds available for perquisite 

consumption by corporate managers. 

2. Regular dividend can be used by managers to provide information/signal about future prospects. 

In practice, it is too expensive to signal with dividends. The announcement of a dividend will 

convey information about the future prospects of the firm if the dividend has an unexpected 

component; hence abnormal rates of return on the announcement date are a test of the information 

signaling content of the dividend. Though we focus here an announcement effects, total dividend 

effect is the sum of both announcement date and ex-date effects. Dividend per se does not affect 

value of the firm but serves as a message from management that the firm anticipate to do better. 

3. Therefore, it is an empirical question if dividend announcement affects share value. Fama, Fisher, 

Jensen, and Roll [1969] found that when splits were accompanied by dividend announcements, 

there was an increase in adjusted share prices for the group that announced dividend increases 

and a decline in share prices for the dividend decrease group. Other studies were Pettit[1972], 

Watts[1973], Kwan [1981] and Aharony and Swary[1980]  

4. Akerlofs (1970) model of the used car market as a pooling equilibrium in the absence of signaling 

activities illuminates the costs of information asymmetries. The generalization of Akerlof’s model 

by Spence (1973, 1974) became the prototype for all Financial models of signaling. The model 

defines a unique and specific signaling equilibrium in which a job seeker signals his/her quality to 

a prospective employer. Although the scenario is developed using the employment market, 

Spence contends that extension to a limited number of other settings (admissions procedures, 

promotion and credit applications) is possible. Bhattacharya (1979, 1980), Talmor (1981), 

Hakansson (1982), John and Williams (1985), Miller and Rock (1985), Bar-Yosef and Huffman 

(1986), Makhiia and Thompson (1986), Ambarish, John and Williams (1987), Ofer and Thakor 

(1987), Kumar 11988), Kale and Noe (1990). Rodriguez (1992), and many others offer signaling 

models of corporate dividend policy. 

The proponents of signaling theories believe that a corporate dividend policy used as a means of putting 

the message of quality across has a lower cost than other alternatives.2  The use of dividend as signals 

implies that alternative method of signaling are not perfect substitutes (Asquith and Mullins, 1986). 

Agency Cost: The recognition of potential agency costs associated with the separation of management 

and ownership is not new; differences in managerial and shareholder priorities have been recognized for 

more than three centuries. Adams Smith (1937) adjudged the management of early joint stock companies 

to be negligent in many of their activities. These problems were especially prevalent in the British East 

Indies Company and attempts to monitor managers were largely unsuccessful because and costs 

associated with shareholder monitoring (Kindlebergez, 1984). Carlos (1992) questions these assertions--

While control and organization were less continued success and long life of the corporation imply 

generally sound managerial  practices. Although some fraud no doubt existed, the majority of managerial 

activities coincided with shareholder desires. Modern agency theory seeks to explain corporate capital 

structure as the result of attempts to minimize the costs associated with the separation of corporate 

ownership and control Rozeff [1982] suggests that optimal dividend policy may exist even though we 

ignore tax considerations; suggesting that cross-sectional regularities in corporate dividend payout ratios 

may be explained by trade-off between the floatation costs of raising external capital and the benefit of 

reduced agency costs when the firm increases the dividend payout. Agency costs are lower in firms with 

high managerial ownership stakes because of the better alignment of shareholder and manager goals 

(Jensen and Meckling, 1976) and in firms with large block shareholders that are better able to monitor 

managerial activities (Shleifer and Vishney, 1986). Agency problems result from information 

asymmetries, potential wealth transfers from bondholders to stockholders through the acceptance of high-

risk and high-return projects by managers, and failure to accept positive net present value projects and 
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perquisite consumption in excess of the level consumed by prudent corporate managers (Barnea. Haugen, 

and Senbet, 1981).  Dividend policy influences these relations in two Ways. Fama and Jensen (1983a, 

1983b) espouse that potential shareholder and bondholder conflicts can be mitigated by covenants 

governing claim priority. These orderings can be circumvented by large dividend payments to 

stockholders,3 Debt covenants to minimize dividend payments are necessary to prevent bondholder 

wealth transfers to shareholders (John and Kalay, 1982). Although potentially substantial in precipitation 

of agency costs, its dividend policy is not a major source of bondholder wealth expropriation. In firms 

where dividend payouts are limited by bondholder covenants, dividend payout levels are still below the 

maximum level allowed by the constraints (Kalay, 198219) 

The second way dividend policy affects agency costs is through increased monitoring by capital markets. 

A large dividend payment reduces funds available for perquisite consumption and investment 

opportunities and requires managers to seek financing in capital markets. The efficient monitoring of 

capital markets reduces less-than optimal investment activity and excess perquisite consumption and 

hence reduces the costs associated with ownership and control separation (Easterbrook, 1984). 

The Free Cash Flow Hypothesis: Prudent managers working in the shareholders’ best interest should 

invest in all profitable opportunities. Management and owner separation affords corporate managers the 

temptation, however, to consume or otherwise waste surplus funds. The inefficient use of funds in excess 

of profitable investment opportunities by management was first recognized by Berle and Means (1932). 

Jensen’s  (1986) free cash flow hypothesis updated this assertion, combining market information 

asymmetries with agency theory. The funds remaining after financing all positive net present value 

projects cause conflicts of interest between managers and shareholders. Dividend and debt interest 

payments decrease the free cash flow available to managers to invest in marginal net present value 

projects and manager perquisite consumption. This combination of agency and signaling theory should 

better explain dividend policy than either theory alone but the free cash flow hypothesis does a better job 

of rationalizing the corporate takeover frenzy of the 1980's (Myers, 1987 and 1990) than it does of 

providing a comprehensive and observable dividend policy. 

 

Theories based on taxes and Investment Opportunities 
Tax-adjusted models surmise that investors require and secure higher expected returns on shares of 

dividend-paying stocks. The imposition of a tax liability on dividends causes the dividend payment to be 

grossed up to increase the shareholder's pre-tax return. Under capital asset pricing theory investors offer a 

lower price for the shares because of the future tax liability of the dividend payment. One consequence of 

the tax-adjusted model is the division of investors into dividend tax clienteles, an argument first proposed 

in the seminal work of Miller and Modigliani (1961). In later research, Modigliani (1982) finds that the 

clientele effect is responsible for only nominal alterations in portfolio composition rather than the major 

differences predicted by Mi1ler(1977). 

Masulis and Trueman (1988) model cash dividend payments as products of deferred dividend costs. Their 

model predicts that investors with differing tax liabilities will not be uniform in their ideal firm 

investment/dividend policy. As the tax liability on dividends increases (decreases), the dividend payment 

decreases (increases) while earnings reinvestment increases (decreases). Differences are minimized by 

segregation of investors into clienteles. The model developed by Farrar and Selwyn (1967) assumes that 

investors maximize after-tax income. In a partial equilibrium framework, investors have two choices. 

Individuals choose the amount of personal and corporate leverage and also whether to receive corporate 

distributions as dividends or capital gains. This model contends that no dividends should be paid; rather, 

that share repurchase should be used to distribute corporate earnings. The Farrar and  Selwyn (1967) 

model is extended into a general equilibrium framework by  Brennan (1970). In this setting, investor 

maximizes their expected utility of wealth. Although the model is more robust, the predictions are similar 

to those of the Farrar and Selwyn model; equilibrium with dividend – paying firms is not consistent with 

a zero required return per unit of dividend yield. 
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Auerbach (1979a) develops a discrete-time, infinite-horizon model in which shareholders (as opposed to 

firm market value) maximize their wealth. If a capital gains/ dividends tax differential exists, wealth 

maximization no longer implies firm market value maximization. 

Subsequently, Auerbach (l979b) posits that dividend distributions occur because of the consistent, long-

term undervaluation of corporate capital. The undervaluation is the result of a dynamic process 

encompassing multiple periods of total reinvestment of all firm profits followed by firm returns less than 

the returns expected by investors. 

Tax-adjusted models are criticized as incompatible with rational behavior; this criticism prompts Miller 

(1986) to suggest a strategy of tax sheltering of income by high-tax-bracket individuals. Individuals can 

refrain, of course, from purchasing dividend-paying shares to avoid the tax liability of these payments. 

Alternatively, using a strategy first advanced by Miller and Scholes (1978), shareholders can purchase 

dividend-paying stocks and receive the distribution, then simultaneously borrow funds to invest in tax 

free securities. 

 

Behavioural Models of Dividend Policy 
Investor behaviour is substantially influenced by societal norms and attitudes (Shiller. 1984). 

Unfortunately, this motivation has been ignored by financial theorists for the most part because of the 

difficulty of introducing investor behavior into traditional financial pricing models (Arbel, Carvell and 

Postnieks, 1988). According to Shiller (1989), including these influences in modeling efforts can enrich 

the development of a theory to explain the endurance of corporate dividend policy. Ordinary investors are 

laced not with risk but with uncertainty--a lack of concise judgment and sense of objective evidence 

(Knight, 1964). Social pressures can lead to errors in judgment and trading activities by shareholders that 

cannot be logically explained. These errors in judgment are only mistakes, not lapses of rational 

investment activity. Mass investor psychology profoundly influences aggregate market activity (Shiller, 

1984), Dividend policy is inconsistent with Wealth maximization of the shareholder and is better 

explained by the addition of a socioeconomic-behavior paradigm into economic models. Dividend 

payouts can be viewed as the socioeconomic repercussion of corporate evolution the information 

asymmetries between managers and shareholders cause dividends to be paid to increase the attractiveness 

of equity issues (Frankfurter and Lane, 1992). 

The systematic relation between industry type and dividend policy reported by Michael (1979) implies 

that managers are influenced by the actions of executives from competitive firms when determining 

dividend payout levels. Managers, realizing that shareholder desire dividends, pay or increase dividends 

to mollify investors (Frankfurther and Lane, 1992). Dividend payments to shareholders should help 

increase the corporation’s stability by serving as a ritualistic remininder of the managerial and owner 

relationship (Ho and Robinson, 1992). As Frankfurther and Lane (1992) contend, dividends are partially a 

traditional and partially a method to allay investor anxiety.   

 

Theoretical Behavioral Models 
Feldstein and Green (1983) model the corporate dividend decision as the last step in a process that 

evaluates inputs from five sources. First, dividend policy is a consequence of investor consumption needs. 

The tax liabilities from dividend payment are less than the transaction costs of selling shares to provide 

income if earnings are retained. Second the market value of retained earnings is less than the market value 

of dividends. Third dividend payment is consistent with steady state growth and an optimal debt/equity 

ratio Fourth, dividend payments are a byproduct of the separation of corporation owners and managers; 

dividend payments help to diminish the agency costs arising from separation of corporate owners and 

managers and are used for signaling activities. Finally, although asymmetric information and agency costs 

are present in the model, the paradigm is not dependent on these market imperfections. The involvement 

of shareholders with diverse tax liabilities and diversification goals in an equilibrium with uncertainty 

results in dividend payments. Shefrin and Statman (1984) explain dividend preference by using the theory 
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of self control (Thaler and Shefrin, 1981) and the descriptive theory of choice under uncertainty 

(Kahneman and Tversky, 1982). Information models are used to justify the presence of corporate 

dividends while the tax liability of dividends is used as a counter-argument. This model is also consistent 

with dividend clienteles. Dividend and capital gains are not always perfect substitutes (even in a word 

without taxes and transaction costs) because of a lack of self-control to delay gratification (Thaler and 

Shefrin, 1981). In financial theory, dividends and capital gains have the same value; this is not the case in 

world modeled using the theory of self-control. Dividend checks are appreciated more than capital gains 

and provide an automatic control device on spending levels (Thaler, 1980). Risky alternatives, costs, and 

payoffs are evaluated separately. 

The greater effects shown following dividend decreases also support this contention; losses are more 

significant than gains. Kahneman and Tversky (1982) posit that the sale of shares of stock causes more 

investor regret and anxiety than the spending of the cash needs increases the shareholders’ contrition. 

Clearly, in this model, capital gains and dividends are not perfect substitutes. Regret aversion can induce 

a preference for dividend through the use of a consumption rule base on the utilization of dividends, not 

invested capital. Dividend yields are positively correlated with the planned dissaving rate. If dissaving is 

positively related to age and negatively related to income, portfolio income. Marsh and Merton (1986) 

develop a rational expectations model of dividend policy as management’s response to permanent 

earnings. In equilibrium, dividend levels are determined using future earnings expectations. Using 

dividends as signals is incompatible with this model. 

 

Clientele Effects and Ex Date Effects 

1.  The Dividend Clientele Effect 
This was originally suggested by Miller and Modigliani (1961) that if the frequency of firm payout ratios 

corresponds exactly with the distribution of investor preferences for payout ratios the existence of these 

preferences will mean a situation different from perfect market. Thus each firm will attract a ‘clientele` 

that prefers its particular payout ratio, but there will be no difference between clienteles in terms of firm 

valuation. This effect may explain management reluctance to alter established payout ratios so that 

current shareholders do not incur unwanted transactions costs. Elton and Gruber [1970] provided the 

clientele effects by the average price decline when stock goes ex-dividend. When current shareholders 

sell shares instant before it went ex-dividend, they receive PB and pay capital gains rate tg on the 

difference [Pc] between the bought and sold prices; lf they sell the shares after ex-dividend, they receive 

dividend and pay ordinary tax rate, to and capital gain on the difference between ex-div price, PA and 

purchase price, Pc. To prevent arbitrage profits the gain from both actions must be the 

Same: PB  –  tg(PB - Pc) =  PA – tg (PA – Pc) + div(1 – to) 

Rearrange  PB – PA   1 – to  

                        Div               1 – tg 

Debt Clientele Effects 
Investors can decide to borrow on their personal account or to invest in levered firms, accessing corporate 

debt tax shield. Personal debt will be preferred to corporate debt by individuals in high marginal personal 

tax brackets and low-income investors will prefer to invest in firms with high leverage. Kim,  Lewellen 

and McConnell [1979] and Harris. Roenfeldt, and Cooley [1983] tested for leverage-related clientele 

effects. Allen, Bernardo and Welch (2000) provide a theory of dividends based on tax clienteles. 

 

CONCLUSION 
The dividend models are specific application of capitalization of income method of valuation of asset 

showing the intrinsic value of any asset. 

Some fundamental analysts use this model in identifying winners (underpriced common stocks) that is not 

directly related to the capitalization method of evaluation. 
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RECOMMENDATION 
Despite the simple elegance and logic of the dividend model, few investment managers use it as a sole 

means of identifying mispriced common stocks. 

The Franklin Portfolio Association gives its valuation model as follows. 

-fundamental momentum 

-Relative value 

-Future cash flow 

-Supplementary 

This uses over 30 different valuation models as an alternative.                                               
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