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Dividend Policy and Firm Valuation

pIVIDEND POLICY

Meaning and Definition of Dividend

vidend denotes that part of c.om'panly‘s balance of profit (after the execution of its ‘Retained
iqg"), which is available for equal distribution amongst the shareholders (investors) of the company.

E'?:;cﬁds are a form of incentive to the shareholders for having invested in the company’s shares. This is the

_I::,mom of the profit made by a company during a year, for its shareholders (beneficiaries).

{ccording
«of profits Or res

:12. Forms/Types of Dividend
Dividends may be classified into different categories on the basis of various parameters, e.g. ‘Profit Dividends’
id out of the profit in the normal conduct of business, and ‘Liquidation Dividends® are those
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o the Institute of Chartered Accountant of India, “A dividend is a distribution to shareholders
erves available for this purpose”.

sz the dividends pai
+hich are paid out of the capital of a company. Other categories of dividends and the underlying parameters are
«ribed in the following points:
Forms/Types of Dividend
r L + )
On the Basis of On the Basis of Mode On the Basis of Time of
Types of Shares of Payment Paylmem
v v v
Interim Regular Special
Bythy . Prooscs ivi Dividend  Dividend
Dividend Dividend Dividend ividen
v v v N v v
Cash Stock Scrip Bond Property Composite

|

Dividend  Dividend Dividend Dividend Dividend Dividend

| On the Basis of Types of Shares

& F:quity Dividend: Dividends distributed to the equity shareholders of a company are known as equity
d“’i_deuds. Their quantum and timing is decided on the recommendation of Board of Directors, Rate of
equity dividends are not fixed (unlike in the case of dividends on preference shares, which are fixed)
and depends upon the profit earned by the company during a particular year and the company's need of

funds in future.

9 P reference Dividend: Preference Dividends, as the nomenclature indicates, are the dividends
distributed amongst the preference sharcholders. The rate of preference dividend is fixed (pre-decided)
W_ does not depend upon the profits earned by a company during a particular year. However, the
= 1sion with regard to the distribution of preference dividends is taken on the basis of the

Ommendation of the Board of Directors.

:fdl:lc Board of Directors believes it to be fit, they recommend a higher rate on preference dividends;
Divfmgh' they do not have the power to reduce the pre-decided rate of interest on preference dividends.
idend Payment to preference shareholders gets primacy over the dividend payment to equity

8 . . : :
I.la"eh"'dm: in fact dividend payment on equity shares is considered only after the payment of

WVidends o preference shares.
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Rividend Policy and Firm Valuation (Module §)

2) On the Basis of Modes of Payment ) g
i) Cash Dividend: The decision regarding declaration of divider

i)

174

w5 is taken in a Board Meeting, wiherei,
ace amongst the Board of Directors (BoD), Afye, the
of transfer of stock hclwm.:n the holders, T.‘alf.cl;
rpose. This is precisely the reayy, the

the voting and consideration on the subjeet takes pl
declaration, the payment is not immediate, as the process
time and an up-to-date list of stockholders is required for the pu
dates for following activities are fixed in advance:

a) Date of the meeting of Board of Directors for the
b) Date of the closure of record for shareholder’s register.

¢) Date of the payment on which cheques are mailed to the sharcholders.

Thus, during the Annual General Meeting, the recommendation of BoD is approved h?’ Fh" ”'h‘f’“h*’llﬂcrs
and the process of “declaration of cash dividends” is finished. A .d.:clarcd cash dividend is pan of
sharcholder's equity (and not a liability of the company), as decision in the matter may be reversed,

declaration of dividend.

On Treasury Stocks, no cash payments are made.

Bonus Share/Stock Dividend: Sometimes, when the profits made by a company are substantial, it My
decide to retain a part thereof by capitalising and retaining it in the business perpetually by issuing
stock dividends (additional or bonus stocks/shares in lieu of cash) to the existing stockholders. Under
this process, assets distribution is not involved and cach shareholder’s interest in the company remains
unchanged. The total sharcholder's equity also remains unaffected. Stock dividend is beneficial for 3
company as it has a positive effect on its ‘Liquidity Management', due to absence of cash-outflow.
Sharcholders also stand to gain, as there is an increase in the number of shares in proportion 1o the
shares held by them without any payment.

iii) Scrip Dividend: In a situation, where in a company is;

iv) Bond Dividends: ‘Bond Dividends' may be defined as

v) Property Dividend: ‘Property Dividend' is an alte

vi) Composite Dividend: When dividend payment inyolyeg Iwo or

3) On the Basis of Time of Payment

i)

a) Suffering from a temporary liquidity crunch, and
b) Has an adequate level of retained earnings.

It may decide to issue ‘Scrip Dividends' in lieu of ‘Cash Dividends'. ‘Serip Dividends' may be issued
either as *Promissory Notes’ (which may be discounted before its ‘due date’) or ‘Ordinary Shares'.
Issue o{ ‘Serip Dividends' may result in increase in the number of shares of the company, but there will
be no increase in the value of the company. Issue of ‘Scrip dividends® is, sometimes, opted by a

company due to temporary liquidity problems. However, investors do not favour this type of dividend,
as it may lead to reduction in the market value of the company’s shares.

; ‘dividend distribution that is paid ©
shareholders in the form of a bond or debenture (debt instruments) instead of cash’. It has ﬁl‘tedpfﬂlf of

interest for long duration. Issue of ‘Bond Dividends’ is opted b ituation as
that of issue of *Scrip Dividends', and have the same impﬁcl, Y @ company under the same situation s

mmative to *Cash Dividend’, ‘Serip Dividend" of
.struclurc._ 'n which there is transfer of non-monetary
a non-reciprocal basis, The non-monetary asset may

‘Bond Dividend’. It is rather an uncommon payout
asset between a company and its shareholders on
be in the form of:

a) Inventory of the company,

b) Shares of a subsidiary company, and

¢) Real estate (land or building), eic.

The dividend is recorded at the market/fair value of th i i .
employed by a company, when it does not want to dilyge ;a::;::ﬂgmvi:ded, st [133*"”;;:
from liquidity problems. € Share position or when it suffe

MOre types mentioned in the foregoin?
r“rlt;::““,lple, % COmpany may decide to distribu®
% 1.€., 8crip, bond or property.

paragraphs, it is known as ‘Composite Dividend'. F
dividend partly in the form of cash and partly in othe

Interim Dlvi(_len.d: Dividend is normally declared in the At B o i
after the finalisation of the balance sheet at the end of a financial ye eeting (AGM) of a {.F,I.m,,m_t 3
declared and paid before the finalisation of the balance sheet or bcfu.i-; i-c}};tﬂw?ver. at times the div;ﬂenﬂ :ﬁ .

Ol a‘company. Such dividen®™
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|7 : bt " : ;
: ghtly termed as ‘Interim Dividend” and is paid when the Management/Board of the corapany has reasons
| 1o belicve that thc:' company hns'ulrcudy carned enough profits and at the year end the lcchl) ofy r;)ﬁ[ woul&
| be maintained or increased. At times the projections of a company's profitability may prove to |:I>)c wrong; as
such the Management needs (0 be extra cautious in declaring the interim dividend. o -

Interim Dividond is declared by the Board and paid before the approval of Annual General Meeting of a
company. Subsequently, when the AGM takes place and final dividend is declared in the normal
course, the amount of Interim Di '\ndcml. already paid, is adjusted and approv;il of ‘Interim Dividend' is
also granted spontancously. Interim Dividend is something like a part of dividend paid in advance.

Regular !)Ivldend: Tl‘lc dividend declared in the Annual General Meeting, in the normal course of
pusiness, is known as ‘Regular Dividend'. Regular Dividend is declared and paid after the finalisation
of a company's balance sheet every year.

if) Special Dividend: A well-founded *Dividend Policy' needs to be framed with a provision to ensure that
frequency in change of the dividend rate is kept at the minimum from year to year and the level of
profitability is not same every year. Even during a year of huge profit, the company may consider declaring
a ‘Special Dividend® instead of declaring an extraordinary rate of dividend for that particular year.

ii)

This would che:ck the expcgtalio'n pf shareholders to get a high rate of dividend during the subsequent
years, Declaration of ‘Special Dividend' by a company express to its shareholders that this is a ‘One-
Time' affair and may not necessarily be repeated during succeeding years.

51.3. Meaning and Definition of Dividend Policy

The vision of a company regarding the part (amount) of profit (remaining after the retained earnings are kept
xide) to be declared as dividend, is referred to as its ‘Dividend Policy’. Dividend Policy of a company is
developed and implemented through its *Board of Directors’. It defines the pattern of dividend declarations to

be followed in the long-term.

According to Weston and Brigham, “Dividend policy determines the division of earnings between payments
1o shareholders and retained earnings”.

" The ‘Dividend Policy’ of a company needs to be framed by its management in such a way that the net earnings
aesplitinto ‘Retained Earnings’ and ‘Dividends’ in an appropriate manner.

This framed policy should also meet both the objectives of:
1) Business growth, and
2 Maximisation of wealth for its shareholders.

md&ifiﬂn of breaking the ‘Net Profit’ (post-tax) into two parts, viz.:
b Retaining in the business for the growth of the company, and
2 Distributing to shareholders as ‘Dividend’,

s a crucial one, having long-term impact on the future prospects of the company. This decision is of
o unt importance. It is taken, keeping in view certain parameters like:
| Tarkel value of the company’s shares,
3 rend of profitability,
Xation angle, and
% of funds in a profitable way.

E‘”’W observations associated with the dividend policy decisions are:
) Whay percentage of *Net Profit’ needs to be distributed as dividend, and _
Whether a consistent and stable growth rate of the company's dividends is required to be maintained.

S
11}; Nature of Dividend Policy

ividend pol; : y it
) Policy of a company entails following characteristics: . :
Ef'ﬁu Rllﬂllonship with pRezﬂned Earnings: There is a close relationship between the ‘Dividend Policy’

: these are the two ‘end products’ of a company’s ‘Net

%ﬁoo-"?p any and its policy on ‘Retained Earnings’;
Ina Ei\fcn.year,

o
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Dividend Policy and Firm Valuation (Module 5)

2)

3)

4)

5

176

ons: ‘Dividend Palic_y'r of a company has gp,
n by the company. Dividend distribution the
a company. It may have to seck funds frop,
more, when compared with the cogt of
des distributing dividends, when beqg

Impact of ‘Dividend Policy’ on Future Financial Declsi
capacity to impact other future financial decisions to be take
shareholders results in the reduction of liquidity strength of
other external sources 1o that extent, the cost of which may be 7
‘Retained carnings’. At times, the management of a company deci
investment avenues are lacking.

Impact on Shares: ‘Dividend Policy' of a company is of extreme significance as it has Widl}-l‘ﬂnging

effects; it directly impacts:

i)  Market price of the shares,

i) Liquidity position,

iiiY Financing decisions,

iv) Growth rate of the business,

v) Maximisation of shareholder's wealth, etc.

From the shareholder's perspective, current dividends get precedence over future flijuidcnds or capital gains
due to lack of maturity and instability in the market. The effect of current rate of dividend on the share price
is visible in the market immediately in the form of increase or decrease in the share price (high rate of
dividends leads to the increase, whereas low rate of dividends leads to decrease). Better share price and a
high rate of dividend results in the *‘maximisation of shareholders’ wealth.

Optimal Dividend Policy: Keeping in view the consequences of ‘Dividend Policy’ of a company, it is very
crucial for a company to develop an appropriate ‘Dividend Policy’ in a rational manner taking into
consideration all the necessary inputs and ensuring that fluctuation in dividend payment is kept at the
minimum over a long period of time. Maximisation of shareholder’s wealth needs to be the prime objective.

1.5. Essentials of Sound Dividend Policy

Dividend policy decisions are strategic and long-term in nature. Their purpose is to achieve shareholder's
wealth maximisation. Various factors such as investors’ preference and financial condition of the firm are used
for making these decisions. Dividend may be disbursed in cash. Stock dividends are paid when the company has
excess reserves. Following are the main characteristics of a good dividend policy:

1)

2)

3)

4)

5)

Dislrihuti_un of Dividend in Cash: Cash dividends are considered superior to dividends payable through
bunds,' scrip or assets. Indian Companies Act forbids the payment of dividend other than in cash. The only
exception is made in the case of bonus shares.

Initial Lower Dividend: During the early stage of business,
larger pmtinn of profits for the purpose of internal financing,
for expansion and development of the business and also makes the foundation of the company financially sound.

Gradual Increase in Dividend: The company may see an increase in i< : .

. 4 asc In its income wi ' Siness.
The shareholders may want to share such increased income. In such cases the firm :]':th ]‘E{?wm - ﬂ:;:: 31'::3.: od
rate to avoid the possibility of shareholder’s dissatisfaction, The firm may ;.]so choose t? a chrlca§e d'le 'dlends

1 Vi g

Stability: The firm should endeavour to keep its dividend rates stabl - pay interim di
maintaining stability, the firm should bring about slow an
fluctuation in dividend rate may increase the possibility of Sp

Dividend Out of Earned Profits: ed profits should be

Only eamn
declaring any dividend, existing losses should be written off and on]
used for dividend purpose. The firm should also comply with 4 the re

it is'advisab_le to declare low dividend so as to retain
This helps in providing a cheaper source of finance

d gradual change in its dividend rates. Wild

used _for dcclaﬁﬁg profits. Before
Y remainder of the profits should be
lated government regulations.

5.1.6. Types/Classification of Dividend Policy
A company may adopt one of the following types of ‘Dividend Policy’, depenin
: g

upon the suitability:

Types/Classification of Divideng Policy |

Regular Dividend Policy

Stable Dividen Policy

Irregular Dividend Policy

Mo Dividend Policy
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! » pividend Policy: A gl:.o'mpmw having a sleadx stream of income may prefer this category of Dividend’
rent of dividends on a regular basis, even if the rate of dividend is low. In other words, the e

l R?:y'. Jt means payq R
poli i< on the regularity of dividend payout rather than on its rate. It suits the investors, who are:

S
rsons, and

" Retired pe . 5

3_}‘ persons belonging to low income group. g

1' : '.'-I'v-_a-):
rits of Regular Dividend Policy !

Me;iﬁ of a regular dividend policy are as follows:

4 ¢ it ensures regularity of dividend payments, the confidence level of the shareholders and faith of

jnvestors is higl}.. ' .
a positive signal in the market, resulting in the stabilisation of the market value of the

company’s shares. :
will of the company in the market is maintained.
:"'; The company’s shareholders are recipients of regular flow of income.
il pividend Policy: 'l_'his category of dividend policy ensures regular payment of a fixed percentage
8 o comp"‘")"f annual income to Its sharehpldcrs. It has three sub-categories:
' Constant Divldﬂl{i per Share: Under this sub-category, a ‘Reserve Fund’ is created to take care of
f fixed dividends to the sharcholders even during a year when the company is inadequate to

payment O : . :
generate revenue. Companies having stable annual income find this policy suitable.

Constant Payout Ratio: In this sub-category, a fixed percentage of a company’s annual saining 3 paid
1o the sharcholders as dividend.

e Plus Extra Dividend: Low rate of dividend per share is paid to the sharcholders on a regular
However, in the year of higher profit plus extra dividend is paid.

ii)

jii) Stabl
basis.
Merits of Stable Dividend Policy

Merits of stable dividend policy are as follows:
i) Itfacilitates building-up of confidence amongst the investors.

ii) Market value of a company's shares is stabilised.
iii) Goodwill of a company’s shares continues to remain positive.
" iv) Shareholders of the company get a regular stream of income.
' 3) Irregular Dividend Policy: As the name itself suggests under this type of policy, a company does.not pay
dividends to its shareholders on a regular basis, because of certain reasons, some of which are as follows:
i) Annual revenue generation by a company may be unpredictable.
ii) A company may be facing liquidity crisis.
iii) A company may be scared of giving regular payouts,
iv) The business carried out by a company may not be a su
) N? Dividend Policy: At times, a company may like to keep its entire net profit as
utilised for its business growth or for meeting its working capital needs.

| 5-1-7; Determinants/Factors Affecting Dividend Decision :

| }:*smding factons in determination of a particular ‘Dividend Policy’ to be adopted by a company arc as follows:
l"g" Bounding: This is the foremost deciding factor responsible for a company adopting a specific
Dividend Policy’, which needs to be compliant with various statutory provisions, especially those

contained in the Companies Act, 1956. These provisions relate to distribution and payment of dividends and
Include following:
’) Protection of interest of the creditors (outsiders).
u) Providing for the depreciation on the company's fixed and tangible assets.
') Dividends are not distributed from capital funds.
) ;;Pilymem of preference dividend needs to get prece
.°f the Earnings: Earning of a business organisation is the basis for deciding the upper limit of dividends to

:"dlﬂn'buwd amongst the shareholders. [f the earning of a company is adequate and stable, it is capable to
t future earnings, and the percentage of its dividends declared would be at a higher level. An optimum

divj ; . :
Yidend policy should look upon the quantum and type of a company’s caming over a long period of time.

due to certain reasons of the company.
ccess or profitable.

‘Retained Earnings’ to be

dence over the payment of ordinary dividends.

.
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an
3) Investment Opportunities and Shareholder’s Preferences: Management of a company needs to develqy

intai ;s
a ‘Dividend Policy®, which must be able to maintain a h:ﬂlmfic :fr:’-‘:[“’ﬂ s
i) Shareholders expectations with regard to rate of dividend, L ki gl
ii) Utilisation of retained earnings for investment in available pr

: . .
If a good numbser of profitable projects are on the horizon of a cump:m}; l;’f;::]il:lg:;eﬁﬁengrﬂ? uiwcn to
the retention of eamings over the dividend payout. However, the sh:ll‘l?r‘lﬂ i A Bolinil o bettey
rate of dividend and capital gains also needs to be protected. The financia S]ﬂwcr i divi;’“hhlder
is the determinant of hisher preference. As the rate of capital gains i1s [0 o i A All s end tay,
preference of a financially sound shareholder would be for capital gans as agal . €SE aspecys
need to be taken into account while formulating an ideal/optimal dividend policy.

4) Liquidity Position: As dividend payout to the sharehnldelrs- involves l_cas_h t'-l_:-:tll.l:lOWl; tl:-'sls nece.sls:nry at the
time of formulating a ‘Dividend Policy’ to make a provision for the llql}l _:]!!" ;a prevailing in p,e
company. A company facing liquidity constraint may not be able to dccl‘are_dfw lend payout at a Lb-c[lgf rate,
even if it would have earned well. Therefore, need to have cash funds/liquidity is given top position ip the
company and hence it may not prefer to pay cash dividend to its shareholders.

5) Company Intention towards Control; A company’s preference to depe_nd upon the ‘ljﬂtamfd_ Ea_mings' for
its business growth, expansion or diversification may be appreciated, if the undcrly:ng logic ls'pmperly
understood. Raising funds (for the above purposes) from other source than the retained eamings Jike
floating additional shares would result in dilution of the control over the company. Further, debenture issye
would increase the chances of fluctuation in the company’s earnings, which may not be considered in the
favour of existing shareholders. A company's intention to continue having control over its affairs would
result in a decision to reduce the rate of dividend and increase in the retained earnings.

6) State of Capital Market and Access to it: In case the liquidity position of a country’s capital market is
good, and a company’s earnings are high, the company may consider raising funds through the capital
market, rather than using its retained earnings for the same, provided the market is easily accessible for the
company. The result under the above situation, company would follow a ‘liberal dividend policy’ (i.e., the
dividend rate will be higher). However, in the absence of any of the above conditions, viz,:

i) Adequate liquidity in the capital market, '
1) Company’s earnings being at a comfortable level, and
iii) Easy access for the company to the capital market,

The company is likely 1o follow a ‘conservative dividend policy’ (i.e. the dividend rate will be lower).

7) Contractual Restrictions: When a company borrows funds from external sources, certain restrictive
clauses may‘bc imposed by the Ier-idt‘-rs. Such clauses / conditions are lajd down in the loan documents by
the lenders in order to protect their interests. Such restrictive clauses, sometimes, may relate to dividend

distribution. These clauses need to be kept in view at the time of frami *divi icy' of
aming the ‘dividend policy’ of 2

company, s0 as to ensure that the loans are not recalled by the credito f the

restrictive clauses. S On account of breach of any o

poor profit and pay poor rate of dividend. Another factor influenci s p -
company relates to stability of its eamning, St_ablc earning of a com;;§ ::;u?é‘v:dc:ld paying capab?hstyéu?ir:
eamings and thereby pay a hrgh_cr rate of dividend. On the other hand, 5 co nable 1l. to forecast 1t e
would not be in a position to project its future camings and thereby mab'lbe mpany with unstabIF can;ml
of retained earnings, resulting in payment of lower rate of dividend, compelled to have a higher

9) Inflation: Every year due to inflation, the cost of replacing fixeq
practice and the depreciation policy of a company, assets are de =
The accumulated depreciation fund is supposed to meet the risi year after year at the book v2
assets. However, when inflation rate is high, the depreciatic, i !
replacement cost. In such a situation, the management of a company m Y not be sufficient to mee

dividend, in order to maintain the financial health of the company, ay be Cﬁmpeu?d to reduce the rate ©

n fund
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{, cach company needs to have its ‘Dividend Policy’ famed according to the conditions under which it
X

L!"icdccmrc o high rate of dividend and also the conditions which would compel it to reduce the rate of

for its sharcholders. While framing a ‘dividend policy’, the broad parameters should be taken into

49 in a judicious manner:
nal

wﬂ'

I\

1.8

1o

I

mportance of Dividend Policy
¢ of the ‘pividend Policy" can be summarised as following:

1+ optimal .pividend Policy’ can maintain a balance between the business growth (retained earnings) and

jmisation of its shareholder’s wealth (dividend payment).
maxiies”

: galc of dividend payout symbolises a company's competence to do business effectively and generate
3

i< a decisive force in shaping the market value of a company.
; s

" evenucs. Professional analysts use the rate of dividend as a tool to assess the inherent value of shares.

{pividend

vields' is one of the inputs to compute ‘Beta (measure of the volatility) of a stock’. While

computing the value of a stock also, dividends have significant role.
4 Decision regarding dividend payment may impact a company’s external financing plans in an indirect

manner. Payment O

f dividends at a higher rate would result in shrinking of internal funds for reinvestment.

through share/bond issues, bringing about'c_hnnges in its capital structure as well as cost of capital.
§) Maintaining a balance between the objective of ‘maximisation of shareholder’s wealth’ and the decision
" pelating to long-term financing (distribution of dividends due to lack of better investment avenues) is one of
the most important goal of ‘Dividend Policy’.

§ Market value of the share price is impacted in a negative manner if the rate of dividend distributed by a
company is low.

7) Anadequate level o

f ‘Retained Earnings’ is necessary for a company with a view to focus on improvement

inits financial health, implementation of its growth, expansion, modemisation, diversification plans, etc.

lashort, ‘Dividend Policy’ of a company is quite significant as it is capable of influencing the financial health,

find management, liquidity status and growth of the company on one hand and ‘maximisation of investor's
sealih’ on the other.

519. Constraints/Limitations of Dividend Decision
The various constraints of dividend decisions are as follows:
) Information Signalling: The management cannot disclose any information of the company to the

fmslnrs. Due to this, communication gap arises between management and shareholders and this will
increase the price of stock which is less than under the conditions of information symmetry.

In the Sisl.la.lling theory, the firms take actions which cannot be easily done by the firms which do not have
iy promising projects. Paying more dividends is one such action. The increase in dividends shows the
m“fkcl that the firm is in the position of earning prospects which will help to maintain the higher dividend

In the

or future. It will lead to buoying effect on stock prices and will also have the positive sign for the market.

Same way, decrease in the dividends shows the negative signal to the market as the firms is not able to
the dividends, Thus, these actions will decrease the stock prices. The practical evidence about the

L reaction can be seen with the increase and decrease in the dividend which depends on the situation.

Y
I C.".!nle!e Efm,
"""'dends wh

fect: The investors have different types of demand. There are some which require more
ile other wants more capital gains or the other requires the balance of both dividend income

thej; apital gains. As the time passes the investors invest in the firm which offer the dividend policy as per

One and

i The firm

of Capital: Tw: , 24 o5 Ly Gt
" a:“ma 12 ‘u‘:l This helps to decide whether the distribution of capital is to be done or not, The Board
su

o r::nq:':;ements. The clientele effect refers to the preference of the investors of the company according to
irm w{lirhc presence of a clientele effects suggest that:

get investors according to their demand; and
Cannot change its regular dividend policy.

o € profits which the firm assumes to acquire (Ra) to the rupee profits that the shareholders
lli?:r:o eam outside (Rc), i.e., Ra/Rc. The firm will distribute the dividend if the ratio is less than
“Itm will distribute dividend if the dividend is more.
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Di\'idﬂl | ey 5 " z .
SR ) should follow the objectjy

formulated by the firm
ts of current rate

ivi It is al € of 3
of dividend. It is also CONSiger ¢ by
or

The

4) Objectives Realisation; The dividend policy form
of shareholder's wealth maximisation which consis
formulation of dividend. d by the di\"idﬂnd policy. The com "

5) Sharcholders’ Members: These members arc also get aﬁ'ct‘[;c ¢ involved in capital gains insteqq - Wiy
low pay-out with heavy re-investment attracts morc_sharchm ,;2 company with high dividend p;t},_ﬂ:uﬂ’gr.
income. The investors who prefer current income invest Ihn nanager for framing dividend policy, " Th
working of sharcholder groups acts as the major issue for the M i o s v N

6) Usage of Corporate Earnings: The funds which are not U:Sﬂweahh by changing the divideng “'_’den q
distribution. The dividend policy influences the shnrf:hnldcr so orate eamnings or not for declan'dyq"”
ratio. The financial manager takes the decision to give the corp N2 the

dividend policy .
A . i affect the financial structure, 1
The given issues are the part of dividend policy l'ormula}lon. :l'];fﬁgm Hence, the management rﬂmf of
funds liquidity, stock prices and the shnn:lmlders. satsfac ulaiiml ok o ddend pattern equ:rgE
implementing the high degree discriminative decisions in the form :

5.2. DIVIDEND MODEL AND FIRM VALUATION

proportion) to maximisation of its Shaf"-hoidgr-,
n its valuation differ, ang ,, tim:

J
-

Maximisation of a company’s value is closely linked (i".dimc; company ©
wealth. The opinions regarding effect of dividend decision of a i '
mnu-adicmn'.pfrum onf e:pcft to another. Supporters of ‘one school of thuugl';:_] Are of |Ihc. VIEW thy ,
company’s dividend decision is relevant and influences to a great extent, the Mumhon e s “rlc.a f and Lhem‘“-
the valuation of the company (relevance theory of dividends). However, the SLIPPUITEH‘: of “another -’fChDﬂl of
thought’ hold the opinion that company dividend decision is irrelevant, \'_-rh:en a company’s shareholder's Wealty
remains unaffected by its dividend decision (irrelevance theory of dividends). The theory of relevance j
supported by Prof. Walter and Prof. Gordon and the theory or irrelevance is propounded by Modiglianj 5
Miller. Both these theories are discussed in detail in the following points.

5.2.1. Dividend Relevance Decisions
There are two models of the dividend relevance decisions:

Dividend Relevance Decisions

Walter's Model '—L
Gordon's Model
5.2.2. Walter’s Model

Professor Walter (1963) proposed a model which maintains that the ‘Dividend Policy’ of a company is relevant and
applicable in ascertaining its net-worth. According to this model, the dividends received by the shareholders of ¢
company are reinvested by them onwards to have higher rate of retumns. From the company’s perspective, the costef
dividends paid 1o the shareholders is considered as *‘Opportunity Cost’ or the ‘Cost of Capital’ (K.) of the company.
Had the dividends been not paid to the shareholders, it (dividend amount) could have been used as capital by tx
company. The choice of appropriate dividend policy affected the value of the firm. :

In another scenario, a company dgcidcs not to pay dividends to its shareholders and instead invests the amoutt
of dividends in some remunerative avenues to eamn better rate of refyns (‘TJ T ki gfﬁ :r' i
necessarily more than or atleast equal to ‘K.', only then the retumns earned b th by invesind
elsewhere would be considered profitable as compared with the situation where ﬂleydiv?d ggg;p‘:ge pii :

The relationship between ‘r’ and ‘K. ‘is very significant as it formg aed ; s —
company necdsplu be formulated. According to the Walter's model,t];: rb::tsllgeo::: hich the dividend }.}?i::;dfi“
favour of distributing the profits in the form of dividends to the shareho] dErs‘ X n 1:hw: company may L et
the investment opportunities would yield bl:l!cr earnings for the Company a;1d :Jh‘. € other hand if r;lr | dlcci .
investing the retained earnings, instead of paying dividends to jis shareholders us, the company may
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: "mmpﬂnm of Walter's Maodel
:,I‘ anptions which form the Dasis of Walter's model, are mentio
o rf"n s Investment s made by the company el s helow
ot I“npnrlnl- COmpany out of the retained o
inetruments are notinvolved aned enrnings exal

I ity deb!
nr"‘_ nt Return and Cost of Capital: The rate of retum on the investment 14 made by the ¢om

of capital (K. remains unchanged

etention: The entive earnin i
: : i 18 either used for distri '
dinternally in o prompt manner s e

l‘ he L‘“"l
al Payout or R
_ Cﬁ'hm-hﬂl""" of reinveste
y " ¥ . .} . '

l t EFS oné “.I?' \.":‘l:'l "'-“I wt“uu' sl ?’"hh‘l. the value of Farning Per Share (EPS) and Dividend Per
Prs) may be changed in order o estaly ish results, but there is o presumption that |i|c value of EPS or

remain unchanged. However, the initial earmings and dividends do not undergo any change

The life of the company is very long or infinite.

# :’"ﬁ "
4 " Wt
:ﬁ;“"f ﬂ'l'“c:

Formula for Determining the Value of a Share

Wwalter’s :
.‘J-:‘-:.“ins 41 the market price of a share, Prof. Walter had evolved the following formula:
e :

D+r(E-D)/K :
ice per share (P) = ™ L or Pu2,fEB-DVK,
\“rtﬂ pn ¢ K, Ke

= Market price per share;
L D= pividend per share;
¢ = Internal rate of return
_ Earnings per sharc; and
K. = Cost of equity capital
gaed 00 the relationship between Internal Rate (r) and Cost of Capital (K.), the companies may be of following
fﬂg%-oi'icnted Companies (having ‘r’ > 'K¢’)
.. Normal Companies (having ‘r=‘K."), and
| Decline-Oriented Companies (having ‘' < ‘K.")
e three types of companies given above are described as follows:
*:’ Gmdll-Odenled Companies: Such companics have ‘Internal Rate’ more than the ‘Opportunity Cost of
jal' (¢ > K. These companics tend to grow fast, as they are able to grab better investment
unities, which provide them more yiclds than the ‘Opportunity Cost or Cost of capital’. Their net-
sorth in terms of “Market Value per Share’ may be maximised if they have a policy of diverting the entire
‘retained earnings’ 10 internal investment without bothering for dividend payout 1o its sharcholders. This
seans, for a ‘Growth Oriented Company” the optimuh PAYRH ratio would be zero. In the above formula,
w0 increase in ‘P" (Market price per share) would be followed by a decrease in pay-out ratio.

- %) Normal Companies: Such companies have ‘Internal Rate’ equal to the *Opportunity Cost of Capital’ ('r'=
*K."). Their growth is neither too fast nor too slow, as they have limited ability to explore better investment
opportunities (having yielded more than the ‘Opportunity Cost or Cost of Capital'). In Walter's Model, for
such normal companies with ‘r'= ‘K, the dividend policy has no impact on the ‘Market Value per Share’.
Therefore, the concept of ‘Optimum Payout Ratio’ is also lacking under this category of companies. The
dividend policy of a normal company is in no way different from the other.

Y Decline-Oriented Companies: Such companies have ‘Internal Rate’ less than the ‘Opportunity Cost or
Cost of Capital’ (r < K,). They tend to grow rather in a slow manner, as they do not get a chance to invest in
lucrative options for their retained earnings. Their net-worth in terms of ‘Market Value per Share’ may be
maximised if the ‘retained earning’ is kept at zero or in other words, the entire net profit is distributed

amongst the shareholders as dividend. The ‘Optimum Payout Ratio’ of such companies is 100%.

:M following strategy needs to be adopted under the given situation:
Ire earnings to be retained and invested in high-yielding instruments, when r > K, and

2 y
! Entire earnings to be distributed as dividend amongst the shareholders, when r < K.
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Dividend Policy and Firm Valuation (Module 5)

ABC, Ltd. carning pet share T9; internal rate of retur,

Example 1: The following information relate to e under the Walter's model, I8¢,

cost of capital 12%, payout ratio 33.33%. Calculate the market pric

Solution: According to Walter’s Model, ?

Market price per share (P) =

D+r(E-D)/K,
K.

Where,
Internal rate of return (r) = 18%
Eamings per share (E) = 39
Cost of equity capital (K.) = 12%
Dividend Payout Ratio (D/P Ratio) = 33.33%
Dividend per share (D) = 3
So,D=E x D/P Ratio =79 x 33.33% = ¥3

3+.18(9-3)/.12
A2

Thus, Market price per share under Walter’s Model is 100.

Market price per share (P) = =3100

Example 2: Given the following information about ZED Ltd., show the effect of the dividend policy on he
market price of its shares, using the Walter's model:

Equity capitalisation rate (K.) =12%
Eamings per share (E) =38
Assumed retumn on investments (r) are as follows:
1) r=15%
2) r=10%

Solution: To show the effect of the different dividend policies on the share value of the firm for the three levels
of r let us consider the Dividend Payout (D/P) ratios of zero, 25%, 50%, 75% and 100%,

Market price per share (P) = 2+ r{ﬁ; D)/K,

) r>K.(r=15%, K. = 12%)
1)  If Dividend payout ratio (D/P Ratio) =0
Dividend per share (D) = Eamings per share (E) x D/P Ratio
=8x0=0

Market price per share (P) = ks U.IS({}Sl; 0/0.12 =TE3
Thus, Market price per share (P) is 83, when D/P ratio is 0%.
ii) If Dividend payout ratio (D/P Ratio) = 259
Dividend per share (D) = Eamings per share (E) x D/P Ratio
=8x.25=12

2+0.15(8 -
Market price per share (P) = = 558122“0‘12= 79

Thus, Market price per share (P) is ¥79, when D/P ratjo is 25%,

iii) If Dividend payout ratio (D/P Ratio) = 50%
Dividend per share (D) = Earnings per share (E) x D/p Ratio
=8x.50=34

4 +0.15(8 - 4)/0.12 i
0.12 it

Thus, Market price per share (P) is ¥75, when D/P ratig js 509,

Market price per share (P) =
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o ' g /P ratio) = 75%
jvidend payout ratio. (D" ¢
[fDivi D) = Earnings per share (E) x D/P Ratio

i¥) . 4end per share (
Dmdw w =8x.75=36
6+0.15(8 - 6)/0.12
Market price per share (P) = T =271
Thus, Market price per share (P) is ¥71, when D/P ratio is 75%.
If Dividend payout ratio (D/P {atio) = 100%
v) Dlvidcnd per share (D)= Earnings per share (E) x D/P Ratio
=8x1.00= I8
8 +0.15(8 - 8)/0.12
i are (P) = b
Market price per share (P) 8 o

Thus, Market price per share (P) is T67, when D/P ratio is 100%.
retation: From ns it can be observed that when the return on investment is

er than the cost of capital, there is an inverse relation between the value of the share and the payout
atio. Thus, the value of ZED Ltd. is the highest when the D/P ratio is zero (P = ¥83) and this goes on
declining as the D/P rati the optimum dividend policy for a growth firm is a zero

gividend payout ratio.
) 1<Ke(r= 10%, K. = 12%)

the above calculations i

o increases. Hence,

(D/P ratio) = 0%

j) If Dividend payout ratio
Dividend per share (D) = Earnings per share (E) x D/P Ratio
=8x0=0
Market price per share (P) = 0+ 0.10[()Sl; 0)/0.12 _ 756

Thus, Market price per share (P) is 256, when D/P ratio is 0%.

ii) If Dividend payout ratio (D/P ratio) = 25%

Dividend per share (D) = Earnings per share (E) x D/P Ratio
=8x.25=%2 .
Market price per share (P) = 2 + 0.10(()81; 2)/0.12 _gcq

) E‘us Market price per share (P) is ¥58, when DVB zatio is 23%.
Dividend payout ratio (D/P ratio) = 50%
Dividend per share (D) = Earnings per share (E) x D/P Ratio
=8x.50= T4

Market price per share (P) = 0.10(()31; 41012 _ge)

Thus, Market price per share (P) is 61, when D/P ratio is 50%.

i) I 1ye..
) giﬂgrdend payout ratio (D/P ratio) = 75%
end per share (D) = Earnings per share (E) x D/P Ratio
=8x.75=%6
6+0.108—6)/0.12 _ 45,
0.12

t price per share (P) =

Thug
Market price per share (P) is 264, when D/P ratio is 75%.
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Dividemd Pohiey amd ¥inm Valuation (Module 8)

VI Dividend payout ratio (/1 mtio) = 100%: : g ‘.
Dividend per share (1) = Eamings per share (1) x D/ Ratlo coh

=8 X L = TR
8 01008 - 8)/0.02  4cn e

Market price per share (P) = S T

Thus, Market price per share (P) is T67, when D/P ratlo is 10055,

Interpretation: When the return on investment is less than the cost UI. :tllll'.i}'it‘lllﬂll1|- 'Jlll_cululinw- fevey)
that the firm's value will enhance as the D/P ratio increnses. ll)l!c o ll_'ll. pos l T" L‘nrr:.!xlllmn betwegy, the
share price and the dividend payout ratio, firms which have their retumns on investment less thay (), COn g

equity capital should prefier a higher dividend payout ratio in order to maximize the share valye,

S2.2.3.  Criticisms of Walter's Model ‘ el

Various presumptions made by Professor Walter in his model have invited severe criticism, us they ure More

hypothetical in nature and less practical in reality, Some are described below:

1) No External Financing: To assume that all the investments made l_)y W company are out of Teling
camings’ is not realistic. In practice, it is an appropriate combination of the ‘retained carmnings' g
‘external sources of funds’. .

2) Constant Return (‘r"): The model postulates that the internal rate of retum, ic., ‘", remains unchange,

However, it is not true; ‘rate of return’ is a varinble component and changes with the change in the level of
investment.

3) Constant Opportunity Cost or Cost of Capital (K,): The basic nature of ‘Qppurlunity Cost of Capital® i
vaniable. Therefore the assumption of it being constant may not be correct. Risk pattern of a company keeps
on changing and so does its ‘opportunity cost or cost of capital (K.)".

5.23. Gordon’s Model

This model postulated by Myron Gordon (1963) and John Lintner (1962) independently, and is also referred

to as ‘Bird in Hand" theory. This theory is made from the phrase “A bird in the hand is worth two in the

bush”. Where “a bird in the hand’ is used for dividends and the “bush” is used for capital gains. This theory

says that investor prefers to have fixed dividend as compare to getting capital gains from the investment in

stock. According to this model, rate of dividend distribution is relevant in establishing the markel value of 3

company. The “Stock Valuation Model’ of Gordon states that value of a company’s cost of equity financing is

determined by: :

1) The rate of dividend payout, the company is expected to give to its shareholders as also ils (rate of
dividend) annual growth rate, and

2) Current market price of its share.

This model states that dividend is relevant and jt affects the value of the firm which is explained by the help of
few assumplions,

5.23.1.  Assumptions of Gordon’s Model
Following presumptions have been made in the Gordon's mode]:

1) All-Equity Company: The Company's sources of raising funds are restricted to the equity capitd
exclusively and it is free from the burden of debt,

2) No External Financing: No external financin
be used for:
i) Investment,
ii) Financing expansion or diversification plan of the company,

& is available to the company. Only retained earnings would

Thus, ‘dividend and investment’ policies are also contradicted

e in Gordon's model exactly like Walter
model.
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® : Company's internal
Rate of Return (r): pany’s internal rate of return : 4 g .
ons“;::mhing mm—ginal cfﬁcicncy of investment. (I') remains constant, in totﬂl dlsmgard of

) g‘dim
ital (K.): The constant cost of capi . i
qant Cost of Capital (K.): ost of capital (appropriate discount rate K.) for the company

cons impact of variation in the company's risk perception and its effect on K.

- erlooks the
 porpetual E4F
.ﬂ No Taxes! Total ab: '
tention Ratio: The ‘Retention Ratio' ‘b’ (or the percentage of earnings retained) once

]
nings: The Company as well as its sources of earnings are perpetual

sence of Corporate Taxes.

onstant Refer : i i '
jetermined continues to be the same, which results in the growth rate, (‘g’ = ‘br’) being constant eternally.
ool sater than Growth Rate: The cost of capital i i i ‘
ot fial Gréd . 4 . st capital (appropriate discount rate K,) is presumed
g C £0"5 than the growth rate (K, > br = g). If this presumption is not met, it is difficult to arrive at

;igniﬁcafil‘ value for the share.

Gordor’s Formula for Determining !'h'é_'Va_lue of a Share
'As it the Gordon's *Stock Valuation Model’, the market value of a company's share is equal to the present
future stream of dividends to be received by a shareholder of the company.

yalue of
calowing formula would make it more explicit:
: E(1 - b) D, rA(I—b)
i . O A=l g em————
mice of share (P) & F X b
Where,
P = Price of share

E = Earning per share
b= Retention ratio or percentage of earnings retained
(1 -b) = D/P ratio = percentage of earnings distributed as dividends
K. = Capitalisation rate/cost of capital
r = Rate of return earned on investments
=g = Growth rate i.e., rate of return investment of an all equity firm.
Dy = Expected dividend
A = Investment per share

Bexse Eaming per share is not given in the question required following formula is used:

Net Income
Number of Outs tanding Shares

Eating per Share () =

E :
Mmple 3: G limited has invested 500 lakhs in assets. There are 50 lakhs shares outstanding. The par’

W : s
,u:i:p“ share is 10. It earns a rate of 15% on its investment and has a policy of retaining 50% of

G 8. If the appropriate discount rate of the company is 10%, what is the price of its shares using the

N 'S model? What will happen to the price of the share if the company has a dividend payout (D/P)

80% or 20%7

* Gordon’s Share Valuation Model

" of share (py . E(1 = b)
Ke'— br-

A |

55



i

»

Dividend Policy and Firm Vatuatioa (Module 3)
Where, E

Rate of retutn on investments (r) = 15%

Cost of capital (K.) = 10%
NetIncome

Eaming per share (E) = NumberofOuts tan dingShares

1) If Dividend payotnt ratio (D/P ratio) = 50%
Retention ratio (b) = 100% - 50% = 50%
Growth rate (br) = Retention ratio X Rate of return on
=0.50 x 0.15 =0.075

. 1.501-050) _ 075 _ya0
Price of share (F) = 550075~ 0.025

s00x15% _ T2 = 1.5
= 50 50. :

investments

Thus. Price of share (P) is $30, when D/P ratio is 50%.

2) If Dividend payout ratio (D/P ratio) = 80%.
Retention ratid (b) = 100% ~ 80% = 20%

Growth rate (br) = Retention ratio X Raté of return on investments

=0.20x0.15=0.03

1.5(1-0.20) _ 1.20 —217.14
0.10-0.03 0.07

Price of share (P) =

Thus, Price of share (P) is 217.14, when D/P ratio is 80%. .

3) If Dividend payout ratio (D/P ratio) = 20%
Retention ratio (b) = 100% ~ 20% = 80%

Growth rate (br) = Reterition ratio x Rate of return on investments

=0.80x0.15=0.12

1.5(1-0.80) _ 03 R
0.10-0.12 -0.02 -

Price of share (P) = P=

Thus, Price of share (P) is =15, when D/P ratio is 20%,

Nete: ‘K.’ and ‘r’ remain constant and will not change due to retent
earnings. If these factors are allowed to be changed, the negative share

price does not exist.

Example 4: If K. = 11% and E = 15, calculate the stock value of XYZ Lud,
. for:

1) r=12%
2) r=11%
3 r=10%
For the various levels of the dividend payout (D/P) ratios,
D/P Ratlo (1~ b)
iy 10%
i) 20%
Solution: iy
: 1-b)
Price of share (P) = ey

¥

Retention Ratig

0%
80%

T —— e ———
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| k(=12%Ke=11%)

1) .r) {f Dividend payout ratio (D/P ratio) = 10% et :
l Retention ratio (b) = 100% — 10% = 90%

Growth rate (br) = Retention ratio x Rate of return o

=0.90'%0.12=0.108 N investments
15(1 - 0.9)
. h = e—— ? <~
Price of share (P) TP 750 .

Thus, Price of share (P) is ¥750, when D/P ratio is 10%.

ii) If Dividend payout ratio (D/P ratio) = 20%
Retention ratio (b) = 100% - 20% = 80% : v sl

Growth rate (br) = Retention ratio x Rate of return on investments
=0.80x0.12 =0.096

15(1 - 0.8)
—_— =214, __
0.11-009% 2+ 0
T'I}(_ —
Thus, Price of share (P) is ¥214.28, when D/P ratio is'zq& e

Price of share (P) =

) =K. (r=11%, K. = 11%)
i) If Dividend payout ratio (D/P ratio) =10% _
Retention ratio (b) = 100% — 10% = 90% k
Growth rate (br) = Retention ratio x Rate of return on investments
=0.90 x 0.11 = 0.099 a

151-09) _ 713636

Price of sh: - :
N i 0.11-0.099 . .

Thus, Price of share (P) is 2136.36, when D/P ratio-is 10%.’

ii) If Dividend payout ratio (D/P ratio) =20%
Retention ratio (b) = 100% — 20% = 80% ;

Growth rate (br) = Retention ratio X Rate of return on‘investments
=0.80 x 0.11 = 0.088

. 15(1 - 0.8) ;
Price of - k.. B LT
R s s.har? (F) 0.11-0.088: :

Thus, Price of share (P) is 7136.36, when D/P ratio is 20%.

3
: <K (r=10%, K. = 11%)

) If Dividend payout ratio (D/P ratio) =10%
Retention ratio (b) = 100% — 10% = 90%
Growth rate (br) = Retention ratio X Rate 0

=0.90 x 0.10 =0.09
15(1 - 0.9) _ 775
0.11 -0.09 R
Thus, Price of share (P) is €75, when D/P ratio is 107:

f return,on inyestments

Price of share (P) =

") If Diyidend payout ratio (D/P ratio) =20%
Retention ratio (b) = 100% — 20% = 80%
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Dividend Policy and Firm Valuation {Module 5) ;

Growth rate (br) = Retention ratio x Rate of return on investments. -
=0.80x0.10=0.08

15(1-0.8) _
0.11-0.08
Thus, Price of share (P) is 100, when D/P ratio is 20%.

Price of share (P) = T100

] v
The above example explains the relevance of dividends as given by the Gordon s M:d;zlc. al: dmdgci::; three
situations, the firm’s share value is positively correlated with the pay-out ratio Wht'fl : et S drikt ok s :
an increase in the payout ratio when r > K,. Thus, firms with a rate of return greater h‘ the cost of S
should have a higher retention ratio and those firms which have a rate of return less than -:[[s u? capital
should have a lower retention ratio. The dividend policy of firms which have a rate of return equal to the cost of
capital will, however, not have any impact on its share value.

5.2.33. Criticism of Gordon’s Model .

The assumption of Gordon Model has resemblance to Walter model. The cc-nclud‘mg essence of the Gm.d"_'."‘s
Model and Walter's Model about dividend policy are more or less the same. This may bF due to the 5|.rm]ar
presumptions underlying both the models. That is why the limitations prevailing under the *Walter Model also
exist in the *Gordon Model'.

5.2.4. Dividend Irrelevance Decisions : _
Proponents of Irrelevance theory of dividends hold the view that a company’s valuation remains unaffected by
its dividend decision. There are two models in this regard. Following are the two models of irrelevance:

Dividend Irrelevance Decisions

Meodigliani and Miller —u_
Hypothesis/Model Traditional/Residual Approach

5.2.5. Modigliani and Miller Hypothesis/Model

The genesis of Dividend Irrelevance Theory of Modigliani and Miller may be traced back to the ‘Capital
Irrelevance Model’ advocated by them in a paper published in 1958. Under the above model, a view was held
that the capital framework of a company has no relevance as far as its future outlook is concerned. The above
paper was followed by another paper published in 1961, wherein they came up with an entirely innovative idea.
according to which the investors need not bother about the payment/non-payment of dividends from a company,
in which they have an investment (of course subject to certain presumptions). Under the MM Model, a view
was held that for the investors the ‘dividends’ and ‘capital gains’ are nothing but the ‘returns’ on their
investment. The value of a company, therefore, hinges upon its earning, which is the outcome of its:

1) Investment policy/decisions, and
2) Overall performance of the industry, in which the company is engaged.

Dividend policy of a company has_got not‘hing to do with its valuation. The information, an jnvestor is required
to have about a company, for taking an investment decision relates to the company’ 5, N
performance of that particular industry. € P

The theory further elaborates as to why an investor needs to be indiffer, . 3
Accordingm this model, the investors may have their own cash-inflow i“?;:m“:ltiho[igzl;d to the dwldenc:h paygz
held by them, as per their cash requirements n'rcspecl:i}fe of the fact whether the stt)ckgh 5[1:1'1 In respect to the S e
or not. In case an investor has dividend paying share in its portfolio and he fhesncel cld by them bring divi a5
time, the dividend proceeds would be reinvested in some shares (of same com ave the use of money at :
Similarly, if an investor of a non-dividend paying company needs cash, he can se]] ap;:jl.ft :tr h?:mtzc ?;&]I-,el;d{':z;pw} !
5 Olal -
5.2.5.1. Assumptions of Modigliani and Miller Model
There are certain assumptions (mentioned below), on which MM model of irreje .
1) Perfect Capital Markets: A company manages its business in 3 perfect cq ;zlnce 15 based:
*+ A perfect capital market involves: Pital market*,
i) Behaviour of investors needs to be reasonable and logical.
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L4 ; : .
. <hould have transparency, 1.e., any information searched for should be easi ly available.
il Tr‘ncl'C <hould not be a transaction/floatation cost,
iil) i

) No single investor should be big enough to influence the price of a share.
i) No'

) :: ame. For an investor, value of a rupee received as dividend payout should not be different from the
l o

JJuc of a rupee received as capital gain.
"

., Fixed [nvestment Policy: Every company has a fixed long-term ‘Investment Policy’.

~o Risk: There are no clements of underlying risks regarding uncertainty,
9§t

£25.2. Modigliani and Miller Formula for Determining the Value of a Share
The following formula is used to determine the market price of a share-

_Di+h
" 14K,

where, Po = Market price per share at the beginning of the period, or prevailing market price of a share
D, = Dividend to be received at the end of the period '
P, = Market price per share at the end of the period
K. = Cost of equity capital or rate of capitalisation & e

The value of P, can be derived by the above equation as under:
Py=Py (1 +K)-D,

There is another way of explaining MM hypothesis:

Itis presumed that investment requirements of a company on account of dividend payouts are financed out of
the fresh issue of equity shares.

Following formula may be applied to calculate the number of shares required to be issued by the company:
I-(E-nD,)

P,
Further, the company's value may be obtained with the help of the following formula:
P, = (n+m)p, - (1-E)
1+K,

m=

Vhere, m = Number of shares to be issued

I' = Investment required

E = Total earnings of the firm during the period
Py = Market price per share at the end of the period
K. =Cost of equity capital N
= Number of shares outstanding at the beginning of the period
Dy = Dividend to be paid at the end of the period
Py = Value of the firm

E"'IIIJI»S ; h. The shares are currently quoted at
* ABC Lud. has ital of 210 lacs in equity shares of 100 each. S yq a
::e  Company PTOposc: ::'c)llalilalion of a dividend of 10 per sh;m.: at the end of the current financial year.

““Pitalisation rate for the risk class to which the company belongs is 12%.

rjh “’?n'be the market price of the share at the end of the year, if:
) 4 g idend is declared?
Widend is not declared?

?;;;’"i"z that the company pays the dividend and has net profits of ?5.&0.&0:[3:' makes new investment of
during the period, how many new shares must be issued, Use the .

Qrannard with CamQrannar

59

Taxes: Taxes are cither non-existent or the tax rates applicable to ‘Capital Gains' and ‘Dividends’ are



Dividend Policy and Firm Valuation (Module 5). .
Solution:

? ?:tlmber of shares to be issued when a dividend is declared (Y10 per=shar¢)'
i

i)

1%

o
-|r| LI

Price of the share at the end of the current financial year:
Pi=Py(l +K,)-D,

Where,

Market price per share at the beginning of the period (Po) = 3100

Dividend to be received at the end of the period (Dy) = T10 per share
Cost'of F':qui_ty cnpitﬂi (Ke)=12% or .12 i A T :

.... i

Mirket price pér share at'thé end of the period (Py) = 100(1 + 0.12)'~'10 =100(1.12) - 10 =%102
Number of shares to be issued:

m=————"1

P,

15% LR Yy fird i hedn LI
Where,

Investment required (I) = 10,00,000,, - .- . ..
Total eamings of the firm during the period (E) = 5,00,000

Number of shares outstanding at the beginning of the period (n) = 10,00,000 + 100

= 10,000 outstanding shares
Dividend to be received at the end of the period (D)) =%10 - :

Market price per share at the end of the. period (P;) = ¥102 . .

Number of shares to be issued (m) = 10,00,000-(5,00,00010,00010)

102
_10,00,000-(4,00,000)

102

_6,00,000
102

=5882 shares

2) Number of shares to be issued when a dlviden& is not deélared

i)

ii)

Price of the share at the end of the current financial year:
P, =Py(1 +Ko) - D,

Where,

Market price per share at the beginning of the period (Po) =100
Dividend to be received at the end of the period (D) =0
Cost of equity capital (K¢) = 12% or .12

Market price per share at the end of the period (Py) = 1001 +0.12) - 9 = 100685 STID
Number of shares to be issued: ; :

mzl—(E"“Dl}
Pl

i d(D) = 10,00,000
Investment require = 10,00, _ _
Total earnings of the firm during the period (E) = 5,00,000 HRRTY
Number of shares outstanding at the beginning of the period (n) = 10,00,000 < lb(j

= 10,000 outstanding shares
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9 pividend to be received at the end of the period (D)) = ()

Market price per share at the end of the period (P,) =312

I 0-00-000“(5-00.0“]-0)
112

=4464 shares .

Number of shares to be issued (m) =

_5.00,000
112

mple 6: PQR Ltd. has a capital of !lﬂ.(?().()ﬂo in equity shares of 7100 Ench;-m shares are currently
E“md ¢ par. The company proposes declaration of a dividend of 710 per share, The gapitalisation rate for the
ik class 10 which the company belongs is 12%. What will be the market price of the shares at the end of the
it -
’wh'o dividend is declared, and

;: 10% dividend is declared?

ming that the company pays the dividend and has net profits of ¥5,00,000 and makes new investments of
£10,00,000 during the period, how many new shares must be issued? Use the MM model.

sdﬂﬁbn: Under M.M. Model, the following formula is used to asccn.ﬁgn the market price of Equity Sharcs:
1 ; 71}
a——X (D, +B) aef s -
h=1+

Where, Prevailing market price of a share, i.e., ¥100 in this case. (quoted at Par) (Po) =200
Market Price of a share at the end of period one (Py) =?
Dividend to be received at the end of period one (D,) =¥10
Cost of Equity Capital (K.) = 12%

1) If No Dividend is Declared:

1
%P,
1612

Pi=100%1.12=%112

The market price of the equity share at the end of the year would be T112.

2) IfDividend is Declared

i+01z  Jo+h)

Pi=112-10=2102

2
The market price of the equity share at the end of the year would be T102.

3
) New Shares to be Issued under MM Model:
ms1=(E~nD,)
Where, oy 000
» Investment Required (I) = 210,00,
Total Earnings of the Firm (B) = 25,00,000

Shares Including Dividend = 10,000 10
Market Price of Share (P)) = ¥102
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Dividend Policy and Firm Valuation (Module 5)

m = 1090000 - [5,00,000 - (1,000 % 10)] _ 10.00.000 -_EIL«EJE‘]_:M e
102 i 102
_ 10,00,000 - 400,000

102 = 5483 Shares

: on 1* April. The
Example 7: Proponant Ltd. had 50,000 equity shares of 210 cach outsiaeding 22 08 0 e cumni—*;frea are
being quoted at par in the market. The Company proposes 1o pay 2 ',ji‘”d;] dohi2pe Hancial
year. It belongs to a risk class where appropriate capitalisation rale 15 15%-

. o =s *s sh it is likely
Using Modigliani-Miller Model -and assuming no taxes. Ascertain price of Company's Share as it is likely 1

prevail at the end of the year when:
1) Dividend is declared.
2) Nodividend is declared,

Also find out number of new equity shares, the company must issue w_':_neet its investment needs of 71100.00‘.],
assuming net income of ¥1,10,000 and assuming that the dividend is paid.

Solution: Calculation of Market Price of Equity Shares:

p =Dit+h
° 14k,

Where, Prevailing Market Price of a Share (Pg) = 710
Market Price of a share at the end of Period One (P)) =7
Dividend to be Received at the end of Period One (D) =2
Cost of Equity Capital (K,) = 0.15

1) If Dividend is Declared:
_(2+P)
T 140.15
11.5=2+P,

~P=11.5-2=395
The market price of the equity share at the end of the year would be 9.5
2) If No Dividend is Declared:
e B

140,18
A~ Pi=10x1.15=%115

The market price of the equity share at the end of the year would be 211.5

3) New Shares to be Issued under MM Model:

m=l-—{E~nD|]
B

Where, Investment Required (I) = ¥2,00,000
Total Earnings of the Firm (E) = ¥1,10,000
Shares Including Dividend (nD,) = 50,000 x 2
Market Price of Share (P)) =9.5

4 2¢m;[m s [’II ﬂlm - [Sﬂ,mx 2]] - zimlm s (] I] D.m" LIM.M}
9.5 9.5
_ 2,00,000~1,00.000 _ 190,000 _ 5 00 1o
95 9.5
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¥ 3 3
8 !\B(‘ L"l. h‘CIﬂ“g!’i "‘) i "qk lel‘\q f"f Whl(.'h 'hf: ,‘]ppr”pria".. ‘:;]pj'ﬂﬁ;;’ti”ﬂ rate j’; I’)’/fz n ‘.‘"fﬂ:ﬂ”y
F’“m,qandiﬂﬂ 5,000 shares scllmg at {mn cac!l, The firm is comtemplating the declartion of dividend of 26
yre at the end of the cilf”"' financial year. The company expects 1oy have i net inicome of 290,000 and has
| for making new investments of 100,000, Show that wndes the M

505
5 JT“:; Joes not affect the value of the firm.
div

M hypathesis, the payment of

ons
v:’l:luc of the firm when dividends are paid:
iy Price of the share at the end of the current financial year,

Py=Po (14K.) = Dy

)]

Where,
Market price per share at the beginning of the period (P,) = 7100

Dividend to be received at the end of the period (D) = 26 :
Cost of equity capital (K,) = 10% or .10 1 per share

Markctpﬁccpchhm at |hccnd0flhcpﬂﬁ0d fP])‘_' ]mf].l..[g),,(): Irﬂ‘Jx l.l‘)—ﬁ:]i‘)-—ﬂ:?lfj.;

ii) Number of shares to be issued.

P
Where,

Investment required (I) =21,00,000
Total earnings of the firm during the period (E) = ¥50,000

Nylpbcr of shares outstanding at the beginning of the period (n) = 5,000 outstanding shares
Dividend to be received at the end of the period (D)) = 26
Market price per share at the end of the period (P) = 104

Number of shares to be issued (m) = l.00.000-(50.000-5.090x 6)

104
= 80000 _ c0 23 shares
104

i) Value of the firm

Value of the firm(np,) = F ml)Pnlz(l -E)
+ L

Number of shares outstanding at the beginning of the period (n) = 5,000
Number of shares to be issued (m) = 769.23
Market price per share at the end of the period (Py) = ¥104
Investmen, required (1) = ¥1,00,000
Total tarnings of the firm during the period (E) = 50,000
Cost of equity capital (K.) = 10% or .10
= 5,000 4769.23) x 104 - (1,00,000 = 50,000)
1+.10
= (5769.23)x104-(50,000) _ 6,00,000~50,000 _ 550000 _ 45 5 000
54 110 ’ 110 .
i}‘l';;iﬂf the firm when dividends are not pald:

P ¢ per share at the end of the current financial year.
1= Py (14K,) - D,

Qrannad with CfamQrannar

63



N ——
“}1
Divideng Policy and Firm Valuation (Module 5)

Where, :od (Po) = 7100
Market price per share at the beginning of the period -
Dividend to be received at the end of the period (Dn =

_100x 1.10=T110

Cost of equity capital (K,) = 10% or .10 0
= 100(1+.10) -

Market price per share at the end of the period (Pi

ii) Number of shares to be issued.
m = —i:E::;rl_Dl_}
P,
Where,
Investment required (T) = ¥1,00,000
Total eamings of the firm during the period (E) = $50,000 25,000 outstanding shares
Number of shares outstanding at the beginning of the period it
Dividend to be received at the end of the period (D) =0
Market price per share at the end of the period (P) =110
1,00,000-(50000-0) _ 50000 _ 454 54 shares

Number of shares to be issued (m)= T10 110

iii) Value of the firm
Value of the firm (nP,) = (n+m)P, - (I-E)
1+K, )
Number of shares outstanding at the beginning of the period () = 5,000
Number of shares to be issued (m) = 454.54
Market price per share at the end of the period (P;) =¥110

Investment required (I) = ¥1,00,000
Total earnings of the firm during the period (E) = 50,000

Cost of equity capital (K.) = 10% or .10
_ (5.000+454.54)x110-(1,00,000 - 50,000)
1+.10
= (5,454.54) x110 - (50,000) g 6,00,000- 50,000 = 5,50,000 = 5,00,000
1.10 1.10 1.10
Hence, whether dividends are paid or not, the value of the firm remains the same 5,00,000.

5.2.53. Criticisms of MM Model

The MM model has been under criticisms on account of the following grounds:

1) Tax Differentials: The presumption under MM approach regarding absence of taxes is not a realistic one.
The fact is the dividends received at the investor's end are not taxable, whereas capital gains are taxable.

Under the circumstances a shareholder, as a tax saving measure, would prefer to continue having dividends
(and avoiding tax payment) rather than booking capital gains (and paying tax thereon).

2) Floatation Cost: Under MM Model, payment of dividends and raising external funds has been considered
on equal basis. This consideration cannot be correct because of the floatation costs involved in raising of
external funds. Thus, one rupee of dividend is not replaceable with one Tupee raised through external funds.

Retention of the earning is, therefore, beneficial for a company.

Transaction Costs: If the transaction costs are not involved, the cost of one rupee of capital value i
convertible into one rupee of current income and vice versa, It means that in a situation where dividends
not being paid, a shareholder looking for current income may opt to sell a part of his/her stock holdings

without paying any transaction cost.
However, in practice, due to the transaction costs are involved, investor’s preference is for current dividend
rather than retained earnings. i

3)

. L T
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+ ersification: If a company decides to retain its earnings (instead of dividend payouts), the sharcholders
ﬂ;d pot be in a position to expand or diversify their portfolios. The investors or shareholders pay higher
“";::t {o 4 company which distribute larger amount as current dividend.
VA

b

Uncertainty: According to MM Model, share prices of the two companies identical in all the respect (other
" than the dividend policy), would necessarily be the same. However, due to the logic behind ‘Bird in Hand’

theory this cannot be true.

[nformational Content of Dividend (Financial Signalling): Dividend Payout (quantum and frequency) by
1 company provides vital signals to the market and its existing or prospective investors. Such signals may
he positive OF negative. \\_’hcncvcr there is a change in the company's dividend policy, the presumption of
existing or prospective investors and market also change. The reason behind such move is future
expectations with reg_ard to changes in the company’s profitability for long-term perspective. A higher
payout ratio is indicative of expected higher earnings of the company, whereas a lower payout ratio signals

poor earmnings of the company in the future.

The ‘Dividend Policy’ of a company or a change therein is, therefore, very significant because of the vital
signals transmitted through it.

326, Traditional/Residual Model

This approach is founded by Graham and Dodd. This theory is irrelevant to determine the market value of
sure. According to the ‘Traditional Approach’, out of the net profit, enough cash is set aside as ‘Retained
Eamings’, which is used for investment in profitable and viable projects. The residual of ‘net profit’ of the
cempany is available for distribution amongst the shareholders as ‘dividend payouts’. Supporters of this model
bolds the view that level of dividend payment (higher or lower) is not material in deciding the company’s future
market value.

Tas, the dividend payouts to the shareholders should never be at ‘the cost of investment in desirable and
profitable projects. There is a class of investors, who firmly believe in this approach and they do not bother
*hether dividend payouts are distributed by a company or not in the present. They are concerned with long-
“m and brighter future prospects of the company, which ultimately may result in capital appreciation in their
widings and also higher dividend distribution in the years to come.

E\?_‘idsm of Residual Model
ﬂmgh there is no practical evidence in support of this approach, it is quite logical and obvious to be
“incing. Most of the companies prefer to fulfil their investment and growth strategies before taking a

R
“415i0n 10 pay dividends 1o its shareholders.

3. EXERCISE.. . i i) e

S, Theoretical Questions :
' Whatis dividend? What are the forms of dividend?

What do ¥ou mean by dividend policy? Explain the nature of dividend policy.
Sl.me briefly the various types of Dividend Valuation Models.

: 1;1:: :\:::;:"005 d;tte.rminams of dividend pol.icy in a company.

6 policy is important for a company?

1 2t the Walter's model of dividend with its criticisms.

3.;5,;,: Ii;re the ussumptions of Walter Model? What is the formula use for determining market price of share by Walter

Ely
9w borate the Gordon's model of dividend with its criticisms.
Iy, B e assumptions of Gordon Model? What is the formula use for determining market price of share by Gordon Model?
“borae the Modigliani and Miller approach of dividend. Give its assumptions.
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