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Dividendisthepaymentbyacompanytoitsshareholdersoutofitsdistributableprofit.
Inotherwords,dividendispaidtotheshareholdersoutoftherevenueprofitsearnedby
itintheordinarycourseofbusiness.

ConceptofDividend:
Dividend represents thatpartofthe profitofa firm which is distributed to the
shareholders.Thecom¬panydeclarestheamountofdividendatitsshareholders’
meeting.Shareholderswillgetdividendsinproportiontotheirshareholdinginthe
company.Dividendmaybeintheform ofcashornon-cash,i.e.bonusshares.

FactorsDeterminingDividedPolicy:

(i)TypeofIndustry:

Industries thatare characterised by stability ofearnings may formulate a more
consistentpolicyastodividendsthanthosehavinganunevenflow ofincome.For
example,publicutilitiesconcernsareinamuchbetterpositiontoadoptarelatively
fixeddividendratethantheindustrialconcerns.

(ii)AgeofCorporation:

Newlyestablishedenterprisesrequiremostoftheirearningforplantimprovementand
expansion,whileoldcompanieswhichhaveattainedalongerearningexperience,can
formulateclearcutdividendpoliciesandmayevenbeliberalinthedistributionof
dividends.

(iii)Extentofsharedistribution:Acloselyheldcompanyislikelytogetconsentofthe
shareholdersforthesuspensionofdividendsorforfollowingaconservativedividend
policy.Butacompanywithalargenumberofshareholderswidelyscatteredwouldface
agreatdifficultyinsecuringsuchassent.Reductionindividendscanbeaffectedbutnot
withouttheco-operationofshareholders.

(iv)NeedforadditionalCapital:
The extentto which the profits are ploughed back into the business has gota
considerableinfluenceon thedividend policy.Theincomemaybeconserved for
meetingtheincreasedrequirementsofworkingcapitalorfutureexpansion.

(v)BusinessCycles:
Duringtheboom,prudentcorporatemanagementcreatesgoodreservesforfacingthe
crisiswhichfollowstheinflationaryperiod.Higherratesofdividendareusedasatool
formarketingthesecuritiesinanotherwisedepressedmarket.
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(vi)ChangesinGovernmentPolicies:
Sometimesgovernmentlimitstherateofdividenddeclaredbycompaniesinaparticular
industry orin allspheres ofbusiness activity.The Governmentputtemporary
restrictionsonpaymentofdividendsbycompaniesinJuly1974bymakingamendment
intheIndianCompaniesAct,1956.Therestrictionswereremovedin1975.

(vii)Trendsofprofits:
Thepasttrendofthecompany’sprofitshouldbethoroughlyexaminedtofindoutthe
averageearningpositionofthecompany.Theaverageearningsshouldbesubjectedto
the trends ofgeneraleconomic conditions.Ifdepression is approaching,onlya
conservativedividendpolicycanberegardedasprudent.

(viii)Taxationpolicy:
Corporatetaxesaffectdividendsdirectlyandindirectly— directly,inasmuchasthey
reducetheresidualprofitsaftertaxavailableforshareholdersandindirectly,asthe
distributionofdividendsbeyondacertainlimitisitselfsubjecttotax.Atpresent,the
amountofdividenddeclaredistaxfreeinthehandsofshareholders.

(ix)FutureRequirements:
Accumulation ofprofits becomes necessaryto provide againstcontingencies (or
hazards)ofthebusiness,tofinancefuture-expansionofthebusinessandtomodernise
orreplace equipmentsofthe enterprise.The conflicting claimsofdividendsand
accumulationsshouldbeequitablysettledbythemanagement.

(x)CashBalance:
Iftheworkingcapitalofthecompanyissmallliberalpolicyofcashdividendcannotbe
adopted.Dividendhastotaketheform ofbonussharesissuedtothemembersinlieu
ofcashpayment.
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Walter’sModel:

Professor,James,E.Walter’smodelsuggeststhatdividendpolicyandinvestment
policyofafirm cannotbeisolatedrathertheyareinterlinkedassuch,choiceofthe
formeraffectsthevalueofafirm.Hisproposition clearlystatestherelationship
betweenthefirms’(i)internalrateofreturn(i.e.,r)anditscostofcapitalortherequired
rateofreturn(i.e.,ke).

Thatis,inotherwords,anoptimum dividendpolicywillhavetobedeterminedbythe
relationshipofrandk.Inshort,afirm shouldretainitsearningsitthereturnon
investmentexceedsthecostofcapitalandintheoppositecase,itshoulddistributeits
earningstotheshareholders.

Propositionmaybesummedupasunder:

(a)Whenr>k(GrowthFirms):

Whenr>k,itimpliesthatafirm hasadequateprofitableinvestmentoppor¬tunities,i.e.,
itcanearnmorewhattheinvestorsexpect.Theyarecalledgrowthfirms.Theoptimum
dividendpolicy,incaseofthosefirms,maybegivenbyaD/Pratio(Dividendpay-out
ratio)of0.Itmeansafirm shouldretainitsentireearningswithinitselfandassuch,the
marketvalueofthesharewillbemaximised.

(b)Whenr<k(DecliningFirms):

Onthecontrary,whenr<k,itindicatesthatafirm doesnothaveprofitableinvestment
opportunitiestoinvesttheirearnings.Theyareknownasdecliningfirms.Inthiscase,
rateofreturnfrom newinvestment(r)islessthantherequiredrateofreturnorcostof
capital(k),andassuch,retentionisnotatallprofitable.
Theinvestorswillbebetter-offifearningsarepaidtothem bywayofdividendandthey
willearnahigherrateofreturnbyinvestingsuchamountselsewhere.Inthatcase,the
marketpriceofasharewillbemaximisedbythepaymentoftheentireearningsbyway
ofdividendsamongsttheinvestors.Therewillbeanoptimum dividendpolicywhenD/P
ratiois100%.

(c)Whenr=k(NormalFirms)

Ifr=k,itmeansthereisnooneoptimum dividendpolicyanditisnotamatterwhether
earningsaredistributedorretainedduetothefactthatallD/Pratios,rangingfrom 0to
100,themarketpriceofshareswillremainconstant. 
Inotherwords,whentheprofitableinvestmentopportunitiesarenotavailable,thereturn
from investment(r)isequaltothecostofcapital(k),i.e.,whenr=k,thedividendpolicy
doesnotaffectthemarketpriceofashare.
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Assumptions:
Walter’smodelisbasedonthefollowingassumptions:

 Allfinancingthroughretainedearningsisdonebythefirm,i.e.,externalsources
offunds,like,debtornewequitycapitalisnotbeingused;

 Itassumesthattheinternalrateofreturn(r)andcostofcapital(k)areconstant;

 Itassumesthatkeyvariablesdonotchange,viz.,beginningearningspershare,E,
anddividendpershare,D,maybechangedinthemodelinordertodetermine
results,butanygivenvalueofEandDareassumedtoremainconstantin
determiningagivenvalue;

 Allearningsareeitherre-investedinternallyimmediatelyordistributedbywayof
dividends;

 Thefirm hasperpetualorverylonglife.

where,P=Marketpricepershare;
D=Dividendpershare;
E=Earningspershare;
r=Internalrateofreturn;
ke=Costofcapitalorcapitalizationrate.

InthispropositionitisevidentthattheoptimalD/Pratioisdeterminedbyvarying‘D’
untilandunlessonereceivesthemaximum marketpricepershare.
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Example:
CostofCapital(k)=10%
Earningspershare(E)=Rs.10.
AssumeInternalRateofReturn(r):(i)15%;(ii)10%;and(iii)8%respectively
AssumingthattheD/Pratiosare:0;40%;76%and100%i.e.,
dividendshareis(a)Rs.0,(b)Rs.4,(c)Rs.7.5and(d)Rs.10

Ans:
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Thus,accordingtotheWalter’smodel,theoptimum dividendpolicydependsonthe
relationship between the internalrate ofreturn rand the costofcapital,k.The
conclusion,whichcanbedrawnupisthatthefirm shouldretainallearningsifr>keand
itshoulddistributeentireearningsifr<keanditwillremainindifferentwhenr=ke

Criticisms:

(i)Walterassumesthatallinvestmentsarefinancedonlyberetainedearningsandnot
byexternalfinancingwhichisseldom trueinrealworldsituationandwhichignoresthe
benefitsofoptimum capitalstructure.Notonlythat,evenwhenafirm reachesthe
optimum capitalstructurelevel,thesameshouldalsobemaintainedinfuture.Inthis
context,itcanbeconcludedthatWalter’smodelisapplicableonlyinlimitedcases.

(ii)Walteralsoassumesthattheinternalrateofreturn(r)ofafirm willremainconstant
which also standsagainstrealworld situation.Because,when more invest¬ment
proposalsaretaken,ralsogenerallydeclines.
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Gordon’sModel:

Gordon’smodelisbasedonthefollowingassumptions:

 Thefirm isanall-equityfirm;
 Noexternalfinancingisavailableorused.Onlyretainedearningsareusedto

financetheinvestmentprogram
 Theinternalrateofreturn,r,andthecapitalizationrateorcostofcapital,k,is

constant;
 Thefirm hasperpetualorlonglife;
 Corporatetaxesdonotexist;
 Theretentionratio,b,oncedecideduponisconstant.Thusthegrowthrate(g)=

br,isalsoconstant;
 ke>br=g.

AccordingtoGordon’smodel,themarketvalueofashareisequaltothepresentvalue
ofaninfinitefuturestream ofdividends.
Thus,

Gordonclearlystatestherelationshipbetweeninternalrateofreturn,r,andthecostof
capital,k.Healsocontendsthatdividendpolicydependsontheprofitableinvestment
opportunities.
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(a)Whenr>k(GrowthFirms):

Whenr>A,thevaluepersharePincreasessincetheretentionratio,b,increases,i.e.,P
increaseswithdecreaseindividendpay-outratio.Inshort,underthiscondition,thefirm
shoulddistributesmallerdividendsandshouldretainhigherearnings..

(b)Whenr<k(DecliningFirms):

Whenr<k,thevaluepersharePdecreasessincetheretentionratiob,increases,i.e.,P
increaseswithincreaseindividendpay-outratio.Itcanbeprovedthatthevalueofb
increases,thevalueofthesharecontinuouslyfalls.
Iftheinternalrateofreturnissmallerthank,whichisequaltotherateavailableinthe
market,profitretentionclearlybecomesundesirablefrom theshareholders’viewpoint.
Eachadditionalrupeeretainedreducestheamountoffundsthatshareholderscould
investatahigherrateelsewhereandthusitfurtherreducesthevalueofthecompany’s
share.

(c)Whenr=k(NormalFirms):

Whenr=k,thevalueofthefirm isnotaffectedbydividendpolicyandisequaltothe
bookvalueofassets,i.e.,whenr=k,dividendpolicyisirrelevant.
Itimpliesthatundercompetitiveconditions,kmustbeequaltotherateofreturn,r,
availabletoinvestorsincomparablesharesinsuchamannerthatanyfunds
distrib¬utedasdividendsmaybeinvestedinthemarketattheratewhichisequaltothe
internalrateofreturnofthefirm.

Example:
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Ans:
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DividendandUncertainty:
IthasalreadybeenexplainedwhiledefiningGordon’smodelthatwhenallthe
assumptionsarepresentandwhenr=ke,thedividendpolicyisirrelevant.

Ifassump¬tionsaremodifiedinordertoconform withpracticalutility,Gordonassumes
thatevenwhenr=ke,dividendpolicyaffectsthevalueofshareswhichisbasedonthe
assumptionthatunderconditionsofuncertainty,investorstendtodiscountdistant
dividendsatahigherratethantheydiscountneardividends.

Thatis,thereisaassumption:

(a)investorsarerisk-averse,and
(b)theyputapremium oncertainreturnwhilediscountuncertainreturns.


