CORPORATE FINANCE
Week 13: Dividend Policy
Instructor: Dr. Charity Njoka (PhD)

At the end of this lesson you should be able to:
1. Understand the Meaning of dividend decision and dividend Policy
2.  Understand the importance of Dividend Decision.
3. Discuss various Forms of Dividend.
4. Discuss various Determinants of Dividend.
5. Explain various theories of Dividend policy Decisions.

1.0 INTRODUCTION
Financial manager decision making role broadly covers three areas: i. financing decision, ii. Investment decision, and iii. Dividend decision. Dividend decision is one of the most important areas of management decisions. If the management decides to pay higher dividend, then it might be possible that next year, the company will not achieve such higher growth rate, resulting the next year’s dividend will be low as compared. However, if the company decides to stay on the normal rate of dividend then surplus amount of retained earnings would remain idle which will result in over capitalization, if no opportunity existing to utilize the funds. There are several factors which affect the dividend decision. There are few theories which put light on the complexities involved in dividend decision. These theories will be discussed under two categories. Irrelevance theory: MM approach and Relevance theories: Walter model & Gordon Model
2.0 MEANING OF DIVIDEND
Dividend is that part of profit after tax which is distributed to the shareholders of the company. In other words, the profit earned by a company after paying taxes can be used for:
i. Distribution of dividend or
ii. Can be retained as surplus for future growth

3.0 SIGNIFICANCE OF DIVIDEND POLICY
Dividend policy of the firm is governed by:
(i) Long Term Financing Decision
As we know that one of the financing option is ‘Equity’. Equity can be raised externally through issue of equity shares or can be generated internally through retained earnings. But retained earnings are preferable because they do not involve floatation costs. But whether to retain or distribute the profits forms the basis of this decision. Since payment of cash dividend reduces the amount of funds necessary to finance profitable investment opportunities thereby restricting it to find other avenues of finance.
Under this purview, the decision is based on the following:
1. Whether the organization has opportunities in hand to invest the amount of profits, if retained?
2. Whether the return on such investment (ROI) will be higher than the expectations of shareholders i.e. Ke.
(ii) Wealth Maximization Decision
Under this head, we are facing the problem of amount of dividend to be distributed i.e. the Dividend Payout ratio (D/P) in relation to Market price of the shares (MPS). 
1. Because of market imperfections and uncertainty, shareholders give higher value to near dividends than future dividends and capital gains. Payment of dividends influences the market price of the share. Higher dividends increase value of shares and low dividends decrease it. A proper balance has to be struck between the two approaches.
2. When the firm increases retained earnings, shareholders’ dividends decrease and consequently market price is affected. Use of retained earnings to finance profitable investments increases future earnings per share. On the other hand, increase in dividends may cause the firm to forego investment opportunities for lack of funds and thereby decrease the future earnings per share. Thus, management should develop a dividend policy which divides net earnings into dividends and retained earnings in an optimum way so as to achieve the objective of wealth maximization for shareholders. Such policy will be influenced by investment opportunities available to the firm and value of dividends as against capital gains to shareholders.


4.0 FORMS OF DIVIDEND
Generally, the dividend can take any of the following forms (depending upon some specific factors)
4.1 Cash dividend: It is the most common form of dividend. Cash here means cash, cheque, warrant, demand draft, pay order or directly through Electronic Clearing Service (ECS) but not in kind
4.2 Stock dividend (Bonus Shares): It is distribution of shares in lieu of cash dividend to existing shareholders. When the company issues further shares to its existing shareholders without consideration it is called bonus shares. Such shares are distributed proportionately thereby retaining proportionate ownership of the company. If a shareholder owns 100 shares at a time, when 10% dividend is declared he will have 10 additional shares thereby increasing the equity share capital and reducing reserves and surplus (retained earnings). The total net worth is not affected by bonus issue.
4.3 Bond Dividend 
Bond dividend is also known as script dividend. If the company does not have sufficient funds to pay cash dividend, the company promises to pay the shareholder at a future specific date with the help of issue of bond or notes.
     4.2.1 Advantages of Stock Dividend.
There are many advantages both to the shareholders and to the company. Some of the important ones are listed as under: 
(1) To Share Holders: 
(a) Tax benefit –At present there is no tax on dividend received.
(b) Policy of paying fixed dividend per share and its continuation even after declaration of stock dividend will increase total cash dividend of the shareholders in future.
(2) To Company:
 (a) Conservation of cash for meeting profitable investment opportunities.
(b) Cash deficiency and restrictions imposed by lenders to pay cash dividend. 

    4.2.1 Limitations of Stock Dividend
Limitations of stock dividend to shareholders and to company are as follows:
1. To Shareholders: Stock dividend does not affect the wealth of shareholders and therefore it has no value for them. This is because the declaration of stock dividend is a method of capitalising the past earnings of the shareholders and is a formal way of recognising earnings which the shareholders already own. It merely divides the company’s ownership into a large number of share certificates. Stock dividend does not give any extra or special benefit to the shareholder. His proportionate ownership in the company does not change at all. Stock dividend creates a favourable psychological impact on the shareholders and is greeted by them on the ground that it gives an indication of the company’s growth.
2.  To Company: Stock dividends are more costly to administer than cash dividend. It is disadvantageous if periodic small stock dividends are declared by the company as earnings. This result in the measured growth in earnings per share being less than the growth based on per share for small issues of stock dividends are not adjusted at all and only significant stock dividends are adjusted. Also, companies have to pay tax on distribution.

5.0 DETERMINANTS OF DIVIDEND DECISIONS
The dividend policy is affected by the following factors:
1. Availability of funds: If the business is in requirement of funds, then retained earnings could be a good source. Since it saves the floatation cost and further the control will not be diluted as in case of further issue of share capital.
2. Cost of capital: If the financing requirements can be financed through debt (relatively cheaper source of finance), then it should be preferred to distribute more dividend but if the financing is to be done through fresh issue of equity shares, it is better to use retained earnings as much as possible.
3. Capital structure: An optimum Debt equity ratio should also be under consideration for the dividend decision.
4. Stock price: Stock price here means market price of the shares. Generally, higher dividends increase value of shares and low dividends decrease it.
5. Investment opportunities in hand: The dividend decision is also affected, if there are investment opportunities in hand, the company may prefer to retain more from the earnings
6. Internal rate of return: If the internal rate of return is more than the cost of retained earnings, it’s better to distribute the earnings as much as possible.
7. Trend of industry: Few industries have been seen by investors for regular income, hence in such cases, the firm will have to pay dividend for survival.
8. Expectation of shareholders: The shareholders can be categorised in two categories: 
(i) Those who invests for regular income, & (ii) those who invests for growth. Generally, the investor prefers current dividend more than the future growth.
9. Legal constraints: Many countries have legal provisions for declaration of dividend payment in a given year to be paid,
(a) Out of the profits of the company for that year arrived at after providing for allowable depreciation charges or,
(b) Out of the profits of the company for any previous financial year or years arrived at after providing for depreciation in accordance with the applicable legal provisions and remaining undistributed profits, or
(c) Out of both; or
(d) out of money provided by the Central Government or a State Government for the payment of  dividend by the company in pursuance of a guarantee given by that Government.
10. Taxation: In some countries, dividend is subjected to dividend distribution tax (DDT) in the hands of the company while in some dividend is subjected to tax known as   withholding tax which is borne by the shareholder

6.0 PRACTICAL CONSIDERATIONS IN DIVIDEND POLICY
 The formulation of dividend policy depends upon answers to the questions:
1. Whether there should be a stable pattern of dividends over the years or
2. Whether the company should treat each dividend decision completely independent.
The practical considerations in dividend policy of a company are briefly discussed below:

(a) Financial Needs of The Company: Retained earnings can be a source of finance for creating profitable investment opportunities. Recall that when internal rate of return of a company is greater than return required by shareholders, it would be advantageous for the shareholders to re-invest their earnings. Risk and financial obligations increase if a company raises debt through issue of new share capital where floatation costs are involved.
 (b) Constraints on Paying Dividends
(i)Legal provisions. Many countries have legal provisions for declaration of dividend payment in a given year to be paid, Out of the profits of the company for that year arrived at after providing for allowable depreciation charges or, Out of the profits of the company for any previous financial year or years arrived at after providing for depreciation in accordance with the applicable legal provisions and remaining undistributed profits, or Out of both; or out of money provided by the Central Government or a State Government for the payment of  dividend by the company in pursuance of a guarantee given by that Government.
 (ii) Liquidity: Payment of dividends means outflow of cash. Ability to pay dividends depends on cash and liquidity position of the firm. A mature company does not have much investment opportunities, nor are funds tied up in permanent working capital and, therefore has a sound cash position. For a growth oriented company in spite of good profits, it will need funds for expanding activities and permanent working capital and therefore it is not in a position to declare dividends.
(iii) Access to the Capital Market: By paying large dividends, cash position is affected. If new shares have to be issued to raise funds for financing investment programmes and if the existing shareholders cannot buy additional shares, control is diluted. Payment of dividends may be withheld and earnings are utilised for financing firm’s investment opportunities.
(iv) Investment Opportunities: If investment opportunities are inadequate, it is better to pay dividends and raise external funds whenever necessary for such opportunities.
(c) Desire of Shareholders: The desire of shareholders (whether they prefer regular income by way of dividend or maximize their wealth by way of gaining on sale of the shares) is a factor.  Small shareholders who are concerned with regular dividend income or who do not form a dominant group or retired and old people investing their savings, pension to purchase shares may prefer regular income and hence select shares of companies paying regular and stable dividend. There are also those shareholders who prefer to gain on sale of shares at times when shares command higher price in the market. The dividend policy, thus pursued by the company should strike a balance on the desires of the shareholders who may belong either of the group .Also the dividend policy once established should be continued as long as possible without interfering with the needs of the company to create clientele effect.
(d) Stability of Dividends: Regular payment of dividend annually even if the amount of dividend may fluctuate year to year may not be related with earnings.
(i) Constant Dividend per Share: Irrespective of the fluctuation in earnings, companies may follow the policy of paying a fixed amount per share as dividend every year. If the company reaches new level of earnings and expects to maintain it, the annual dividend per share may be increased. With wide fluctuation in the pattern of earnings, it is necessary to build up surplus in years of higher than average earnings to maintain dividends in years of below average income. This gives rise to the creation of Dividend Equalisation Reserve Fund earmarked by marketable securities for easy conversion to cash at the time of paying dividends in bad years. This policy treats common shareholders at par with preference shareholders without giving them any preferred opportunities within the firm. It is preferred by persons and institutions that depend on dividend income to meet living and operating expenses. 
(ii) Constant Percentage of Net Earnings: The ratio of dividend to earnings is known as Payout ratio. Some companies follow a policy of constant Payout ratio i.e. paying fixed percentage on net earnings every year.  At any given payout ratio, amount of dividends and any additions to retained earnings increase with increased earnings and decrease with decreased earnings. This policy has a conservative approach and provides a guarantee against over/underpayment. Management is not allowed to pay dividend if profits are not earned in current year and at the same time, dividend is not allowed to forego if profits are earned.
(iii) Small Constant Dividend per Share plus Extra Dividend: The amount of dividend is set at high level and the policy is adopted for companies with stable earnings. For companies with fluctuating earnings, the policy is to pay a minimum dividend per share with a step up feature. The small amount of dividend is fixed to reduce the possibility of missing dividend payment. By paying extra dividend in period of prosperity, it enables the company to pay constant amount of dividend regularly without default and allows flexibility for supplementing shareholders’ income when company’s earnings are higher than usual, without committing to make larger payments as part of further fixed dividend. This policy allows some shareholders to plan on set amounts of cash and at the same time be pleased when extra dividends are announced. A firm following policy of stable dividend will command higher market price for shares than firm which varies dividend with cyclical fluctuation in earnings. There is, however, a danger of a company with a pattern of stable dividends missing dividend payment in a year as this break will have severe effect on investors than failure to pay dividend by a company with unstable dividend policy. It is prudent for companies to maintain stability of dividends during lean periods. The dividend rate is to be fixed at a conservative figure so that it can be maintained even in such periods. To give benefit of company’s prosperity extra dividend can be declared. When the company fails to pay extra dividend, it does not have a depressing effect on investors.

7.0 THEORIES OF DIVIDEND
7.1 Modigliani and Miller (M.M) Hypothesis 
Modigliani – Miller theory was proposed by Franco Modigliani and Merton Miller in 1961. MM approach is in support of the irrelevance of dividends i.e. firm’s dividend policy has no effect on its value of assets. Assumptions of M.M Hypothesis MM hypothesis is based on the following assumptions:
1. Perfect capital markets: The firm operates in a market in which all investors are rational and information is freely available to all.
2. No taxes or no tax discrimination between dividend income and capital appreciation (capital gain): This assumption is necessary for the universal applicability of the theory, since, the tax rates or provisions to tax income may be different in different countries.
3. Fixed investment policy: It is necessary to assume that all investment should be financed through equity only, since, implication after using debt as a source of finance may be difficult to understand. Further, the impact will be different in different cases.
4. No floatation or transaction cost: Similarly, these costs may differ country to country or market to market.
5. Risk of uncertainty does not exist. Investors are able to forecast future prices and dividend with certainty and one discount rate is appropriate for all securities and all time periods.



According to MM hypothesis
• Market value of equity shares of its firm depends solely on its earning power and is not influence by the manner in which its earnings are split between dividends and retained earnings.
• Market value of equity shares is not affected by dividend size. 

MM hypothesis is primarily based on the arbitrage argument. Through the arbitrage process, MM hypothesis discusses how the value of the firm remains same whether the firm pays dividend or not.
 Here,
Po= 
Where, 
Po= Price in the beginning of the period.
P₁= Price at the end of the period.
D₁= Dividend at the end of the period.
Ke= Cost of equity/ rate of capitalization/ discount rate.
As per MM hypothesis, the value of firm will remain unchanged due to dividend decision.

7.1.1 Advantages of MM Hypothesis
Various advantages of MM Hypothesis are as follows
1. This model is logically consistent.
2. It provides a satisfactory framework on dividend policy with the the concept of Arbitrage process.

7.1.2 Limitations of MM Hypothesis
Various Limitations of MM Hypothesis are as follows
1. Validity of various assumptions is questionable.
2. This model may not be valid under uncertainty.

7.2 Walter Model Dividend Model
Prof. James E. Walter argues that the dividend policy almost always affects the value of the firm. 
Walter model is based in the relationship between the following important factors: 
• Rate of return r 

• Cost of capital (k) 

According to the Walter’s model, if r > k, the firm is able to earn more than what the shareholders could by reinvesting, if the earnings are paid to them. The implication of r > k is that the shareholders can earn a higher return by investing elsewhere. 
If the firm has r = k, it is a matter of indifferent whether earnings are retained or distributed.
Assumptions of Walter Model
Walter approach is based on the following assumptions:
1. All investments proposals of the firm are to be financed through retained earnings only
2. ‘r’ rate of return & ‘Ke’ cost of capital are constant
3. Perfect capital markets: The firm operates in a market in which all investors are rational and information is freely available to all.
4. No taxes or no tax discrimination between dividend income and capital appreciation (capital gain): This assumption is necessary for the universal applicability of the theory, since, the tax rates or provisions to tax income may be different in different countries.
5. No floatation or transaction cost: Similarly, these costs may differ country to country or market to market.
6.  The firm has perpetual life

The relationship between dividend and share price based on Walter’s formula is shown below: 

 Where,
P= Market Price of the share.
E= Earnings per share.
D= Dividend per share.
Ke= Cost of equity/ rate of capitalization/ discount rate.
r = Internal
 
Walter shows how dividend can be used to maximise the wealth position of equity holders. He argues that in the long run, share prices reflect only the present value of expected dividends. Retentions influence stock prices only through their effect on further dividends.
A close study of the formula indicates that Professor Walter emphasises two factors which influence the market price of a share.

1) Dividend per Share
2) Relationship between Internal Rate of Return (IRR) and Cost of capital (Ke)/Market capitalization rate. 

If the internal return of retained earnings is higher than market capitalization rate, the value of ordinary shares would be high even if dividends are low. However, if the internal return within the business is lower than what the market expects, the value of the share would be low. In such a case, shareholders would prefer a higher dividend so that they can utilise the funds so obtained elsewhere in more profitable opportunities. Walter Models explains why market prices of shares of growth companies are high even though the dividend paid out is low. It also explains why the market price of shares of certain companies which pay higher dividends and retain very low profits is also high.
As explained above, market price is dependent upon two factors; firstly, the quantum of dividend and secondly, profitable opportunities available to the company in investing the earnings retained. It is obvious that when a company retains a part of its profits, it has to think in terms of the cost of such retention. Retention of profits depends upon whether it is cheaper and more profitable for shareholders of the company to have corporate earnings retained in the business or get the same in the form of cash dividend. This involves a comparison between the cost of retained earnings and the cost of distributing them. The cost of retained earnings, therefore, involves an opportunity cost, i.e., the benefits which shareholders forego in terms of leaving the funds in the business. 
 
7.2.1 Advantages of Walter Model
1. The formula is simple to understand and easy to compute.
2. It can envisage different possible market prices in different situations and considers

7.2.2 Limitations of Walter Model
1. The formula does not consider all the factors affecting dividend policy and share prices. Moreover, determination of market capitalisation rate is difficult.
2. Further, the formula ignores such factors as taxation, various legal and contractual obligations, management policy and attitude towards dividend policy and so on.

7.3 Gordon Model (Dividend Discount Model)
It is financial model that values shares at the discounted value of the future dividend payments. Under this model, the price a share will be traded is calculated by the NPV of all expected future dividend payment discounted by an appropriate risk- adjusted rate. The dividend discount model price is the intrinsic value of the stock i.e. 

Intrinsic value = Sum of PV of Future cash flows
 Stock Intrinsic Value =Sum of PV of Dividends + PV of Stock Sale Price 

=   +  +

In the above equation, it is assumed that dividend is paid at the end of each year and that the stock is sold at the end of the nth year. Gordon model explicitly relates the market value of the firm to dividend policy. In this model, the current ex-dividend at the amount which shareholders expected date of return exceeds the constant growth rate of dividends.

7.3.1 Assumptions of Gordon Model
This model is based on the following assumptions:
1. Firm is an all equity firm i.e. no debt
2. IRR will remain constant, because change of IRR will change the growth rate and consequently the value will be affected. Hence this assumption is necessary.
3. Ke will remains constant, because change in discount rate will affect the present value.
4. Retention ratio once decided upon, is constant i.e. constant dividend payout ratio will be followed.
5. Growth rate is also constant, since retention ratio and IRR will remain unchanged and growth, which is the function of these two variable will remain unaffected.
6.  Ke> g, this assumption is necessary and based on the principles of series of sum of geometric progression for ‘n’ number of years.
7. All investment proposals of the firm are to be financed through retained earnings only Myron Gordon argues that what is available at present is preferable to what may be available in the future. As investors are rational, they want to avoid risk and uncertainty. They would prefer to pay a higher price for shares on which current dividends are paid. Conversely, they would discount the value of shares of a firm which postpones dividends. The discount rate would vary with the retention rate. When the rate of return is greater than the discount rate, the price per share increases as the dividend ratio decreases and if the return is less than discount rate it is vice-versa. The price per share remains unchanged where the rate of return and discount rate are equal.

There can be three possible situations
(i) Zero growth rates: Assuming all dividend paid by a stock remains same. In this case the stock price would be equal to: 
Stock’s intrinsic Value = Annual dividend/ required rate of return= Po=
Where,
D = Annual dividend
Ke = Cost of capital
Po = Current Market price of share

Illustration 
X ltd. is a no growth company, pays a dividend of $ 5 per share. If the cost of capital is 10%, what should be the current market price of the share?
Solution
P0 = D/Ke= 5/0.10== ` 50
ii) Constant Growth Rate (Gordon Growth Model)
According to Gordon model an investor prefer what is available at present compared to what may be available in the future. They would prefer to pay a higher price for shares on which current dividends are paid. This model explicitly relates the market value of the firm to dividend policy.
This model is based on the following assumptions:
1. Firm is an all equity firm i.e. no debt
2. IRR is constant
3. Ke remains constant
4. Retention ratio once decide upon, is constant
5.  Growth rate is also constant
6.  Ke> g –Cost of equity is greater than growth 
7. All investment proposals of the firm are to be financed through retained earnings only

Myron Gordon argues that what is available at present is preferable to what may be available in the future. As investors are rational, they want to avoid risk and uncertainty. They would prefer to pay a higher price for shares on which current dividends are paid. Conversely, they would discount the value of shares of a firm which postpones dividends. The discount rate would vary with the retention rate. The relationship between dividend and share price on the basis of Gordon’s formula is shown as:

Market price per share (P) = 
Where,
P = Market price per share
Do = current year dividend
g = growth rate of dividends
Ke = cost of equity capital/ expected rate of return

iii) Variable growth rate
Variable-growth rate models (multi-stage growth models) can take many forms, even assuming the growth rate is different for every year. However, the most common form is one that assumes 3 different rates of growth: an initial high rate of growth, a transition to slower growth, and lastly, a sustainable, steady rate of growth. Basically, the constant-growth rate model is extended, with each phase of growth calculated using the constant-growth method, but using 3 different growth rates of the 3 phases. The present values of each stage are added together to derive the intrinsic value of the stock. Sometimes, even the capitalization rate, or the required rate of return, may be varied if changes in the rate are projected.

7.3.2 Advantages of Gordon Model
1. The dividend discount model is a useful model that relates the present stock price to the present value of its future cash flows.
2. This Model is easy to understand.

7.3.3 Limitations of Gordon Model
1. The dividend discount model, depends on projections about company growth rate and future capitalization rates of the remaining cash flows, which may be difficult to calculate accurately.
2. The true intrinsic value of a stock is unknowable,

7.4 Linters Model of Dividend policy
Linter model has two parameters:
i. The target payout ratio,
ii. The spread at which current dividends adjust to the target.
John Linter based his model on a series of interviews which he conducted with corporate managers in the mid 1950’s. While developing the model, he considers the following assumptions:
1. Firm have a long term dividend payout ratio. They maintain a fixed dividend payout over a long term. Mature companies with stable earnings may have high payouts and growth companies usually have low payouts.
2. Managers are more concerned with changes in dividends than the absolute amounts of dividends. A manager may easily decide to pay a dividend of $ 2 per share if last year too it was $ 2 but paying $ 3 dividend if last year dividend was $ 2 is an important financial management decision. 
3. Dividend changes follow changes in long run sustainable earnings.
4. Managers are reluctant to affect dividend changes that may have to be reversed.

Under Linter’s model, the current year’s dividend is dependent on current year’s earnings and last year’s dividend.
7.4.1 Criticism of Linters Model:
1. This model does not offer a market price for the shares.
2.  The adjustment factor is an arbitrary number and not based on any scientific criterion or methods.
7.5   Information Signaling Theory

This theory was developed by Stephen Ross in 1977. He argued that if stock markets stock are efficient then the management can use the dividend policy to signal some important information to investors. Therefore, if a company pays high dividends, it shows that the company is profitable and will be able to maintain high dividends in the future. Most theoretical models assume that information is freely available to all. It has been suggested that in reality access to information varies. Management may have access to inside information, causing an "information asymmetry" between management and stockholders. 

Signaling refers to the use of dividends and dividend changes to convey information to investors. Similar to the clientele effect, it is not the absolute but rather the relative level of dividends that is important. Under this argument, management will avoid increasing dividends unless it is highly likely that the higher level of dividends can be maintained. This implies that a dividend increase is a signal that the firm has reached a new level of profitability, and is a positive signal. A dividend decrease, on the other hand, indicates that profitability has decreased and the former dividend level cannot be supported, a negative signal. Note that under the residual argument, however, a dividend increase (decrease) signals a lack (abundance) of attractive projects and decreased (increased) future firm growth. Because of the potential for false signals, more costly signaling is considered more reliable.

This will lead to increase in the value of the firm. The theory confirms that dividend policy is relevant since it affects the value of the firm.

7.6)     The clientele Effect Theory
The clientele effect indicates that investors will tend to hold stocks whose dividend policy fits their needs. That is, investors preferring more certain dividends over uncertain future earnings, or having a preference for current income over capital gains, will tend to hold stocks with relatively high dividend payout, and vice versa (i.e., a stock will have a clientele attracted by its dividend policy). Under these conditions, it is not the dividend policy itself that is relevant, but the stability of the policy. The theory was developed by Richard Petit in 1977.

The theory concludes that:

i)        A group of shareholders with high income will prefer low or no dividends to reduce tax burden. They therefore prefer high capital gains that come in the future.

ii)       Low income shareholders will prefer high dividends in order to supplement their low income. They will therefore shift from low dividend company to high dividend company.

iii)     As investors shift from one company to another in search of companies with dividend policies of their choice, the market price of shares will change due to demand and supply in the market. However, at equilibrium, the dividend policy will be irrelevant since it will be consistent with the requirement of the shareholders.

8.0 TYPES OF DIVIDEND POLICY 
Dividend policy is based on the answers to several important questions.
a)      How much dividend should a company distribute to shareholders?
b)      What will the impact of the dividend policy be on the company’s share price?
c)      What will happen if the amount of dividend changes from year to year?

Common dividend policies are:

a)      Stable dividend policy or fixed dividend per share
b)      Constant payout ratio
c)      Residual dividend policy and
d)      Low constant dividend per share plus surplus or bonus

a)      Stable/Fixed dividend per share

In the stable dividend policy, management maintains a fixed dividend per share each year
Here, the company pays a fixed amount of dividend per share irrespective of earnings made during the year. In this case, the shareholders are treated as if they were preference shareholders. Because of the stability of dividend per share, the share price increases. This type of policy is suitable to the small investors, retired persons and others. 

This policy is appropriate when the company is making constant or growing profits and cash flow of the company is strong.

b)     Constant payout ratio
In the constant payout ratio situation, management maintains a fixed percentage dividend payout ratio irrespective of profits made during the year. For example if a company payout ratio is 80% it means that, it distributes 80% of its earnings as dividends. Since the earnings of the company fluctuate over time, the dividend per share is also expected to fluctuate over time. Due to this uncertainty in dividends per share, the share price also fluctuates over time.

This policy is necessary when the company want to maintain a constant part of the earnings for more investment and growing the company.

c)      Residual dividend policy
In a residual dividend policy, profits are used to fund new projects with the residual or remaining profit distributed as dividends. If a company has a profit of $100 million and is going to fund a new development project costing $60 million, the remaining $40 million will be distributed as dividends. Dividends are only paid when earnings are not exhausted by the company financial requirements and there are no profitable investment projects to invest in.

This is policy is necessary when the company wants to invest more in order to grow future profits.

d)     Low constant dividend per share plus surplus or bonus

Dividend per share is set at very low level and is paid for each period. Extra dividend will be paid during periods of high earnings. This extra dividend is paid in such a way that is not seen as commitment on the part of the company to continue paying the extra dividend in the future.

This is necessary when the company’s profits fluctuate to a large extent.

9.0 SUMMARY
Dividend decision is one of the most important areas of management decisions. It is easy to understand but difficult to implement. Generally, the dividend can be in the form of Cash Dividend and Stock Dividend.
Dividend policy is generally governed by long term financing decision and wealth maximization decision. Some other factors also play major role in this decision like growth opportunities, expectation of shareholders, trend of the industry, legal constraints etc.
The three major theories of dividend decision are classified under irrelevance (M.M. Hypothesis) and relevance category (Walter model & Gordon Model). However, few other theories studied in, Linter model, residual payment policy among others.
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