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Abstract 

Dividend policy has produced a large body of literatures and empirical evidence after the 
proposition of Modigliani and Miller (1961) Hypothesis of Dividend Policy. This paper aims at 
providing the readers with a comprehensive understanding of dividend policy by reviewing the 
main theories such as relevance of dividend theory, irrelevance of dividend theory, tax 
preference theory, clientele effects hypothesis, dividend signalling hypothesis and agency costs 
hypothesis. No general consensus has been reached after several decades of investigation. The 
research also reviews empirical evidence on dividend policy around the world. The paper 
concludes that dividend policy seems more like a puzzle as argued by Black (1976). 
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Introduction  
In corporate finance, financial managers are usually confronted by two operational decisions. The financing 
decision and the investment decision (Al-Malkawi et al, 2010). The third decision comes into existence when 
the firm begins to make profit. The decision is known as dividend decision. Dividend policy is a set of guiding 
principles that determines the portion of profits to be paid as dividend and the portion to be retained as retained 
earnings. The term dividend refers to a portion of a firm’s earnings that is paid to shareholders in proportion to 
their shareholdings in the company. Corporate dividends could be dated back to the early sixteenth century in 
Nederland and Great Britain when financial claims were sold to investors by the captains of the sixteenth 
century sailing ships, which entitled the investors to share in the proceeds of the voyages, if any. At the end of 
the voyage, profits and capital were distributed to investors and the venture’s life was terminated (Al-Malkawi 
et al, 2010). Firms adopt dividend policies based on their articles of association and prevailing economic 
condition (Adefila et al, 2004). Some firms have high dividend pay-out ratio while others maintain a low 
dividend pay-out ratio.Dividend policy is one of the most contentious issues in corporate finance.  
Some firms pay cash dividends only while others pay stock dividends (bonus issue) in lieu of or in addition to 
cash dividend. Finance managers must embark on decisions that will maximize shareholders’ wealth.  
Shareholders’ wealth is represented by the market price of ordinary shares which is a function of the company’s 
investment, financing and dividend decision (Azhagaiah and Sabari, 2008). The primary goal of management is 
to maximize shareholders wealth which translates into maximizing the value of the company as measured by the 
market price of ordinary share of the company (Azhagaiah and Sabari, 2008). The optimal dividend policy is a 
policy that maximizes the current market price of a company’s equity which leads to the maximization of 
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shareholders’ wealth. The study of corporate dividend policy has captured the interest of finance scholars and 
various attempts have been made to formulate theories and models that explain corporate dividend behaviour 
(Al-Malkawi et al, 2010). Black (1976) described it as a puzzle and enormous research has been conducted to 
solve the dividend puzzle from time to time. This research aims at reviewing relevant literatures and empirical 
evidence on dividend policy. 
 
Literature Review 
Three conflicting theories of dividends have emerged. A school of thought argues that increase in dividend 
increases the value of a firm. Another view posits that increase in dividend reduces the value of a firm. The third 
school of thought holds that increase in dividend does not affect the market value of a firm and that value of a 
firm is dependent on firm’s earnings or its investment decisions. The review of the literature is organized into 
various schools of thought.  

Irrelevance of Dividend Hypothesis 

The Basic Argument: Modigliani and Miller (1961) argued that the value of a firm depends on firm’s earnings 
or its investment policy. Modigliani and Miller (1961) premised their arguments on the following assumptions: 

 Perfect capital market in which all investors are rational: information is freely available, no transaction 
costs, securities are divisible and no investor can influence the share price. 

 There are no taxes. 
 A firm pursues a policy of 100% dividend pay-out ratio. 
 There are no floatation costs. 
 There are certain investment opportunities and future profits (This assumption is relaxed). 

The substance of M-M proposition is that if a company retains profit instead of distributing it as dividends, the 
shareholders enjoy capital appreciation equal to the amount of earnings retained. They argued further that if a 
firm distributes profits by way of dividends rather than retaining it, the shareholders enjoy dividends equal to the 
amount by which capital would have appreciated if the company had retained its profits. M-M (1961) supported 
their arguments with the simple valuation model. 

Po = D1 + P1  

        1 + k 

Where Po = Current market price per share. 

  D1 = Dividend per share at time 1 

  P1 = Market price per share at time 1 

  K = Equity Capitalization rate or cost of equity. 

The expression for determining the value of outstanding shares of the firm at period 0 is obtained as: 

nPo = nD1 + (n + m) P1-mP1 

1 + K  

Where n = Number of outstanding shares at period 0 

nPo = Total market value of outstanding shares at period 0 

nD1 = Total dividends in period 1 payable on ordinary shares outstanding at period 0. 

m = Number of new shares to be issued at period 1 at price P1 
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(n +m)P1 = Total market value of all outstanding shares at period 1. 

mP1 = Market value of shares issued at period 1 

K = Equity capitalization rate or cost of equity. 

The total number of new shares to be issued at period 1 can be expressed as: 

mP1 = I- (x – nD1) 

Where m= No of new shares to be issued  

 P1 = Market price at period 1 

 I = Investment 

 X = Net profit 

 n = No of outstanding shares currently in issue. 

 D1 = Dividend at period 1 

 

Empirical Evidence: The Modigliani and Miller irrelevance of dividend hypothesis has provided the foundation 
for subsequent researches on dividend policy (Al-Malkawi et al, 2010). Empirical tests on M-M’s irrelevance of 
dividend proposition have proven difficult to conduct (Ball et al, 1979). Black and Scholes (1974) investigated 
the relationship between dividend yield and stock return so as to identify the effect of dividend on share prices. 
They constructed 25 portfolios of equities quoted on the New York stock exchange (NYSE). They employed 
capital asset pricing model to test the long-run effect of dividend yield. The study used the following model: 

E (Rp) = Yo + [E (Rm) – Yo] βp +Y1 (DYp - Dym) + μ 

               Dym   

Where E (Rp) is the expected return on portfolio P, E (Rm) is the expected return on market portfolio, Yo is an 
intercept to be compared with risk- free rate, βp is the beta factor of portfolio P, Y1 is the impact of dividend 
policy, DYp is the dividend yield on portfolio, Dym is the dividend yield on market portfolio and μ is the 
stochastic error term. The empirical result shows that dividend yield coefficient (Y1) is not significantly different 
from zero which indicates that the expected return on high or low yield stocks is the same. This shows that 
increase in dividend does not lead to increase in stock prices. Despite all the research evidence on irrelevance of 
dividend hypothesis, the effect of dividend policy on the value of a firm remains unsolved. The irrelevance of 
dividend proposition was based on some binding assumptions and if one of the assumptions is relaxed, the issue 
of corporate dividend policy becomes more complicated. 

Relevance of Dividend Theory  

The Basic Argument (Bird- In-The-Hand Hypothesis): This school of thought argues that increase in dividend 
increases the value of a firm. Bird-in-the-hand hypothesis posits that investors prefer “bird in the hand” of cash 
dividends rather than the “two in the bush” of future capital gains.  Bird-in-the hand hypothesis holds that high 
dividend pay-out ratio maximizes the value of a firm and reduces the cost of capital. Other research evidence 
that provides support for bird-in-the hand hypothesis includes Gordon and Shapiro (1956), Gordon (1959, 
1963), Lintner (1962) and Walter (1956). 

Empirical Evidence: Gordon (1959) suggested that increase in dividend increases the value of a firm. He 
provided the most articulate argument on relevance of dividend. Gordon (1959)  tested this theory by estimating 
different regression models using cross-section sample data of four industries (chemicals, foods, steels and 
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machine tools) for 1951 and 1954. The hypothesis was tested on the basis of linear regression model stated 
below: 

Pit = X0 + X1 Dit + X2 Rit + μ it 

Where, P is the share price, D is the dividend and R is the retained earnings. The coefficient of dividend (X1) is 
the estimated required rate of return on ordinary shares without growth, the coefficient of retained earnings (X2) 
is the price for growth and μ is the stochastic error term. Gordon (1959) found that dividends have greater 
impact on share prices than retained earnings.  Fisher (1961) also conducted a survey on impact of dividends on 
share prices using British data from 1949 to 1957. The research evidence shows that dividends have greater 
influence on share prices rather than retained earnings. Baker et al (2002) conducted a survey on managers of 
NASDAQ firms to assess their view on relevance of dividend theory. A questionnaire was designed to elicit 
response on whether investors prefer cash dividends today to uncertain capital gains in the future. 186 responses 
were obtained out of which 17.2 percent agrees with the proposition, 28 percent are indifferent and 54.8 percent 
disagree. Therefore, they concluded that their finding is not in support of  bird-in -the hand hypothesis. 

Low Dividends Increase Market Value (Tax –Effect Hypothesis)   

The M-M assumptions of a perfect capital market did not take cognizance of any possible tax effects. It was 
argued that there is no difference in tax treatment between dividends and capital gains. In the real world, taxes 
may have significant influence on dividend policy and value of a firm. The tax- effect hypothesis provides that 
low dividend payout ratios reduce cost of capital and increase stock prices. In other words, low dividend payout 
ratios increase the value of a firm. This theory is premised on the assumption that dividends are taxed at higher 
rates than capital gains. This argument further posits that dividends are taxed immediately while taxes on capital 
gains are differed until the stock is actually disposed. Higher tax rate is applied to dividends in many countries 
as compared to capital gains taxes. Thus, an investor in high tax brackets may require higher risk-adjusted 
returns before tax to hold stocks with high dividend yield. Brennan (1970) developed an after-tax version of 
capital asset pricing model (CAPM). He used his model to test the relationship between tax risk-adjusted returns 
and dividend yield. The result of his findings revealed that stock’s pretax return is positively and linearly related 
to its dividend yield and systematic risk. 

A stock with higher dividend yield sells at lower prices because of the disadvantage of higher taxes associated 
with dividend income.  Brennan model can expressed as: 

E (Rit - Rf) = Yo + Y1β1t  + Y2 (DYit- Rft) 

Where R1t is the return on stock i in period t, Rf  is the risk-free rate, β1t is beta coefficient for stock i in period t 
and DYit is the dividend yield of stock i in period t, Y1 and Y2 are coefficients of dividend yield.  

Empirical Evidence: A large body of empirical research on tax-effect hypothesis is devoted on testing 
Brennan’s model. Black and Schol es (1974) tested Brennan’s model and no evidence of tax effect is found. 
Litzenberger and Ramaswamy (1979) strongly criticized the results of  Black and Scholes, especially their 
definitions of dividend yield.  Litzenberger and Ramaswamy  (1979) extended  Brennan’s (1970) model by 
using a monthly dividend yield in classifying stocks into different yield classes and zero dividend- yield classes. 
The empirical evidence of Litzenberger and Ramaswamy (1979) reveals that the coefficient on dividend yield 
variable (Y2) is positive and highly statistically significant using OLS model. Litzenberger and Ramaswamy 
(1979) concluded that for every dollar increase in return on stocks (dividend), investors require an additional 23 
cents in before tax returns. 

Litzenberger and Ramaswamy’s findings revealed that firms could increase their share prices by reducing 
dividends. Miller and Scholes (1982) criticized Litzenberger and Ramaswamy’s conclusion especially their 
short-term (monthly) definition of dividend yield. They argued that tests employing short-term dividend yields 
are inappropriate in examining the impact of differential tax treatment of dividends and capital gains on stock 
returns. This argument is based on the fact that Litzenberger and Ramaswamy ignored the information effect of 
dividend omissions. Hess (1981) tested the relationship between the monthly stock returns and dividend yield 
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over a period of 1926 to 1980 and found similar result to Miller and Scholes. Litzenberger and Ramaswamy 
(1979) retested the relationship between dividend yield and stock returns after adjusting the dividend yield 
coefficient for potential information effects. Their results are consistent with their previous findings. 

Clientele Effects of Dividend 

The Basic Argument: Modigliani and Miller (1961) posit that the pre-existing dividend clientele effect plays a 
role in dividend policy under the condition of certainty. They argued that the portfolio choices of individual 
investor is influenced by certain market imperfections such as transactions costs, differential tax rates between 
capital gains and dividends. Modigliani and Miller (1961) argued further that these imperfections could 
influence investors to choose securities that reduce these costs. In reality, investors usually face different tax 
treatments for dividend and capital gains and incur costs such as transaction cost whenever they are trading on 
securities. As a result of this fact, taxes and transaction costs could create investor’s clienteles such as tax 
minimization induced clientele and transaction cost minimisation induced clientele. These clienteles will be 
attractive to firms that adopt dividend policies that best suit their particular situations. Allen et al (2000) suggest 
that institutional investors tend to invest in dividend paying stocks because they enjoy relative advantages over 
individual investors. 

Empirical Evidence: A number of research evidence has studied investors’ portfolios and their attributes 
including taxes. Pettit (1977) conducted an empirical study on the existence of clientele effect by examining the 
portfolios of 914 individual investors.  He found a significant positive correlation between investor’s ages and 
their portfolios dividend yield and a negative correlation between investors ’incomes and dividend yield. Petit 
(1977) provides that elderly low-income investors rely more on their portfolios to finance their present 
consumptions and avoid transaction costs associated with sales of stocks. Petit (1977) also argued that investors 
with portfolios of low systematic risk prefer high-payout stocks and found a significant evidence for tax-induced 
clientele effect.  Lewellen et al (1978) found a very weak supporting evidence of clientele effect of dividend 
hypothesis. 

Scholz (1992) also developed an empirical model on clientele effect of dividend by examining individual 
investor portfolio data. He found that differential tax treatment of dividends and capital gains induces investors 
in choosing between a high or low dividend yield stocks. Richardson et al (1986) tested clientele effect of 
dividend by examining a sample of 192 US firms that paid dividends for the first  time during the period of 1969 
to 1982. They investigated whether an increase in firm’s stocks trading volume is due to the signaling effect. 
They found that increase in trading volume is associated with dividend policy changes. Elton and Gruber (1970) 
presented empirical evidence on the tax induced clientele hypothesis by examining the share price behaviour 
around the ex-dividend day. They found that share prices fell by less than the amount of the dividend on ex-
dividend days. Their research evidence also provides that differential taxes induced a preference for capital 
gains relative to cash dividends. This implies that investors in high tax brackets invest in low-dividend yield 
stocks and vice versa. 

Dividend Signalling Hypothesis (Information Content Of Dividends) 

The Basic Argument: Modigliani and Miller (1961) argued that market imperfections cause share prices to 
respond to changes in dividends. In other words, dividend announcement conveys implicit information about the 
firm’s future earnings potential. According to dividend signaling hypothesis, investors can view information 
about a firm’s future earnings through the signal from dividend announcements.  Managers should first possess 
private information about a firm’s prospects and have incentives to convey this information to the market for 
dividend signaling hypothesis to hold. Secondly, a signal should be true, that is, a firm with poor future 
prospects should not be able to send false signals to the market by increasing dividend payments. Therefore, the 
market should be able to rely on the signal to differentiate the level of performance among firms. If these 
conditions are met, the market should react favourably to the announcement of dividend increase (Koch and 
Shenoy, 1999). Dividend signaling hypothesis has been noted earlier but it was not modeled until the late 1970s 
and early 1980s (Al Malkawi et al, 2010). 
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Empirical Evidence: Pettit (1972) argued that dividend announcements communicate valuable information and 
showed that market responds positively to the announcement of dividend increase and negatively to the 
announcement of dividend decrease. Aharony and Swary (1980) argued that dividend and earning 
announcements are not proper substitutes and an appropriate test for the signaling hypothesis needs to take the 
effect of earnings announcements into consideration. Asquith and Mullins (1983) investigated the market’s 
reaction to dividend announcements for a sample of 168 firms that paid dividends either for the first time in their 
corporate existence or resumed paying dividends at least after 10 years of existence. Asquith and Mullins (1983) 
found a positive and significant relationship between the magnitude of initial dividends and the abnormal returns 
on the announcement day using cross-sectional regression analysis. Amihud and Murgia (1997) found a support 
for the notion that dividend changes convey information about firm’s value using a sample of 200 German 
companies quoted on Frankfurt Stock Exchange. They examined the stock price reaction to dividend 
announcements using 255 events of dividend increase and 51 events of dividend decrease for the period of 1988 
to 1992. They found that the average excess return of stock prices is +0.965 percent for dividend increase and -
1.73 percent for dividend decrease. 

Travlos et al (2001) provided empirical evidence from an emerging economy in favour of the dividend signaling 
hypothesis. They considered a sample of 41 announcements of dividend increase and 39 announcements of 
stock dividends for firms quoted on the Cyprus Stock Exchange for the period of 1985 to 1995. They found 
positive and significant abnormal returns for both cash dividend increase and stock dividend announcements and 
interpreted their results as consistent with the dividend signaling hypothesis. Benartzi et al (1997) studied the 
relationship between firm’s future earnings and dividend changes using a sample of 1025 firms listed on the 
New York Stock Exchange (NYSE) and the American Stock Exchange (AMEX) between 1979 and 1991. They 
found no evidence to support the notion that changes in dividends have the power to predict changes in future 
earnings. Nissim and Ziv (2001) also found that a positive correlation between dividend changes and earnings 
changes and provide support for the signaling hypothesis. 

Agency Costs and Free Cashflow Hypothesis of Dividend Policy  

The Basis Argument: One of the assumptions of Modigliani and Miller theory of dividend policy is that there is 
no conflict of interest between managers and shareholders. In practice, this assumption may be unrealistic where 
managers of a firm are distinct from its ownership. In this case, managers are always imperfect agents of 
shareholders because their interests are not necessarily the same as shareholders’ interest. Managers may take 
decisions that are costly to shareholders such as over-investing in managerially rewarding but unprofitable 
activities. Shareholders incur costs associated with monitoring managers’ behaviour and these agency costs are 
implicit costs resulting from the potential conflict of interest among shareholders and corporate managers. 

The payment of dividends may align the interests and mitigate the agency problems between managers and 
shareholders by reducing the discretionary funds available to managers (Rozeff, 1982; Easterbrook, 1984; 
Jensen, 1986 & Alli et al, 1993). Another source of agency cost problem is the potential conflict between 
shareholders and bondholders. Excess dividend payments to shareholders may be taken as shareholders 
expropriating wealth from bondholders (Jensen and Meckling, 1976). Shareholders have limited liability and 
have access to the company’s cash flow before bondholders. Consequently; bondholders prefer to constrain 
dividend payments to shareholders so as to secure their fixed claims. Conversely, shareholders prefer to have 
large dividend payments for the same reasons.   

Empirical Evidence: The agency cost hypothesis of dividend policy has been widely addressed in empirical 
literatures. Rozeff (1982) was the first researcher to develop an empirical model on agency costs using a large 
sample of US firms. Rozeff’s regression model could be stated as follows: 

APR = B0 –B1CS – B2G1 – B3G2- B4BETA + B5 N + μ 

Where APR is the average pay-out ratio over a seven year period (1974-1980), S is the percentage of  common 
stock held by insiders over the seven year period, G1 is the realized average growth rate of  a firm’s revenues 
over a six year period (1974-1979), G2 is the forecast growth of sales over the six year period (1974-1979), Beta 
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is the firm’s estimated beta coefficient in Value Line Investment Survey and N is the natural log of the number 
of shareholders at the end of the seven year period. Rozeff (1982) premised his model on the assumption that 
optimal dividend payout is at a point where the sum of transaction costs and agency costs are minimized. 
Therefore, the model is referred to as cost minimization model. Rozeff (1982) argued that the benefits of 
dividends in reducing agency costs are smaller for companies with lower dispersion of ownership. His empirical 
results provide a support for agency costs theory of dividend policy. Alli et al (1993) also conducted an 
empirical study on the determinants of corporate dividend policy using factor analysis model. He found that 
ownership dispersion factors are insignificant in relation to dividend decision. This result is inconsistent with 
Rozeff (1982) model. 

Jensen et al (1992) also used a three-stage least square regression to examine the determinants of cross-sectional 
differences in insider ownership, debt and dividend policy. They employed a sample of 565 firms for the year 
1982 and 632 firms for the year 1987.The results of the findings revealed that there is negative relationship 
between insider holdings and dividend payments. The result of Jensen et al (1992) is consistent with Rozeff 
(1982) model and therefore with agency costs hypothesis. La Porta et al (2000) examined more than 4000 
companies from 33 countries in the world including some emerging markets in relations to agency cost 
hypothesis. He divided the countries into two categories: countries that provided good legal protection of 
minority shareholders and countries where shareholders had poor legal protection. The results of the findings 
indicated that firms pay more dividends in countries where shareholders have better protection. Moreover, they 
found a rapid growth rate in firms operating in these counties than their counterparts with low dividend payout. 
La Porta et al’s model is consistent with agency costs hypothesis. 

Conclusion 

Dividend policy has generated a large body of theoretical and empirical literature especially after the proposition 
of dividend irrelevance hypothesis of Modigliani and Miller (1961). No general consensus has been reached 
after several decades of intensive research. In perfect capital markets, Modigliani & Miller (1961) argued that 
value of a firm is independent of its dividend policy while Gordon (1959) and Walter (1963) argued that 
dividend increases the market value of a firm. However, various market imperfections such as transaction costs, 
taxes, insider information, agency problems etc. have provided the basis for the development of various theories 
of dividend policy. These theories include clientele effects, dividend signaling hypothesis and agency costs 
hypothesis. Although, several studies have attempted to examine various issues of dividend policy, they have 
produced mixed and inconclusive results. The research concludes that dividend policy seems more like a puzzle 
as argued by Black (1976). 
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