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Dividends are very important considerations for any
rational investor, Ultimately, most rational investors
would invest in a company because they expect to receive
dividends. It is this factor which makes a company's

dividend policy be of paramount importance,

However, the dividend policy of a firm is not always
easy to formulate, it is first of all a very complex
division where numerous factors must be weighted, The
weight placed on the numerous factors does in turn influence
the practice. The ultimate objective of any dividend

policy pursued by the firm is the maximization of its

shareholders wealth.

This study investigates the dividend practice and

factors weighted by Kenyan publicly quoted firms when

making the dividend devision. The results obtained about

dividend practice and factorsweighted are discussed in
this report. Both cash and stock dividends were found to

be popular forms of earnings distribution,

It was also found that most comapnies lack a systematic

dividend decision making procedure. As such, most
companies end up considering not more than two (cash and

earnings) factors when deciding how much earnings to

distribute, liowever, in total, most of the factors which



theory says should be considered were also mentioned here

and there,

The researcher recommends that the dividend decision
be taken more seriously (than is being currently done).
Management should try to consider as many factors as
possible so that the firm can at least have a faint hope of
maximizing its value to its shareholders. Ad hoc
dividend decisions should be avoided so as not to lose

shareholders confidence.



CHAPTER ONE

INTRODUCT ION

1:1  BACKGROUND

Individuals jnvest in firms mainly because they
expect some returns. The returns to the investor
are in the form of either dividends or capital gains.
Generally, dividends are the payments of all or part of a firm's
net earnings to the shareholders, On the other hand,
capital gains appear in the form of appreciation in the

market values of a firm's shares.

A firm's dividend decision is a critical one, B
Generally, financial management consists of three
broad decision areas: (i) Financing, (ii) Investment
and (iii) Dividend.1 Firstly, Managers must decide how
they are going to fingnce the firm's operations. There
are two possible sources of finance,namely, debt
and equity. The funds from these two sources form
a firm's capital structure. Once funds have been
acquired, the next decision involves the application

of these funds to the most profitable investment

opportunities. The objective is to increase the

1. Weston J,F,, & Brigham E,F,, Managerial Finance
Seventh Ed,, The Dryden Press (1981) p. 2




shareholders wealth while at the same time ensuring
that the firm's debt obligations, if any, are honoured.,
Finally, a firm's management must decide how the firm's
earnings are to be distributed. The firm has the
choice of either retaining the earnings to finance

future investments or distributing the earnings to the

shareholders.2

Whereas dividends are mostly distributions in the
form of cash, they could also be distributed in other
fo;ms. These include: the distribution of a firm's
non-cash assets (e.g. Inventory), promise to pay
(Scrip dividend), allocating additional shares to the
shareholders chargeable to a firm's retained earnings
account (i.e. stock dividends/bonus shares) or
liquidating dividends which are charged against a

firm's share capital account.3

The importance of a firm's dividend decision is

best summarised by Weston and Brigham (1981) in the

following words:

"Dividend policy determines the extent of
internal financing by a firm. The Finance

Manager decides whether to release corporate

2. Distributable earnings can also be apportioned
between retentions and dividend payments in
various proportions.

3. Kent, R.P., Corporate Financial Management,

Ricua;d. Doy Irwin Inc,, liomeword (1960)
p- e -:O




earnings from the control of the enterprise,

Because dividend policy may affect such areas
as the finance structure, the flow of liquid

funds, corporate liquidity, stock prices and

investor satisfaction, it is clearly an

important aspect of financial management."4

Given the importance of the firm's dividend policy,
it is not surprising that numerous studies have been
carried out in this area. Most of these studies have
had the objective of finding out whether the firm's
dividend policy does influence its value, The value
of the firm is a very important concept in finance.
This arises from the fact that the firm's primary

objective is the maximization of its shareholders

wealth.5

The findings obtained thus far on the effect of
a firm's dividend policy on its value are
inconclusive with some studies finding some
relationship while others found none. The effect of
a firm's dividend policy to its value remains a
controversial issue and the search for an optimal

dividend policy of a firm continues,

4. Weston J.F., & Brigham, E.F., op. cit., p. 700

50 Ib‘d' p. 3.




Two schools of thought have emerged in the course
of the dividend controversy. The first school which
is the traditional one holds that dividends are relevant
in firm valuation. The classical view holds that
dividends are preferred to capital gains and hence
firms which wished to maximize their value to the
shareholders should pursue liberal dividend policies,
This, it is argued, was because,firstly, dividends
resolve the uncertainty associated with capital gains
and secondly, dividends convey valuable information to
the shareholders about the firm's expected earnings
prospects., Those who identified themselves with this
school included: Lintner (1956), Walter (1956 & 1963),
Gordon (1959 & 1963), Graham, Dodd & Cottle (1962) among
others. These scholars viewed the value of a firm

as its future dividends (including liquidating dividends).®

Graham, Dodd & Cottle (1962) further asserted that a
shilling of dividend is wlued four times a shilling

of capital gains.7

The traditional view that dividends are "good" was

most prominent before 1961 when Miller and Modigliani

6. Walter, J.k., "Dividend Policies and the common
Stock Prices", Journal of Finance (March 1956) in
Leston J.p. & Woods D.H., Basic Financial Management
(selected readings) Wadsworth Publishing Con. lnc., 1967.

e Graham, Dodd & Cottle, Security Analysis: Principles
and Techniques, fourth Ed., Mcuraw=Hill Co, 1962)
p. 487,




(hereafter MM) wrote a revolutionary paper in which

they argued that dividends were irrelevant in firm
valuation. After making some assumptions apout the
behaviour of capital markets, MM (1961) were able to
develop a mathematical model where dividends played no
role. They argued that the value of a firm is only
influenced by the rate of return on its investments,

The assumpiions that MM made included: (i) perfect
capital markets where there were many buyers and sellers,
absence of transaction costs and tax differential

between dividends and capital gainsiand (ii) perfect

certainty.8

Studies after MM's (1961) paper have attempted to
relax some of the assumptions which MM made and then
testing their valuation model. To date, the: results
are incbnclusive,with some providing evidence in

support of MM while others finding against,

Most of the studies carried so far have involved the
behaviour of a firm's share prices when a company
pursues a certain dividend policy. Very few studies on
the subject matter of dividends have attempted to

discover those factors whichinfluence a firm's dividend

8. Miller M.H., &Modigliani F., "Dividend Policy,
Growth and the Valuation of Shares." Journal
of Business Vol. 34 (October 1961) pp., 411-433,



decision. The few studies which have attempted to
identify those factors which influenced a firm's

dividend decision are summarised below,.

Lintner (1966) carried out interviews with the top
executives of 28 US firms aimed at identifying the
factors which influence their dividend pblicies. His
findings were that a firm's level of earnings was the

most important factor which influencedits dividend

policy.9

Thompson and Walsh (1963) conducted a survey of
dividend practices of some 230 American manufacturing
companies., Their findings were that companies stressed
dividend consistency.10 In addition, they found that
among other things the following factors do influence
dividend practices: (1) Cash presently available and
the anticipated need for cash (2) The companies past
and prospective earnings  (3) The interest of the
shareholders, (4) The impact of taxes, (5) Legal
considerations and (6) The dividend practices of other

. 11
corporations,

9.. Lintner, J., "Distribution of Incomes of Companies

among Dividends, Retained Earnings and Taxes,"
American Economic Review (May 1956) pp. 97-113,

10, Thompson G.C., & Walsh, F.J., "Companies Stress
Dividend consistency." In Mock E.J. Readings

In Fingncial Management International Textbook
Inc., Penn, 11964§ pe 369,

11, Ibid., p. 371,



The complexity of the dividend decision is further

illustrated by the recent conflict at Kulia Investments

Ltd.12 The case of Kulia Investments Ltd. demonstrates

that directors usually try to satisfy the needs of most
of its shareholders., In this case, the majority
shareholders (the Block family) preferred the company 's
funds to be retained in the company for investment
purposes while the minority shareholders preferred to
receive cash dividends, As a result of this conflict
of interests among the shareholders, the majority
shareholders offered to buy out the minority interest in
the company so that the company's dividend policy stops

being a cause of conflict, After some wrangling,

they succeeded.

Given the complexity of a firm's dividend decision,
it is important that the directors be well appraised
by the management on all the factors that need to be

considered before the decision to pay out dividends is

made,

1:2 STATEMENT OF Til. PROBLEM

The dividend policy decision of a firm is a very

important management decision, In practice, the dividend

"
12, "Kulia Takeover bid referred, Daily Nation, 17th
January 1987,



policy of a firm can be formulated in a variety of ways
and it is therefore not just a simple act of either
paying cash dividends or not paying.‘ Even when a

firm decides to pay dividends, the decision does not
end there for the directors must decide: (1) how much
dividends to pay,6 (2) how to pay the dividends (cash,

stock or assets etc.) and (3) when to pay the dividends.

In deciding how much cash dividends are to be paid,
the directors must weigh a number of factors. The
weight placed on each factor depends on how it helps the
firm in achieving its objective of maximizing its value
to its shareholders., Some of the factors that may be
considered when making a dividend decision are in
conflict with one another, For example, the shareholders
need for consumption income may be in direct conflict
with the firm's needs for investment funds. The
dividend decision therefore, becomes a very complex
decisions This implies that there are likely to be
variations in dividend practices of firms as a result
of the subjecti¥e (judgement) factor involved in the

decision making process.

Whereas some studies on the dividend practices
of firm's have been carried out in the U.S. and a
number of other countries, no such studies have been
conducted in Kenya. The dividend practices of firms

are no doubt shaped by the environment in which the



decision is made. The purpose of thie study therefore
is to investigate the actual dividend practices of

publicly quoted companies in Kenya.

13 OBJECTIVES OF THE STUDY

This study has a dual purpose:=

1« To investigate the dividend practices of publicly
quoted companies in Kenya,

2e To identify those factors which influence the

dividend volicies of publicly quoted companies

in Kenya.

1:4 IMPORTANCE OF THE STUDY

j Investors:= The study will aid the investors in
understandiné the various dividend policies pursued
by firms in Kenya. They will gain a better
understanding of the factors that influence the
dividend payouts of firms in Kenya, Hence the
findings of this study will provide investors with
valuable information to be used in making an
investment decision. This may culminate to
a situation where investors demand that firms

explain the rationale behind their dividend

policies,

Ce Banks and Creditors:~ Will know whether their interets

are considered by public companies in Kenva when

formulating their dividend policies. This knowledpe



can form a basis for formulating lending policies

to publicly quoted companies in Kenya.

Financial Analysts:= Can utilise the findings
of this study to provide better investment advice

to their investor clients.

Managers & Directors:~ Will be able to see how
their dividend policies compare with those of

other firms especially those firms of similar

size and those operating in the same industry,
Thus;the findings can form a basis for identifying

appropriate dividend polcies.

Government and General Public:= The government
will be in a position to see how its tax policy
influences a firms's dividend decision. By so
doing, the government will be able to come up with
a taxation policy which encourages stock market
activity while at the same time maximizing the

government's revenue,

The study will also be of importante to the general
public because dividends from public corranies are
usually substantial (in millions of shillings)
which does influence other ecconomic activities

in the economy (the multiplier effect).



Academics:= The study will add to the body of
knowledge in the finance discipline. The

findings may form a basis for further résearch
especially at this time when there are calls for

the Undigenization"of foreign firms and'privatization"
of parastatals which cen be done conveniently

through the Nairobi Stock Exthange.

RESEARCH DESIGN

Generally, this study was exploratory in nature, as

such, no hypothesis was tested,

Te

2e

Population:

The poprulation under study was made up-ol "all
the companies which were quoted on the Nairobi Stock
Exchange as at 30£h March 1987. The reason why
this population was sélected was because information
above their operations is readily available both at
the registrar of comnanies and the registrars to

the Nairobi S;ock Exchange,

Sample:

Presently, there are fifty four companies (54)
whose shares are quoted on the Nairobi Stock Exchange,
It was therefore found necessary to include

all of them in the study.



e Data Collection

Two methods were used to collect the data:

i) Firstly, data was extracted from published
financial statements of all the quoted companies
for the period 1976-1985, This was necessary
in order to ensble the researcher to compute
the various ratios required in addition to .
identifying the dividend trends and other

aspects of dividend practices,

ii) The second method used to collect the data was
the questionnaire method. A structured
questionnaire was used to gather information
from esenior executives of the juoted companies.
The questionnaires were filled either through
interviews conducted by the researcher or were

left with the respondents who filled them on

their own.

4, Data Analysis:

The data collected was analysed in various wayse
These included;(4) ¢ ross-tabulation, (ii) means

and percentages (4ii) trend analysis,

1:5 OVERVIEW OF THE PROJECT:

The project is made up of four chapters including
the present one. In Chapter two, the literature

relating to dividends and dividend policies is explored,



same
In the'[chapter, the reasons for paying dividends,nature

and types of dividend policies, mechaniecs of dividend
distribution and factors influencing dividend policy

are discussed, In chapter three, the project research
design is discussed in further detail., The resul tg of

my analysis zpe also presented in this chapter, Finally,
the project is concluded in chapter four. A discussion
of the limitations of this study and sugpestions for

further research are also included in this chapter,



CHAPTER TWO

2:1 REASUNS FOR PAYING DIVIDENDS:

A firm's shareholders are the rightful owners of
all the profits it generates, The shareholders
objective in investing in a firm's shares is the
maximization of their wealth, The '"real" returns to
the shareholders could be packaged either in the form
of dividends or capital gains (where the market value of
a firm's share appreciate in value as a result of the
retentions), Given that the shareholders own all the
earnings generated by the firm, then, it can be argued
that they should be indifferent as to whether they
receive the returns in the form of either dividends,

or capital gains,

There are many reasons why firms should pay dividends,
These reasons which are discussed in the section below

include:

1. Lack of investment opportunities which promise

‘adequate” returns.
2. Reduce uncertainty,
3« Information content of dividends and,

4. Provide investors with consumption income,

2:1:1 LACK OF "GUOD ENOUGH" INVLSTMENT OPPORTUNITIES:

A firm may declare dividends if it lacks investment



opportunities which are 'good enough".1 This line of
argument has come to be referred to in finance as

the 'residual theory of dividends! The residual theory
holds that dividends are declared only after the firm

has exhausted its needs for investment funds, Thus,

the dividends in this case will play only a passive

role, This line of reasoning has been advocated by

the traditional theorists on dividend policies like
Walter (1956 & 1963) and Gordon (1959), The traditional
view of dividends does recognise the fact that

dividend payments dc reduce the amount of funds
available to the firm for investment purposes when
external opportunities for investment funds are ignored.
According to the traditional view, dividends should be
declared only when there are "unattractive" investment
opportunities, It follows that, when a firm has
abundant investment opportunities, dividends should not
be declared and shareholders should contend themselves
with the capital gains which arise from the retention of
earnings. This implies that the payment or non-—

payment of dividends does aflect the market value of a

firas shares. For example, when a company with several

attractive investment opportunities declares a 100%

1. Bierman, H. Jr., Decision Making and Planning

for the Corporate Treaturer., John siley & Sons,
New York. i1977; pe 126,




dividend payout ratio, it follows that its value would

fall as income generating opportunities are lost,

The argument that dividends are the residue of a firmé
investment decision has been criticised for its failure
to recognise that alternative sources of investment
funds do exist in the form of debt and issuing new
egquitye. Thus investments do nnt¢ necessarily have to be
financed from retained earnings and the criteria of
which funds to utilize should be determined by the cost of
these funds. This line of reasoning was championed by
Miller and Modigliani (1961) who in their classic paper
argued that a firm's dividend decision is independent of
its investment decision. Hence MM (1961) argued that
the availability or non-availability of "good enough"

projects should not be used as basis for determining

dividend pay-ents.2

Subsequent to MM (1961), Baumol et al (1970) carried
out studies which showed that the rate of return on
new equity is much higher than the rate on internally
generated funds. They attributed this phenomenon to
the higher costs associated with external financing due

to the floation costs involved. They summarised their

findings as follows:

Growth and Valuation of Shares," Journal of
Business 34 (October, 1961) pp. 411 -433.
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“eeo the firm will tend to utilize more

expensive money only if it has available an
investment project sufficiently promising

to justify the higher costs, and if it has
pretty well run out of funds derivable from

3
cheaper sources,"

Thus, Batmol et al find in support of the residual
theory of dividends. Firms must hence exhaust all the
internal sources of funds for investment purposes before

resorting to external financing.

The investment decision is also influenced by
the investment opportunities which are available to a
particular industry. The "industry effect" was first
mentioned by Lintner (1956).4 -The "industry effect"
hupothesis holds that firms in the same industry are
likely to pursue similar dividend policies. Further
support for the "industry effect" hypothesis was given
by Michel (1979) who found evidence that industry
classification is closely related to the level of

dividends (in the U.S.A.)S. In another study, Michel

3 Bammol W.J. et al "Larnings retention, New Capital
and the growth of the firm." Review of Economics
and Statistics, Vol. 41 (November 1970) p. 355.

4. Lintner, J., Op. cit., pp. 97 - 113,

S. Michel, A., "Industry Influcnce on Dividend Policy",
Financial Management (Autumn 1979),



et al (1980) summarised the studies .carried out on the
industry effect hypothesis in the following words:
"The results obtained theoretically by MM and
empirically by Fama, Black & Scholes, and
Miller and Scholes, imply no systematic
relatbnship exists between a firm's
dividend policy and the level or profitability
of its investment decisions. Because of the
structural characteristics of an industyry, it ia
unlikely that investment opportunities within
an industry are similar., Yet if there is no
systematic industry influence on debt valuation
or new equity valuation, one would expect to
find no systematic relationship between & firm's
the
dividend policy and/industry in which the firm
operates. If, however, dividend decisions

and investment decision are not independent,

such industry effect may indeed occur."6

The results obtained to date on the relationship

between a firm's dividend policy and its investment

6. Michel, A., & Shyked 1., "Country and Industry
Influence on Dividend Policy: Evidence from
Japan and the U.S5.A." Journal of Business
Finance & Accounting (Autumn 1980) p, 366.




policy are contradictory. It is doubtful whether the firm's
investment decision does influence its dividend policy.
Thus, the amgument that dividends should be paid to

lacks

shareholdens only when the firm / Aattractive investment

opportunities lacks widespread support from the currently .

available literature on dividends,

2:1:2 REDUCE UNCERTAINITY

Another reason why firms make dividend payouts is
to reduce the uncertainty associated with the non
payments of dividends or where the dividends fluctuate
widely., The traditional theorigtslike Graham, Dodd &
Cottle (1962), Gordon M.J. $1959) and Walter J.E. (1956 &

1963) have relied on the uncertainty vesolution of dividends

to argue that dividends are "good¥,

The traditional view asserts that shareholders value
dividends more than capital gains, If this is true, then the

of
declaratiowfi'id“ﬂs does increase the value of the firm,

Thus‘those frrms which wish to maximize the market value
of their shares should payout all their earnings in form
of dividends. Graham, Dodd & Cottle (1962) asserted that
a shilling of dividends has four times the average impact
on share prices as does a shilling of dividends, Graham,

Dodd & Cottle (1962) used two illustrative examples of real

companies to show that a firm's dividend policy does afffect

the market value of its shares., In one of the examples,

they compared the share price performance of two compantes



in the railroad industry for the period 1939-47. One
firm had made higher profits but paid less dividends

and consequently its shares fetched lower prices.7

Subsequently, Gordon (1959) and Walters (1966) found
that dividends are preferred to capital gains hence the
need to distribute earnings. Thus dividends do resolve
the uncertainty associated with capital gains. Those who
identify themselves with this proposition argue that
"a bird in hand is better than two in the bush". Accordingly

companies do payout dividend to resolve the above mentioned

uncertainty.

On the other hand MM (1961) argued that their dividend
irrelevancy model does hold even under conditions of
uncertainty. Initially, MM dewelsped the model under the
assumption of perfect certainty which they said implied

the following;

"implies complete assurance on the part of

every investor as to the future investment program
and the future profits of every corporation.
Because of this assurance, there is among other
things, no need to distinguish between stock, and

bonds as sources of funds at this stage of analysis.8

7. Graham, Dodd & 6ottle op. cit, P, 487

8. Miller M,H, & Modigliani F, op. cit,, p. 412



Later, MM (1961) dropped the 'perfect certainty'
assumption and went on to show that the model still
worked. To arrive at this conclusion, they invoked two

postadates: (1) "imputed rationality" and (2) symmetric
market rationality." The concept of "home-made" dividends
was thus coined and investors who wished to receive some
cash from their investments sould dispose off part.ef their
investment to realise capital éains. MM (1961) assumed:
(1) Existence of efficie;t captal Markets where (i) there
are many buyers and sellers of securities, (ii) no
transaction costs are involved (iii) no differential taxes
between dividend income and capital gains etc. When these
assumptions hold, MM argued that shareholders will be
indifferent as to whether they reeeive returns in the

form of dividends or capital gains,

The view that dividends were irrelevant even under
condition, of certginty has been criticised by among
others Gordon M.,J. (1963). Gordon (1963) argued that
investors are not indifferent between cash dividends and
capital gains. Under uncertainty, future dividends
are disconted at a rate which increases with the distance
in the futute.9 Therefore, according to Gordon (1963)

shareholders will almost always prefer to receive dividends

9. Gordon M,J, "Optimal Investiment and Financing

Policy", J., of Finance Vol. 18 (May 1963) p. 265
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than capital gains,

the
Thus[!waaoniug that firm's pay out dividends to their

shareholders inorder to reduce uncertainty remains
controversial as some scholars (including MM) argue that

there is no a justifiable reason where shareholder aretassumed to

rational (i.e. they prefer more wealth to less).

2:1:3 INFORMATION CONTENT OF DIVIDENDS

The information content of dividends is another reason
why firms should pay dividends. Thbse who ideﬁtify
themselves with this line of reasoning argue that dividends
éo convey useful information to the investors. An increase
in dividends is taken by the shareholders to mean that

the board of directors expect the firm to do well in the

future.

In studies carried out by Lintner (1956), he found
out that directors used dividend policy to convey to
the shareholders their expectations about the firm's
future performance. Lintner (1956) carried out his
study by interviewing executives of 28 US firms. Since
directors use the firm's dividend policy to convey
useful information, they do not adjust the dividend payments
to changes in earnings instantaneously. LEssentially firms
have a target payout rgtio and it is only when management
is convinced that the change in earnings is "permanent" g¢hat

they change their dividend policy. This implies that



dividend changes will always lag behind changes in

earnings. Lintner (1956) went ahead and developed a firm
valuation model which incorporated his field findings.

This model come to be known as a "partial adjustment firm
valuation model." Lintner's (1956) model emphasises

that management have a clear preference for stable dividends
and thus avoid making changes in the firm's dividend

rates that might have to be reversed in the near future.
Lintners speed of adjustment (partial adjustment) model
which explains a firm's ;ividend behavior was explained

by the following equation:

ADit = Ai + Ci (Dif = Di, t-1 ) + Uit,

where
4Dit = the change in dividends per share
Ci = the speed of adjustment to the
difference between a target dividend
payout and last year's payout,
Dit* = the target dividend payout
Di, t-1 = lgst period's dividend payout,
Ai, Uit = a constant andZ;ormally distributed

random crror torm.lo

Thus, most firm's will take some time (years)

before adjusting their dividend payments to earnings,

10, Lintner J., op cit., p. 287
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Brittain (1966), tried to fit Lintners speed of
adjustment model to data on US corporations and came up
with inconsistent results. He found tpat when aggregate
dat, for all U.S, corporations and for all manufacturing
corporations was used, the model worked very well though
modified slightly to take account of the firm's cash flows.
However, the model was not as successful when applied to
40 individnal firms (rather than aggregate). He attributed
the discrepancy in his findings to the fact that the
40 firms were not a representative cross-section of U.S,
corporations and furthermore the reg;essions were beset

by collinearity among the independent variables.11

Therefore, the traditional view was that dividends
do convey valuable information to the investors and other
market participants, The argument is that dividends are
used by management to signal their future cxpectations
on the firm's performance. llowever, in 1961 MM in their
revolutionary paper argued that dividends did not convey
any useful information to the investors and hence was a
rejection of the "information content of dividends hypothesis,"
To achieve their objective of proving that dividends
were information free, MM invoked the assumption of perfect
capital market where "all traders in the stock market have

equal and costless access to information about the ruling

pro-

11. Brittain G.A, "Corporate dividend policy" Book review
by Canning J.L, in Journal of Finance,
1970 pp. 709-10,




price and about all other relevant characteristics of
shares.12 llence, according to MM, dividend policy does

not affect a firm's value,

Subsequent to MM, many studies which purport to test
the "information content" of dividends hypothesis
empirically have been carried out. Such studies have been
carried out by Fama, Fisher, Jensen & Roll (1969), Pettit
(1972), Watts (1973), Laub (1970, Ezze{ (19763,
Charest (1978), Ahareny and Swary (1980), Gonedes (1978)
Griffin (1976), and Kwan (1981). The resulss achieved todate
are inconclusive with some résearchers finding in favour

of the "information content" hypothesis while others finding

against,

The first study which tested the "infomation content"
hypothesis was carried out by Fama, Fisher, Jensen, and
Roll (1969). Their study basically involved testing the
effect of stock splits when accompanied by dividends
a::buncements on a firm's share prices. They found in
favour of the "information content" hypothesis and

hence firms which announced dividend increases alongside

Stock splits had the market value of their shares increased

4 1
and vice-versa., 5

13. Copeland J.E. & weston J.F, "Financial Theory & Corporate

Policy", 2nd Ld. Addison - wesley Publishing
Company. Heading Massachusetts (1983) p 509,
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Pettit (1972) used quarterly dividend announcements
to test their accuracy in predicting a firm's future
earning. He sampled 625 New York 8Stock Exchange firms
for the period January 1964 through 1968 and found
clear support for the hypothesis that dividend announcements
provide investors with information that is used in assessing

the market values of a firm's shares.14

watts (1973) calculated an abnormal performance index
on 310 American firms for 24 months around the dividend
announcement date. lle found that the performance of

tends

firms with dividend increases/to be better than that of
firms which decreased their dividends. However, the
relationship was insignificant and therefore he found it
difficult to conclude in favour of the information content
hypothesis, He argued that investors do indeed make use
of other sources of information (e.g. earnings) and
hence their assessment of a firm's expected performance

is not restricted to use of dividends only. This is to

say that the market does react to the total'"information

set“available.15

Charest (1978) used daily returns to calculate an

abnormal performance index of some American companies,

14, Pettit R R "Dividend Announcements, security performance
and capital market efficiency", Journal of Finance
EPecember 1972) pp. 993-1007,

15. Watts R, "The information content of dividends"
Journal of Business Vol., 46 (aApril 1972)




He found an insignificant correlation (1%) between
dividend announcements and stock returns. Like Watts
(1973). Charests admitted that his evidence may not
effects in
necessarily reveal the presence of informationédividend
announcements as a result of other VYnoisy" information

operating the stock markets.16

Aharony & Swary (1980) carried out market studies
on the influence of dividedds on firm valuation by
attempting to minimize the effect of contemporaneous
information (particularly earnings). Thus, they used the
market returns of only those companies where the dividend
announcements dates differed from earnings announcement
dates by at least 11 days. They found a small but

significant dividend announcement effect.17

Un the other hand, Laub (1976), Ezzel (1976),
Gopedes (1976)'and Litzenberger and Ramaswamy (1982)
carried out studies whiéh provided evidence that dividends
are "all for nothing" and therefore, do not convey any
useful information, Litzenberger and Ramaswamy (1982)
used groups of portfolios of companies quoted on the
New York stock exchange to test whether the stock returns

are influenced by either tax or information.

16, Asquith P & Mullins D,% "The impact of initiating
Dividend payments on Shareholder's wealth,"
Journal of Business Vol., 56 No. 1 (Jan 1983) Pp. 79

‘

17. 1Ibid, p. 82,



Using a mathematical model they developed, they found

a strong but non-linear relationship between a firm's
dividend yield and its stock market returns. This,

they argued could be explained by the "tax effect" rather
than om "information effect.," They concluded their

findings thus:

"The prediction rule for the expected divided yield
is based solely on information that wou#d have

been available to the investor ex-ante, and hence

is free from potential information effects that aye
contained in dividend yield variables that anticipate

the occurence (#r lack therectfv of a dividend."18

It can be observed from the above summarized studies
that the results todate on the "information content" of
dividends are inconclusiva It becomes difficult to say with
certainty whether dividends convey any information to
the investors. Therefore, the directors who declare
dividends 80 that they may convey their expectations of
the firm's future performance should be cautious as some
empirical evidence does show that investors may not use

dividends as &R0 jinformation signal.

18, Litzenberger R.H. & Ramaswamy K "The effects of
dividends on common stock prices: Tax effects or
information effects? Journal of Finance (May 1982)
in Jensen M.C, & °mith ed The Modern Theory of

corporate Finance; McGraw=-Hill Book Co. (1981) pp
725-726,




2:1:4 PROVIDE INVESTORS WITII CONSUMPTION INCOML

Another reason why firm's pay out dividends is to
satisfy investors need for consumption income .19 This
reason will apply mainly where the investors are orphans,
widows or retirees. “ome investors generally invést in
firm's shares because t ey expect tb receive dividends
in the future to meet their consumption needs. Hence,
it is argued that failure to payout dividends will cause
suffering and frustration to the investors and thus may

push them to liquidate their holdings in a particular firm.

Such an outcome may become detrimental to a firm's
well being as it may find it difficult to raise finances

by issuing new equity.

However, some stholars find this argument in favour
of dividends to be weak as it ignores the fact that
shareholders are free to liquidate part of their holdings
and consequently realise capital gains if they needed the
income for consumption purposes, MM's (1961) irrelevance
theorem lies on this foundation as shareholders can
receive what MM called "homemade" dividends. As already
mentioned earliery MM (1961) assumed a perfect capital

market where there were no transactions costs and tax

19, Bierman op. cit., P, 126



differentials between dividends and capital gains.

MM's (1961) assumptions were heavily criticised for
being unrealistic for in the real would as we know it,
transactiongcosts can be quite high. This implies that
liquidating shares can never be a perfect substitute for

dividends.

N

Another complication with "home-made" dividends is
the presence of differential tax rates between dividend
income ana capital gains, Generally capital gains
are taxed at a lower rate than dividend income and this
makes them appear preferable especially to those
shareholders in high income tax brackets. Yor example,
presently, capital gains are not taxahle in Kenya while
dividend income to the individual are taked at the
shareholder's marginal tax rate. The implication of
this phenomenon is that rational shareholders who prefer
more wealth to less should ha;e 8 clear preference for
capital gains over dividend income,

Subsequent studies since MMk (1961) paper have
been directed at findingz;hethcr dividends do influence
the value of a firm when differential tax rates for

dividend income and capital gains exist, Like
other studies on dividends, todate the results are
conflicting. Studies which have examined the influence
of a firm's dividend policy on its value have been

carried out by Farrar & Selwyn (1967), “lton & Grubber



(1970), Brennan (1970), Miller & Scholes (1977 ,1978, 1979),
Black & Scholes (1974), Litzenberger & Ramaswamy (1982)

and De Angelo (1980) among others.

Farrar & Selwyn (1967) used partial equilibrium
analysis to show that shareholders are only interested
with maximizing their after-tax income. They found that
shareholders prefer dividend payments to capital gains.

They summarised their findings thus:

"In general, the best form of payment is the one
which is subject to least taxation. The
implicetion of course is that corporations should
never pay dividends. If payments are to be made
to shareholders, they should always be made wia
share repurchase. This allows shareholders to
avoid paying income tax rates on dividends.
Insteqd, they receive their payments in the form

of capital gains which are taked at a lower rate.zo

liowever, share repurchases are illegal in Kenya but
this does not alter Farrar & Selwyn's (1967) tenet
arguments that the optimal divided policy is that which

leads to least taxation to the sharecholders.

20, Copeiand J,i, & weston J,F, Op. cit., p. 490



Elton & Grubber (1970) carried out studies on
900 New York stock exchange firms and found that dividends
were irrelevant in firm valuation even when differential
tax rates between dividends and capital gains were
present, They attributed this to the "clientele effect"
hypothesis which was first hypothesised jn MM's (1961)
paper. The "clientele effect" hypothesis holds that
firm's will attract shareholders who are affected by the
taxes uniformly through their dividend policies. Thus firms
will deliberately pursue a dividend policy that will
attract a clientele of sharéholders whom they can satisfy.
Thus, Elton & Grubber (1970) provided evidence in support
of MM's irrelevancefheorol irrespective of tax implications -

: 21
of dividend payments.

Brennan (1970) studied the behaviour of share Prices
of firms when differential tax rates existed. Ille
concluded that the presence of these differential tax
rates made capital gains be preferred to dividends.

Consequently, he concluded thus;

"for a given level of risk, investors require a
higher total return on a security the higher its

prospective yield is, because of the higher rate

2
—

o

of tax levied on dividends than on capital gains,

21, Ll€on &,J, & Grubber M,J. "Marginal Stockholders tax
rates and the clientele effect." Review of economics
& statistics, 52 (February 1970) pp. 68-74,

22, OBrennan M,J. "An intertemporal approach to the
optimization of Dividend Policy with predetermined
inverstments: Comment." Journal of Finance (March 1974)
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Miller & Scholes (1978), and De Angelo (1980) also
argued that dividends were irrelevant even when
differential tax rates for dividends and capital gains
were present. In another paper, Miller & Scholes (1982)
argued that investors could eliminage the effect of
differential taxes by lewering their portfolios.

Thus, they could do this by borrowing funds and invest
in equities g have them invested in‘tax free insurance
policies (NB interest on borrowed funds is taex deductableb,
This again implies that dividends could still be irrelevant

in firm valuation.

However, Liteenberger & Ramaswamy (1982) found a
positive butnon-linear relationship between dividend
yields and market share prices - which they atributed

2
to a "tax effect" o

The above review of market studies does show that
the argument that dividends should be paid out inorder
to provide the investors with consumption income may

not stand up to empirical tests, Investors have glternatives

23, Miller M,S. Scholes M.S, "Dividends & Taxes"
Journal of Financial Economics 6 (1978) pp. 333-364

24, Litzenberger R,H, “amaswamy pp., 725-30,
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form
to dividends in thq[of "home-made'" dividends where they

may liquidate all or part of their shares to realise
capital gains, lowever, the presence of transaction
costs and tax complications make it difficult to conclude
whether one form of return (e.g. dividend) is preferred

to the otheripresently, the findings are inconclusive,

Therefore, the board of directors has an honorous
task of formulating a dividend policy that will be in
the interest of "all" the investors. In fact, it can
be said that to satisfy all the investors may be an
impossible task. Due to the complexity of setting a
dividend policy that satisfies all, every firm has "the
responsibility to announce its dividend policy, and

attempt to be consistent in its policy, changing only

25

when economic situations change significantly.

2:2 Nature & Types of dividend policy

Broadly, there are three ways of classifying

dividends viz: (1) based on regularity of dividends

25. Hicrmun “. Opo Cito, p.' 132
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(2) Based on source and (3) based on form of payments.,
Ordinarily, there are at lease 4 forms of dividends.
These are (i) cash (ii) stock (iii) propertyZ??v) scrip e
. .. Cash dividends are by far, the most frequent mode of
dividend payment. Ordinarily, cash dividends are paid
from retained earnings (i.e. past and current). This

is not to say that they may newer be paid from the
capital account or share premium account. However to
do this, a complete explanation to the shareholders
should be provided. Furthermore, the nature of such a
distribution implies a capital reduction., In Kenya the
jaw requires that any capital reduction be supported by
at least two thirds of the shareholders in a Beneral

mceting. Before any such distribution,a sanction by

a court of law is required.

The payment of cash dividends requires that a company
have enough cash at hand or at bank to meet the
declaration required. If the cash is inadequate but
the board of directors persist on paying dividends,
then arrangements to borrow the funds should be made,

In order to ensure that funds are available for payments

of dividends, campanies do prepare cash budgets,
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2:2:2 Stock dividends (bonus shares) / stock splitg

A stock dividend can be defined as a distribution
of surplus through a private issuance of additional
ghareg.ze. The effect of a stock dividend is to incréase
the number of a firm's outstanding shares. Since the
distribution is on a prorata basis, it then means that
a shareholder's ownership in the firm is unaffected by the

distribution.

Stock dividends are usually preferred by companies
as they do not alter a firm's cash position. All a stock
dividends invclves is the making of simple book-keeping
entries which transfers some funds from the firm& retained

earnings account to its permanent capital account.

Some firms also do engage in stock splitS. A stock
split is very similar to a stock dividend,the only
difference being the percentage of new stock issued and
the gccounting treatment. Conventionally, any increase
of less than 25 percent in ordinary shares is considered
a stock dividend. Consequently any increase equal to
or in excess of 25% percent of issued ordinary shares is

e P
viewed as a stock split, a Ihe effect of a stock split

26. Doris I7Ld,Corporatc Treasures & Controllers llandbook
4th ed. Prentice=-iall inc. Englewood Cliffs. N 1956, p.9202

27. Christy C,A, & ioden PF Finance Environment & Deciésion
srd ed, Harper & Row, Publishers N, York (1981) p. 251

28, Mathur § Introduction to financial McMillan
Publishing Co., inc. Ne York 1979, PP, 306-308
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iz to reduce the par and or market value of a

firm's shares and thus makipg them more marketable.

RATIONALE FOR A STUCK DIVIDEND uR SPLIT

The payment of a stock dividénd/stock split does not
change the owner's wealth position (i.e. ahareholders are
neitherpetter off neither worseroff ). Given this fact,
why then should companies engage themselves in the
payment of stock dividends/stock splits?. Several reasons
have been proposed, but some of these reasons have failed

to stand when empirically tested.

Thompson & %alsh (1963) in a survey on dividend
practices of 21 American firms found that a common reason
why the firm's in their sample paid dividends in form
of stock was due to tax considerations. Shareholders
in high income tax bracket would prefer stock dividends
as opposed to cash dividends due to the effeét of such
receipts to their tax liabilities.29

Another reason that Thompson & Walsh come across
‘vas the need to preserve cash in order to finance new

investments. 4ihe distribution of earnings in form of

stocks automatically makes these funds permanent capital

29, Thompson & Y“alsh "Companies stress dividend consistency,"
In Mock £.,J., Readings in Financial Managewent,
international lextbook Inc. Penn. (1964) p. 375
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and are hence unavailable for future distribution. llence

the firm's capital base is widened.

Another reason why firms pay dividends in the form
of stocks is to keep the market price of the firm's
shares within a desired range. This does ultimately have
an effect on the market price of a firm's shares. Related
to this line of reasoning is the proposition that stock
dividends and splits do benefit the shareholders because
the price of the shares does not fall precisely in
proportion to the share increase., This phenomena is
sometimes explained by the "information content" of the
dividend/split accouncement. Traditionally, stock dividendg
and splits are associated with growth companies. llence,
stock dividends and splits areperceived favourably in
the narket.so However, it should be noted that the
empirical evidence fails to verify these conclusions.
Martin (1979) says that most studies indicate that
investors are perceptive in identifying the true meaning
of a share. Martin (1979) gummarized the findings
on the effect of stock dividends/splits on share prices

as follows:

30. Martin J.D et a1l Basic Financial Management.
Prentice-Hall inc. Englewood Cliffs, New Jersey

1979, PP 492-495,
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"if the stock dividend or split is not

accompanied by ; positive trend in earnings and
increase in cash dividends, price increases surrounding
the stock dividend or split are insignificant.
Therefore we should be suspicious of the assertion

that a stock dividend or split is beneficial in

terms of increasing the investors worth.31

Thus, the reason forwarded in favour of stock
dividends/split for its positive influence on the

shareholder's wealth is a weak one.

SCRIP DIVIDENDS

A scrip dividend is a distribution of a firm's
retained earnings to the shareholders in the form of
notes or promises to pay the amount of the dividend at
some future date. Several circumstances militate in
favour of scrip dividends. These circumstances among
others include:

(1) Lack of sufficient cash to warrant payment of a
cash dividend. Inspite of insufficient cash, the
directors may feel obliged to distribute the current

earnings to the current shareholders,

31. Ibid., p. 495



(2) Wwhere the firm's future prospects are not bright.
Under such circumstances, scrip dividends will
be preferred to stock dividends which have a

connotation of increased future cash dividends,

(3) Where the firm wishes to maintain an established

dividend policy without paying out cash immediately.32

2:2:3 PROPERTY DIVIDENDS

Finally, a firm has the option of distributing its
retained earnings to its shareholders in the form of
property (or a firm's other non cash assets3. Hence, a
firm may distribute merchandise, investments held on
other companies etc. This is however, anunpopular form

of paying dividends.

ALTERNATIVE DIVIDEND POLICIES

A firm can pursue any of the many alternative
dividend policies available. The alternative dividend
policies include among others: (1) no dividend policy,

(2) policy of constant (stable) cash dividends per share
(3) policy of constant percentage of net earnings (payout

ratio), (4) policy of small constant cash dividend per

32, Doris L ed. op. cit., p 906
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share ... plus extras as warranted (5) policy to pay
regular stock dividends and (6) policy to pay regular cash

and stock dividends.

2:2:4 POLICY OF NO DIVIDENDS

Even though the company law (cap 486) in Kenya
stipulates that it is the shareholder's right to receive
dividends, the law does not make it mandatory for all
firms to pay dividends. A firm, therefore, has the
option of pursuing a policy of not paying dividends at
all and yet break no written law. A policy of no
dividends may look absurd but there are several conditions
which may justify the adoption of such a policy. These
conditions include among others:

(1) The age and growth of the firm., When a firm

is "young", it may find it difficult to

obtain funds externally as it may take time to
gain the panks and creditors confidence. Under
such situations, the firm will be forced to use
all the internally available funds and thus leave

no funds for payment of cash dividends,

Likewisc, a growing firm will need funds to finance
its growth in both long-term assets and working
capital. Given the problem of raising funds
externally as already cited above, and the

enormous COsts of raising these funds, a firm



may make it a policy of using all its
internal funds and hence make zero cash dividend

payment.

Where the shareholders prefer to recieve returns
in the form of capital gains (may be due to

tax implications). This is supported by MM's
(1951)'\:1ientele,;,‘effect" hypothesis. Thus,it will
be in the interest of the shareholders

not to pay dividends at all?s

Hiowever, firm's may not be so free to pursue

a policy of no dividends as many countries usually
impose penalties for the non payment of dividends.
In Kenya, such penalties are stipulated in the
Income Tax Act Cap. 470 sec 4 (1) (The shortfall
Clause). This clause requires that a firm
distribute at least 60% of its net profits as
dividends. Failure to make such distributions
will be treated as distributions by the tax
authorities which may make a charge upon a company
in respect of adjustments to the liability of a
shareholder as a result of a direction under

subsection (l)."4

33.

34,

Doris L Ed. Ibide, p. 908

The Income Tax Act Chapter 470 (Laws of henyva),
Government Printer. Revised 1982,



2218 POLICY OF CONSTANT CASH DIVIDENDS PER SHARE

A policy of constant dividends per share means that the
firm pays a fixed amount of dividends per share annually.
The amount of dividends paid remains fixed and an
increase in the amount paid does not occur until management
is convinced that the higher dividend level can be maintained
in the future. Likewise, a decrease in the amount of dividend
is not made until management is convinced that the new

low level of earnings is permanent. Thus dividend changes

lag behind changes in earnings.

The constant dividend per share policy is by far the
most popular policy in the USA., Ptudies carried out by
Dobrovotsky (1951) and Lintner (1956) provided evidence
that directors of firms are reluctant to change the
shilling amount of dividends in response to "temporary"

fluctuations in earnings from year to year, Dividends

are thus "sticky' in nature.

A policy of constant dividend per share provides
several advantages to both the firm and the investor.
These advantages include among others:

(i) eids in long-term financing

(ii) it eases the problem of long-term planning

35, Lintner J. 0pe. cite, pp 97-113



(iii) it creates stock-holder confidence in the firm
(iv) it provides shareholders with useful information
about the firm
(v) it satisfies the shareholders need for

current income.

POLICY OF CONSTANT DIVIDEND PAYOUT RATIO

L]
L)
Loz]

When this type of policy is pursued, firms pay a
certain percentage of earnings from year to year. The
implication of this policy is that, the amounts of dividends
paid out might vary violently from period to period

depending on a firm's earnings instability.

This policy is not particularly popular with most
firms as it increases shareholders uncertainty about the
firms future earnings and dividends. The policy is
particularly unpopular with certain groups of shareholders

consisting of widows & orphans, retirees and institutional

investorse.

2:2:7 POLICY UF SNALL CONSTANT DIVIDENDS PER SUARE

PLUS EXTRAS

A firm following this policy considers the

regularity or consistency of dividends to be of paramount

36, Dorie, L. ed op. cit; p- 909 & Mathur 1 op. cit., p. 303
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importance.37 The firm normally pays small but regular
amounts of dividends plus "extra dividends whemnever the
occassion warrants." The extra dividends have some

“information effect'. Mathur (1979) says that firms use

this policy to inférm the shareholders:

"Look, we are committed to paying our regular
dividends and we shall strive to continue to do
so. This year we uade extra profits. Therefore
we are temporarily increasing the dividends and
calling the increase extra dividends., However,
you should not expect any extra dividends next

year if profits are not at very high level."38

The basic ohjective of such a policy is to make sure
that shareholders receive some income to meet,to a

certain degree, their need for current income,

2:2:8 POLICY TO PAY REGULAR STOCK DIVIDENDS

This policy is necessiteted whenever companies have

retained earnings but lack cash or wish to retain

cash in the business to finance profitable investment

37. Thompson G.C. & Walsh F.J. op. cit., p. 369

38, Mathur J, op. cit, PP 303-304
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projects. This policy is particularly suited to the

growth companies with enormous profitable invest ment

opportunities.

0:2:9 POLICY TO PAY REGULAR CASU & STOCK DIVIDEADS.

Conditions which necessitate the adoption of the
above policy include} (1) firm wants to continue its
recora of regular cash payments, (2) has re-invested
earnings that it wants to capitalize and (3) wants to
give stock holders a share in the additional earnings
but cannot afford to use up its cash. Shareholders have

the option of selling their extra stocks and thus receiving

"home-made" dividends.

2:3 THE MECHANICS OF DIVIDEND DISTRIBUTIONS:

FREQUENCY OF PAYMENT

The frequency of the payment of dividends is a
very important aspect of dividend practice. Thompson and
Walsh (1963) carried out field studies which provided
evidence that most (90%) American firms typically pay

dividends quarterly. Furthermore, the dividends are

paid on all classes of shares with the same frequencv40

39, Doris L =d, op cit., p. 910

40, Thompson G, & walsh F.Je. Op. cit., ps 374
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The following procedures are followed when paying

dividends:

(1) Date of declaration: .this is the date when the

board of directors met for purposes of declaring

dividends.

(2) Date of #ecord: ordinarily, the board of directors

will pass a resolution that dividends will be

paid to shareholders on a certain record date,

(3) Amount to be paid: the dividend resolution
will also stipulate the amount of dividends
(rate) to be paid.

of
A Classéshareholders to which dividends will be
paid.

(5) Medium by which the dividend will be paid.

2:4 FACTORS INFLUENCING DIVIDEND POLICY

The dividend payment decision is a complex one.
Many factors must be considered by the board of directors

before arriving at the ultimate dividend decision. These

factors are weighted differently and the ultimate decision

is usually a reflection of the most important

considerations. Most of the factors which should be

considered (weighted) by the board

h,ve been intnitively developed. Few have been

identified through empirical or field studies. Utherwise

the majority of these factors have been explained through



ol .

logical reasoninge. The factors which ordinarily

influence a firms dividend policy are discussed ih the

section belowe.

2:4:1 LEGAL CONSIDERATIONS

Dividend policies are affected by the legal

requirements in different countries. Directors,

therefore, lack complete authority to determine how

much dividends to pay due to legal restriction. In Kenya the
K o

companies Act of the laws of Kenya recognises the

shareholders right to receive dividends. However, the

act is silent as to when a shareholder can invoke. this

right and overrule a director's decision to withhold

dividendse. This is so because the Act (cap 486) does also

give the directors the discretion of declaring dividends.

On the other hand, the Act requires that dividends

be paid only out of reserves (both current and accumulated).

The payment of dividends out of paid up capital is clearly

restricted by the companies act and is hence

illegal unless certain specified conditions are fulfilled.

These conditions include; (1) the resolution to reduce

capital must be supported by at least % of the shareholders

S o " 41
and (2) must seek a court injuction. However, the act

41. Nzomo N.D. Advanced Accounting: Concepts, Kationale

& Procedures incorporating henya Laws, Kegulotions &
Standards. Mannual ed. henya Literature bureau P, 80



is silent as from which reserves the dividends may be

paid out. Under such circumstances, unscrupulous directors
ek mhke‘:aset,pevaluations and declare devidends out

of this. In fact it is on record that a financial

institution which collapsed recently, had made a bonus kssue

out of an asset Fevaluation reserve fund (this is clearly

legal butessss)

The implication of the stipulations of the companies

act cap 486 is to make it illegal for insolvent companies

to pay _ dividends.

2 RESTRICTION IN DEBT CUNTRACTS.

Dividend policy is also affected by restrictive

; 42
clauses in loan agreementse. These clauses which are

intended to protect the lender from a fﬁrm's "unfair"

practices restrict the firm's ability to pay cash dividends

Ordinarily, these clauses restrict the firm from paying

dividends out of past retained earnings. ‘Some contracts

also include a further restriction which may require

that a firm does not pay dividends when net working

capital is below a specified amount.43 Similar

types of restrictions are to be found when a firm utilizes

42 Mathur I ope citey Ps 300

43, Yeston & Brigham op. cit P. 9 675
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preferred stocks. Preférred stock agreements will

usually require that cash dividends be paid to ordinary
shareholders only when all accrued preferred dividends

have been paid. lHence, restrictions in debt contracts

serve to limit a firms ability to pay dividends.

2:4:3 LIQUIDITY POSITIGN

A firm's dividend policy is also influenced by

its liquidity position. The mere fact that a firm

shows a large amoupt of profits in its accounts does

not necessarily indicate its ability to pay dividends.

A firm's retained earnings are normally invested in its

assets (e.g. plant and machinery, inventories, etc) and

not necessarily in cash assets. Furthermore, a firm

must not only consider its present cash requirements but

also the future. Hence a growing firm is usually in

need of cash to finance its investment projects and hence

even though its cash assets may be substantial, it may

nevertheless maintain a low dividend payout ratio.

A firm's liquidity position is also affected by its

need to repay debt. Urdinarily, debt does not involve

a fixed investment by t.e debtholders in the firm.

Conversely it is temporary investment and repayments are

required on the maturity of the debt., A firm must

therefore consider 118 projected (budgeted) cash needs

before making the dividend decision.
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2:4:4 INVESTMENT OPPURTUNITIES

Dividend policy is also affected by the availability

of profitable investment opportunities. Investment
projects can be financed either through the use of debt

or

or equity. However, raising new debt and/equity is

more expensive (since transaction costs are involved)
than using internally generated funds. Firms with many
profitable investment opportunities will generally

retain funds to finance these investments ghd hence

pay little or zero dividends.

Conversely, those firms with limited investment

opportunities may have to maintain high dividend payout

ratiose.

Therefore, investment opportunities available to a

firm do influence itg dividend dccision.4

2:4:5 STABILITY OF EARNINGS

Dividend policy is also influenced by the stability

of a firm's earnings over time. Firm 8 with relatively

stable earnings are able to predict future earmings with

a high degree of accuracy. Thus, they can adopt a high

44, Mathur 1 Ope. citey P 299-300 & weston & Bingham op

cit., p. 682
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dividend payout ratio as they know that such a level is

maintainable in the future.

On the other hand, firms whose earnings fluctuate
significantly from year to year find it difficult to
predict future earnings. These firms will have the
tendency to retain most funds to finance internal
investments. llence, they will adopt conservative dividend

payout ratios. By doing so, they avoid wide fluctuation

in cash dividends. However, these firms with widely
fluctuating dividends may adopt a policy of 1aw regular
dividends plus extra. The extra (or special) dividend
has the connotation that the dividend is "temporary" and

hence does not indicate a new level of dividends.45

2:4:6 ACCESS TO CAPITAL MARKETS

A firm's accessibility to the capital markets does
also influence its dividend decision. Generally'largp well
established firm'with a record of profitability and
stability of earnings mwe €asy access to capital markets
and other forms of external financing.46 Conversely, new
firms are penerally riskéer and hence find it difficult
to raise funds externally. Therefore, they resort to

internal sources, meaning high earnings retention

45. Christy U,A, op. cit., p. 248

46, ueston J.F. & Brigham E,F, op. city. p. 676
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and low dividend payout ratios.

Accessibility to the capital markets is not only
affected by the firmk size and its record of earnings
but is also influenced by the reputation of the firm's
mana-ement in the market. A firm's management reputation
is a function of honesty, and its prudence in making

financial decisions (e.g. repayment of debts on maturity).

2:4:7 TAX POSITION OF Tili SHAREIOLDERS.

Dividend policy is also influenced by the tax
position of the shareholders. This is especially so with
small or closely held corporations.47 Yhere a firm is
owned by shareholders in high income tax bracket, then
the tendency will be to follow a policy of low payout ratios,
This will enable the shareholders avoid the high taxes an
dividend income. Where the shareholders have a need for
current income, they can always sell part of their sharcholdings
and realise capital gains. Conversely, firms whose owners
are in the low income-tax bracket8will pursue a policy of
high dividend payout ratio as there is no advantage in
retaining the funds in the firm,

The above reasoning about the influence of tax

laws (rules) on dividends is easily said than done in

47. \Vwalker ﬁssentials‘o( Financial Management, Prentice
Hall inc. Bnglewood Cliff N. 1967 p. 84
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large corporations with thousands (millions)of

sharcholders. This is so because it is difficult to
ascertain the wishes of the shareholders, However, even
where the wishes of the shareholders could be ascertained,
it is almost impossible to arrive at a concensus of

their needs (i.e. sharéholders have diverse needs e.g.
current income vs long term apreciation in their shareholding
of a firm). Al1 this implies that it is difficult for

a large corporation to follow a policy that "pleases" all

the shareholders. However, researchers have attempted

to explain the plausibility of this hypothesis that the

tax position of the shareholders does influence a firms
divided policy. M (1961) explained this possibility
by imputing a" lientele effect'" rationale where firms
attract shareholders on equal tax placing through their
dividend policies.48 Hence, shareholders who find that
a particvlar firm is not pursuing a dividedd policy which

satisfy them will ordinarily sell their shares.
eyidence
6ther rescarchers who have found/in favour of the

does

nelientele effect” hypothesis include: Llton & Grubber
(1970), Miller & Scholes (1978) among others. Thompson
& Walsh (1963) carried out field studies which provided
n the importance of tax consideration when making

g 49
the dividend decisions

evidence O

48, lpdigliani & Miller op. cit., p

JQ. Tho.pso" uoco & MaISh F.J, op. Ci‘o' Pe 373
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2:4:8 TAX ON IMPROPERLY ACCUMULATED KARNINGS

.

The previous section dealt with the tax implications
of a dividend payout., In addition, there are usually
penalties imposed by tax authorities for ;mproper
accumulation of earnings. The tax authoritiesjusually
the state . can be denied enormous revenues if most firms
withheld the payment of dividends. This is so because

dividend payment implies an increase in revenues from
a B

tax. In Kenya, penalties on improperly accumulated

retained earnings are provided for in the "shortfall clause"
Cap 470 sec 24 (1) of the laws of Kenya. The provision

of this section are that firm's are allowed to retain

only upto 60% of their after-tax profits, llence firm's

are required to distribute at least 40% of their earnings
after tax in form of dividends (unless the total income
amounts to less than ksh. 10,000 or there is a justification

for non-distribution of the distributable ordinary chargeable

income). Vhere a distribution of less than 40% of earnings

is made, the clause gives the commissioner of income tax powers

to assume that such distributions were paid and a tax

-

charged accordinglv.d A wise management would try to

avoid violating the nehortfall clause" so as to shift the

tax burden from the firm tc the shyreholders.,

-~

4 puide to Income Tax in henva.

- £3 .Y
50. Gfay 1984 pp 100-103

Longman kenya Ltde,
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2:4:9 BUSIANESS OUTLOOK

Dividend policy is also influenced by a firm's business
outlook wien the payment of dividends is under consideration,
Christy (1981) argues that a firm's business outlook for
the next several years is usually considcred by the management
before the dévidend rate can be increaded.51 Christy
illustrates this through an example:

"suppose, for example, that a firm's long-term
economic forecast suggests that double-digit
inflation, uncontrolled government spekding,

and increasing bitter competion for world mariets
will turn the next recession into a major
depression of the 1930s variety. Then, directors
would ser iously consider an increase in the regular

3
dividend to be untimely."S“

Hence a firm must always consider both its near-term

and long-term business outlook before making the decision

on which dividend policy to pursue.

2:4:10 EFFECT OF DIVIDEND poLICY ox Tui FIRM'S CREDIT

STANDING.
Dividend policy is also influenced by its effect

, T :
on a firms credit standing. A firm's credit standing

51. Christy U.,A. op citey P. 249

';20 lbid.' p 249

53. Doris kLd ops cite pe 908
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is normally dependent upon managements credibility

and asset structure among others., It should be

remembered that a firm's shareholders’ funds offer a buffer

to creditorss This tends to reduce the creditors’ risks.

The payment of dividends serves to reduce this buffer and

thus exposes creditors to risks. Thusy depending on

the amount of dividends paid vis a vis the firmk debt,

the dividend policy can affect the firms credit standing,

Therefore, if a firm's creditors perceive the

dividend policy as one which cxposes them to risks, then

they may develop a negative attitude towards the firm and

thus reduce the firms ability to raise debt capital. This

may be detrimental to the firmk well-being and may serve

to lower the value of the firm.

2:4:11 WORKING CAPITAL NEEDS.

A firm must take into consideration its working

capital needs before deciding on what type of dividend

policy to pursuce Adequate funds to meet working capital

requirements must be set aside before dividends are

declared. The dangers of weakening a firm's working
capital position were best summarised by “alker:

"ipy firm that weakens its working capital position
by paying dividends not only undermines its
capital structure, but may very well

entire

cause creditors and investors to raise
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the "price" of their funds. In such cases, the

interest of existing stockholders are harmed

rather than holped."s4

Thus a firm's working capital needs cannot be ignored
when formulating a dividend policy for the firm,

0:4:12  ATTITUDL OF Tilt BOARD UF DIRFCTORS,

pividend policy is also influenced by the attitude
of the board of directors. However, most test-books in

Financial Management rarely mention this factor when

discussing the other factors which influence a firm's

dividend policy. This looks like an oversight on the

part of most authors in finance, as the attitudes of

the individual(s) making a decision is always important

It should be remembered that the dividend rate decision

is the discretion of the board of directors and shareholders

can (legally) do nothing to change the deCiSion(gven in '

a general meeting) once made.

Une of the few authors who underlined the importance

of the directors altitude in influencing dividend policy

was Rubner (1966). lle argued that there was no objective

criteria for determining dividead rates, lle concluded

his findings thus:

54. \-all\el‘ “Q“o 0P« Cito. Pe 82
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"I am convinced that it is the subjective
inclinations of directors which decisively
determine the payout rates. These inclinations

and sentiments cannot always be categorized,

and indeed they are not always rational."55

Thus the board of directors could base their dividend

decisions on other irrational factors than those generglly

considered as prudent. Kubner gives an interesting example

of €outaulds 1td which had declared low dividendd

to thwart a takeover bid by ICI. This was so despite

the fact that €outaulds was in a position to pay higher

dividends. The chairman of the board of directors of Coutaulds

admitted that the boards decision was based on political

compapy
motives. The Z had a few months previously declared

some workers redundant and hence declared a low dividend

on psychological grougs so as not to antaganise the workers

Thus, the attitudes of the board of directors does
almost always influence the dividend policy
pursued by a particular firm.

2:4:13 THE CAPITAL = STRUCTLRL MIX.

Dividend policy is also influenced by a {ira% capital

structure miXx. Ihe capital structure mix deseribes the

55. Rubner A, "The Lnshared Sharcholder",. Penguin Books
Ltd. England (1966) p. 109
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usage of debt and equity capital in financing a firm's

operations. The capital structure concept is a very

important concept in finance as it does influence a

firm's cost of capital which in turn has influence on the

value of the firm. There is an intense debate as to

whether the capital structure of a firm does influence

its value which has been going on for the last 3 decades.56

The traditional view holds that the firm's capital structure

does influence its value. On the other hand, MM (1958)

wrote a classic paper in which they argucd the case for

\ o) g . .
“%the irrelevance of capital structure'" in firm valuation,

Presently, the findinzs are inconclusive.

Nevertheless, firms may decide on a target capital

structure miX. where a target capital structure mix

policy is pursued, it definitely has an influence on the

firms' dividend policye. 1t should be noted that firms will

adopt different levels of capital structure mix.

The targeted capital structure mix is usually that mix

which is considered optimal by a firm's management.

2:4:14 INFLATIUN
is also influenced by inflation,

Dividend policy

Inflation is an economic term used to mean a general

& Miller M.H."The cost of capital
ance and the theory of investment"
Review 48 (June 1958), pp 261-97

56. 'lodigllanl l‘o
corporation fin
imerican Lconomic
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increase in price level. Inflation serves to reduce the

purchasing power of a currcency. Inflation has been and

will hdways remain a problem for both individual s

consumers and businesses The presence of inflation in an

economy implies that a company's profits will be

overstated when the companies accounts are prepared in

accordance with the historical cost concept.

Thas the amounts required for replacing these assets

far exceeds the depreciation flows. Consequently, more

earnings may be retained in the business to ¢ater for future

replacements of assets. Jhis implies that dividends will

be affected when inflation is present in an economy,

2:4:15 DIVIDEXD PRACTICES OF OTiidR FIRS

A firm's dividend policy may also be influenced by

the dividend practises of other firms (especially those

operating in a cimilar industry). This will happen where

there is intense competition for both sales and access

to capital markets in an industry and there is thougit o

to be an optimal dividend policy. Thompson and halsh

(1963) found out that firns do take into consideration

-

" . by 58 !
the dividend policies of other firms. Instinctively,

al "Uasie Finance Management

57, Hartin J.D. €t ‘
Lnelewood cliffs N\, Jersey

Prentice liall inc.
(1979) p 18

58, Thompson Gele & salsh F.J. op cit p. 374
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individuals and firms try to compare themselves with one

another and in this way their behaviour is influenced

by the actions of others.

2:4:16 CONTROL

The importance which shareholders attach to

control of a firm may also influence its dividend policy.

In situations where shareholders place alot of importance

to maintaining a grip (control) over the ownership of the

firm, high retention, and use of debt capital may be

the order of the day. Firms will thus pursue low

dividend payout ratio policies when the existing

shareholders prefer to maintain control rather than pay

high dividends and issue new equity simultaneouslv.69

59. Leston J.F, Brigham, E.F. op cit. G676
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CIIAPTER 3

RESEARCI MATHODULOGY AND DATA ANALYSIS

3:1 RUSEARCH MUTHODOLOGY

atlil Research design.

The study was exploratory in nature, hence

no hypotheses were tested.

2. Pogulation'

The population undér study was made up
of all the fifty four companies which were
quoted on the Nairobi Stock exchange (hereafter)
\SE) as at 30th March 1986, A cut-off date had
to be sebected for companies quoted on the NSL

change over-time (i.e. some join while others

exit from the NSE) .

The study was limited to publicly quoted
companies pecause of the ready availability of
data. These companies' annual reports are
readily available at the offices of the
Wegistrar of Companies." In addition, the NSL
rcgulations require that the companies supply
a copy of their annual reports to "Africa

ucéistrars" who are their secretaries (i.e. the

NSE) .



3

4.

(i)

Sample

All the publicly quoted companies were included

in the sample. “ince there are only fifty four

companies quoted on the NSE, it was found feasible

to study all of them. Moreover, not all the quotcd

companies were expected to cooperate (by filling the

questionnaire) hence necessitating the use of a

large sample.

Data collection

Two data collecting methods were utiklised.

These were the extraction of data from published

(annual) financial reports, and the questionnaire

techniquese.

Published financial reports.

Information welevant to the study was extracted

from the annual financial reports of the companies

under study for a tem year period (1976-1983). This

period was chosen for il was long enough to facilitate

an analysis of trends in dividend policies. It was

not possible to extend the study up to the latest

possible financial year (i.e. 1986) because most

companics had not submitted their annual reports to

either the legistrar of companies or Africa Registrars
-
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The information extracted from the annual

reports included: (1) the profits attributable to

the ordinary shareholders. (2) total dividends

declared during a particular year (3) total

pumber of paid up ordinary shares; (4) the

earnings and dividends per share, and (5) the total

assets in each of the last five years (1981 - 1985).

This information was extracted from the records

kept at both the office of the Registrar of Companies

and africa Registrarse, The records kept by Africa

registrars were found to be more complete and hence

they provided most of the data. Africa Registrars

usually su-narises,the annual reports of the quoted

companies in a year book. The information used in

this study was mainly extracted from the NSE year

books although the actual financial reports whenever

gaps (missing data) arose in the year books were uscd,

Figures in the year books were tested for accuracy

by comparing a few summarised statements with the

actual financial statements. They were found to be

quite accurate.

Further information concerning diwidends was

provided by on¢ of the leading stock=broking firms

in henya. The information that this firm provided

nded to corraborate that extracted from the

was inte

NSi: ypar-huoks and puhlinhed annual reports. The
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information sou ht from this source inctuded; the

size of divided payments (both cash and stock) and

the frequency of dividend payouts.

The financial reports of one of the quoted

compgnies were totally unavailable. Consequently,

this company . Was excluded from the study.

Yuestionnaire.

A questionnalre which contained 15 questions was

used to get information concerning the dividend policies

of the quoted companies. The questionnaires were

filled by Senior executives of the companies under

The senior executives who filled the questionnairs

Study.
included; (1) Finance Directors/controllers (2) managing
directors and (3) company secretaries. llowever, about

80% of the questionnaires were filled by the finance

directorse

The researchers original intention was to have

the qucstionnaires filled via interviewes with

the senior executivese. Unfortunately, this approach

had to be ahandoned when most executives apnproached

declined to avail themselves for the interview,

liowever, the respondents were willing to fill the

questionnaires during; their own free time.
Consequcntly, the qucs!innnnireh were left with the

respondents and were collected later on by the
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researcher. This approach had some merit as the

respondents had adequate time to think about the

questions and provide well researched answers. Fas

those companies located outside Nairobi, the

questionnaires werc sent by post. A self-addressed

envelop was also enclosed inorder to encourage

responsce. Sybsequent follow up was done through

the telephone.

The questionnaire was mainly used to obtain the

reasoning behind the dividend policies of respodent

companies. The questionnaire contained both closed

and open ended questionse

The response rate was satisfactory as 33 out of

53 (60%) scompanies under study responded. The other

51 (40%) companies failed to respond. The reasons

for non-responsc by these companies were various

including among others:(1)outright refusal

(2) lack of time to fill the questionnaire, and (3)

need to maintagin corporate confidentiality.

3:2: DATA ANALY SIS

1 CASH PIVIDLAD PAYCUTS.

i |
L3~

Cash dividends are normally distributed from a

firm's net earningse. fhis implies that both past and

current net earnings are usually available for distribution
.

most firns prefer to distribute

llowever, truditionally,
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dividends from current net earnings. This means that
ordinarily, the net earnings in a particular period

does determine the amount of dividends to be paid during

that particular period.

The dividend payout ratio for each company (in the
sample) in each one of the ten years (1976-1986) were

computed. Subsequently, an average payout ratio for the

entire ten vear period for each company was calculated,

The results obtained are summarised in the table below.

DISTRIBUTION OF AVLERAGE DIVIDEND PAYOUT RATIO

Table 3=1 :@
Ratio % No. of companies |%age of total companies
80 or more 5 9.4
60 - 79 10 18.9
40 - 59 15 28,3
20 - 39 14 26.4
0 - 19 5 5 9.4
dividends paid
despite losses | 4 2.6

Total | 53 & 100
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The results show that 29 of the 53 (55%)
companies distributed between 20% and 59% of their
earnings: the heaviest consentration (15 companies -
i.e. 28%) was in the 40% - 59%, range. Ten companies
(18,6% of the total) distributed between 60% - 79% of
their carnings; five companies (9.4% of total) distributed
80% or more of their earnings during the ten years period.
Interestingly, four companies (7.6%) distributed more
than they earned during tie ten years period. These are
cases of distribution of past earnings. llence, it can be
seen that most of the companies studied distributed about

50% of their earnings.

The average payout ratios were also analysed
according to some nine industrial classifications,

The results obtained are shown in the table 3-2,

The results presented in table 3 - 2 show that no
sin:le industry dominates any range of average payout
ratio. The average payout ratios are randomly distributed
over the nine industrial classifications. These findings
discount the hypothesis that firms in similar industries

will pursue similar dividend policies.

The companies under study were also classified into
s8iXx size classifications based on the book values of
their total assets, Size classification based on the level

of total assets wus found to bhe most feasible in the
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Table 3-2 AVERAGE DIVIDEND PAYOUT RATIOS

CLASSIFIED BY INDUSTRY

No of | Payout ratio in percentage | dividend
firms y
oy ot 80~ F0-79] 40-59] 20-39] 0~ paid when
INDUSTRY F ok losses made
Plantation 10 1 2 3 2] 1 1
Gas, ener & 5 - 1 1 2 -

Ribiad o "
Printing’Publishing
& Paper 3 1 ' 1 - - 3
Motor & Transport 6 X % - 2 2 1 ‘i
Finance & investmenf 12 ot R 6 3 1 )
liotels, Food &

Beverages s - 1 1 2 2 1
Construction 3 - - - 3 - i
material
Manufacturing
(general) 3 11 1 " * - 1
Trading (general) 1 34 ad 1 &% i %

Total 53 5110 15 14 5 4

absence of turnover figures.

The Law does not make it

mandatory for companies in henya to disclose their annual

turnover, consequently, most opt for minimum disclosure ,

Table 3:3 shows that 30 of the 53 companies (57% of

total) had total assets whose book values were less than KL10

million. Consequently companies in this size classification

dominated in all the payout

ratios ranpes,

'his fact made

it difficult to conclude whether a firms dividend policy doe:s

have a relationship to its size,



Table 3:3 AVERAGE PAYOUT RATIOS CLASSIFIED ACCORDING

G

TG COMPANY 514

.

Total Assets| No of  [|Payout Ratio in %age Dividends
i; 2iti;:ns companies 5T 60-79] 40-59 20-3 0=19] gzige:hzzde
over 50 4 . 2 1 1 &% ¥
41 - 50 3 i 1 i S A
31 - 40 2 i & St 1 A 8 -
21 - 30 7 g e 1 sil 4 .
11 - 20 7 1 1 ) o - '
¢ - 10 30 4| s 9 8 154 &
Total 53 g1 3% 18 bse !l 4 &

The companies under study were also classified

accordinz to nature of control (local Vs foreign) for

purposes of analysise. The residence of the shareholders

with controlling shares determined where control was

exercised. #rguments have been advanced that the residence

of shareholders with controlling shares does influence a

firm's dividend policy.

fhis is so because the level

of risks assumed on investments abroad (especially political

riskh The central authorities (mainly central bank and

income tax departmcnt) in many countries do also regulate

the remittance of dividends to non-residents,

obtained are presented in the table below,

The results
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Table 3-4: AVERAGE DIVIDEND PAYOUT RATIOS CLASSIFIED

ACCORDING TU RESIDENCL OF CONTROLLING

SHAREHOLDLERS.

No of Payout ratio (%age) Dividends
. s — When losses
Control compani€s lg0.| 60-79] 40-59| 20-39 0-19 were made
W 34 -9 G $6.4. | 20:] G e
Overseas 19 - s 5 4 1 2
Total 5O 5 10 15 14 B 4

Table 3-4 shows that 19 of the 53 companies (36% of
total) were foreign controlled while 34 companies (64%
were locally controlled. The table also shows that 9 of
the 19 foreign controlled companies (47%) distributed over
60% of their earnings during the period 1976-1985; 5
companies (26%) distributed between 40% and 59% of their
earnings. On the other hand, only 6 of the 34 (18%) of
the locally conrolled companies distributed over 60%
of their earnings. These results do indicate at least
tentatively that the foreign controlled companies have
more liberal dividend policies than locally controlled

ones,

The frequency distribution of payout ratios for each
of tie 6 vears (1981-85) are also presented to provide

further insipghit intodividend payouts of companies under




Study .

Table 3-5:

The results are presented in table 3-5 below,

FREGUENCY DISTKRIBUTION OF DIVIDEND PAYOUT RATIOS

Year Frequenty (i.e. No of companies)

Payout Ratio

" 1985 | 1984 1983 | 1982 1981
80 or more 9 (1795 (9%) |7 (13%) | 8(15%) |8 (15%)
60 - 79 4 (7% )7 (13%) {7 (13%) |8 (15%) | 7 (13%)
40 - 59 e (17%)} 13 (25%)| 10 (19%)] 12 (23%)] 11 (21%)
20 - 39° 11 (21%)] 14 (26%)| 11 (21%)] 7 (13%) | 12 (23%)

1 - 10 7 (23%)] i3 (Z6%) 5 (9%) |6 (11%) | 4 (7%)

0 12 (23%)] 11 (21%)] 12 (23%)} 11 (21%)| 2 (4%)
Dividends Paid
despite loss 1 (2%) |- - 1 (2%) |1 (2%) 19 (17%)

Total 53 100%))53 (1009 53 (1002 53 63 (100%)

The results shown in table 3:5 reveal

(i)

(ii)

(iii)

(iv)

the following facts,
That between 9% and 17% of the companies under
study distributed 80% or more of their earnings

in each onc of the 5 years,

Between 7% and 13% of the companies distributed
between 607 and 79% of their earnings,

Between 17% and 25% of the companies distributed

between 4@and 59% of their earnings.

That the most popular range of earnings distribution

ic the 20% - 59% range.
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(v) That between 4% and 27% of the companies did not pay

any dividends during the 5 year period.

The average payout ratios for 1985 and their
associated standard deviation for each of the nine

industrial classifications are presented in table 3-6 below

Table 3-6: The average payout fatio for 1985 and the

associated standard deviation for each

industry.

1985 Stad. &7
Industry AVt ase ; e % : /b)
Be payout Déviation |covariance
(L) (6)

Printing publishing
& paper : 81.3 26 0.32
Manufacturing (general)| 80,7 27 0.95
Plantation 43.0 3347 0.78
Trading (general) 41.0 30 0,72
Finance and investment 40,0 38 0.95
Motor & Transport 54.5 2347 0.63
liotels, Food & beverages 38.4 45,3 1.18
Gas, bnergy & allied 22 17 0.77
Construction materials | 25,7 | 18 0.70

The results shown in table 3-6 show that the companies
fglling under the printing, publishing and paper
industrjal classification had the highest averare payout

ratios during the 1985 financial ycar. It was closecly



followed by those companies classified under manufacturing
(general) industrial category. The companies in the
gas, energy and allied industrial classification exhibited

the lowest payout ratio.

The coefficient of variation (cov) computed in the
third column of tatle 3-6 shows that, the printing, publishing
and paper having the lowest covariance of 0,32, This
indicates that the payout ratios of firms in this industry

were relatively clustered around the industry mean (average),

3:2:2 Earnings and Dividend trends 1976-1985

The graphs of earnings and dividends over the ten
year period for all the 53 companies and for each of the
nine industrial classifications were plotted. The
objective of this exercise was to examine the trends of
both earnings and dividends and hence see the relatioﬁship
between the two items. These graphs are presented in Figure
1 to 10 of Appendix.fh..). The results of the trend

analysis are discussed below.

(i) Composite Industry Data:

An examination of figure 1 reveals that
dividends are directly related to net earnings
in any particular period. llence, when earnings

go up, so do dividends, and vice-versa,



(ii)

(iii)

Plantation industry.

An examination of figure 2 reveals similar
trends to those shown in figure 2 on composite

industrial trend. Dividends are shown to vary

~directly with variations in net earnings.

Thus, an increase in earnings is followed by an

increase in dividends.

Motor & Transport industry:

Figure 3 shows that the level of earnings
during the 1976-1985 period was oscillatory b
in nature, whide dividends paid were relatively
stable for most yearg, The earnings distributed
were quite low, hence the industry's ability
to maintain a stable dividend (in shillings)
level, However, the earnings distributed during

1985 differed from the norm and earnings
distributed exceeded the earnings for the year
(i.e., distributions were made out of‘reserves).
This anomaly can be explained by the huge
dividend payment (about 12 times the usual)
by one2 of the company in thih‘industry Jjust
before the foreign sharcholders with control

sold their holdings to a local group of investors,



(iv)

(v)

(vi)

(vii)

R A

Finance & Investment.

Figure 4 depicts that dividends are &

function of earnings during the period under

studye.

Printing, Publishing & Paper

llere, the obvious rules established in
the earlier obse;vationswhere dividends vary
directly with earnings were violated. Dividends
did incregse when earnings were on the decline
as seen during the 1976-77, 1982-83 and 1984-83
periods. liowever, during the rest of the period

dividends were directly related to met earnings

Construction material

An examination of figure 6, reveals that
the dividends paid in each of the ten years were
directly related to leyel of earnings. However,
during the 1985, overall the industry incurred
a loss yet dividends were paid. This phenomenon
resulted from the heavy losses incurred by the
largest company in this industrial category,

Manufacturing (gencral)

A direct relationsiiip between earnings und
g
dividends over the period under study is depicted

by figure 7.
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(viii) Hotels, Food & Beverages.

Dividends varied directly with level

net earnings during the period.

(ix) Gas, Energy, & Allied

Overall, fairly stable dividends were

paid despite widely fluctuating earnings.

of

The

dividends paid in this industry are relatively

low but stable.

(x) Trading (General)

An examination of Figure 10 reveals that

dividends paid varied proportionately with

variations in net earnings.

oS Cash Dividend Policy

Question 4 in the questionnaire (Appendix A )

required the respondent to state the cash dividend policy

pursued by their respective companies. The responses to

this question are summariged in table 3«7 below,

Table 3-7: CASli _DIVIDEAD POLICY PURSUED.

Type of Policy

|
no, of companies %age of

total
Stable shilling dividend per share 5 15
Stable payout ratio 7 21
Stable shilling dividends supplenented

with extras " 15
Policy varies from year to year 15 16 i
| No cash dividend policy 1 - |
Total 23 100 1
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The results shown in table 3-7 show that 15
of 33 (46%) . . cooperating companies did not have a
cash dividend policy. These companies varied their
dividend policy from year to year depending on circumstances

(mainly cash flow position and firm's planned investments).

owever, the stable payout ratio (i.e. dividends as
a percentage of profits attributable to ordinary shareholders)
policy was the most popular policy with those companies
that had a cash dividend policye These results were not
suprising as the trend analysis discussed in the previous

section (3:2:2) showed that dividends varied directly with

variations in earnings.

Five companies (15% of total cooperating companies)
followed, a policy of stable shilling dividends per share.
t that the level of dividend was fairly constant

This mean

over the years. The level of dividends increased only
slightly with increases in the level of a firms permanent

capital arising from either the issue of new shares or

bonus shares.

A further five companies (15%) paid stable shilling
dividends supplemented with extras or special paynents,
The extra dividends served to avoid the connotation
of new dividgnd levels. In most instances, the company

would state clearly that it is paying special dividends,




Finaikly, one company had a policy of never paying

cash dividends to its ordinary shareholders.

This

company which is in the Hotels, Food & Beverages industry

had its ordinary shares held by faruwers as qualifying

shares for membership. Hence, the ordinary shareholders

did not reccive dividends, but the holding of ordinary

shares only allowed them to sell their produce to this

company.

\

39:2:4 FEATURES OF A SUUND CASH DIVIDEND POLICY

The respondents were asked (question 5)o rate the

relative importance of three aspects of dividend policy

vis: (i) size (amount) of dividends, (ii) stability of

rate of dividends to net earnings, and (iii) regularity

of dividend payments. The responses given are summarised

in the table below.

Table 3-8: THE RCLATIVE IMPORTANCE OF SIZE, STABILITY

& REGULARITY OF DIVIDLENDS,

Aspect First Second Third No of companies
Regularity 18 14 1 33
Stability 12 10 11 33
Size | 3 9 21 33




Table 3-8 shows that 18 of the 33 (56°) cooperating
companies rated regularity of dividend payment as the
most important consideration, while another 14 (42%) rated
it as the second most important with only one respondent

rating it third (least important).

The stability of dividend rate was rated as the
second most important aspect of dividend policy. Twelve
(36%) respondents rated it first, 10 (30%) second and 11

(33%) as least important,

The size of dividend did not feature as an important
aspect of dividend policy. OCniy 3 (9%) of the 33 respondents
rated it the most important consideration, 9 (27%) rated
it as second most important but a majority 21 (64%)

considered it of least importance,

Once the respondents had rated the relative importance
of the three aspects in question 5, they were then required
(question 6) to give reasons as to why they assigned top
priority to the aspect they ranked first. The responses

are summarised in the next three sections.

(i) Regularity

Companies cited several reasons why they
assigned top priority to the maintenance of regular
dividends. The reasons cited are summarised in

table 3-9,
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Table 3-9: REABONS FUR ASSIGNING TOPUPRIORITY PO

REGULARITY OF DIVIDENDS.

Nocof times)
MEE Se®. W & :Lentioned kage of 18

- Maintenance of shareholders
confidence 2 [s) 50

\
- To meet shareholders expectation 5 o8

.

- To maintain trustee status on the
Nairobi stoclk exchange ) 11

- To show the shareholders that
profits are being made 2 11

- To meet the demands of the parent
(foreign) company 1 6

- To attrgct future or prospective
investors g 6

- To maintain company's image of

dividend consistency 1 6
e To stabilise the company's shares in
the stock exchange market 1 6

N = 18 (see table 3-8)

An examination of table 3-8 reveals that the most
frequently stated reason for assigning top priority to
dividend reguvlarity was to maintain the shareholders
confidencc. The second most frequently stated reason
was to meet the shareholders expectation e 1t would
therefore seem that dividend regularity aimed at ensuring

shareholder-satisfaction,

4 few companies (2 out of 1R) cited the neced to

maintain trustece status on the Nairobi stock exchange as a
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reason for assirning top priority to dividend regularity.
Trusts usually require that future returns (cash flows)
from its investments be certdin (predictable ) and hence those

companies which sought to attract trust funds necded to

pay dividends regulary.

Other reasons cited by the senior executives of the

respondent companies are shown in table 3-8,

(ji) Stability of rate.

Companies cited several reasons for assigning
> S
top priority to stability of rate of divided payment.,

The most frequently stated reasons are summarised in

table 3-10.

The results in table 3-10 show that 6 of the 12
(50%) companies which assigned top priority to stability
of rate cited the need to meet the shareholders expectation
as one of the reasons. Two companies cited the need to
enable shareholders to plan their cash flows as a reason
for assigning top prﬁority to stability of dividend rate;
Two companies cited the stabilisation of the companies

shares as a reasols

(iii) Size

—_——

. Ouly three companies ranked size as the most
important consideration:- Cne of the three companies

emphasized size in order to mointain shareholders confidence,




Table 3-10: REASCNS FUR ASSIGNING TOP PRIORITY TO

TO STABILITY CF DIVIDEND RATE.

Reason No. of times kb Y
mentioned 6f 12°
- To meet the shareholders expectation 6 50
\
- To enable the shareholders to plan
their cash flows 2 17
- Té stabilise the company's share
prices in the stoch market o) 17
- To serve as a guide to fluctuations
in the firm's profits 1 8
- To ensure equitable distribution of
profits i | 8

Ano
ens
on

ano
ens

lig

o2

influence the dividend policies of the quoted companies
: .

Two questions (one open-ended and the other one Likert

N =12

ther executive said that the emphasis on divided size

ures that the shareholders receive a reasonable rcturn

their investment after allowing for inflation,

ther executive said thut emphasis on dividend size

Lastly,

ared that a dividend payment does not worsen the company's

uidity position in a wap that it is left short of cash.

:5 FACTOURS CCNSIDERLD \HEN PAYING CASH DIVIDEADS,

The researcher also souzht to identify the factors which

scaled) were used to get answers from the respondents about

the

factors they consider w.en making the dividend decision
" -
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The responses to the open ended question (No. 6) are

summarised in table 3-11.

Table 3-11: FACTORS CONSIDERLD WIEN PAYING CASH DIVIDLENDS

Factor ‘ ¥;;n2§0;iges ?:g;oggence
e cash and liquidity position 28 85
- current and prospective - 17 52

profitability
- plarned investments projects and

company's growth rate 17 50
- Shareholders expectation s 15
- Need 1o maintain divided regularity 5 odie
o Level of distributable reserves 5 15
- Lffect on share prices 4 12
- Future anticipated trading conditions 3 9
- Inflation rate : 3 9
- Income tax rules 3 9
- Legal considerations 2 6
- Government control (especially the

Central Bank of lLenya) 2 6
- working capital requircment 2 6
- heed to meet maturing debt obligations 2 6
- Need to maintain trustee status on the

NSL 1 3
- State Gf the economy 1 3
- Company's public inage 1 3
- Dividend .listory 1 3
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The results presented in table 3-11 show that 28 out of
33 (85%) respondents mentioned the company's cash and
liquidity position as one of factors they consider when
deciding how much cash dividends to pay. The second most
frequently mentioned factor in dividend policy were the
company's current and prospectivc prosperity; and the
company's expansion prograﬁ and growth rate. The other
factors weighted when making the dividend decision are

tabulated in the tablees

The second guestion (15) which sought to identify
the factors considered by the companies when making the
dividend decision was Likert scaled. The responses were
rated against a Likert type scale ranging from a maximum
of 3 (very important) to a minimum score of 1 (not important)
The total score for each factor was then computed. Finally
the total score was divided by the total number of responses
(33) to arrive at the mean score. An examination of the
mean scores-doas reveal the importance attached to each
factor, when deciding on the size of dividends (when the
mean score is close to 3, it shows that the factor is
considered as being very important while a score close to
1 indicates the reverse). The results are presented in the

table below,

The results shown in table 3-12 provide further
evidence that a compuny's liquidity position profit rate

and growth rate sre the most important considerations
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Table 3= 13: "IMPORTANCE" OF FACTURS INFLUENCING CASH

DIVIDEND POLICY.

Faot ¥ Total Mean
score | score
- Cash and liquidity position 96 2:0
- Profit rate 95 2,9
- Company's growth rate 84 2.5
- Stability of earnings 79 2.4
- Near-teria business outlook 20 2,2
- Legal rules 66 2,0
- Inflation . 63 T
- Need to repay debt 62 1.9
- Inforuation conveyed by dividends 57 1.9
- Restrictions in debt contracts 56 1.7
- Tdx rulep 53 1.6
- Access to capital market 52 1.6
- Shareholders need for immediate income 50 138
- heed to maintain control by the current
shareholders 42 1.3
- Shareholder's typical income tax bracket 36 i

when its making the cash dividend decision. On the other end

of the scale, the shareholder's tyvpical income tax bracket

is considered to be of least importance. This response, casts
s & s

doubt as to the responding companies ability to maximize the

shareholders wealth when the tax implications of their

dividend policies are totally ignored,
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3:2:6 FREQUENCY OF CASli DIVIDEND PAYMENTS

Most companies pay single annual dividends as shown
in table 3=13. For example during the 1985 financial
year, of the 42 companies which paid cash dividends,

25 (60%) paid once, 15 (36%) paid twice, only one company
paid dividend turice and finally only one paid dividends

four times. The results are summarised in table 3-13 below,

Table 3-13: FREUENCY CF CaSli DIVIDLND PAYMENTS

No of times YEAR AND NO. OF COMPANIES
Dividends
pade 1981 1982 1983 1984 1985
1 56 (59%) |24 (59%) |20 (54%) |22 (59%) |25 (60%)
2 18 (41%) |15 (37%) |16 (83%) |13 (35%) [15 (36%)
3 - 2 (4%) | 2 (3%)| @ (6% )] 1 (2%)
4 .3 ’ o % 1 (2%)

" Total 44 (100} ]41 (100)137 (100) 137 (100) |42 (100)

1

in analysis of the relative size of interim dividends
to final dividends was earried out, The analysis shows that
the interim dividends are usually t¢awer than final dividends,
Fop example in 1985, 13 of 17 (76%) _ companies (which
paid dividends more than once) declared final dividends

wiich were higher than interim dividends,
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Tahle 3-44: RELATIVE SIZE OF INTERIM DIVIDENDS TO FINAL

DIVIDENDS.
DINIDND
Size of interim YEAR & NO., OF COMPANILS
Relative to '
final
1981 1982 1983 1984 985
Higher s (17%)] 2 (12%)| 1 (e%) p (13%) |2 (12%)
Loweér 15 (66%) |11 (65%)|11  (65%)p1 (73%) ¥3. (76%)
Some = (17%)| 4 (23%)] 5 (20%)]2 (14%) |2 (12%)
Total 18 (100%) |17 (100%)| 17 (100%*15 (100% 17 (100°)
1

On average, the interim dividends were 33% (%) lover
than the final dividend paid. llence, shareholders use the

interim dividends as a guide to predict the expected final

dividend.

3:2:7 ROLUS SHARLS

Publicly quoted companies in kenya do also issue bonus
shares from tine to time. Tihe respondents wero asked
(question 7) whether their companies did pay dividends in
the form of bonus shares. The responses are tabulated

in the table 3-14

The responses in table 3=14 show that 67% of the
cooperating companies also issue honus sharcs, This
it can be gaidthat bonus issuves arc a popular mode of dividend

payments in publicly quoted companies,
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Table 3-15: DIVIDENDS IN FORM CF BONUS SHARES.

“Lether company issues No. of companies %age of total
Bonus shares

Yes 22 67
No : 13 33
Total 33 100

The responding companies were asked (question 8)
to cite circumstances under which bonus shares were issuecd to
existing shareholders. Surprisingly, the most frequetly
cited circumstances under which bonus shares were issued was
when a compans required more capital to fund its long-term
projects. This responsc was surprising because most of these

campanies almost alwavs issued bonus shares alongside

cash dividends.

Another frequently cited circumstance when bonus shares
were issued was when the company's reserves built to very
substantial amounts. Thus, the need to maintain the level
ol issied share capital at a reasonable percentage of
shareholders funds, was an importunt reason for issuing
bonus shares. The responses are sumwarised in table 3-16

belovw,
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Table 3-16: CIRCUMSTANCLS UNDER VHICH BONUS SHARES

WERE ISSUED.

Circumstance No of times | %age of
mentioned companies

that issue

When more capital is required 7 32
for long-term projects

- \hen reserves build to very
substantial amounts " 30

- Poor liquidity position althougl
' performance profit-wise is good 5 23

- Need to brodden equity base for
borrowing purposes ) 9

o
)
n
(¥

Those companies which do not have an established practise
of issuing bonus shares were asked (question 9) to give
reasons why they were opposed to this practice. The responses

are summarised in table 3-17 below.

3:2:8 TUL MAGNITUDL OF BOMNUS SiliRES.

Data about the magnitude and frejquency of issue of bonus
sharcs was extracted from the published annual financial
reperts of the quoted companies and also from records kept
at the offices of the stock brooking firm of Ngenye Kariuki
and associates. The researcher identified 73 bonus
issues during the entire ten year period (1976-1985) under

study. The results are shown in table 3.18,



Table 3-17: REASONS WHY COMPANIES ARE OPPOSED TO

BONUS ISSUES

Reason No. of Times| %age
Mentioned

~ Management feels that bonus
share do not benefit the

shareholders 5 45%

- The company is considered to be

adequately capitalized 1 9%
= The company has no liquidity problems 1 9%
|
N:= 11

Table 3=18: THE MAGNITUDE OF BONUS SHARE ISSUES:

Ratio to paid up share capital No. of Times| %age of
Occuring Total
(73)
20% (1:5) 24 33
100% (1:1) 9 13
50% (1:2) 8 11
33% (1:3) 7 10
25% f1:4) 6 8
10% (1:10) 6 8
12,5% (1:8) 2 3
66% (2:3) 3 4
Others 8 11
Total 73 100




Most companies made the 1:5 (or 20%) bonus issue.
This means that most bonus issues formed a fifth (20%)
of issued (paid up) share capital. The results obtained

from this analysis are ghown in table 3:18,

3:2:9 CASH DIVIDENDS AND BONUS SHARES ISSUED

SIMULTANEOUSLY

An important observation during the study was that
wherever bonus shares were issued, cash dividends were
also paid. Hence bonus shares were rarely used as a
" substitute for cash dividends. In 71 of 73 (97%)!

bonus shares issues, Cash dividends were paid as well,

3:2:10 OTHER DIVIDENDS

The companies studied did not pay dividends in any

other form other than cash or bonus shares,
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CHAPTER 4

4:1 SUMMARY AND CONCLUSIONS.

This chapter mainly summariges the findings of the
research, and shows how they relate to the objectives
of the study. Recomnenaations, the limitations of the
study and suggestions for further research are also

discussed.

The researcher's objectives were twofold. The first
objective was to investigate the dividend practices of
publicly quoted companies in Kenya. The second research
objective was to identify those factors which influence
the dividend policies of publicly quoted companies in
Kenya. These two objectives were satisfacterily

achieved as is shown in the next few paragraphs.

The dividend practice of a firm encompasses;
(i) the cash dividend payout ratio (i.e. dividends as a
percentage of a particular periods earnings),

ji) the stability of dividends over time,

iii) frequency of dividend payments (both cash and stock) and

iv) the size or magnitude of bonus shares issues/stock
dividends. Most companiés distributed between

20% and 60% of their earnings: the heaviest concentration

was in the 40% and 60% range. A few fompanies paid

dividends even though losses were made during a particular

year, Hence, it can be concluded that publicly quoted

companies in Kenya distribute their earnings between



dividends and retained earnings in almost equal proportions.
This can be explained by these companies need to maintain
the shareholders confidence. Shareholders confidence is
maintained by ensuring that they (shareholders) receive

some dividend imcome, At the same time, the company must

retain enough funds to finance its expansion programme

1t was also found out that companies which are
controlled from overseas distribute higher percentages of
their earnings as dividends than locally controlled ones.
This is not surprising, as the returns to foreign investors
must be "adequate" to meet the investment and political

risks that they undertake.

On average, companies in the printing, publishing
and paper industry had the highest distribution of
dividends vis a-vis their earnings. They were closely
followed by those manufacturing companies which did not
fall in any specific industry (an interesting observation
was that some companies in Kenya e.g. B.A.T. are whole
industries in the-sel;es and this makes it difficult to
make reasonable industrial classifications that would

facilitate analysis).

The level of dividends was also found to vary
directly with the level of earnings. This would imply
that most companies follow a stable dividend payout rate
(i.e. dividends as a percentage of earnings attributable

to the ordinary shareholders). This was confirmed by the
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answers to one of the questions, posed to the senior
executives where most of them indicated that they purasue

a stable dividend payout rate.

About 60% of thelconpanies pay cash dividends once
in a year, while another 40% pays twice a year. More than
two cash dividend payments in a year are rather unusual,
This means that most investors in Kenya expect to receive
one dividend payment annually. This finding differs
materially from Thompson & Walsh's (1963) findings on
American companies where he found that 90%, of them pay
cash dividends on a quarterly basis.1 For those companies
which pay interim dividends, the interim payments is
usually smaller than final payment. Thus the interim
dividend payments serves as a guide to the shareholders
on the expected level of final dividends and hence total

dividends for the year.

In addition to cash dividends, majority of the quoted
companies also pay stock dividends or bonus shares (the
term used in Kenya). In most instances, the stock dividends
are issued alongside cash dividends. The main objective
in issuing stock dividends is the conservation of a
corporationg cash. The most popular stock dividend payout
ratio (to paid up share capital) is the 20% ratio. Other

popular distributions are the 100% and 50%. Therefore

1. Thompson & Walsh op. cit., P, 374
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the typical investor in Kenya does not only expect to
receive cash dividends but also stock dividends.
However, the companies do gppreciate the fact that
shareholders prefer cash dividends to stock dividends

and hence declares both types of dividends.

As expected, no company was found to pay dividends

in any other form other than cash or stock.

The second research objective was to identify those
factors considered by the publicly quoted companies
when laking the dividend decision. Firstly, the companies
were found to emphasise dividend regularity. This is
to say that dividends were paid even when a company's
earnings were very poor or even losses made. The most
frequent reason cited by the respondents for the maintenance
of dividend regularity was to maintain shareholders
confidence. Hence shareholders satisfaction is a
consideration of utmost importance when a company's
dividend policy is being formulated. Other reasons
mentioned for the maintenance of dividend regularity
included among others: need to maintain trustee status
on the Nairobi stock exchange, informing the shareholders
indirectly that profits are being made, ability to attract
future or prospective investors and finally the need

to stabilise a company's share prices,
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Those company's which ppaced utmost emphasis on
stability of dividend rate also cited the maintenance
of shareholders confidence as being the overiding

consideration for pursuing this policy.

Hence, in total, it can be concluded that the ma jor.-
dividend policies purpued'by publicly quoted companies
in Kenya are intended to have the shareholder satisfied
as much as the company can reasonably afford. This
confirms that the management of most of these companies
are aware of the fact that they are the agents of the
shareholders (principle) and that all decisions taken
must be in their best interest ultimately. That management
has the shareholders interest at heart is illustrated
by the following comment from one of the Finance directors;
"Clearly, the shareholder will have his own reasons
for wanting or desiring the dividend whilst
the company will be looking at both the shareholders
preference and investment opportunities available

with a positive and better return for the shareholder",

Clearly then, the management of the publicly quoted
firms in Kenya aim at maximizing the value of their firm's
to the shareholders (i.e. at least Judging from their

responses of senior executives).

Bther than the mere maintenance of dividend regularity,

there are many other factors that the Cooperating companies



consider when paying cash dividends. The first and
foremost condideration is the firms cash and liquidity
position. The typical firm in the sample studied does
consider not only its present liquidity requirement but
also future requirements. Thus, where relatively huge
investment projects are either proceeding or planned,

low or zero dividends will be paid. The second most
important consideration is a company's current and
prospective profitability. Thus profitability is an
important consideration. This may tentatively imply that
the co;panies studied will usually use dividends as
signals of the firm's future expected profitability as
hypothesised by Lintner (1956) and others. Shareholders
expectations are also taken into account when a company
is deciding on how much dividends to pay. Other considerations
mentioned by the respondents included: company's level
of distributable reserves, the effect of dividends on

the market prices of the company's shares, future
anticipated trading conditions, inflation rate, income tax
and other legal considerations, government regulations,
need to repay maturing debt obligations, need to maintain
trustee status on the Nairobi stock exchange, the state
of the national economy (present and expected), company 's

public image and the company's dividend history,

The contents of the above paragraph may wrongly imply
that a "systematic" dividend decision making procedure is

followed where all the factors stated are weighted, In
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fact, the actual practice is to consider only a few of
these factors. The only factor which is considered

by almost all the companys is the cash and liquidity
position of a company. All the companies surveyed said
that the liquidity positéon is either a very important
or important consideration with most saying its very

important.

The executives of the cooperating companies cited
diverse circumstances whith necessitated the payvment
of stock dividends. The most frequently cited circumstances
were; (1) when a company requires more capital to finance
long-term projects. Long term projects are "permanent"
in nature and it is just logical for a company to increase
its permanent capital when such projects are undertaken. (2)
Bonus shares (stock dividends) are also issued when reserves
build to very substantial amounts. Most companies paid
stock dividends whenever they felt that their permanent
capital was in disproportionate proportion to total
shareholders fund. Hence, stock dividends are paid inorder
to keep the permanent capital at a reasonable percentage
of equity capital, and (3) poor liquidity position
although the company's profit performance is good, It
should be realised that a company could have substantial
distributable reserves yet lack adequate liquidity as
reserves are represented in the company's total assets.

Upder such circumstances, the management may opt to make
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returns to the shareholders in the form, of more shares.

Stock dividends by themselves do not benefit the shareholders
as his/her ownership claim in the company remains intact.
However, where the cash dividend rate is expected to continue
the shareholders benefit in future periods through increased

dividends.

The few companies which opposed the issuance of
stock dividends felt that stock dividend are '"good for

nothing" and their real benefit to the shareholders was

‘nil’.

The researchers recommendation to publicly quoted
companies in Kenya is that they should take the dividend
decision more seriously. A systematic dividend decision
making procedure ought to be established in every firm
which will ensure that all pertinent factors are considered.
It is only by doing so that the firm can hope to makimize
its value to its shareholders. (i.e. shareholder wealth
maximization). Thus, situations where only a few (even
one) of the numerous factors that ought to be considered
are taken into account may not serve the best interests
of the shareholders. Such situations should therefore,

be avoided at any ¢ost.

The researcher does not intend to recommend a
formula for determining how much earnings a firm should

distribute, This is essentially so because an optimal
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dividend policy for all firms does not exist. Rather, what
the researcher recommends is that a firm's management and
the board of directors add to their list of presently
considered factors all other factors which theory has
recommended. It is only by doing so, that the publicly

quoted companies can make dividend decisions which approach
optimality.
The same reasoning (above) holds in the case of stock

dividends. A company must first determine what it intends

to achieve through a stock dividend. Unless there are

other reasons for paying stock dividends other than shareholder

satisfaction, they should never be paid. Stock dividends

are a spurious means of rewarding shareholders,

LIMITATIONS UF THE STUDY

This study had several limitations which cannot go

without mention:

1. The population under study was quite small (54
companies). To arrive at uncontestable results, it
could have been necessary to get responses from all
of the companies in the sample. However, the response
rate was just average (60%3. It is therefore
difficult to generalise the results of the study to

the companies which failed to respond to the

questinnaires.
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2. Where questionnaires were used, it was difficult
to tell whether the respondent was giving his own
personal views or was stating his/her company's

actual practice.

Se The companies studied are in some way homogeneols in
that they are all quoted on the Nairobi stock
exchange. This is so because they are expected to
meet certain listing requirements. Therefore, the

results obtained cannot be generalised to non-quoted

firms.

4, The industrial classification made for purposes of
date analysis in this study are too broad. This
was mecessitated by the fact that only a few companies
are quoted and fine classifications, would have
resulted into having even one company per industrial
classification. This would have made the industrial

classifications meaningless. Nevertheless, this is

a limitation.

5. Errors are likely to have occured when converting
the various value from Kenya shillings into Kenya pounds,
or when adding, substracting or multipliying. These
errors could have been made by either the researcher or
the NSE. However, these errors if any, are expected to

be randomly distributed. Thus, the results presented

cannot be expected to be 100% accurate,
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SUGGESTIONS FOR FURTHER RESEARCH

This study was the first of its kind in Kenya as
far as dividend policies are concerned. This being
the case, it .could not have exhausted all there is in
dividends. In addition, the lack of adequate time to carry
out the research acted against the carrying out of a
thorough and comprehensive study. Nevertheless, the "way"
has been opened and now its up to scholars in finance to
extend the current study so as to comb the entire area
of dividends. This exercise can prove to be challenging,
interesting and of substantial intellectual stinulation.
The researcher does thergfore recommend a few of the

directions in which such research canbbe undertaken.

1. Studies which involve more public and private
companies should be undertaken. The present study
was restricted to only some 54 companies which are
quoted on the Nairobi stock exchange. This, it can
be seen was a very small number in comparison with
the number of private and public companies in Kenya,
Therefore, a study which samples from a wide cross-

section of Kenyan companies is required,

2, Studies which tests hypotheses about the relationship
between dividends and other parameters (e.g. cash,
earnings, size, industry etc,) can yield very

fruitful results. This study provided evidence
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that a firms cash position is the most important
consideration when paying dividends. Thus the
hypothesis that dividends are influenced by a firm's

cash position can be easily tested.

The current study prqvided evidence that most
companies pursue dividend policies which lead to
shareholders satisfaction. Research on the
shareBolders side, investigating their satisfaction
on various dividend policies and what type of
policies they prefer can produce valuable results.
The findings of such studies can provide useful
information to firms managment and directors about
shareholder preferences. This would allow them

formulate policies which meet the needs of majority

‘Bhareholders at the least cost to the firm,

Capital market studies should also be initiated in
the Kenya. Such studies can provide evidence as
to whether dividends do influence the value of a
firm. Since all firms aim at maximizing

their value, the search for an optimal dividend

policy for a firm which has so far proved unsuccessful

should nevertheless continue,
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QUESTIONNAIRE

Please answer the tollowing questions as tully as possible.

Where a question provides choices, tick (\/ ) the appropriate box(es).

l.

When was your company tirst quoted on the Nairobi Stock Exchange?

19

What percentage of your company's issued ordinary shares are held
by the largerst ~sharehelder?

How many shareholders have effective control over the company?
(Eftective control means the holding of a substantial number ot

shares and/or exerts substantial intluence on company's decisions).

What type of dividend policy does your company ftollow?

Stable shilling dividends per share

Stable payout ratio (i.e. a stable %age
of profits available for distribution)

Stable shilling dividends supplemented

with extra (bonus, special) dividends

-Policy varies trom year to year depending

on circumstances

Others (Specify)

Please rank the tollowing three aspects ot dividend policy in order

of relative importance (use 1 tor most important and 3 for least
important).

Size (amount) ot dividends L E ‘

Stability of rate (Dividends as fage of
profits attributable to ordinary shareholders l __'

Regularity (i.e. continuity) of payments I]



10.

11.

12.
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Please, give reasons why you assign top priority to the aspect

chosen in the previous question?

Uy & 3 M =

Does your company also declare dividends in the torm of bonus

shares?

Yes

No

=

It yes, under what conditions does the company declare Bonus

Shares?

1f your company does not make use of Bonus dividends, please give

reasons why it does not do so.

;i & LW N -

Has your company ever declared dividends in any torm other than

cash or Bonus shares?

Yes

If yeg, what form wgs it?

t—]

No

=

Why was it found necessary to pay dividends in this form?

LS

&ow
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13. What tactors do you consider when declaring cash dividends?

Please provide as much detail as possible.

14 In addition to the tactors you have already listed above, what
other tactors do you think should be considered and why?




' 2 Below is a list ot some factors which ma

dividend decision.

is,

1.

OV “Oni'y i 4 R

d3.
14.

a5.

16.
7.

18.

Need to repay debt

Restrictions in debt contracts |

Inflation

Government 's Fiscal Policy
Cash and liquidity position
Stability ot earnings

Average education level of

the Board of Directors

Tax rules (shortfall Clause
CAP (476), Sec. 24(1))
Company's growth rate

Near-term business outlook

Shareholders ' typical income
tax bracket

Shareholders ! need for

immediate income
Company's total assets

Need to maintain control by
the current shareholders

Intormation Cconveyed by
dividends to investors

Access to capital markets

Legal rules (i.e. require-

ments ot laws of Kenya
€.8. CAP 486 or Banking
Act)

Profit rate
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OTHER

NAME OF COMPANY YEAR DIVIDENDS| PROFITS |ORDINARY | DIVIDENDS PIVIDEND |TOTAL FREQUENCY | BONUS
AS A %AGE| ATTRIB- | SHARE TO ORDI- AYOUT ASSETS| OF CASH SHARE | FORMS
OF PAID UTABLE CAPITAL NARY SHARE RATIO DIVIDEND | ISSUES| OF
UP SHARE | TO ORDe HOLDERS DIVIDE
CAPITAL INARY NDS
SHARE™
HOLDERS

1976

1977

1078

1979

1980

1981

1982

1983

1984

1985

1976

1977

1978

1979




1.
24
3.
a,
S5e
6.
Te
8e

9.
10.

11.
12,
13.
14,
15.
16,

17.
18.
19.
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APPENDIX 2

LIST OF FIRMS
PLANTATIONS
Brooke Bond Liebeg Kenya Limited
Baagads Limited.
George Williamson Kenya Limited.
Kakuzi Limited
Kapchorua Tea Company Limited.
Kenya Planters Co-operative Union Limited
Limuru Tea Company Limited.
01 Pejeta Ranching Limited
Sasini Tea and Coffee Limited.

Theta Group Limited,

MOTOR AND TRANSPORT

Car and General (Kenya) Limited.
C.M.C, Holdings Limited.

East Africa Road Services Limited,
Express Kenya Limited.

Marshalls (E.A.) Limited.

Motor Mart and Exchange Limited.

FINANCE AND INVESTMENT

Barclays Bank of Kenya Limited,
Chancery Investments Limited,
City Brewary Investments Limiteq,

Credit Finance: Corporation Limited.



21,
22.
23.
24,
25
26,
27,
28.

29,
30.
31.

32,
33.
34.
35.
36.

37
38,
39.
40,
41.

42.
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Diamond Trust of Kenya lLimited,

ICDC Investment Company Limited,

Jubilee Insurance Company Limited.
Kenstock Limited.

Mercat/Unga Limited.

National Industrial Credit (E.A.) Limited.
Pan Africa Insurance Company Limited.

Sofar Investments Limited.

PRINTING, PUBLISHING AND PAPER.

Consolidated Holdings Ltd.
E.A. Packaging Industries Limited.

Nation Printers and Publishers.,

GAS, ENERGY AND ALLIED,

Carbacid Investment Limited.
East African Cables Limited,
East African Oxygen.

Kenya 0il Company.

Kenya Power & Lighting Company Ltd.,

HOTELS, FOOD AND BEVERAGES.

African Tours and Hotels Limited,
East Afriean Brewaries Limited,
Elliots' Bakeries Limited,

Kenya Co-operative Cremaries Limited.
Kenya Hotels Limited,

Kenya National Mills Limited.



43,

44.
484
46.

47.
48,
49,

504

52
53
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Kenya Orchards Limited,

CONSTRUCTION MATERIAL:

Bamburi Portland Cement Company Limited.

East African Portaand Cement Company Limited.

Timsales Limited,

MANUFACTURING (GENERAL)

B.A.T. (Kenya) Limited,
East African Bag ang Cordage Limited,
Dunlop (Kenya) Ltd.,

TRADING (GENERAL)

A, Baumann and Company Limited,
Hutchings Biemer Limited,
Pearl Dry Cleaners Limited.

Phillips Harrisons ang Crosfields Limited,
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1.

2e

3e

4.

S5e
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APPENDIX 3

EXECUTIVE PERSPECTIVES OF DIVIDEND POLICY

REASONS FOR EMPHASISING DIVIDEND REGULARITY

On occasion of exceptional profits, consideration

is given to an increase in dividends.

Policy is to provide shareholders with a
minimum rate of return and dividends is in no

way related to profits, (energg)e.

Historically, company has always paid

dividends even when losses were made.

Ensure that Income Tax rules ascregards

dividends are adhered to.

Indicates business at least maintains

share of the market.

Shows profits are being achieved,



B.

1.

v

3.

4,

5e

6e

Te

1.

2e

wetll1e =

REASONS FOR EMPHASISING STABILITY OF DIVIDEND
RATE

To maintain regularitye.

Principle shareholders can plan their budgeted
cashflows well, Guide on fluctuations of

profits attributable to ordinary shareholders.

We are a public quoted company selling servicese.
Stability (and growth) of market value of shares

has a major influence on our image and sales,

Kenya stock exchange is non-speculative and so

stable rate of return is preferred,

Equitable distribution of profits. Shareholders

expectations complied with,
Consistency which builds confidence in investors,

Stability of performance of shares in stock

Market,

REASONS FOR EMPHASIZING SIZE OF DIVIDENDS
Much depends on cash liquidity position.

Cash flow restrictions makes it unviable,

To ensure the shareholder receives a reasonable
return on his investment after allowing for

infiation.
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1,

2e

3e

4.

5e

Te

E.
1.
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CIRCUMSTANCES WHEN BONUS SHARES ISSUED

When effect of ploughing profits back into

development Jjustifies bonus issue.

When reserves accumulate and it is possible to

maintain earning ratio on the new capital,

To maintain the value of issued sharecapital at 4

reasonable stage of total shareholders funds.

When recapitalization of profits is desired

for cashflows and other reasons.

When there are exceptional profits e.g. during

a coffee boom,

As and when growth Justifies, i.e. when we can
see we can anticipate maintaining approved

dividend rate on an increased level,

When more capital is. required for long-term
projects and funds are available ex—Revenue

Reserves,

WHY COMPANIES DON'T ISSUE BONUS SHARES

Shareholders would prefer cash income. Bonus
shares have no effect on capital structure or
future dividends and appear to be a spurious

means of rewarding shareholders,



24

3.

4.

5e

F.
1.

2e

3e

4e

We consider the Co. to be adequately capitalised.

We do not have liquidity problems to force us

into paying bonus shares,

Retained profits are used for expansion

purposes.

If performance profit wise is good but there

is need to conserve cash and broaden equity base

for borrowing,

FACTORS CONSIDERED VHEN PAYING GASH DIVIDENDS

Capital expansion for current and future years
must be considered before declaring a dividend

in order to maintain the liquidity necessary to

run the company.

Any restrictions placed on lending institutions

on distribution of profits.

A reasonable percentage of profts gttributable
that will allow sufficient retention of profits

to meet normal growth and or planned expansione

Share prices = effect of dividend policy on
company market capitalization. Liquidity =
ability of company to pay dividend and relsted

withholding tax, Available investments



5e

6o

opportunities = can company earn more from the

retentions to make better future payments?
Give tangible returns to shareholders,

Central bank regulations and delays in approval,
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PROFITS & DIVIDENDS

COMPOSITE INDUSTRY

FIGURE 1:
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PLANTATIbN INDUSTRY

FIGURE 2:

PROFITS & DIVIDENDS
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MOTOR & TRANSPORT INDUSTRY PROFITS & DIVIDENDS
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FINANCE & INVESTMENT INDUSTRY

FIGURE 4:
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PRINTING PUBLISHING & PABER INDUSTRY - PROFITS & DIVi;’DENDS

FIGURE 5:
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CONSTRUCTION INDUSTRY

FIGURE 6:




PROFITS & DIVIDENDS

DUSTRY
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FIGURE 7: MANUFACTURING (GENERAL)
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¢ HOTELS, FOODS & BEVERAGES INDUSTRY PROFITS & DIVIDENDS

FIGURE 8
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GAS, ENERGY & ALLIED. INDUSTRY

PROFITS & DIVIDENDS

FIGURE 9:
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