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determined. One other company revealed that size was the 

predominant factor in explaining share price . This gave 

only one share price as size variable was independent of 

the earnings retention fraction and therefore an optimum 

dividend rate could not be determined. (Gordon's model 

assumes that maximization of share price is the sole criter­

ion in formulating dividend policy. Earnings retention 

fraction was the variable used to generate different share 

prices). Two other oil companies yielded some encouraging 

results. In one of them only growth in dividend variable 

was preferred and in the other, dividend variable was pre­

ferred share price predictions compared favourably with 

the actual share prices in these two companies. 

Multicollinearity was almost absent in this study. 

Despite the presence of auto correlation in most of the 

companies, the results were accepted wherever these agreed 

with the theory. 

Two main conclusions were drawn from this study: 

(1) A general approach to the formulation of (a) the share 

price model i.e. Eq. (16) in section 4.3 and (b) rate of 

return on net worth i.e. Eq. (18) in section 4.3, cannot be 

taken as shown by the results obtained in this study. There­

fore, for each company, variables affecting the share price 

need to be identified through trial and error. 

(2) Companies in which investors prefer growth in dividends, 

should retain the maximum possible amount of earnings and in 
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companies where dividends are preferred, maximum possible 

amount of earnings should be distributed through dividends. 

Maximization of share price, however, has to be the sole 

criterion in formulation of dividend policy, for the above 

arguments to hold good. 
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CHAPTER 1 

INTRODUCTION 

1.1 Statement of the Problem: The purpose of this study 

was to test Gordon's model in forecasting common stock 

prices and therefrom determine an optimum dividend rate. 

Numerous conflicting theories have been proposed by 

investigators in the field of share price valuation and 

some of these will be reviewed in this chapter. 

1.2 Historical Background: It has been a matter of great 

controversy and confusion as to whether dividends or 

earnings or both determine the common stock prices. 

Numerous viewpoints have been expressed under this topic. 

Some of the viewpoints are reviewed. As for example 

Beranek (1963) contended: 

The relative importance of the role played by 
dividends and earnings in determining the value of shares 
is the subject of sharp controversy. It is sometimes 
suggested that dividends are all : important but it is easy 
to find supporters of the position that the difference 
between the two is a 'mere detail'. Gordon is a leading 
exponent of the former position while Modigliani and 
Miller argue the latter view. 

Solomon (1963) stated: One of the oldest 
debates in the area of security evaluation is whether 
investors capitalize earnings or dividends. Much ink has 
been spi!t on this issue and many regressions have been 
run. 

Fisher (1958) suggested: There is a consider­
able degree of twisted thinking and general acceptance of 
half truths about a number of aspects of common stock 
investments. However, whenever the significance and 
importance of dividends is considered the confusion of the 
typical investor becomes little short of monumental. 
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In the last few decades, different methods for 

valuing the price of common stock have been proposed. 

Williams in 1938 stressed that dividends were more im-

portant determinant of stock prices rather than the 

earnings. He set forth the present value concept on which 

modern theories of common stock valuation are based. 

John B. Williams defined the investment value of 

a stock as the sum of the anticipated dividends discounted 

to their present worth at an appropriate rate of interest. 

Williams (1938) asserted: 

Most people will object at once to the foregoing 
formula for stocks by saying that it should use the present 
worth of future earnings, not future dividends. But should 
not earnings and dividends both give the same answer under 
the implicit assumptions of our critics? If earnings not 
paid out in dividends are all successfully reinvested at 
compound interest for the benefit of the stockholder, as 
the critics imply, then these earnings should produce 
dividends later; if not, then they are money lost. Further­
more, if these reinvested earnings will produce dividends, 
then our formula will take account of them when it takes 
account of all future dividends; but if they will not, 
then our formula will rightly refrain from including them 
in any discounted annuity of benefits. 

Earnings are only means to an end, and the means 
should not be mistaken for the end. Therefore, we must 
say that a stock derives its value from its dividends , not 
its earnings ................... . 

In saying that dividends, not earnings, determine 
value, we seem to be reversing the usual rule that is 
drilled into every beginner's head when he starts to trade 
in the market; namely, that earnings, not dividends, make 
prices. The apparent contradiction is easily explained, 
however, for we are discussing permanent investment, not 
speculative trading, and dividends for years to come, not 
income for the moment only. Of course it is true that low 
earnings together with a high dividend for the time being 
should be looked at askance but likewise it is true that 
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those low earnings mean low dividends in the long run. 
On analysis, therefore, it will be seen that no contra­
diction really exists between our formula using dividends 
and the common precept regarding earnings. 

Schabacker (1930), in his discussion, stated 

that earnings were really the important factor: 

There is perhaps no more flagrant or more wide­
spread misunderstanding regarding stock market affairs 
than that which concerns itself with dividends of one sort 
or another on common stocks. When the common stockholder 
receives a dividend of any sort he generally feels that he 
is "getting something", that his net worth is increased 
by the value of that dividend. If it comes in cash he gets 
in cash, and if it comes in the form of a stock dividend 
or of right to subscribe, such are also worth money and 
can be conveniently turned into cash. After such cash 
money has been received, the stoCkholder still has the 
stock certificate and it is not unnatural that, without 
delving into the more intricate bookkeeping details of his 
investment, he should reason that his wealth has been in­
creased by the value of the dividend which he has received. 

But a moments thought will show the fallacy of 
such a credo. The common stockholder is a part owner of 
his corporation and of all its surplus wealth or equity, 
after allowing for the current and fixed liabilities, 
including bonds and preferred stock which have prior claim 
on his company's resources. After such claims are satisfied, 
however, the residual wealth and assets of the corporation 
are his in direct proportion to the percentage of total 
outstanding common stock which he holds. The prior claims 
of other liabilities are definite. The equities for his 
common stock are indefinite. They are the "balance" of 
the company's assets over its liabilities - in simple form, 
they are the profit and loss surplus of his corporation. 
It is clear that any profits which the company makes will 
go to reduce this surplus, this balance, this equity, this 
true theoretical value of the common stock. 

It is perfectly plain, therefore, that if the 
corporation makes profits on its common stock and does not 
pay them out in dividends, such profits go to increase the 
balance or equity behind the common stock, and so increase 
the basic and theoretical value of that stock. On the other 
hand, if the company pays out all of such profits on the 
common stock in dividends on that stock, it is quite clear 
that the company no longer has those profits, and the 
balance of equity, or the theoretical value of the common 
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do weigh more heavily than dividends. 

The major modern proponents of the theory that 

earnings and not dividends were the important determinant 

of share prices, was argued by Modigliani and Miller (1967) 

As long as management is presumed to be acting 
in the best interests of stockholders, retained earnings 
can be regarded as equivalent to a fully subscribed, pre­
emptive issue of common stock. Hence, for present purposes, 
the division of the stream between cash dividends and 
retained earnings is mere detail. 

According to Modigliani and Miller (1967) it 

follows that the dividend pay-out would merely determine how 

a given return would be split between current dividends 

and future capital gains and would not affect either the 

size of the total return or the current value of the shares. 

Based on this position it is to the benefit of the share-

holders if earnings are reinvested rather than paid out, 

provided the reinvested earnings produce a return at least 

equal to the earnings yield on the market price of the 

common stock. This means that if the corporation can earn 

more with retained earnings than the stockholder could earn 

with them in the form of dividends, which are subject to 

the stockholder's tax rate, then a low payout ratio would 

be in the best interests of the stockholder. However, in 

the absence of preferential tax treatment of capital gains, 

the capitalization of either earnings or dividends will give 

the same results. 
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the survey: 

:(1) The company's earnings record and its future prospects: 

The most frequently cited consideration in dividend de-

cisions was a company's earnings record, including its 

past and present performance as well as its future 

prospects. 

Companies that took earnings as an index for 

distribution of dividends usually set a target percentage 

of earnings they planned to distribute. About 7 out of 

10 companies on an average planned to distribute 40-59% 

of earnings in dividends. Fifty percent was the most 

frequently cited target in the survey. 

There was a difference in practice among the 

participating companies as to which of several possible 

earnings figures had the greatest significance while 

considering the dividend payouts. Some firms for example, 

based the decision on earnings for the prior year; others 

relied on earnings for the most recent quarter; and a 

third group based dividends on projected earnings for 

varying periods in the future. Still others considered 

all three possibilities on the assumption that a trend 

would result there from. 

One important aspect of dividend payouts in 

relation to earnings as reported by Harkins and Walsh: 

Despite the fact that the level of current and 
expected earnings looms so large in the dividend deliber­
ations of the survey respondents, 98 of the 144 companies 
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supplying information on this point say that they would 
seriously consider paying a cash dividend in excess of 
earnings if it seemed to be in the best interest of the 
company and its stockholders. 

Executives who see no strong objection to 
keeping up their usual cash dividend payout rates, despite 
a drop in earning, stress that the earnings reduction 
should be the result of temporary conditions only. A 
longer term decline in the company's fortunes would, of 
course, require a corresponding reduction in dividend 
payments. It is interesting to note that the 30 respon­
dants who would not consider paying cash dividends in 
excess of earnings feel that their position is likewise 
in the best interests of the stockholders and, furthermore, 
is best for the company's investment image. 

( 2) Regularity of Payment: According to executives par-

ticipating in the survey, maintaining a regular dependable 

record of quarterly payments was an extremely important 

factor in dividend decision making for many companies. 

A senior Vice-President of an aerospace company 

cited his company's reason for maintaining a quarterly 

dividend schedule as follows: "We believe in quarterly 

dividends as we think this provides the most favourable 

effect upon the price of our stock." 

(3) Stability of Rate: Another important consideration 

in dividend decisions for many companies was the desire 

to maintain a stable rate, or amount per share of stock. 

As a machinery company Vice-President expressed: "This 

company appears to consider a dividend rate once estab-

lished as a sacred obligation never to be reduced." 

Companies that placed a high value on such 

stability usually tried, before increasing their dividend 
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rates, to assure themselves that their earnings growth was 

sufficiently secure for the increased rate to be sustain­

able. 

(4} Availability of Cash: When the board of directors 

of corporations contemplated a dividend declaration, the 

present cash position of the company, its cash flow, and 

its future cash needs for investment purposes and for 

other major expenditures received a great deal of attention. 

(5) Stockholders' Needs and Expectations: These were 

also influenced by the dividend policy formulation. On one 

side were the owners of closely held corporations who 

preferred to forego current dividend income so that all 

earnings could be plowed back into expanding their business. 

Whereas, on the other side were elderly retired stockholders, 

who needed all the income they could get and preferred 

generous and steady current dividend payouts. 

Another factor was the efforts of the top manage­

ment to maximize the long term return to the stockholders. 

This in turn involved capital gains and current dividends 

for the stockholders. If the stockholders could get rates 

of return greater than if they invested elsewhere, rein­

vestment of earnings by the company would be justified. 

If they could get a higher rate of return elsewhere, then 

current dividends would be justifiable. 
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(6) Other Influences on Dividend Decisions: Companies 

that had large amounts of long term debt outstanding were 

usually confronted by provisions in the loan agreements 

or bond indentures that limited in some way the firms' 

freedom of action in declaring and paying dividends to 

stockholders. These provisions were demanded by the 

lenders as a protection against a downturn in the borrowing 

company's fortunes. 
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where 
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The above represented in a functional form: 

p = f(d,u,v) 

p = a 1 d + a 2u + v 

p = price of the share 

d = last declared dividend/share 

u = last undistributed profits/share 

v = a residual term summarising the effect 

of all other relevant variables. 

The five samples used by Fisher (1961, b) were: 

a sample of 28 brewery company shares, 33 shares of 

companies in the electrical goods industry, 27 shares of 

retail stores, 29 shares of companies in the woolen in­

dustry, and a cross-sectional sample of shares from all 

industries made up of large companies and consisting of 

48 shares. 

In all cases, a 1 was greater that a 2 ; that is, 

investors capitalize dividends at a higher rate than 

retained earnings. It was also found that a 1 had a 

tendency to decrease over time and a 2 to increase over 

time. Fisher mentioned that variations between companies 

in dividend alone were sufficient to explain prices of 

their shares, whereas, the consideration of retained 

earnings along with dividends became important towards the 

end of the period. 
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2.2 Harkavy's Propositions and Tests 

Harkavy (1953, a) made a distinction between a 

security analyst's viewpoint and that of the fiscal 

theorist. He explained the two by separating the long 

run from the immediate effects of retention of earnings 

on the share's price. According to Harkavy, the security 

analyst believes that two stocks, identical in all respects 

except in their dividend payouts, a higher value would 

be placed on stock of the company which was distributing 

a greater proportion of its earnings in dividends. Whereas, 

from the fiscal theorist's point of view, stock of a firm, 

which enjoyed a rapid increase in the demand for its 

products, would appreciate more than the stock of a slow 

growing or declining firm, although the growth firm 

retained more of its earnings than the non-growth one. 

He stated that there was no conflict about the 

statement that the average price of a share in a particular 

year varied directly with the proportion of earnings dis­

tributed during that particular year, whereas, over a 

longer period, greater price appreciations were associated 

with the greater proportion of earnings retained. He 

quoted Graham and Dodd and Saltzer in support of his above 

argument. 

Harkavy tested his propositions through statis­

tical analysis of representative stock price indexes 
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and of a large sample of stocks. He conducted these tests 

in order to answer two questions: 

1. How did annual common stock prices vary with the 

proportion of earnings distributed in a given year ? 

2. Did stocks of companies which had high retained earnings 

appreciate more than stocks of companies which retained 

a small proportion of earnings? 

To answer the first question, Harkavy (1953, b) 

used correlation techniques on sixty gas and electric 

companies and found a positive correlation between average 

dividend earnings ratios and average price-earnings ratios. 

He concluded that the result gave statistical support to 

the proposition that the greater the amount of earnings 

paid out, the higher the price of the stock. 

Harkavy (1953, c) also made a time series 

correlation analysis for the Cowles All-Stock Index for the 

period 1871-1937 and Standard and Poor's Industrials, Rails, 

and Composite Indexes for the period 1934-1950. It resulted 

in a correlation coefficient of +0.986 between average 

price-earnings and dividends-earnings for the Cowles Al l 

Stock Index. Others also showed positive results. He also 

made a cross-section analysis for year 1950 on a sample of 

ninety stocks in all lines of business, and a positive 

correlation resulted between price earnings and dividend 

earnings ratios, though a low one. 
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Concerning the second question, results generally 

showed that those companies which retained a large pro­

portion of their earnings experienced greater appreciation 

in the price of their stock than those companies with low 

retained earnings. Harkavy (1953, d) found that, of the 

companies examined, only a limited number showed this 

same result; this was due to the fact that earnings re­

tained did not, in themselves, cause price appreciation. 

Other variables had to exist for the retained earnings 

variables to take effect; one of these critical variables 

was the growth in the demand for the company's product. 

Harkavy (1953, e) concluded that a low dividend 

payout did not ensure high appreciation of the price of a 

stock of any company. If price appreciation of the stock 

was to take place in a firm with a high retention of 

earnings, an increase in earning power had to accompany 

these earnings retained. 

2.3 Walter's Model 

Walter (1965, a) constructed a theoretical model 

showing the relationship between dividend policies and 

stock prices. Walter's main proposition, was that over 

long periods, stock prices reflected the present values of 

expected dividends. 

The capitalization rate and not the multiplier was 

used to find the present worth of future dividends. The 


































































































































































































































































































































































































































