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Chapter I
INTRODUCTION

Private sector has been playing an important role
in Indian economy. Its performance over the last three-and-a-half
decades since Independence has been impresaive both interms of
growth as vell as its contribution to the national income.
As much es 15 per cent of nationsl income originates in the
private orgaanised sector annually. Its annual growth sverages

to 8 per cent despite two brief recessiosary slusps.

The most important organ of production activity in
private sector has been joint stock corporation. The modera joint
stock corporation, with its capital diffusion and democratic
functioning has emerged as the most visble production organ replacing
the old Marshallian entreprenuer. Private corporations have been

the Indian ic scene for quite some time now, Their

growth in terms of capital, though mot in numbers, has been steadily

Nearly hirds of total capital in the private sector

is in the hands of corporations and roughly three~fourths of the
output generated in the private sector is by corporatiouns. Their
contributions to total savings, canital formation as well as to

employment in the economy are by no means negligille.

2.

The mixed economic frame of Indian planning however,
assigns only & limited role for private sector, and as such, the
size and scope of private corporate activity are comstantly
monitored by various government controls., The Five-year Plans
broadly determine the size of additional fuvestment to take
place in private sector in accordance with Plan objectives and
also with a view to coordinate the private sector activity with that
of public sector, While determining the size of additionsl capacity
the plans alaso indicate the desirable pattern of the alloved capacity

among different industries. Apart from the Plan objectives other

social and 1d such as of 1

inequalities, prevention of creation of monopoliea and excess pro-
fiteering, as well as stabilising the price level alsmo necessitate

regulation of private aector.

The tools employed by government in regulating the corporate
activity are numerous and varied. While the direct instruments
are in the form of licemsing, import-export and foreiga regulations,
the ifndirect controls are mainly in the form of credit and tax

regulations.

Taxation, particularly income taxation, has been a widely

preferred instrument emnloyed to control the private corporate




3.
sector, not only in Indiz, but in many countries. The subtle and
persuasive, rather than coercive, nature of taxatlon offers a wide
scope for effective controlling of the free-enterprise sector

without disturbing the institutional set-up.

One d1fficulty in using income taxation as means of
regulating corporate activity however, has been the uncertainity
regarding the response, Lack of adequate knowledge regarding the
corporate response to such tax measures might lesd to frequent
experimentation with tax laws. Frequent changes in the tax lave
inturu, night evoke public apathy and iosufficient response, In
order to overcome this difficulty the need to collect as much
empirfcal evidence as possible, regarding the degree of tax

responsiveness of the corporate sector, can hardly be overemphasised.

Fortunately, there is no dearth of empirical literature in

India desling with corporate behaviour. But much of the lfterature

is primarily concerned with identifying specific behaviour patterns

of under market conditions and therefore,
abstracted from iaquiring into the specific tax effects.l Studies

that took into account taxes, have not gone beyond determining the
incidence and shifting of income uxe:.z Such polarisation of literature
1s perhaps, not without reason. Given that the respanse of corporate

sector to taxation depends mainly on the sensitivity of individual

firms to changes in the general market conditions and, their

degree of inability to shift away the tax burden, it is only natural
to seek information on these aspects snd while dotng so, coacentrating
on one aspect at s time. For exsmple, one can expect a high tax
response under conditions of zero-shifting and high market sensitivicy
of firms at least in the short~run, Thus, the information provided

by the two groups of studies is certainly of great help to the

policy makers. But it would be of greater use if such informatiom

1g supplemented by some knowledge regarding the extent of market

distortions induced by texes, Studies in this direction are

appallingly fever® and y acadenic at on this aspect

is long over due. Alternatively, one might study the resultant

total tax response without dissecting into the ahove component aspects,
Such a study may not yield the detailed dissected information, yet,
the information will be more complete and useful in designing the

tax fnstruments.

This study is an in this Cousidering the

complex nsture of corporate behaviour as a result of numerous

managesent decisions at firm levels and the equally diverae tex atructure,
the study hovever, ie narrowed down to exsmine the tax {mpact on only a
few aspects of corporate behaviour. In particular, it concentrates

on corporate dividend policies.




Among all the corporate decisions few are as important as

dividend decision. Dividend decision has implications not only at the level of

the individual firms but at the macro economic level as well.

At the individual firm level dividend {is the firet, if not

the only indicator of a firm's performance. Indeed, the culmination
of all the objectives of a wodern joint stock company is to genarate
& ateady etream of dividends to its shareholders. Higher and regular
dividend payments are sure to snhsace the market value of the firm

and the r ion of its On the other hand, such a

policy may mesn less availsbility of internal funds and more dependence

on 1 . for and ion purposes.
Thus vhile dividend a prudent mansgement strikes a
halance hareholdere® and firm's longteram interests

while safeguarding their control of the firm.

From the poiat of view of the economy &¢ & wvhole,dividend

policies of individual firms vhen added together, play & significant

role in & 11 rates of eaviungs and 1

as well as patterns of flow of funds in tha economy. Further, dividend
policies also have other socio-economic implications. If shareholders
are concentrated only in a few income brackets, then changes in the
dividend incomes will affect the over-all incomes' distribution

as well as factor shares, Abnormally high dividend payments or

6.

abnormally low dividend payments under such conditions wight lead
to less efficientrescurce allocation in the economy as a result

of on .

Recognising the importance of dividend policies of
corporations and their bearing on the resource allocation and income
distribution in the economy, it has been a common practice all
over the vorl‘d to regulate such policies. The objectives of such
controls, in general, have been to encoursge investment activity,
to maintain incomes' squality, to reduce conspicuous consumption
by shareholders, to control inflation and to maintain ressonable

vage-price stability.

be tha obj » the wvay 1s uned for
the purpose is simply to alter the relative tax burden batwsen
dividends and retsined profits of companies. For exsaple, by
raising the relative burden on dividends they can be made ‘costlter’
for the firms® The diffarenttal tex burden can ba injected through
aumerous elemants in a tax system either at company level or
&t stareholders’ level. The extent of such tex differentiatfon
‘u well as the designiug of tax system for the purpose, differ from

country to country depending upon their specific needs and circom-

atances. A study made by Organisation for gconomic Cooperation and
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Devlopmeat (DH:D)S has classified the income tax systems according
to method of tax differentiation between dividends and retained

profits and identified four broad patterna:

At one extreme lies ‘Classical system' under which
dividends are taxed twice, once in the hands of companies ss profits

and later in the hands of d as 11 The

differential tax burden can reach a maximum under thia system. The
Classical syetea 1s currently followed by countries such as Australia,
Denmark, Luxeabourg, Retherlands, Spein, Switzeriand, and so on.

At the other extrems lies the 'Full Integration system' vhere the
differential tax burden s fully ueutrqltsed. This system is as
utopian as "pure compatition' snd 1s no‘t practised anywhere though
attespts are made in Canads, Greece and West Germany. Between

these two extremes & number of systems are possible and exist

by partially {eing the &1 al tax burden. The partial
veutralisation is schieved either at company level or at shareholders'
lavel, At company level it is usually effected by following &

'Split rate system' under which distributed profits sre taxed at
company tax rates different from undistributed profits. This practice
1s found in Austria, Pinland, West Gerwany, Japan, and Forvay. The
'ﬁputltlon system' where a credit is given to shareholders for taxes
paid at company level is in force in France, Ireland, Itsly, United

Kingdom, Belgium, and Canada.

8.

In India also over the last three decades, the income tax

sy;atn coutained several elements of tax differentiation aimed at

discouraging e dividend by public limited companies,
Till 1959-60, an '"Imputation' type of income tax system was adopted
vhich was replaced later by 'Classical aystem' and thereby increasing
the over-all tax discrimination against dividends. Also from

time to time, additional taxes were levied at company level to
accentuate the relative tax burden on dividenda.

Except for a few I srks aund d §

the tax differentiation in the income tax system and its gescciated

effects d serious d writings extist,
¢oncentrated only on the additional differentiation caused by vay
of the cccassional levy of excess dividends taxes. A comprebensive

analysis of the incoms tax system from dividends point of viev

is long over due. Gove 's for P p of

and reduction of M 11ty is obvi hrough such

as excess dividends taxes, di bl or
tax to d and so on. However, such

peacemeal atteampts might ba less effective cospared to & longterm

consistent tax policy.

Aleo it should de noted that dividend regulations are not
without laitations.” Tt 13 vell-known that investment effort {a

also a function of demand for it. In the absence of sufficient demand




;or nev investment, supply side reduction of cost of internal financing
will ‘El'e.l)' result  either in a change -of pattern of financing
through substitution of external sources by internat uvingu' or

ia the absence of scope for such substitution, will result in

1dle holding of funds. Accumulation of idle funds in the hands of

a fev firms may lead to 1ies and on of i

power.

Further, the that divid reduce

inflationary forces is based upon the assumption that dividend
réceivers are coscentrated only in top few income brackets, vhi-;h is
not. alvays true. Pfven if dividend receivers belong to rich income
classes it s doubtful that their dividend incomes are completely
frittered avay in conspicuous consumption. On the contrsry, a

large of dividend 1 might flow back into capital

market as nev equity asd in - more efficient directions. Under such

conditions dividend regulations will {ct the of

This aleo might lead to a situation where new fast- growing firms

ars starved of funde. .

Furthermore, there is snother danger involved, particularly,
wvhen such restraints are sought through increasing the tax burden on
dividenda, Managements of firms, instead of reducing dividends,

might actually start paying higher gross dividends to maintain the

10.

net dividend levels which is the very opposite of the objective

nought.

In view of these l‘hit-tons careful adaiaistraetion of
this aedicine is essential. It alsoc means that even if the creation
of tax differential is largely unintentional and only a by-product of
a particular tax system designed on the basis of various other
considerations such as fuller exploitation of taxable capacity,
maintenance of tax equity, keeping the system aimple and so onm, ths

economic implications of such differentiatfon camnot be overlooked.

" The p ries empirical study 1s an objective attempt
to analyse the tax differentiation underlying the Indian income tax
systes over the last thirty years as well as to measure the response

of public limited companies to euch differentiation, the purpose

baing to provide an example of the ty of Indian corporate

sector to such regulatory tax measures.

Oua of the first tasks therefore, is to sift through the
tumerous tax lavs end changes thereof and identify all those slementa
that caused tax differentiation, which is done in an earlier l:udye
In this study, Chapter II is devoted to asaimilate the available thought

on the subfect .into a model of tax impact on dividend behaviour, Chapter
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111 exsnines the data base and addresses to various problems
associated with the measurement of different variables. Chapter IV
analysea the results of empirical testing and finally, Chapter V

presents the conclusions.

5.

6.
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Chapter 1II

THEORETICAL FRAME,
DATA AND MEASUREMENT OF VARIABLES,

In this chapter we shall discuss the methodology and make
preparations for a quantitative analysis of tax impact on dividends,
In gection 1, ve shall recapitulate the theoretical aspects reviewed
1o the previous chapter, by formally stating a model of dividend behaviour,
In section 2, we shall extend the model to take into sccount the shelter
effect of personal taxea, and interpret the model in the Indian context.
In section 3, we shall consider sowe of the financial factors to be
included in the model. And we shall devote saction 4, to the measure-

ment of the variables fuvolved.

1. The model.

It is nov clear that the ng point iu dividand

behaviour is not the demired dividend equation but an objective

£ " "

ng & fire's Alvid

mix, The objective function is closely related to fira's main motives.
Untill recently, the sole motive of an entreprenuerial activity vas

regarded as maximisation of rate of return om capital. But with the

4 of joi 3 and the d

h of fon of and control, it is

pow fairly recognized that there exist other equally important

wotives, such as salea <1 on, ion of and thereby
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increasing the market value of the fim.l The later objectives

are also in line with the managing agency system of operation

which is identified as a characteristic feature of Iadian cmplnies.z
The seperation of ownership and control also means that the objectives
and preferences of 2 firm's menagement need not coincide with those

of its shareholders.

Starting from the shareboldera' side, ve kaow that their

preferences depend mainly on their income level and their degree

of unds ng of etock-dealings and d tax

1apl ¢! For 1 h ders belonging to lower and

middle income 5roup.a prefer s regular flow of dividends in order

to supplement their other incomes, 1f any. Firm's size, profitsbility
or grovth may not be of crucial futerest to them, On the other,
ahareholders belongiog to richer classes may not be so muct dependent
on dividend incomes, nevertheless, they may want dividends for
reinvesting in other securities and diversifying their sssets, In
their case regulsrity may be of less importance, Hovever, a section

of the rich d wvhe late in stock ons may

prefer stable dividends in so far as aprreciation of share orices

depends upon such regularity.

The reactions of shareholders to tax changes may alao

be varied. An increase in the personal income tax rate might

16.

force those belonging to lover income groups to prefer more
tgross'dividends to cover the tax increase. This preference for

higher 'groes' dividends is irresp ve of their knowled,

of tax tax shelter provided by a lower capitsl gains tax rate

since their ‘waiting' capacity is low. On the other, shareholdera
belonging to richer income grou-s might seek to svoid thair personal
income tasx by preferring lower dividends. Such preferences,
naturally depend upon the coudition that the capital gains tax

rate should be 'sufficiently’ lower than personsl income tax rate.

e ny generalise the behaviour of shareholders as that
they prefer stable, if not growing dividend rates, and that the
effect of taxes on their preferances depend upon their average
level of fncomes. If the shareholders mainly belong to lower and
middle income groups, then a rise in the personal income tax might
not alter their prefsrencas for 'net' dividends, and if they meinly

belong to richer classes then the effect would be different.

In ng_the ! behaviour also, we can

11y distinguish tvo types; a) a relatively ‘passive’

type snd, b) a relatively ‘active' (mansging agency) type. (Such a
distinction, it should be noted, is in no way a reflection on their

efficiency.) In situations where management is extremely *passive'
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1t completely fdentifies 1;3 motives with those of the shareholders,
and strivea to ensure stable groving dividends. Hovever, even

such 4 managesent also camnot ignore firm's loog term needs, such
as investment demand, 1iquidity needs and so on, which Tequire
suffictient profit retentions. The atability requirement makes

them to be careful in revi;lng the dividend rate. In this case,
profit retentions also act as a cushion against dividend fluctuations.
The other situation 1s that in vhich the management ia more
'dominant' and active, aund 1s mainly concerned with maximisation

of its own credibility., Dividend policy in this case is mainly
afmed st increastog the market value of the firm as well ss

the market price of shares., While even such a management cannot

letely ignore sh ders*® b to do so would

be detrimentsel to their own credibility, the tendency hovever, would
be to search for possible excuses to reduce, or atleaet not to

increase, dividends. High tax retes on distributions may be one

such excuse. Even the aight b ders

the tax ‘shelter’ benefits and persusde them to accept dividend cute.
Further, the *clientele’ effnl:ta. nemely, that in the long-run &

fire sttracts (or retains) only those shareholders who prefear its
dividend pay-outs, would be higher in the case of firma controlled
by such mansgements. All these can be expected to reault in a

higher response to tax changes.

Thus it can be easily seen that except in the rareat
situation vhere the panagesent of a firm is extremely passive and
its shareholders solely belomg to rich iacome classes and also are
not faterested in share traansactions, in sll other uanagement-shareholder
situations taxes cau be expected to effect the dividend preferences,
In tctu.i practice, we ressonably sssume that managements are neither
extremely passive nor extremely 'dominant’ atid shareholders are
neither rich and indulgent por precariocusly dependent on dividend

incomes alone, but contain all the elementa in different combinations,

Folloving Moerland and m;‘. consider a typical firm
having a2 map of fndif dividend t{ curves, each

indicating a unique level of ‘utility’ obtained by alternative
combinations of net dividends and net retained profits. The dividend
preference function can be denoted as

U=r@.,.R) =(4.1).
vhere D and R ara net of all taxes at sll levels. The utility level
&8 given by each curve can be viewsd as wonotonically relsted to the
motivations of mansgement which also take into account the sharsholders'
preferences. The shape of the utility curves might ba an cutcome

of & process of weighting of their relative prefetences, a5 well as

a result of & nunber of factors infl such
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However, following Dennys, a aininum set of reasonable conditions
’ caa be imposed. They are; &) monotonicity, and b) quasi-concavity.
Condition (a) ensures that utility derived from bigher levels of
D, and R is greater than that from lower levels. Condition-(b)
ensures that the relstive marginal utility declines as the fimm

moves along the curve.

By imposing & further condition of homotheticity, Demny
derived a generalised quadratic form for production functions, which
was later used by King to describe his ‘indirect managerfal function®

of dividends and reatained profits, The function is

By B8(1-v), 1/8
U= ".j“u"l Xy 1 =(4.2)

vwhere 1 and j=d and r, the subscripts for llﬂ and R respectively, and
xd-nn and X *R. The distribution parameters aufo. and the substitution
parasetersf¢l and 0FY€1,

In order to find the tax effects, we firit agsume that

the specification of the dividend £ function is ind

of taxes, and then tntroduce the tax elements via a budget
constraint, The analytical strategy is simillar to consumets®

demand theory.

20.

The constraint in this case 1z firm's total fncome net
of expenses aud interest on debt., Depreciation for the time being
can be assumed aa ‘economic' depreciation and 1s exactly equal
to year-to-year capital consunption so thst it can be Acreated a8
an ‘expenditure item. It is also useful to deduct dividends
paid to preference shareholders, as they can neither be regarded
a3 equity dividends, nor can be treated as interest on debt since their
payment is couditional on existence of sufficient profits base.
Certain types of preference shares also hy claims on future

profits if current profits are not sufficient.

Thus we define the basa for dividend payments es total

dividend: There is also

profits net of t and

the question of compulsory provinions aspecified by company law

and tax lav. Though these provisi are 1sory the inel

utilicy of additicnsl non-compulsory retentions very much depend upon

the mmount of laory p « Th , 1t 18 tial

to include all those provisions.

The profit allocation function or the budget comstraint

can be wvritten as
Y Dn+ R+T -(4.3)

where Y denote the total profits base, Dl1| and R, net dividends and

x
i
!
i




retentions as defined, aud T, the total tax liability ea a Tesult
of income taxes both st the company level as vell as at shareholders
level. Alternatively, it can be written as

-(4.4)
Y= and+ R Py

by defining the'tax prices' p ] "3/":: and p_ as RBIR. vhere

pP_aod R_ are 'gross' devidends and 'gross' retentions, respectively.
4 8

For example, Dt denotes the amount of profite to be allocated to
realise one rupee of et dividends, Dn. The prices, ofcourse,

depend upon the prevailing type of tax aystem and the tax rates,

Yor constrained maxinisation, define the Lagraage fumctlon, L
as

L aU+p(r-Dp,-R pr) ~(4.5).

The first order conditions,

- Ul ypo0 -(4.6)
LW = VY= iy

- Uf= yp_=0 -(4.7)
AL/3R = Ul yp . «
Loy = Y ~ R p =0 -(4.8)
aL/au Ppg R Py «

yield the equationm,
Uy/ui= pyle, o vhere -(4.9)

i’- 8-1 By-1,8(1-v), ~Byy By
u»,'-%u 1(«“sx1 «uusvx1 3 «:“s(l.--v)xx xj!
~(4.6).

22.

The only way for a solution is to impose another resatriction

on the ahape of the objective function namely, that a =0 when iff,

1t
80 that. the cross—terms will disappear, and the flﬂ!ct“.vﬂ degenerates
into a CES function., The fmposition of this condition ie arbitrary,

but needed inorder to obtain a manageable solution for Dn.'

The first order condition (4.9) eo trimmed would be
8-1 8
addlartlbln ~ pylP, =(4.11),
Denoting pd/pr as ¢, 1/(B-1) as o, “trludd a8 A, substituting for

R from (4.8), and rearranging terms, the optimsal solution for o,

can be obtained as
\J CARY a0+l
D, = AT ¢/11A%) o Y/py -(4.12) .

It can be casily seen that o denotas the elasticity of

substitution between I)II and R, The second order condition requives

da to be 3

The di B+1, 40, or +==

Auc:ondi.ng as g4~=, 1, or +), and the utility function degenerates

into linear, Cobb 1 or L £ types ivaly.

Inter-tewporal adjustwent,
As we noted above, both shareholders as well as

managements seek s regular and less fluctuating dividends which
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will result fu a lagged udjmment of dividends to changing
conditions. Two types aof the lagged adfustment processes are
conceived in the literature; (a) partial adjustment process, and

(b) a p of adjf to 'p ' levels of factors

affecting dividends.

Both the processes adhere to Koyck's distributed lags

and the 'lag parmeter' can be interpreted in both the \mn.m

However, the diffe b the two wvill become

apparent vhen, (i) the lag parsmeter is different for different
independent varfebles,and (1i) when the dividend function is

‘nou-linear in parsmeters’ as is the case with our equation (4.12).

with * income' hesis is 1y

difficult with only a marginal gain. Probably, for this reason,

the £ d in the 11 has heen the partial edjust-
weat. The uuu-ptienl’thlt the partial adjustment iz a result

of the choice b two al 1 by the namely

to deviate or not to deviste from last year's dividends level, the

choice being dependent on the relative costs of the two nc:ion-.n

Following the Feldsteinian convention we vrite the partial

adjustment equation as

* A
DBy y= LD/, ) -(4.13),

2%,

2. Effect of individuals' taxes,

We propose to extend the model to take into sccount the
‘tax shelter effect'. It should be noted that dividends determined
by (4.12) are net of all taxes including those levied on individuals,
We asaume that the D: will be grossed-up for individusl income
taxes, before being paid to shareholders to enable them realise D:.

]
Let a groasing-up factor be Py such that D = an..

Further, the variable ¢, being the 'tax price ratto®
depends upon Py and Pys and as D; is net of 2ll taxes, Py depends
upon the ratea of tn;lividul taxes g8 well., In particular, Pq
can be split into tve coaponenta; (1) the smount of totsl grosa
dividends Dg required to realise ome rupee of dividends net of

company taxes but gross of holdera® tazes, d a8 D, and

(11) the smount of D required to make svailable to shareholders,

one rupee of dividends pet of all the taxes, denmoted as Dn. The latter

viously, 1s the 4 p factor Bye In other words,
L (DSID). /D) = p, Pye =(4.14).
vhere the former compouent is represented as p o* The grossing-up
factor can alao be regarded as a link betveen management and

shareholders through which the latter's preferences are fed into

the over-all aptimal dividend equation, Correct identification of the
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form of this ratio is essential to enable equation (4.12) to
yield "optimal'dividends, This 1s one aspect left unclear by

the earlier works.

¥e have noted above that not all the shareholders would
prefer higher dividends in situation of rising individusl income
tax rates unless there fs an equivalent rise in the capital gains
tax rates, Also as the rate differential increases, more and more
shareholders belongieg to even middle or lower income brackets
may opt for tax shelter. The grossing-up factor relevant to optimal

dividends can be obtained as an

B price ratio,

by assumiog en objective utility function similler to the function

{4.2), sad maximising it subject to holders® own int

specified as

De anﬂ+ c q, (k.15);
where qy and q, are *prices' due to personsl fincomse tax and personal
capital gaius tex respectively, sud C, the amount of D piéfer:ad to
be realised =s capital gains, The constrained maximirstion yields
an optimal function for D stamillar to equation (4.12) as

b= [ 8%+ 8% o 0.0 -(4.16).

Therefore, by definition
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pym (1 + 8% g 727" —@an,
where B 1s the ratio of the distribution parameters in_the shareholders®
preference function analogous to A in (4.12),§ is the shareholders®
tax price ratio qd/qr, and n 1s the elasticity parameter analogous
to ¢ in (4.12). Equation (4.17) indicates the preferences of

ashareholders regarding Dn for given D.

Feeding thia information into (4.12) and denoting @ = 9 ./p,

wa obtain

4 =0 Qs o sa" ~(5.18),

and the optimal function of & fimm as

ot A"a°(1+l"6"ﬂ)°*1 qgtl

Y
- =-(4.19).
1 (ann)ﬁlﬁuevﬂ(1+B|\en§1)o$1q:+1’ v,

From (§.19) it can easily be seen that tha target pay-out
ratic in Lintner model is not a constant, but varies with the tax
factors; 8, &, Qe and p. Almo the tax effect ias split into two
parts analogous to "income' and ‘substitution' effects in consumer

demand theory, While 6 end & tha "substitution® of

the relative 'tax prices’, q, and e, represent the income effects

respectively at shareholders' level and company level,




The advantage of the extended model fa that it wot oanly
takes account of the tax differentials both at company level
as vell as at shareholders' level, but it also sllows for the
. seperation of the two influences fn a flexible way. In doing so

it explicitly allows for the of to p 1

taxes to be exactly seme as the combined response of shareholders.

Interpretation of the model in the Indian context.

The optimal dividend equation can be interpreted interms
of different tax systems that prevailed in Indis as followa. As we
noted in cheptar II the aystem, prior to 1959-60 was of *Inputation'
type vhich vas later changed to 'Classical! type. Added to these

broad were the ional divid: taxes. For the purpose

of interpreting the model we shall leave-out the details and consider

only the main features.

Under the 'Isputatfon' system, let ¢, aod t, be the fncome
tax and’ super tax on a company, and ti and t' be the personal iocome

tax on dividends and an equivalent tax on capital gains respectively.

As & result of * p* the

1 income tax

11ability on d di i\ by the sharehold: would be

(:1- e)a - t). FPurther, let ty be an additional tex on dividend

distributions at the cowpany level.!"'
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The tax prices can be deteruined as follows; Consider

the over-all budget constraint of a company as
Y=D+R ~(4.20
ot Ry -G,

where Dg aad Rs are gross profite assumed to have been allocated
for dividends and retentions. The constraint can be rewritten

interms of net dividends and the retentions as

¥ D + R
- -t - - -t =
(€3 t, tb)il tds (42 t, tbi

L 3
- - L ~(8,21),
(l—t.-:b) -t d) (1-:.-tb)
In & simillar vay eh ders' budget wvould be
b (1-t ) c
B o= —Ef -(4.22).
l-t’. l-ts
C g these vith their counterparts 1in (4.4)
and (4.15), ve obtain tha 'prices’ futerms of taxes as
P 1I(l-t.-tb) ~(4.23)
P DKID -1/ -t -t ) (1-t,) ~(4.24)
ag= -t/ (-t) - -(4.25)
Q.- ll(l-ts) =(4.26).

Further,
6 - l/(l-td) -(4.27)
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¢ = A @t )0ty

-(6.28)
a-t )™ e ) -t )™
1
Pe® Ma +l ln A -(4.29)
e ™ e ) am)
and, -t )™ 1ee )™ (1o 3™
E ~(4.30).

‘-
n - 1 n - -
B"(1 z')‘ - )" -e)) -t

The optimal dividends equetion can be obtained accordingly.

Under the Classicel syatem, the only change required for

ing the &

18 in the of L which
nov becomes ll(l-t‘_). Correspondingly, the term (l-t‘) dissppears
from the fnterpretation of & , Pys and ¢,

Purther, {t is aleao clear that under both the systeams,

in the case of no addi tax on dividends (t,~0),

P, would be sisply 1/ (1-!.—:5) and 6 , the tax differential at the
coapany. lavel will be unity. Thus, under the siaple classical system,
the only tax differentistion would be through the individuals' taxes
as indicated by 6. 7
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Some interesting degenerations of the genersl form (4.19)
can be obtained by assuming unit elasticities of aubstitution

as follows:

Cage (1). 1If n=-1, then
pm(BH1)8q, -(4.31),
and therefore,

a o+l g o+l
« AE)TT(e8) g 6

D &——————————— * = -(5.32)
144° (B+l)"+1 (N)uuq:d-l
vhich 1s sinfllar to the CES specification of King.'> HNote that
the term Glpr 48 aimillar to Feldstein®sll in the sense it represents

the valuve of maxinum distributable profits.

Case (11). (the Cobb-Douglas case.) If o=1, then {rrespective

of the value of n
e ety o7t
vhich can also be written as

vheatr) 00071 v &7t ~(4.33)

so that it matehes with Feldatein's specification with ll.u

The equation in case (if) {s a useful linear spproximation

and can be employed to test & hypothesis that o is unity. Howvever,

the specification s 1 q to the t value of ¢

as such, in case of O being other than unity.
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3. Influence of other factors.

The utility function (4.1) as ve assumed, is a result
of & number of factors analogous to tastes and preferences in
consumer demand theory, which are considered to be relatively
constant in the short~run. But these factors are leas likely
to have remaiced same ovar the period under study. In anticipation
of changes in these factors and their 1likely influence in
altering the shape and position of the objective function,it is
necesgary to hold them constent by incorporating in the dividend

equation to be estimated.

Also as we noted in p 111, p ical
evidence regarding tha influence of these factors is largely
ageinat their influence. Nevertheless, in view of the fresh
specification of the model, it will be useful to consider some

of the financial variasbles as poseible demand-side factors,

Importent smong thase factors arej 1) firu's javestment
demand, 2) its capital structure, 3) its 1iquidity needs, 4) changes

in sales, and 5) depreciation.

the 11 on dividend beh

dessnd of & firm is considered te be an important factor affecting

32.

affecting dividend payments. Infact, many atudies conuidered

dividends and 1nves':nent decisions as autually interdependent.

The other of the 'triad' decisions ia with ;elpect to the
capital structure. Given the deasnd for new investment,dividend
distributions depends upon the decision relating to the extent of
interaal financing. Out of the three sources of financing new
investment namely, retained earnings, new equity issues, and
borrowings, it fs common knowledge that retaivad earnings is
the chespest source. At the sametime fioancing through profit
retentions is considered to be & relatively inefficient \u‘y.
H,tﬁv:r, & changa in the relative capitsl cost structura might
alter the propensity for retentions with its repurcussionms on

dividends. T capital st is an imp factor

affecting dividends.

Many studies preferred cash-flows to profits net of

d iation as firm's capacity to pay dividends. The

implied hypothesis is that firms generally consider n;nt profits
as 'illusory' and that true capacity also includes the excess of
depreciation provision over 'real’ depreciation, Such ‘excess’

18 belfeved to move with depreciation provision since ‘resl'
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deprecistion is In a way, from depreciation
reserves as well as other reserves such as developwent rebate
reserve, dividend equalisaticn reserves, to supplement current
profits should be regarded as acts on the part of firms to identify
their 'permanent' income or 'permsnent capacity' to pay dividends.
Since the dividend model already has & provisicn to take into zccouat
such ‘permanent effects' via partial adjustment, there seems to be
little reason to conaider such changes in reserves as 2 factor.
However, inclusion of depreciation does no hara to the model except

lowering the 'speed of adjustment' parameter.

Another factor expectad to influence dividend policies
18 corporate liquidity, The argument is simillar to that with

Tespect to investment demand.

Finally, chnngda in sales is sometimes included in dividend

models to rep the ied d capital needs as suggested

by Darling. An al 1 le d by 1a that

rapid gaine in earnings as indicated by sales change might make firas
moxe cauticus and adopt more conservative dividend policies. Thus,
higher sales change may slow down the adjustment of actual to expected
dividends, If this {s so, then inclusion of this variable should be

regarded ss essentially to make the ‘speed of adjustment' steble,
.

3.

However, the expected negative association between dividends and
sales change seems to be more plausible 1f the factor is interpreted

as a proxy for working capital aneeds.

4. Data and measurement of variahles.

That brings us to the actual mesaurement of tax varisbles

as well as others in the p dividend 1 FPivst let

us consider the tax variables.

Tax verisbles.
The tex varisbles in the dividend wodel are 8,8, 4, P.s

and L which are expressions invelving different taxes both at

the pany aswell as shazehold: and each tax beilag represented by

a single rate. Ia the real world hovever, the lisbility with respect
to any tax being dependent upon a single rata is indeed rare.
The rate structure of & tex is more likely to be such that different

parts of the tax base is taxed at different rates.

Thie preseats the problem of ing the 1

structure of esch tax by a single rata. Obviously, the combined rate

should be a weighted sverage of different rates, with weights represeating

different portious of the tax base.
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The question iz Jhlla aversging, vhether one should
conasider changes in the base atructure, or, assume a constant hase
structure, The former yields effective rates representing the true
tax 1iability, Ho'ﬁvex'. the latter method yields average rates
which reflect tax policy changes more faithfully than at!ective rates.
As ve are interested in weasuring the impact of tax policy changes,
the logical choice seem to be to consder rates vhich are independent
of tax base changes. But care must be taken {n choosing the

weights to be as "normal' as possible,

In the case of company profits taxes this would wean
that we consider statutory ratas velevant to Indian public limfited

cospanies,

Iu the case of company dividend taxes, as we know,

for moat of the time, dividends d1 4 y limite

only were 1isble to tax. In certain years more than one limit were
lpectfind to charge excess dividends at progressively higher rates.

In considering the dividend taxes, we make an assusption that dividends
would have exceeded the statutory limits but for the tax. The

excess liability thus computed, is evanly spread over all the dividends

so that the resultant average dividend tax rate is compatible with
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our definition of tye Algo the dividend tax policy under ‘penal®
tax wvas to give a rebate on profita taxes. This cen be regarded
as equivalent to charging company profits at a rate lm;er than the
current income tax rate and then subjecting ta the 'excess' tax
vhen the dividends exceeded the limit. Accordingly the rates t‘
;nd tb for those years ‘are. lowered by 6.25 per cent and the same

'is rvegarded as the average dividend tax rate.

In the case of personal income tax, information regarding

the veight structure is culled-out from All India Income tax Revenoe

Statietice published annually by the Central Board of Direct Taxes.
Fortunately there is no significant change in the weight structure
over the study period. The weights are determined on the basis

of shares of dividend incomes falling {n different totsl income
brackets. The implied objective is to give higher waights to

rates 1icable to sh hold larger dividend

incomas, The weights are aversged over the middle 10 years of the
study period, and these v-!.;gu ars used to combine the statutory
average unearned income tax rates on different income groups. An
additional assumption involved 1s that totsl incomes of sharsholders
are wholly unearned, which iz rather unrealistic. But the loss

in sccurecy is expected to be far lews comparad to the additional

computational burden involved.
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Table 4.1 Tak rates to be used in the empirfcal analyais,

37 corporation  corporation excess nersonal
) year income tax super tax dividends tax fncome te

1

.
000000

roey

NIl N O CD N N BG4 O VDN U DG G e DN

To further reduce the computational burden we exclude

u

the capital gaing tax. First of all, the tax itself {s not on the

NNNNN

R R

same footing s income or dividend taxes, Making it compatible

with our m;iel involves assumptions regarding expected rates of

return on capital gains and resultant average tax 1liabilicy.

e %o e s ue s e n e e o PINIAIAI RIAIDIAD ut ot s Ik ok 40 bk g bk

Cad G e T €l LA G e e e o e GGl L G L d L e U

A R L R R R R L L R R L

3 3
3 7.50
Due to.this, as wvell -as due to varfous computational cowplications ;:g%
.
it seems vige to keep avay from capital gaias tax. We, however, ;'38
.
assume that the ‘equivalent’ tex rate on capital gains fs sufficiently ? .
.
lower than the personal dividend fncome tax rate. ; 7 .
4 7.7 .
r4 7.7 .
7 747 .
7 7.7 .

The tax vates are shown in table 4.1 and tax variables

computed are shown in table 4.2. The detalls such as average Table 4.2 Tax variables involved in the model.

personal income tax rates by incowe size, and veights are shovn

tax_differential

tax
. ear
in the Appendtx. § ey et %ey.  total (05) depresnan
S1. 1.049 240 8 507!
: i B I
Einsncial varisbles. : . 'S5 558 1807
> .35 :1'5; .: g
The main source of data relied upon to compute the 7+ . %g :ig gg; :: gg
N . . »* *
dependent variable ss well as other financtal varisbles is the N :: 3 :g w
. 12663
Beserve Bank of India (RBI) publication, Finsncial Stetistics of ¢ . . :; . § -gggg
. . . . .
2924
Joint Stock Companies in Iudia. This publication contains date 4 5. . tZ ::é :;gg
' . 0 . .
relating to & sample of public 1imited companies based on their -’: N :g ';‘{3 :% z
. 5 7 .31
annual reports. The sample companies are thosePSIERYELSSEIRIL 5 141ns. 7 . . -g . 4 '?.82
. . .2
. . .70 334
The RBI sample selection is guided by the 'twin objectives of 75 : 170 150 152
;3‘ 70 70 248
75, . 57 157 \248
28, . 33 +33 +2487
27, . 43 +43 v 26871
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maxinising industry-wise, the coverage in terms of paid-up capital
and ensuring inclusion of as many representative units as poasible
from various industries’, Further, the sample 1s revised every
five years with a viev to improve the coverage and representative
character of the selected companies in the context of the expanding

corporate sector.

For an aggregate time-series analysia of coapany sector
in India ve consider that the RBI sample fs suitable in the sense
that it is sufficiently large and also the sample composition of the
companies is revised every five years to retsin its representative
character over time. On the other, samples which retain same companies
throughont the period might loose their representative character after
some years, #ince nev companies which might have started in the
intermediary years ate not represented, Further, the RBI esmple has
one feature vhich makes it particularly suitable for our purpose:
Though the sasple tskes into account the changing composition of
the population over time, the sawple {s revised only in five-year
intervale, Thus, within & five-yesr period, the dsta related to
the asme growp of This £ 1s te our

study vhich desls with equations containing lagged variables. For
those years which mark the revision fn the sample, dats i{s reported
for the old ssmple as well as for the new sample, making it easier

to connect the sample data.
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The RBI sample is not devoid of problems, Host fmportant
18 that the accounting years vary among the sample companies. But
a number of ewpirical studiea, partifularly, K.rishlzl-urty and Sntryls
shows that it may not significantly affect the results. Secondly,
no distinction is made in the sswple between profit-makiog end
loss-making compaaies. This also ahould not bother us, as we seek

to study the behaviour of an average company representing all

companies irsespective of whether they ara profit-making or not.

The variables “l‘)e“ed 1o our analysis and their measurement
is given below:
1. Pividends: Dividends on ordinary shares or equity shares.
2. Profits: Gross cash-flow or gross profits derived as the sum
of profits before tax and depreciation provision.
3. Inyastment demand: Change in the gross fixed assats + change
1in the inventory imvestment.

4, Capital structuret Debt-equity ratio obtaiued as & ratio of the
suz of borrowings, trade dues and current lisbilities,
and miscellaneous mon-current liabilities.to total Iiabi

5. Corporate liquidity: Ratio of current assete to current liabiliti
(Ratio of sum of cash and bank balances, investments,
loans and advances, advance payment of taxes, to the
sum of tax provieion and trade dues and other current
11sbilitien.)

6. Sales change: Change in the net salea.
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A1l the. pon-ratio variables 1 are-  gcaled down to paid-up
capital to allow for the compatibility between different five-year
periods in vhich the sample was revised and thereby to reduce the
heteroschedasticity. Paid-up capital {s chosen to scale the variables

because it ie the sanpling parameter of the RBI ssaple.

Conclusion,

In this chapter, wve summarised the existing models of

dividend behavi and ded to the eff of 1

texes, We have aleo idered various bl d vith the

data and measurement of varisbles. In the following chapters, we

to relevant ve: of the model, and use. the

estimated paramaters to quantify the tax impact on dividend behaviour.

9.

10,
11,
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Appendix

1
Aversge personal income tax rates on dividend incomes

at different levels of total unearmed fncomes, 1947 - 1977,

upper limit
of the income

b
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1969-70 1970-71 1971-72 1972-75
1. 1 0 1.0000 .0 0
2. 4 0 4.3400 3.4700 3.4700
3. 6 0 6.0000 5.5000 5.5000
1. 8 q 8.1000 8.1000 000
3. 9 9 9.5000 7,9000 9000 .
'S 1 ¢ 127630 13.750 14,040 12
7. i 0 15,700 17.600 18.100 16
8. 2 o 21.250 22.600 22,780 21
9. H o 25,680 30.250 31,450 29
10, 3 0 35,950 35,200 38,940 34
1. 3 9 41,790 10,330 13.970 10
120 i 0 44.820 44,000 43,190 A3
13, 5 0 5£.980 52,250 89.730 33
14, & 0 72.490 84,430 75.870 35
15, s 0 27,640 £9.670 83,160 &9
15, ? 0 81.&20 72,880 84,810 71
17, 7 o 84,000 74.800 89,0600 72
1976-77 1977-78
—_—
1, .0 .0
2. .0 .0
3. 0 . :0
s 3.,7400 3.4500
3. 6.2300 $.7500
8. 10.18¢ 9.4900
2. 14.740 13.340
8. 19,420 16.870
9. 28,460 24.150
10. 33,770 28.520
i1, 39,140 33,350
12, 42.980 35,800
13, 53.190 44.740
14. 85,090 56,870
13, 49.060 40.910
+ o,
7. 72,210 818
from the 1 rates given in the annual

Finance Acts.

Chapter 177

EMPIRICAL ARALYSIS.

The preceding }y provide the y b
and preperation for measurement of tax impact on div{d‘enda sothat
in this chapter we can entirely concentrate on the empirical anmalysis
The task fncolves two stepst First, to identify the parameters
by fitting the model to time-series aggregate data, and second, to
simulate the equation so estimated in order to quantify the tax
impact. Accordingly, we shall devote section 1 to estimation of the
dlvidenn!s equation and section 2 to simulation and quantification
of the tex effact. Also of interest will be lo-.e disammgregated
analysis. We shall consider in section 3, six sajor induetry groups
based on the RBI classification of its sample. The primary objective
of the disaggregated anslysis is to see i{f industries in different

sectors react differently to the tax policy.

1. Estimation of the model.

Broad trends in the variables.

To start with, fluctuations in dividends are compared with

those in the af dividead: These are shown in figs. 5.1

and 5.2,
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The sharp rise in dividends (as rate on paid-up capital),

in 1960-61 {s too conspicuoua to miss our attention, when {t reached

a peak 11,6 par cent, The upvard swing actually started in 1953
itself. The rate briefly declined in 1956 before reaching the level

of 1960, Thereafter, 1t hae been a alow but gradual decline as though

trying to reach the 1951 level. The declining course is marked by
three cyclical movements roughly at five-year intervals; 1960 to 1965,

1965 to 1970, and 1970 to 1975. The cyclical could not be entirely

due to periodical revisions of the RBI sample, as it coincides with
the general economic trend ia the econowy, Por exanple, the low
points {n 1962, 1968, and 1n 1974, reflect the recesaionsry trends

experienced by the industrial sector.

Dividends and profits;

While comparing dividend fluctuations with other varisbles,
the scale diffarences lllclll'd be borne in mind. Por exsmpla, the
range of fluctuations fn profits varisble is much larger than dividends.
Also 1in contrast to the declining trend in dividend rate, the trend
in 1m:o;e variable had been upvard, at least untill 1974, vhen it

touched a peak 78 per cent, I o the £l b 1953

and 1958, and between 1965 and 1972 are simillar to dividend changes.
-It 4s obvious from this comparision that profits varisble slone cannot

explain all the fluctuations in dividends. The sharp rise fn 1960,

48.

Fig. 5.1, Trends in dividends, profics, and tax yariehles 1951 =1977.__
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the general declining tendency, as well as the declime in 1974

in dividends seem to be ind of the 8 of the profits

variable,

Dividends and tax variables:

Comparision with the tax differential variable ia more
revealing. It is interesting that most of the highs and lows in

dividends are hed by contr

s in the tax differentiel
variable, The peak level of dividends in 1960 might as well have
been due to the lovest ever level of tax differential at 1.16 in
1959, The fall in dividend rate in 1968 and 1973 might alac have

been induced by the pravalent high tax differentiation.

The other main tax factor is the tex depression variable.
Dividend rate is expected to be positively related to this variable,
Bowever, the plot does not revesl such a relation, at least upto

1960, Even after that point the relation is not 8o clesr.

Dividends and other finsncial wvariables;

The second set of variables with which dividend movements
are compared are the four finaucial variables to be included in our
madel. (F1g.5.2).

Fig, 5.2
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Comparision with investment rate shows, that except for
the years, 1958, 1959, and 1974, the expected negative relation is
vague, The broad trend over the entire period, however, is oppoaite
to dividends trend. The plot of capital structure variable also
does uot indicate in a clear manner, its positive relation with
dividends rate. The plot of liquidity demand shows that upto 1958
its movements had been opposite to dividend movements, but after
that it remained constant. Finally the plot of sales change also

does not reveal any regular relationship with dividends.

The wain peints of this preliminery analysis can now be
susmarised. Dividends rate is relatively stable compared with other
financial variables. However, there seems to be an abrupt shift

1o the course avound 1960, Profits or the 'capacity' factor slone

camnot explain all the f. ons in dividend Tax diff al
does appear to be & main factor influencing dividends. The influence
of tax depression factor, as well as other financial factors seem

to be leas compelling.

Regreseion snalysis (Cobb~Douglas rssusptions).
Based on the trends anslysis, the first hypothesis we
wish to test by regression approach ia that profite and tax variables

can adequately explain all the movements in dividends rate. Also,

52,

Initially we hypotheaige that the objective ‘utility' function is
of Cobb-Douglas type, so that tax differentfal variable

and the elasticity coefficients involved are unity.{eqn §.33).

We expect unitary elasticities for at least one reason. As ve are
going to use aggregate data rather than fimm-vise data, there is a
chance that the firm-specific over- and under-responses might be
evened-out producing unit elasticity of substitution. However, 1f
the linear regression indicates that the elasticities are other than
unity then ve have to estimate the more genersl form by non-linear

1on The implied by the Cobb-~Douglas

assumption 1s, . -
A By ~ABzaAB35(1-2) (o «(5.
LR e T WS 5.0,

where we axpect that ;78,78 =1. (llpr is denoted as ).

The regression resulte are shown in teble S.1. The aver-—all

significance is Asong the varisbles only

Y azd D _, are significant and the tax variables ¢ and I are mot

significent at aoy ptable level of signif: , the

coafficients of the tax varisbles have exp 4 signs. The
the empirical 1 the applicability of

Lintner's partial adjustment theory., The lag parameter X is very low

at 0.13, snd the only convincing reason for managements to deviate
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from the past dividend rate seems to be changes in profits variable,
though not very compelling, judged by its statistical sigoificance.
The estimated elasticities with respect to Y -nd{ are 0.91 and -0.94

and subsequent t~tests prove that they are oot different from unity.

Hevertheleas, there ia atleast one reason to 'suapect that
this regression is not alright. The statistical siguificance of
Dy ‘i disturbingly high, ratsing & doubt that this wmight as well
be due to ‘lagged dependent bias' in the regression. Infact, there
are three kinds of bias that could posaibly be associated with this .

The other two types are; a bias due to absence of ether

regression.
relevant £ £ dividends, and & biss due to mis-specification
of the dividend by restricting to Cobb-Douglas freme,

As noted by many studies, the equation (5.1) i{s a typical

case of lagged d wvariable ing as
As a result, OLS estimatea of parameters might be biased, tha axtent
k 1 » the problem is worse in time-series

of bias being
analysis 1f there is serial correlation in errors, making the estimates

inconsistent, It is slso well-known that in such cases the standard
indtcators of serial correlatfon such es Durbin-Wateon (DW) statistic
or the serial correlation coeffictent (P) cannot be relied. Evea the

Theil's M-statistic is not applicable in our case due to smallness of

the sample.
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Fortuoately, a number of alternative procedures are now
available in econometric literature dealing with equ-don- containing
lagged dependent vltf.lblel.z Rovever, the superiority of many of
these procedures over OLS ia not yet clearly established. For our
purpose, we shall choose the following alternative procedures:

(2) Generslfsed leaat squares(GLS) with iteration, (b) GLS with
grlt{--urch and iteration, (c) Reaidual -wdjusted GLS suggested
by Durbin and later by Hatmmk.nj, and (d) Wallis® combined instrumental

varisbles and GLS.

P di (a) yields 1ikelihood estimates by

iteration process in which an estimate of serial correlation coeffi-

clent of OLS residusls 1s used to the variabl Proced

(b} alzo ylelds maxtmum likelihood estinates, but instead of using

the OLS iduale, it hes for an of the
sorial 1 fficient and the { Both
procedures (a) snd (b) yield which are cally
efficient,

) Procedures (c) and (d) combine the CLS with funstrumental
variable method, The & no § It

consiets of instrumental varisbles to compute the serial correlation

coefficlent of errors followed by OLS method with all the variables

56-

transforned as in the iteration methode. The Wallla' method requires
estimation of Dt—l followed by GLS estimation of Dt using the

estimated values, for Dt-l'

Doy
The summary of the regression estimates by the four methods
along vith the OLS, is presented in table 5.2, which also include

other factors.

Incluaion of other financial variables has not altered
the OLS estimates, All the four variables prove to be statiscicelly
insignificant, There is no improvement in the over-all explenatory

2

power of the equation ss indicated by B® and SEE, The coefficient

estimates of profits, legged dividends as well as the two tax factors

h d. Aleo on by the four altercative procedures
has not isproved the SEE and R significently. In the case of
Hatanaka estimation, the R% hes actually declined. There is however,
a slight reduction in the biss ss indicated by the lower influsnce of
the lagged dependent variable in all the four procedures. The astimates
of elasticity coefficlents in these equstions are much lowar then

unity. But the tax variables are still prove to be insignificent,

Thus, the empirical testing sofar, has not revealed much
evidence regarding the tax impact. The only factors that emerged as

significant are the profits and the lagged dividends. This would mean
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the initial set, and the coefficient of Y and Py kept constant at
untty. Alse the parmmeter, \ wvag fnitiated at 0.9. The non-

linear results are presented in table 5.3.

The improvement in Rz as well as the statistical significance
of the coefflciennv only show thet the linear regressions involve
a serious specificatfon biss. Infact, the lagged dependent hias
cen be regarded as negligible when compared to the other. But
standard error is higher in the non-linear case, which could be
due to & serfal correlation. The elaaticity of substitution st the
firm-level 1s -3.24 and is vell ebove unity, Shareholders' elasticity
of substitution 1s also higher than unity at -1.64, but not as high
as the firms® elasticity. The estimates reveal a high sensitivity

on the part of firms to tax differentiation.

Also noticeable 1z the dividend lag which is now estimated

at 0.3. It means that current dividends reflect only one-third of

the char in the desired dividends, which inturn would mean that two-thirde of

& cliange in the tax policy in t'th year will prolong its effect on dividends.

It must be stated however, that toc much rellance cannot be placed

- on these estimated also, for the simple reason that the non-linear

60, '

Table 5.3 Estimation by Gauss-Nevton and the
wethod of steepest descent.

Converdence achieved by Gauss.
19648

Final sua of sauares = .
Sanrle 1951.-1977.
Nuaber of observations = 27. .
Explanatory Estimated Standard
variable Coefficient Errar
1 Lan(a ¢« 0) =301737 + 400800 LA
2% SIB& { o) -3.23871 «866870 s1
3t YETAp ¢« Q) -1.63953 +985349 YE
4% & « 0) 1.30487 +B57984 A
5% B « 02 1.43563 864897 B
R- Snuar'g = 0.897 ﬁgJ R Sa = 0.8817
Mean of Der var. =
n:rbln ~Watson Statistic ladJ. tor 0, Gars) = 1.6187
Sum of Sauared Residuals 194479
Standard Error of the R'ir-sllun = 865!55—02
F-statistict bl.- 2:1!. : 63‘ 343 le Level 0.0 Pe
Condition Nun er at leas
Residual Me .5843£E-02

estimation has always been tricky. In our case, the final estimatea
shoved conatderable varistion whenever the initial parameter set is

changed. And many & time 1s not ach d, though the

sums of squares changed only slowly. The posible reasons could be that
firatly, the sample is too emall, and secondly, the equation, though
Y4dentified' in the statistical sense, je too complex for the estimation,
The elasticity estimates are far higher than those obtained by the linear
methods., In view of these difficulties, only the linear equation estimates

are relied for simulation purposes.
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Table 5.4 HMeasurement of effect of tax differential
L. on dividend behsviour, 1951 - 1977,

2 uantification of the act of tax differentiation on divideads.
) ficced simulated total

The method of quantification is as follows. For any year dividends dividends effect

glven year, we shall obtain an imaginary level of dividends as if

6.9128 =3
. -210¢ -3 6932
the tax policy had been neutral. This can be achievedhy assigning : :: 6 :J :E
unit value to the tax differential varibles 0 and § and simulate i . lé :§ 1
. - : .
the equation. The difference between the simulated dividends M . 2 40 %8
. 1. . .
and the 'fitted dividends' can be interpreted as the impact of the . ‘l): 49’ M . :
: 0,405 . .
prevalent degree of tax differentiation. 3. 8: }a . .
. . .
. « 1202 . .
. . <9881 . .
. L4605 . .
The fitted dividends and the simulated dividends along : . § : :
] . -
with the difference are presented in table 5.5, and plotted {n fig.5.3. . 0.373 . -
. .
: 8;3% : 175%
. 355 . .
Se «409. . .
In £ig.5.3 the upper line indicates the movement of sinulated . 0.54 * i

dividenda. The vertical distance at any point {s the effect due to

differential tax policy. The year 1959 represents a cut-off point and

Fig. 5.3 Effect of tax differential on dividends, 1951 -~ 1977.
it is clear that the fmpact has been higher after 1959. The abolition

13,60

of grossing~up widened the gap. Further the gap 18 wider during the

perded in which the dividends tax was in operation, especially the

.
years 1961 through 1968. Even when the dividend taxes were abolished 11.07 : :
in 1968, the gap has remained high compared to the earlier years, E :
1951 through 1959, The average effect computed froa tahle 5.4 1s 0.64 8453 ; ;
during 1951-1959, while it is ‘2.1‘ during 1960-1968, and 1,51 during s
1969-1977. (units of measurement are same as dividends, namely, as per cent 6.0¢ ! M
of pald-up canttal.y. f951.0 osservarlis®*? 1968.3 1977.0

(1 e .
- ® :fFl'tnte'd dlvgden%g 0 :sslu'l‘l :l::’ed sideLnds sem-
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Seperation of effects at sharehglders’and companies' levels.

The total effect can be split into two parts: Effect
due to additional dividend taxes at company level and effect due
to personal income tax, The first partial effect can be obtained
by simulating with #=1, The second effect can be obtained with §=1,
These are presented in table 5.5 and plotted in fig.5.4. In plotting
the seperate effects are shown by a single curve splitting the
area representing the total effect, in two parts. For example,
out of the total vertical distance in any year, the distance between
the synbols ‘#°'and "0° represents the effect due to personsl tax and

the rest of the distance represents the effect due to dividend taxes.

Thin bisection shows that much of the impsct has been
due to personal income tax and the impact of additional dividerd
taxes had been but negligible compared to the former. Hovever upto

the year 1959, the shaded patch occupied much of the gap.

3. Industry-uise analysis.

The RBI ssmple companies used in our analysis, are fairly
homogeneous fn the sense that they all belong to the class of Indian
widely-held companies with large capital base. Also, most of the

factors responsible for variation in the dividend behaviour are taken
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Table 5.5 Seperation of tax effects on dividends

1951 - 1977,
when simulated

je Hsm o Uimhio o il fferef o
dividends dividends taxes income tax vidends tams fnc

6.912 1.1 9 +2031

20 22102 3321 I3 22318

. 2583 . 8 J1534

. 62735 9 0 119719

. w425 & 9 2201

: R 3o e

: 2333 3 3 19T1e
M o654 & 4 B 2
. i-9 { g . ‘
. 32 . . .
. 0.18 g 1 . .
. .43 3: 9 8 : 652 :
B 2554 0: 338 1 .
. L9868 .3 2305 13188 .
. <605 K] 12 .3017 .
. L 086 0 “a08 . .
. <801 .8 .26 . .
. 8,00 Q. $13 . .
. a:313 a. 17 . ‘
. 1.92 1.02 294 B .
. 0,338 0,238 13 . H
5. -3351 -3531 i . .
' 409 2489 68 . .
. §.545 0,545 12 . .

Fig. 5.4 Seperation of tax effects on dividends, 1951 - 1977.

13.6C ¢ .
.
. .
: {]
.
11.07 H
H
.
*
L}
853 ¢
1 T N T T I 1968.3 1917.0

*wdividends sinulated for total tax differentfation
U=dividends simulated for excess dividends taxes
A=dividends fitted .

2=pofnts that coincided.
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care of vhen we included them in the dividend equation. To that extent
the possibility of variation in the dividend behaviour across the
firms is reduced. Nevertheless, there still exists scope for variation

in the parameter estimates.

For one thing, though the statutory corporstion tax rate
1g same for the sanple companies, the effective rate 1s oot. The
gap between the two differ from firm to firm depending upon their
claims of tex deductions, exemptions and incantivea: Same is the case
with excess dividend tax rates. Further, the veights used in
computing average personsl income tax rate might also differ for
different companies. All these might show-up as differences in the
coefficient estimates if the dividend equation is fitted to firm-wise

data.

Even 1f the tax variables do not differ, there still exist
substantiel scope for variation between firms, owing to the govermment

controls which pervade their activity at every stege; controls on

eudlg, 1 rial d: warketing,

as vell as price controls, not to speak of the commodity caxation.

These controls might necessitate specific of £4 1731

leading to di in the dend

66.

Huch of these variations in dividend behaviour cen be
brought to surface by industry-wise analysis. However, inorder not
to loose the benefits of aggregation (not the least of such benefite
being the subsuming of the specification biaa if any), we shall liait
the disaggregation to broad industry groups. For :hi'g purpose, the
RBI classification of industries into six groups can be adapted.

These are 85 follows:

Group 1. Agriculture and allied industries (plantations).

Group 11, Mining and quarrying.

based

ing es (food,textiles, at

Group IIL

Group IV, Hesvy manufscturing industries ( Iren & steel, and
other metals, 1 .
cheaicals, and products thereof).

Group V. Other manufacturing industriea { Cement, rubber,
paper, and products thereof}).

- tes ( toni.

Group VI. Other
electricity generation and supply, hotels and vestau-
rants etc.) .

The empirical analysis fa wore or less seme as in the case of

dats. To winimi 1 wa shall follow & routine,

First, we shall estimate the linear regressions by OLS and the foor
ing the finsncial varisbles as well.

auto-reg P
Prow out of thase five equation estimates ve sball choose the ona

which say be considered as the best from the point of their susmary
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etatistics as well an the reliability of the coefficient estimates
and their aigns. The coefficients of the selected equatfon will be
used to specify the initial parameter values for the non-~linesr equatiou.
The estimated nes—linear parameter estimatee, depending upon their

reliabilicy will be simulated for tax effects as in the case of

aggregate analysis,

The regression results,

Tables 5.6 through 5.11 present the limear regression results.

As exp: d, there are sub dif

among the six groups
with respect to the goodness of fit, residual behaviour as well aes the

coefficient estimates of the dividend equations.

In the casa of industry groups, I, and II, there ia hardiy
any variation in the estimates by alternative methods. The differences
in the l‘lz, and SEE are not worth-noting. In these cases, the OLS
estimates vill serve the purpose as well. But not 8o in the other four ?

groups, III, IV, V and VI, The differences in iz, SEE and consequently

the coéfficient are lak, The by N
the two GLS methods yielded better results than the methods combining
the instrumental variables, namely, the Hatanaks and Wallis methods.

Between the estinmates by the two former GLS methods, the choice indeed

is difficult. But we shall settle for the GLS-grid search estizates

Table 5,6 Auto~regression estimates

Aggriculture and allied industries, 1951-1977.

Group I,
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Other symbols are same as in table 5.2 .




Table 5.7 Autowregression estimatas,
Group II. HMining and quarrying induatries, 1951 - 1977,
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Notess AUTOEST 16= GLS with iteration, AUTOEST 17« GLS with grid-searchin
- 8, AUTOEST 18« Hatanaka
residual adjustment with GLS AUTOEST 19= Wallis GLS wi
Other syabols are sane ag n'nbla 5,2, aitte 6L th testrmental variables.
Table 5.8 Autoregresaion estimates.
Group IIl. Agro~based Manufacturing industries, 1951 - 1977.
- 3 ' 4
comeangaine ousat 1) as paureder) a1 auradsr®) a2 pavtofst®) 2 auradst®) 2
h/NUF_COGHSTR 21/ ¢ XN ] 21/ 0 26/ 0 21/ ¢
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“orsta®lc 238 Lot o o2t 1 o
PHL Q)] =387 =.516 =+3311 ~e42£3
T star®] (%8 y 1a388 v gt (2388 -
Pl {..0) +192 -.1111 -, °
Tsta®fe y ket vl e
ov J +18%0 22607 4
“orsha®os y 1o 23888 y 1o 12883 ) l( 13383 )
In 20y, - =01 |, =49C3E~01 [ ~.60286-01 | ~,56108-C1
1 shar® et £E70y | (2103535701, [(ze93geon, | oy5gage-c1,
EX V)] = 4006 ~24032 ~,3903
rsha®lc N TES 0515 B PhE 0112 SN Fates - NN
L 0y, ~s : -.204 -.2010 -, 1868
o sta®)et v b9y LR e
SA 0}, w3 -01 4163E-C1 +4680E~01 24125E-¢1
1 shar® ¢ 2 SR P 3+ kL P b6 S 13550
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i

Notes: AUTOEST 21e GLS with iteration, AUTOEST 22« GLS with grid-searching, AUTOEST 23~ Hatanaka
renidual adjustment with GLS, AUTOEST 24= Wallis GLS with inatrumental varisbliea.
Other syabols are same as in table 5.2,




Table 5.9 Autoregresssion estimates.

Group IV, Heavy manufacturing tndustries, 1951 - 1977.
Comsand/Line 10LSQ __/ 24 IAUTOEST_/ 27 {AUTOEST / 28 IAUTOEST / 29 HAUTCEST / 30 |
N/Num Constr { / o 22/ 0§
Ean £ ,8958E%01 | .8862E-01 . 7986E=01" | ,9308E=01" X .8844E-01 |
R-Suusred | 0,888 I 6.940 6,807 1 6,900 5 6.934 i
Der Variable 1DV ¢ 031DV ¢ a)IDy "or1Dv ¢ or1Dv o)1
e ¢ 0y 2851 1 ~,2034 1 1148 I .2649 1 -.1488
: T stat 1€ 22279 ) (<-.1628 ) I¢ 1018 ) I¢ .171% 1¢=21203
NCK < 0))  .728BE-01 I .3s10f-01 | 4394 I .3264E-01 1 .3898E-01
T atat  I¢ .40 ) ie 23529 ) i¢ 8,416 ) 1 .2943 te 13749 00 o
PHI ¢ ot -.una 1 -.1271 1 -.8397 | ~.2181 1 -.1439 =
T stat  i¢-.526 ) 1(=13094 3 1(-1,917 ) 1(~.4647 13428
PI {001 222502601 1 .7417€-01 | -.4023 | J181SE~01 | ,6294E-01
T stat  i¢-.11 » d¢ 13331 ) 1¢~i.807 ) I( .6208E-01) ¢ .2m13
buL ¢ 0! .8293 1 ,9283 1 .2750 1 .9007 | .9199
T ostat I( 4,449 ) 1¢ 3.982 ) U¢ 13727 ) Q¢ 4,904 1c 3,383,
N ¢ 031 -,1148 I ~.1380 1 -.1%01 1 ~.1347 1 ~.1351
; T stat I(-1,948 ) 1(=2,494 ) ((=2,918 ) [(=2,174 ie-2.33y
i
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;
isa §,0000, 53498E-01 | L4327£-01 | La333E-01 @ .4498E-01 ! 42236
; Tostat i€ 2,131 ) 1¢ 2.5%0 ) i¢ 1,379 1¢ 2o4a1 ic 3353350,
{SRHORHAT( O | -2427 semSalls amm———
: T stat 1¢-1,241
Notes: AUTOEST 27= GLS with iteration, AUTOEST 28w GLS with grid-searching, AUTOEST 29= Hatanaka
residual adjustsent with GLS, AUTOEST 30= Wallls GLS with instrumental variablea,
Other aymbols, as in table 5.2,
Tabla 5.10 Autoregression estimates.
Group V. Other sanufacturing industries, 1951 - 1977.
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for the groups III, IV, and V, and GLS-iteraticn estimates for group V)

The selected regression results are summarieed in table $.12,

Firet, let us consider the estimates of the lag parameter.

The lag parameter is not alvays aignificant in the disaggregated sualys
This is quite in contrast to the earlier findings as vell as our ovn

findings based on sggregate dats, regarding the general applicability «

Linteer's hypothesia in Iadia. Groups I, III, and VI, where it is not

eignificant, consist of some of the major industries such as tea plants
oo, shipping and ¢

food, textiles, el 1eity ion and 41
hotals and restaursnts. The results show that in these groupa, the
1y to the d levels. This

curyent dividends adjust
phenomenon may partly be attributed to the fact, that factors which are
io s 1 appros

responsible for much of the
on the part of the managements, ars the ssme as those alresdy included
1 ion 1s not 1y satisfa

in the dividend Bat this
bacause, were it so, it should equakly ba true in the m. of other
industries as well, The dividend imertia is fairly high ia the case of
groups Il and V, vhereae it is woderate in the case of group IV.

Profits varisble is significant in most of the cases, as
expectad. But it has a vrong sign fn the case of group V. The estimats
of income elasticity vary from 0.3 for group III to 1.75 for group II.
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Thus none of the estimates provide evidenc

Infact, for groups I, III and VI, where there ia not sufficient evidence
for lagged adjustment, the estimates should be considered aes wuch eaalle

Also, the profits varisble should be regarded as insignificant for group
in favour of unit incoms elasticity, which, as discussed above, 1is one

indication of the epacification biss.

inview of the negative sign.

Tax differential turos out to be aa important varisble in thre

out of @ix groups, sod interestingly, the three groups, 111, IV, and V,

cu8ye pejcedxeun swy ‘juwdrjyuirs ySnoya‘ezwurise eyl Iwys
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comprise the manufacturing sector in Iodia, whose share of paid-up capit
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axcept in the case of grovp I, remains: mostly insignificant. It carroe

from ~0.26 for group II to -1.28 for group V. Tha tex depresaion variab

correct sign but not significent.

in the sample, i3 over 75 per.cent,

even a vrong sign in the case of groups L intt II, which again is contrac:
to the esrlier findings regarding the interpretation of the capscity var:
in terms of pet cesh-fiowvs. In our case, the suitable interpretation

ssem to be gross cash-flows.

Investment demand tends to be an importsnt factor im five out ¢

H
;3
3
B
i
.« ©
-
®E
3
g
H
L
iy
53
i
i
i
m.P
£ g
13
23

*I1°s 48noay3 9°c puw Z'g ERQEL :eIINOS

*#3010d p1ad WOIJ PUUVIEES IWAYOTIFIOD

2 WITPUT § TOqUAS Wyl
STIPART XG6 POV ‘306 I¥ IUeOTITUITE ST BIFWIISS OUI INYI PIWDTPUT 4 PUW y *sTOquAe oYy (7
*3ou 30 30ITITUBIE 67 JeJsamawd BRY 9yl I9y3ys ‘Swy Y3l 103 peasnipw saw BIVTOFFFN0D ITV (T

I 8yl wo1j P

*LTearrowdesa

signifiant varisble has been sales change varisble, Bat the sales change

130N
E7A A0 95670~ 91T~ $YT°0~ ™z'o £%8°0- 208°0 wltl 0 §10 °PUF TV
«090°0~  88Z'0~ 810°0 58070~ 080°0 682°0 ¥92€°0 ¥06°0 1879 1
. . . A
c«nNn.o wn.ne.o :o.ol #0T2°0~ wlEET0~ »082° 1~ 87970~  wwZ62°0 T A
cnma.c Sn.ov £9070=  wel0Z°0- w9l T ¥BST°T=  we9£9°0 ¥STL0 510 A
..qmo.o cOmN.ot w6y 0= »090°0- ££2°0~ #€E9°0-  w¥00E°0 §18°0 519 111
cwsd.ol moo.? nce”o #i9°0- LAt €92°0~  weB9L°1 w9810 510 11
990°0-  LTT°0~ Y0~ 81070~ BEE9°D 9959°0 ¥8009°0 68470 870 I
— FIVTI0935377  (#31702
s8uwyo mu«w«:vum 330300338 PUWEBP  "IPA UOYSE XB3 FO *JJR0D) JO ‘30N ey
o .-._-u . TviTded  *3389aUF  ~93dOp XY  UIFINGNE Fo AIFOTISNTS  IeIswwawd poyasa dnoa8
3O *3J90D  JO*ZFOD JO 3OO FO ‘3II0D  JO *FIR0D £3T01389Te »eoYuY 87 UOTIVEIIEe K1jenpoy

CLLST = TS6T

suotsenaiol pe3owTes 9y3 UF

‘sdnoad Lizsnpuy x3e ay3 4Aq
S

(A (L

T 3 jo




varistle seem to play a kind of a‘double-role’, sometimes representing

growth and profit al, acd sometimes representing demand

for retention of profits to meet working capital peeds. Captial structure
has been significant in the case of groups I snd III, whereas the
1liquidity demand factor turns out to be important for groups III and V.
These findings vegarding the influence of financial variables on dividends,
are not entirely in agreement with those of the earlier empirical attempts.
Since the data base and time-period is more or less common, the reasons
for the differences iu the findings seem to be the specification of the

equation and methods of estimation.

The non-linsar estiestes by Gausa-Rewton method.

The son-linear estimation is not always successful.
The method failed to schieve convergence in the case of groupe I

and II. (tables 5.13 through 5.16. The results for the manufe-

cturing sector shovw that the fficl of tax repr

the elastici of divi are well above unity,

whereas the restricticn of income elasticity at one, seem to be
not far from veality. The astimates of lag paremeter for groups

111, IV and V are 0.4, 0.36 and 0.28 respectively.
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Table 5.13 Estimates by Gauss-Newton methods.
Group III. Agro-based manufacturing industries,1951-19;

converdence achieved by gauss
*¥xCoefficient sid errz cgg;g}ed from last Gauss ster,

inal sum of zausrue:

Sampln 1951.-1F77,

Number of Qbservations = 27.
Explanatory Estimzted T
Variable Coefficient Statistic
18 LAK () ( O) 1406547 3. LAH « 0
2% SIG (o) ( 0) ~3.BF741 =-2. SI¢ Q3
3% YETA() ( 03 -1.41404 =2, TETH L]
R-Seuared = .943232 AdJ R Sa
Rurbin-Watson Statistic (AdJ. ¥ om 2.0564

Sum of Sauared Residuals =
Standard Error_of the Redression =
F-Statistic¢ 2., 24,) = 42.000
Condition Nueber at least 26.659
Residual Meon 30765

Fig.5.5 Impact of tax differential on dividends, 19511977,
Group III. Agro-bamed wmanufacturing industries.

14.00° 4+ ¢ + 4
H + +
: .
: .
: ;
11,47 ¢ ;
4 +
8.93 & "
: :
: .
6,40 4 + + ¢
1951.0 __1959.7 1948.3 1977.0

|

O=dividends simulated for total tex differentiation
#=dividends simulated for excess dividends caxes.
*uficted divdends~

2=points colncided.
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Table 5.14 Estimates by Causa-Newton methods.
Group IV. Heavy manufacturing industriea,

converdance achieved by gauc

$2¥Coefrficy s conty

fiiCoertd u:n:au:geir:s som'u:;ed from last Gauss ster
Samr-le 1551,-1977,

Nuaber of Observations = 27,
Explanatory Estimasted
T
Yartable Coefficient Statistic
1x
N Lrge
3% YETA ¢ 0) -1.73%68 T2lésrass i

R-Sauared = .98645 Aadl R Sq =.97813

Rurbin-Watson Statistic ¢ i

Sum of Souared Resigusis o0 1O7 03,828s)
F_Sarcg:;gtfr:nrzof tn: Redression = -5"’:7"6
3 ¢ Lr 2400 = 0% ia' i
Condition Number'at least 34008y P13 Le
_Residual Mean = ,007453 -

19511977,
« 0y
« o)
¢« oy
= 1,7635

3
vel 104.¢ F rcen’

Pig. 5.
3 6 Impact of tax differeatial on dlvtdendu, 1951-1977

Group 1V, Heavy nanuhctnr!ng industries,

{' 'y 3
i + 3 +
! 4
: .
:
: ®
13,33 4 !
: b
:
: 2
: :
8.27 ¢ :
'S +
¢ H
2 .
? :
35.4 = ' :
. b4 :
4 s 'm“"v“}ms‘vJ 1968.3 1977.0
—————"%72FTRV " 0)  ‘D'mSINDY ¢ 0) <4 mgDEL

* afitted dividenda

0 =dividends simulated for total tax ditferentfat

%= dividends simulated for differential e
excess dividends taxes.
2 = points concided,

ffected through exceas;
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Table 5.15 Estimates by Causs—Newton methods.
Group V. Other manufacturing industries, 1951-1977.

converdence azchieved bu steere:t descent
k¥tCoefficient std errs comruted from last Gauss ster,

Final sum of sauares = ,1452
Sampic 1951,-1977, .
Number of Observations = 27. R
Exrlanatory Esticuated T
Yariahle Coefficient Statistic
1x LAH « o) +2846548 3.300982 Lau {0
2t SIG ¢ 0y ~1.96373 ~-1.974812 s16 « o)
3% YETA ¢ 0) -1.24593 -1.848398 YETA « o)

R-Sauared = .88447 AdJ R Su =,86521

Iiurbin-Watson Statistic (AdJd, for 0. Bzes) = 1.5938
Sum of Sauared Residuale = +16529

Standard Error of the Redression = 184637
F-Statistic( 2.5 24.) = 0g¢ Siq Level 95.3 fe

.
Condition Number at least 29.5384
Residuyal Mean = 007453

Fig. 5.7 1impact of tax differentiation on dividends, 1951-1977.
Group V. Other manufacturing industries.

Sur mamwe wwman

3.040 ¢+ 24 + +

’ :

. .

. .

. .
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2,027 b +
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.

¢ .

. .

1,013 + Y

.

. .

. ‘.

Q.0 + + + +

19351.0 1959.7 1948.3 1977.0
Observation

‘RIFTIV € 0) ‘0‘=8INDV { ©0) ‘4'=8DEL
T e fitted dividends T T s e
O= dividends simulated for total tax differentiation
&= dividends simulated for differentiation caused by
excess dividends taxes,
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Table 5.16 Es by G Nevwton methad

Group VI. Other non-manufacturing industries, 1951-1977.

conversance achieved by steerezt duscent

$r¥Coefficient sid er ted from last Gz

Finsseificlent <td e :s I:'Y;Pu;.ed from last Gouss ster,
Samile 1951.-1977,

Number of Observations = 27,
Exrlanatorw Estimated T
Variable Coefficient Statistic
1¢ LAM { @) 136985 1,659384
. Al
13’: $I$ ( 0) -.321234 -1:573828 ‘§I’G‘ : 8;
ETA { 0y -.56B382 ~1.485474 YETA { o)
R-Sauared = ,84239 AdJ R Sa =.7452}
.l_lurhin-llatson Statistic (AdJ. for 0. Gars) - 1,208
Sum of Sauared Residusls = 17947 -
Standard Error _of the Redressign = 2194364
F-Stetistic( 2., '24,) : 21,000 S{g Level 95.0

Condition Number at leas 29.5
 Residuzal Hean = .0076§§<L w8t

Fig. 5.8 Impact of tax differsatiation on dividends, 1951-1977,
Group V1. Other manufacturing industries.

he ?0

1.0

unseavatldd’
trezt g <) rLtestroy t Uy TEesbREL
* «fitted dividends oo
0 =dividends simulated for total tax differentiation
% =dividends simulated for differentiation caused by
excess dividends taxes.

Ferce:

1327.0
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in the Iinear regresajons. On the other estimates of elasticity of subs
tutionbetween dividends and retentions are sigoificantly higher than the
linear estimates. Particularly for groups III and IV it is =e high

as° 3.9 and 2.32, The elasticity estimates at shareholders' level

are also well above unity.

Simulation.

The simulation exercise is carried out only for the groups
II1 :{lmugh VI and not sttempted for groups I and II im view of the
unexpected sign carried by the tax differential variable. The C8X effects
tabulated in tables 5.17 through 5.20 and plotted as figs. 5.5 through 5.
Table 5,21 sumarises the simulated effects of tax differentiation ,
The study period was divided into three 9-year sub-periods aod the
yearly effects vere aversged over each of the sub-periocds. The
summarised averages show that the effect his been the highest in industri
under group IV and group III, moderate in group VI and negligible in
group VI, The averages indicste that the effect, in all the four cases,
was the highest during the sub-period 1960-1968, which agree with the

tendency in the aggregate results as well. The splitting of the effect

with respect to tax di 1ion at pany and dets' levels
show that the effect of excess dividends taxes is much lower compared to
that of personal income tax, which also is in line with our findinge of

the aggregate snslysis.




Table 5.17 Effect of tax differentiation on dividends, 1951 - 1977

Group IIX. Agro-based manufacturing industriea.

effect of
personal

excess

dividends eimu- effect of

simulated total effect dividends
dividends of tax dif- sinulated only lated only for

fitted
dividends

year

income
tax

zero personal  dividend
excess dividend income tax taxes
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_Effect of tax differentiation on dividends, 1951 - 1977

Group IV, Heavy manufscturing industries.
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Table 5.21 Average effect of tax differentiation by industry
groups and by three sub~periods.

(a.) over-all effect

industry 1951-1959 1960-1968  1969-1977  1951-1977
group .
It 1.15 3.07 2.32 2.18
™. 1.4 5,71 4,69 3.96
v, 0.16 0.43 0.24 0.28
vI. 0.06 0.20 0.17 0.14
ALl ind, 0.64 2,14 1,51 1.43
(b) effect due to personal income tax
Jaduatry
groun 1951-1959 1960-1968 1969-1977 1951-1977
1. 0.88 2,96 2.2 2.04
™. 1.16 5.41 4.6 3,75
v, 0,12 0.40 0.24 0.26
VvI. > 0.04 0.19 0.1 0.13
All 1nd, 0.43 1.95 1.5 1.30
(c) effect due to excess dividends taxes
induatry 1951-1959 1960-1968  1969-1977  1951-1877
group :
111, 0.27 0.11 ol 0.14
w. 0.33 0,30 a1l R
v, 0.04 0.03 nil 0.02
vi. 0,02 0.01 nil 0.01
ALl iod. 0.21 0.19 ntl 0.13

Notes: Each number {s a 9-year average and figures in the last columns
are averages over the entire perfod.

Sourcea: Tables 5,17 through 5.20 , . 5.4 and 5.5

{dividends as per cent of paidup capl)

.B8.

Summary.

In this chapter an attempt was made to fit the dividend mode.

postulated in the earlier chapter to the time-series data on Indian
corporate sector and thereby measure the dividend-sensitivity to
variation in the tax differeatiation, as well as quantify the tax

effects by simulating the eatimated model.

Starting vith relatively simpler degeneration of the general
model, the coefficients are estimated by different methods with =
view to identify the correct version of the model. The Cobb-Douglas

version of the model has not fit the data satisfactorily. Attempts

to tha lagged d de bise, and serial correlations have
not improved the situation, On the other, the CES version, though
proved to be a better apecification, yielded coefficient sstimates

wvhich seem to be leas stable.

The disaggregated analysis by six broad industry categories
brought the relationships in & cleater way. Specifically, the thres

industry groups, III, IV, and ¥V, the sector

proved to be very sensitive to tax changes.

The quantification of the effect by weans of simulating the

beat estimated equations for each group show thac much of the effect
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has been due to the adoptation of 'Classical’ gystem. Between

the thres 9-year divislo‘ns' of the overall perjod, the impact

wag the lowest during the first sub-perfod, 1951-1959, when 'grossing-up'
practice vas in force. The effect vas highest in 1960-1968 during
which time the Classical system was just introduced, the excess
dividends taxes were levied, and also the rates of personal income
taxes had been higher compared to the other sub-periods. An important
indication is that the effect of exceas dividends taxes by {itself

1s very low, co‘pn}ed to that of personal incowe tax, vhich is not

fully in agreemant with the prevalent view regarding theae taxes.

90.

Notes and references.

Johnston, J. (1972). Econometric methods. McGraw-Bill. pp 259-265,

For a review of these procedures see, Ibid..

Hatanaka, M. (1974).'An efficient two-step estimstion for the
dynanic adj model with ive ‘errors', Journsl
of Econometrica. pp 199-120,

The aligorithm of the non-linesr estimation as welil as of other
regression procedures is necesaarily the same as in

Peck, J. (1980). Program for Econometric Computation (PEC) Computt

manual, Yale Computer Centre,
For detatls regarding the semple coverage etc, see,
Reserve Bank of India, Financial statistics of the Joint-stock

A A e e e

companies ia India, Vol I.
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Group VI. Other non-manufacturing industries.
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Source: Reserve Bank of India. Financial statistics of jolnt-stock companies in India.

Chapter IV

CONCLUSIORS.

The study had been an empirical ex-plorltion_of tax impact
on dividend behaviour in India. The ewpirfcal reaults show that
tax differentiation is a very powerful instrumeat to control dividend
preferences and that Indian corporate sector is very senattive
in this respect, particularly the manufacturing sector. The findings
21l the more emphasise the need for cautious adwinistering of this

medicine.

The study as such, is sbstained from probing inte the schical
aspecte of controlling dividend decisions. A mention of the various

arguments for and agsinst such controls has alresdy been made in the

To the need for such controls, one

¥ pter.
ahould have a parspective much broader than this study, because the
need inevitably depends upon the over-all objectives of davelopmant
planning, the investment policy, tha incomes policy, and so on, The
purposs of this study, on the other, is only to provids policy makers
with a clearer viev of thelfkely m-m.;'fthllr actions in this respect,

whichever may be the direction of such actions,

Even so, 1f one ware to take a stend, one is lthly to

agree with the concensus resched in this regard by enquiries such as
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the Bhoothalingsn Committee, that corporate dividend decisions should
be better left outside the purview of government controls. The
objectives, namely, raising investment, encouraging internal financieg
and reducing incomes' inequality and conapicuous consumption by
dividend receivers, are no doubt desirable, but dividend controls
seea to be no answer. For one thing, as proved by the past empirical

findings, . » capital bud, ,and dividend decisions are

=much
not sa [interdependent ae one would expect for affecting changes in

the former via dividend controls.

The resulte of our study partly subscriba to the sane view,
It shows that investment demand is an important factor affecting dividend
policies. But this does not necessarily mean that dividend controls
are peeded to induce new investment. Whether there are controls or
no controls on distribution of dividends, companies would have gone
for dividend cuts were there exist such a necessity. Also in our study

the variable capital st often turned-out to be less

compelling, wvhich would mean that artificial reduction of the coat of
internsl finsncing is not the main reason for dividend cuts, The effect
of the excess dividend taxes, whose ohjective vas explicitly to coapel
firms to plough back profits, has not proved to be very important. Though
the study by itself is inadequate to come to any strong conclusions in
this reapect, if the results ara combined with the findings of the past

studies, the conclusions inevitably would be the same as above.

100,

The other maln abjective of dividel;d restrictions is to
reduce jncomes' inequality. This argument also proves to be futile
vhen we realise firstly, that dividend incomee by themselves are
oot that important to disturb the existing pattern of income
distributfon. Even if they are so, the 1ll-effecta on incomes’
equality cao be much more efficiently tackled by wonitoring the
pattern of new share {ssues by companiss.rather than taxing dividends.
Alresdy such controls on share allotwments exist, Once such wonitoring
1s ensured, any increases in dividends would be accruing .- more and
more to middle and lover income groups. Purther a rise in dividend rat(
relative to those on alternative but less productive investsants,
might as well epresd the habit of investing in company shares which

might alter the incomes pattarn.
B

Horeovar there is a veed to wal the f; of

to diversify their investmants.in . more efficient waysy Soch an
atmosphere will result 1o the long-run, more afficient allocation of

ssvings in the ecounomy.

All this reasoning pointe out a nsed to reduce the present

degrea of tax dif ation b b and ondi profi

vhich can be sought in two wvays; efther by suitably changing the tax

n 1 the

systemx or by altering only the

over all syatem,
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Among the income tax-systems adopted in the world today,
Classical systea is no doubt, simpler, more efficient, and admini-

1y less

to other systems, However,
from the point of equity considerations as well as from the point of
industrial develoy‘-cnt the Classical system is inferior to others
such as Imputation or Full-integration syatems. Even so, it is not

advisable to switch over to the other aystems as they definitely

involve tedious di and delays. Alsa
the transigion from one system to snother cannot be expected to ba
snooth, a point clearly brought out by this study. Therefore,

there is no going back from Classical system,

But wvhat can be done perhaps, is to reduce the present
personal tex rates on dividend incomes. PFrom the revenue point, the
tax revenue from this source of income alone ie not as much as to

upset the g pendi At there already

exist certsin reductions in the fora of straight deductions for
dividend incomen. But & more equitsble way of reducing the tax burden

would be to be & hedule for dividend with

lover marginal rates,

The ‘schedular® systea is not new to India. It existed

in the form of seperate rate achedules for ‘earned’ and ‘unearned’

incomes. But that system nated ag 4 " {ncomes

102.

which included dividends. More appropriate would have been
prescribing lover tax rates for dividend incomes, As can be seen

in our empirical analysis much of the tax effect on dividends is
due to personal taxes, and the over all mensitivity of companies

to such taxes had been rather high. Therefore, re‘ductlon of personal
narginal rates ondividends will go & long way in contributing to the

industrisl development, particularly the msnufacturing sector.

Negative methods such as levy of excess dividend taxzes
at coapsny level are, besides making the tax structure complicated,

may not be effective. Fositive methods of reducing tex rates on

dividends certainly will, The tax red will make
in corporate ghares more attractive and vill be conducive to the

habit of ing in company shares thereb waking more savings svaile

which seem to be a natursl vay of increasing the investment rate

1n the econowy. If at all private sactor has to bs pressrved in this

country, the best form htedly ia the J k

with public p




