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Chapter I 

INTRODUCTION 

Private sector has been playing an important role 

in Indian ecollOay. Its perforaance over tile last three-and-a-half 

decades since Independence has been impressive both interms of 

gro\lth as vell aa its contribution to the national incoret!. 

As much as 15 per cent of national income originates in the 

private organised sector annually. Its annual gro\lth averagm 

to 8 per cent despite two brief recl!Hionary slumps. 

The mst iaportant organ of production activity in 

private sector has been joint stock. corporation. The modern joint 

stock corporation, vith its capital diffusion and de.,cratic 

functioning haa emerged u the most •iable production organ replacing 

the old Harehallian entreprenuer. Private cotj>orationa have been 

domi~ting the Indian econo.ic scene for quite SOIDI!! t:ime now. their 

srovth la tems of capita:._ though not in nu:.bera, has been steadily 

increasia.g. Nearly two-thirds 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 ta by corporations. Their 

contributions to total s~.vings, caoital formation as well as to 

emplo)'lllent in the econo111y are hy no means neJi:lifi'.•Jc. 

2. 

The mixed economic frame of Indian plannin1t however, 

assigns only a limited role for private aector, and as such, the 

size and scope of private corporate activity are coustantlv 

monitored by various governraent controls. the Five-year Plans 

broadly detet111!ne the sh:e of additional investment to take 

place in private sector in accordance with Plan objectives and 

also with a view to coordinate the private sector activity vith that 

of public sector. \..'htle deterniining the ab:@ of addition.al capacity 

the plans also indicate the desirable pattern of the allowed capacity 

among different industries. Apart fro. the Plan objective!! other 

social and ecollOllliC comdderattona auch as reduction of eco0011ic 

fnequ.alitiea, prevention of Cr@atiou of aonopoliea and excess pro-

fiteering, as vell a11 at.abilbing t:he price level abo necesdt:ate 

regulation of private sector. 

The tools employed by BOVl!t'Dlllf!nt in regulating the corporate 

activity 8:te numerous and varied. While the direct instruments 

are in the foru of ltcensiag, import-export and fore!Rn regulations, 

the indirect controls are utnl1 ta the font of credit and tax 

regulations~ 

Taxation, particularly incOll!e taxation, has been a wide!~ 

preferred instrtnent emnloyed to control the 11r!vate corporate 
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sector, not only in India, but in many countries. The subtle and 

persuasive, rather than coercive, nature of taxstlon offers a wide 

scope for effective co,ntrolling of the free-enterpri~e sector 

..,ithout disturbing the institutional set-up. 

One difficulty in using income taxation IHI 111eRnS of 

regulating corporate activity hovever, ha~ been the uncertainity 

regarding the response. Lack of adef!uate kno\Jledp,e regarding the 

corporate response to such tax aea~ures might lead to frequent 

eXperimentation with tax laws. Frequent changes in the tax la'-"!'! 

int.urn, aigbt evoke public apathy and insufficient response. In 

order to o.ercome this difficulty the need to collect as much 

empirical evidence as possible, regarding the degree of tax 

responsiveneu of the corporate sector, can hardly be overemphasised. 

Fortunately, there b no dearth of empirical literature in 

India dealing v:l.th corporate behaviour. But much of the literature 

ie p_riaarily concerned vith identifying specific behaviour patterns 

of corporations under changing aarket conditiOtlS and therefore / 

abstracted fro. inquiring into the apecific tax effects. 
1 

Studies 

that took into account taxes, ha1fe not gone beyond detendniog the 

incidence and shiftittg of income taxes. 2 Such polarisation of literature 

is perhaps, not witho11t reason. Given that the resoonse of corporate 

sector to taxation depends mainly on the sensitivity of individual 

finis to changes in the general ruarkc..>t conditions and, their 

degree of inability to shift aw-ay the tax burden, it is only natural 

to seek infotmation on these aspects and w-hile doing .. so, concentrating 

on one aspect at a time. For example, one can expect a high tax 

response under conditions of zero-shifting and high urk.et sensitivity 

of firms at least in the short-run. Thus, the inforaation provided 

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

policy askers. But it would be of greater use if such infonution 

is supplemented by SOIDe knowledge regarding the extent of urltet 

distortions induced by tana. Studit!tB in this· direction ue 

appallinglv fewer3 and neceBsary academic attentio? on this aspect 

is long over due. Alten:i.atbely, one aight study the resultant 

total taz reaponae without dissecting into the ahove cosponent aspects. 

Such a study u.y not yield the detailed d!Hected intonation, yet, 

the iafonaation will be 110re coaplete and useful in deaigning the 

tax in11tnmenta. 

Thie 1tudy 19 •n attempt in this direction. Coll91ded.ng the 

co.pleJC nature of corporate be.hllriour aa a re11ult of mmerous 

aanage.ent deeiaiona at fin1 ln-ele and the equally diverse tax lltructure, 

the scucly however, is narrowed down to exaaine the tax illpact on onlY a 

few aspects of corporate behaviour. In particular, :It concentrates 

on corporate dividend policies. 
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Among all the corporate deciaion11 fev are •• iaportant •• 

dividend dechion. Dbidead decision baa iaplication11 not onl.7 at the level of 

the tndhidual finu but at the -cro economic le•el H well. 

At the iadhidud fin ie .. 1 dividend ta the f.iret, if not 

tha only indicator of a fin'• perfonaance. Indeed, the culaination 

of all the object.bee of a .oder-a joint atock company ill to generate 

a ateady etrea. of divideDda to it.a shareholders. Higher aid regular 

dividend pa}"¥nta are aure to ~ce the. aarket value of the fira 

aod the reputation of it. aanage-.nt. On the other haod, auch • 

policy .. ,. Meo leaa aTail&bility of i.Dtarnal funda end 90H dependence 

oa estarnal aourcu . for ni.nftat.ent and axpaa.aioa purpoaea. 

thua vbile deter.in.ia.g dbidend pa}'Mnta a prudent ..nqt1MDt nrikee • 

halance betvaeu ehareholdere' pr.ferencee and firw.'• l~gterw. interest• 

while aafeguardiag their control of the firm;. 

'FrOll. the point of rlev of the economy •• a vbole,dbidend 

pollcie;a of indbidual firu when added togecber 1 play • dgnificant 

role in deteraining over-all rates of sarlug• and inveetaaat 

u veU as patterna of flow of funds in the economy. Purther, dividend 

policies also have other eocio--econmic iaplicationa. If ebareholdera 

&1't!! concent1'&ted only in a few income brackets, then changes in the 

dividend incomes will affect the over-all incootea' distribution 

es well as factor eharee. Abnormally high dividend paYftents or 

6. 

abnonally low dividend par-ent11 under auch conditions aight lead 

to lee• efficient resource allocatioD in the econ011y •• a result 

of changed coneusption patterns. 

Recognising the importance of dividend policie. of 

corporations and their bearing on the resource allocation and income 

distribution in the econ09.Y, it baa been a co.on practice all 

over the vorld to regulate auch poUciu. The objectbea of •uch 

coatrol.91 ia general, have been to encourage inve•tMnt activity, 

to .. Utaia. itLCo.ea 1 •quality 1 to reduce conapicuou• coa.atmption 

by ahareholdera, to control iafiat:lon Hd to u.iataia 1'eaonable 

wage-price atability. 

Whate-nr be the objectln, the way taution b uaad for 

the purpoH ta •illply to alter the relatlft tax burdea bebten 

diddead• and retained profit• of companies. rOr ea.pl•, by 

raieiq tba relatin burden on dbideada they caa. be aade •cotitltar• 

for the firu~ the differential tu burdea. can be injected through 

at ehueboldan • level. The extent of auch tu diff•reotiatioa 

:.. ve:U 911 the dedgniug of tu: ayat• for the purpoH, differ from 

country to country depending UJ'OD their specific need.a and circ--

atances. A study aade by Organisation for Econo1:1ic Cooperation and 



1. 

Devlopment (OECD) 5 haa classified the incoee tax systems according 

to aethod of tax differentiation betwun dividends and retainf!d 

profits and identified four broad patterns: 

At one extreme lies. 1 Claesical system' under which 

dividenda ara taxed tvic.a, oace in the hands of companies as profits 

and later in the hands of ahareholden as personal inc0111H. The 

differential tax burden can reach a aaxi11um under thi• systeu. The 

Clasaical •Y•tem 1e currently followed by countriem such ae Australia, 

Demurk, Luxembourg, Hetherlanda, Spain, Switserland, aod so on. 

, At the other ext re. lie• the 'Pull Integration aye tea' where the 

differn.tial ta: burdea 1a fully neutr~lieed. Thi• ayatea ie ae 

utopiu u 'pun cmp•tition' and 1e not practiaed anywhere though 

attempt• are •de in Canada, Greece and Weat Ger1181ly. Between 

these two eztreaea a llUll.ber of ayataa are poHible and •xiet 

by partially neutraliaiag the differential tu burden.. the partial 

neutralteation ta achieved either at coapany lrntl or at ahareholdera' 

level. At co.pan.y left! it ia uaually effected by folloviog a 

•Split rate 111•t .. • under which dtatributed pro flu are tued at 

cospany tu rate• different froa uadt.atributed profits. Thie practice 

i• found ill Auatria 1 Pillland, lle•t Cet"Uay, .Japan .. and Rorvay. ~ 

1 hlputation eyetem' where a credit ill given to •hareholdere for tu:H 

paid at company level is in force in France, Ireland, Italy, United 

Kingd011, Belgiu.1 and Canada. 

8. 

In India also over the last three decade•, tb.: income tu: 

eyete11 contained several ele1H1ute of tu: differentiation ahle:d at 

discouraging ezcesaive dividend payment• by public liaited cospantea. 

Till 1959-601 an 'Iaputacion' type of incosae tu: ayatea VH adopted 

which vas replaced later by 'Clasaical ayatem' and thereby increasing 

the over-all tax discrimination against dtvidenda. Aleo f.roa 

tt.e to time, additional tuea vere levied at cOllpany level to 

•ccentu.te the relative tax burden on dividend•. 

Except for • few pea.tag nan. and acatterad ~at•~ 

the tax differentiation 111 the 111.ca.e tax •y•t• and it• U90Ciatad 

effacbl eacaped •erioua acadeaic attention. Wbatanr writiq• u:tat, 

concentrated only on the addit1onal. ditferen.Uation cauaed by way 

of the occaaaioaa.1 leYY of exceH dbideDda tazH. A cc.prebeuift 

le long onr due., CoTernaeat'• concern for •teppiq~ of iMHblaat 

and reduction of inco.ea' ti.equality. ia obrloua through •aauna auch 

aa u:ceaa dhi.denda taxea, diecr1aiaation. qatut unearned 1.ncollea, or 

granting ta deductiont1 to dirldend tucmea and ao oa.. How.nr, 1uch 

peacaaeal atte.n_ta aight be lesa effeCUft ca.pared to a loagtera 

conailteat tu policy. 

Also it l!lhould be noted that dividend regulations an not 

without limitations. 7 lt is well-known that investment effort 1a 

also a function of demand for it. In the absence of sufficient decand 
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. 
for nev inTHtaat, aupply aide reduction of cost of internal financing 

will merely result either in a change . of pattern of fin.ancing 

through •ub•titution of external sources by internal aavinga1 or 

in the absence of acope for 11uch substitution, will result in 

idle holding of funds. Accumulation of idle funds in the hand.a of 

a fev fir.. aay lead to aonopoliH and concenu·atioa. of acOll.Ollic 

power. 

Further, the: coa.tea.tton that diridead rHtrainta redoes 

inflatiou.ry fore.. ta baaed apoa the Heu.ptton that dividend 

receiftlre are cocc:ea.trated only in top fev ia.cOM bracbta, vbicb b 

not, alvaye true. hen if dividend receiver• belong to rich in.co.. 

clusea it ta doubtful that their dividend iac011ee .re completely 

frittered avay 1a con.epicuous coaamptioa. On the contrary, a 

large portion of dbidend incOltU aight flov back ta.to capital 

aarbt ~· new equity aDd. ta · .are efficient directions. Under auch 

conditions dh1dend regulation.a vtll reetrict the freedom of hlvaatore. 

Thia al.lo 111.gbt lead to a situation •here nev b•t-~ firaa 

are etarwd of funde. 

Furthenaore, then ta another dancer involved, particularly, 

vhen auch restraiata are aought through increal!!linp; the tax burdea on 

dividends. Hanageaenta of firas. iaatead of reducing diddends, 

aight actually start paying higher grosa dividends to •intaia the 

10. 

net dividend levels which is the veTY opposite of the objective 

aought. 

In view of theae U.mitaiona careful adlliaistration of 

thie medicine is eHential. It also means that even if the creation 

of tu differential is largely unintentional and only a by-product of 

a particular tu: eyatea deaigaed on the bash of vartou.a other 

conaideratiorte auch aa fuller exploitation of taxable capacity, 

aainteunce of tax equity, keeping the eyatea at.pla CDd ao on, th,a 

economic iaplication.s of auch diffeftatiation can:a.ot be overlooked. 

· the present t~rlem empirical etudy is an obj•ctiw att~t 

to analyse the tu: differentiation underlying the Indian inca.e tax 

ayetea over the la•t thirty yean aa vell •• to mea•un the nepoaae 

of public llaited C011paaiea to such differentiation, the pa'l'pOee 

beiq to pro.tde aa. euaple of the 11eaaltivity of Indian corporate 

aactor to aucb regulatory tu .... urea. 

One of the lint taeb there.fore, 1e to dft through the 

DUMroua tax lava and cbugH t.bereof and identify all thote .i..ea.te 

t.hat caused tax differeatlatioa, which 1e done ta an earlier study~ 
In this study, Chapter II la devoted to aeat.ilate the available thought 

on the subject into a 110del of tu: ilapact on dividend behariour, Chapter 
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III examine• the data base and addressee to various proble•e 

a1111ociated vtth the aeuure.ent of different variablu. Chapter IV 

analyse• the result• of empirical teating and finally, Chapter Y 

present• the coneludone. 

1. 

12 
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Chapter 1I 

THEORETICAL FR.AKE, 
DATA AND MEASUREMENT OF VARli.BLES. 

In this chapter we aha.11 discuss the aethodology and aake 

preparation.a for a quantitative analysis of tax impact "OD. dividends. 

In section 1, ve shall recapitulate the theoretic.t aspects revieved 

in the previous chapter, by formally atatiog a model of dividend behaviour. 

In section 2, ve shall extend the model to take into account tha ahelter 

effect of pereonal tau•, and interpret the 90del in the Io.diaa context. 

In H:ction 3, ve shall consider sa.e of the financial facton to be 

included in the aodel. And ve shall devote H:ction. 4, to the acuure-

•at of the variable. imvlved. 

1. The atdel. 

It U now clear that the •t•rting point ta anal.ydng dh'id.nd 

behaviour ill not t:he dadred dividend equation. but an objectbe 

fuact:toa npruentiq: a fin'• praferencH regardiq dlvidend-ntentioD 

ab:. The object:iva function 18 cloaely related t:o fin'• •la. mtb ... 

Uat:tll receiatly, t:he aole 110tift of ao. ea.tnpnnuerl&l actirlty,,.. 

regarded u auiaf.aatioa of race of retun oa capital. lat with the 

increuing dominance of joiat-atock corporation• and the usoeiated 

characterietic of .eperat1011 of ovuenhip and coatrol, it ie 

llOW fairly recognized that there ed11t other equally iapartant 

90tfve11, such as 11ale11 aaxt.Uation, expaaeton of busineH aad thereby 
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increuing the 11&rket nlue of the firm. 1 TI1e hter objectives 

are also in line vith the managing agency system of operation 

vhich ill identified ae a characteristic feature of Indian companies. 2 

The seperatioa. of ownership and control also means that the objectives 

and preferences of a firw.'a -nageaent nll!:ed not coincide with those 

of ite shareholdera. 

Starting froa the •hareholdera' aide, we know that their 

preferencea depend -inly on their income level and their degree 

of underetaoding of' corporate etock-dealinga and aeaociated tu 

f.splications. Por iuaple1 ehareholdera belonging to lower and 

aiddle lnca.e group• prefer a regular flov of dividende in order 

to aupplt1Mnt the:ir other 1ncc.ea 1 if anJ. Fira'a dze, profitability 

or grovt.h aa1 not be of crucial intenet to them. Ou the other, 

•bareholdera belonging to richer claaee• .. ,. not be ao aucb dependent 

on dirldend income., nevert.beleH, they _,. vaat dividends for 

reinvest.tag ia other eecudtiee and diveraifyitlg their a11t1et.a. In 

their cUe regularity aay be of leH iaportance. Ho\i'ever, a aection 

of t:he rich ahanholdere who apeculat.e in etock transaction• aay 

prefer at.able dirldenda in so far ae &p?reciation of share oricea 

dependa upon such regularity. 

The reactions of shareholders to tax changes cay aleo 

be varied• An increaae in the personal income tax rate might 

16. 

force those belonging to lower .lDcom.e groupa to prefer aore 

'gross'dividende to cover the tu increase. Thia preference for 

higher 'gross' dividends is irrespective of their knO'!~edge 

of to: tu shelter provided by a lower capital gains tax rate 

since their 'waiting' capacity is low. On the other, ahareholdera 

bdooging to richer incmae grou •a aight seek to avoid th~ir penonal 

income tax by preferring lower dividends. Such preferencu, 

naturally depend upon the conditiof!- that. the capital gaina tax 

rate ahould be 'aufficiently' lover than personal inc011.e tax rate. 

We -y geaeraliae the behaviour of ahareboldera H that. 

they prefer at.able, if not growing dividend rat.ea, and that. the 

effect. of tu.ea on their prefere:ncQ depead upon their &ftrag• 

level of inco.u. If the ebareholdera .. f..nl.y belong to lover and 

aiddle inCOM. group•, then a riae la the penon.al iucOllll tu a!ght 

not alter their preferenca• for 'net' divideoda, aad if they aainly 

belong to richer cl&HH then the effect vould be different. 

Ia de•cribiag. th~ aaaagaente• behniour aho1 we can 

conceptually dietf.Dguieh betveen tvo type•1 a) a relat.i..ty 'pu•b•' 

type and, b) a relatively 'active' (aenag:lag agency) type. (Such a 

distinction, it should be noted, 1a ta no way a reflection on their 

efficiency.) In situations \l'here manegei.ent is extremel1 1 paHive1 
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it coapletely identifies its motives vith those of the shareholders, 

and 11trivea to ensure stable grovtag dividends. ffovever, even 

such • &anagtment also cannot ignore firm• 11 long tera needs, such 

as invest.eat deaand, liquidity needs and eo on, which require 

sufficient profit retentiona. The stability requirenent -kes 

the. to be careful in revieing the dividend rate. In this caee, 

profit retentiou also act H a CQ.Shion against dividend fluctuations. 

The other aituation is that in vhich the 11:anage11ent ia more 

'do-1.naa.t' aDd acttYe, and ill aaialy concerned with aarlaisation 

of ita own credibility. Dividend policy ill thb cue b .. toly 

at.aed' u increu:lng the •tbt Tdue of the fint a• well 88 

th• aarltet price of •han:a. Vhlle even such a .. aase-a.t cannot 

cot1pletely igDOn abareboldna' preferences because to do 110 vould 

be detri•nt&l to their Own credibility, the tendency however, would 

be to search for poHible acusea to reduce, or atleaat not to 

increase, dt...ideGd•. High tu r•te. oa dbtdbutioD.s u.y be ou 

•uch u:cuae. 2ftn tbe saaagn.a.t atgbt ctHrYince alllireholde:n nprding 

the UK '•hdter' benetita and perauade them to accept dividend cut•• 

Further, the 'cliea.tele' effect~ naMly, that ta the long-run a 

ftra attracts (or retaiu) oul.y those alllireholden who prefer tu 

dividend pay-outa, vould be higher 1.a the cue of finis controlled 

by euch .. nagementa. All theae cau be eXpeeted to result tn a 

higher reeponae to tax changes. 
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Thua it can be easily •een that -.z.cept in the rarest 

situation where the management of a fira ia extreaely passive and 

!ta shareholders aolely belong to rich inco.e classes and el.a an: 

not interested in share transacttons 1 in all other Unage.ent-shareholde1 

aituationa ta1:ea can be expected to effect the dividend preference.a. 

In actual practice, ve reasonably ae•me that aanageaents are neither 

es:treaely passive nor extremely 'dominant' a.lid shareholder• are 

neither rich and indulgent nor pn:cariously dependent on diYide.nd 

i.acoaes alone 1 but contain all the ele.eate in different co.binatioa.s. 

Following Koerland and Ung 4 , cOG111der a typical fina 

having a •P of indifference dividend prater.nee cunee1 .. ch 

!Adicating a mdque lnel of 'utility• obtained by alteru.tbe 

eo11binatiou of aet dirldeada and net ruai!led profits. The: dividend 

preference function can be denoted aa 

-(4.1). 

vhere Dn. aa.d I are net of all taxee at all lneb. 1.'ha utility lrnl 

u ginu by uch curve can be dewed aa mDOtontcally related to tba 

mtivatiou of •naseaent which alao tab into account the ebanbolder•' 

preference•. The •hape of the utility cunu: aight be an. outcoM: 

of a proceea of ve!ghtiag of their relatift prefetencu, u wdl. u 

a reault of a nuaber of factors influencing euch preferences. 
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J1o\.•ever, .following Denny5 , a mini.nm set of reasonable conditions 

can be imposed. They are: a) monotonicity, and b) quasi-concavity. 

Condition (a) ensures that utility derived fron higher levela of 

I.10 and R is great.er than that frm. lower levels. Condition (b) 

ensures that the relative margioal utility declines as the firm 

moves along the curve. 

By imposing a further condition of homothetictty, Denny 

derived • generalised quadratic for111 for production functions. which 

waa later used by King to describe his 'indirect managerial ftmction' 

of di'Yideuda and retained profits. The function is 

-(4.2) 

where i and j•d and r, the eubecripte for D11 and R respectively, and 

Xd•D11 and Xr•R. The distribution paraetera a1j~O, and the aubetituttoa. 

ParameteraS,1 and OOH. 

In order to find the tu effects, we fint assU111.e that 

the specification of the dividend preference function ia independent 

of taxes, and then introduce the tu: eleaente via a budget 

constraint. The analytical etrategy is sfaillar to cone:uaeb' 

demand theory. 

20. 

The constraint in this case is fitw1 8 total income net 

of expenses and interest on debt. Depreciation for the tlae being 

can be assumed as 'econocic' depreciation and is exactly equal 

to year-to-year capital consllllption so that it cu be treated as 

an expenditure item. It is also useful to deduct dividends 

paid to preference shareholders, as they can neither be regarded 

as equity dividends, nor can be treated u interest 011 debt since their 

payment ia conditional on uietence of eufficieot profits base. 

Certain types of preference ebcree alao la~ claiae Oa future 

profits if current profits are not eufficient. 

Tbua we define the base for dividend pa,.ent• u total 

profits net of interest and preference divide'llda. there b also 

the question of coapuleory prorletoas specified by company lav 

and tax !av. Though these prorlsions are ccmpul.ury the aaqinal 

utility of additional DOft-CClllPulsory retenti01111 ••l'J' aucb depend upon 

the ~t of ca.pulaory prorillione. Therefore, it b •Hea.tial 

to include all those pro'Yieione. 

The profit allocation function or the budget eoutraf.nt 

can be written •• 

-(4.3) 

uh.ere Y denote the total profits base, D
11 

and R, net dividends and 
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retention• .. defined, and T, the total tu: liability as a nsult 

of tnco.e taxes both at the coapany level as ve:ll ae at shareholders 

level. Alternatively, it can be written as 

-(4.4) 

by defining the' tu: pdcu 1 

o
1 

and &
8 

are 'groa•' devidende and 'groea' retentions, respectively. 

For emple, 0
8 

denotes the amount of profits to be allocated to 

realiee one rupee of aet dividends, D
0

• the prices, ofcouree, 

depend upou the pm ailing type of tu: a ya ta and the tax ntes • 

For conatratned ania1Ntion, define the Lagrange function, L 

The fint ordu conditiom, 

aL/aD0• u:c 11Pd-o 
aL/aR • u;- 11Pr"° 
at/a"' • Y - Dnpd- B. pr-0 

yield the equation, 

Ud_tn;• pd/pr 1 Were. 

-(4,5), 

-(4.6) 

-(4.7) 

-(4.8) 

-(4,9) 

u• .!ui'.-1! sxs-1..., BT•BT-i.,.e<1-r>..., e<1-,ix-erx8T1 ,. e •u • ij i j iJ • J 
-(4,6). 

22. 

The only way for a solution b to iapoee another reatrictioo 

on the ehape of the objective function na.ely, that 111j-o vhen i1'j • 

so that. the croaa-tene vill disappear, and the func~~on degeneratu 

into a CES function. The imposition of this condition ia arbitrary, 

but needed inorder to obtain a manageable solution for 0
0

• 

The first order condition (4. 9) so tr~d vould ba 

-(4,11~8 

0.Uoting P/Pr u f, 1/(B-1) •• o, "r/add u A, suh•tituting for 

R from (4.8), and rearranging teru, the opt.bMi.l •olutioa. for Da 

can be obtained ae 

-(4,12) 

It can be euily aeeo. that o denot•• the eluticity of 

eub•titutioa between Dn and R. the aecond order coaditioa requirH 

o to be negative? lb• dhtributioa. par .. ter &+l, ..o, or -

accooding: u er+--, -1, or +0 1 aad the utility function degeneratH 

into lioear, Cobb-Douglu, or Leontief type11 respectivdy. 

tnter-teaporal adlust.e.at. 

As we noted above, both· ehareholders as well as 

aanageeeuts seek a ngular and less fluctuating dividends which 
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will result in a lagged adiust=ent of dividends to changing 

conditions. Two types of the lagged sdjustnrtnt processes are 

concl!ived in the literature; (a) partial adjustment process, and 

(b) a process of adjustment to 'permanent' levels of factors 

affecting dividends. 

Both the proceases adhere to Koyck'a distributed lags 

and the 'lag par-.eter• can be interpreted in both the vaya.10 

However, the difference between the tvo pTOCesses vill becCllte 

apparent when, (i) the lag paraeter i.8 different for different 

independent variablee,and (ii) when the dividend function i.a 

'non-linear in paraetera' aa ie the case Vf.th our equation (4.12). 

Estia&tion with '-pe~t incom.e'hypotheais ie relatively 

di~ficult with only a aarginal. gain. l'robablv, for this reason, 

the favoured process in the literature haa been the partial adjuet-

111e11.t. The aeaumptio~,that the partial adjustment is a result 

of the choice between two alternathe actions by the sanageae0;t, nnely 

to dni:ate or ~t to deviate free last year'• divid~da level, the 

choice beias dependent on. the relative costs of the two actiona. 11 

Following the Peldstdnian c0ttvent1oa. we vrite the partial 

adjuat:.ent equation u 

-(4.13). 

2. Effect of individuals' taxes. 

We propose to extend the model to take into account the 

'tax shelter effect'. It should be noted that divide~s deterained 

by (4.12) are net of all toes including those levied on individuals. 

* We assume that the D0 will be grossed-up for individual income 

* taxes. before being paid to shareholders to enable the:a realise Dn" . . 
Let a grossing-up factor be p

8 
such that D • D0p8• 

Further, the variable f , being the 'tax price ratio' . 
depends upon pd •ad Pr• and u Ott 1e net of all. t:u:ea, 'd depends 

upon the ratea of individual taxes as well. Ia. pan:ieulara Pd 

can be aplit into tvo coapoa.ea.ta s (1) the aount of total groae 

dividend• o
1 

required to realise one rupee of dividends net of 

company tuea but groH of shareholders' tu:ea, denoted •• D, and 

(U) the uoim.t of D required to uke available to ahanholdere, 

011e rupee of dividend• net of all the taxes, denoted u D8 • The latter 

cupcn1ent, obTioaaly, la tbe groaeing-up factor p8 • In other words, 

vhere tha for.er cOllpOnent ie represented •• p 8• ?be groHSJlg-up 

factor can eleo be regarded u a link betveea ~aen.t &Dd: 

shareholder• through which the latter' e preferences •re fed into 

the over-all optiaal dividend equation. Correct identification of the 
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fom of thb ratio ta ea•ential to enable equation (4 .12) to 

Y·Jeld 'opttul 'dividende. This ie one aspect left unclear by 

the earlier vorlt11. 

We ban noted above that not all the ahareholdera vould 

prefer higher dividends in aituation of rising individual incoae 

tu rates unleH there i!I an equivalent rise in the capital gain• 

tax ratea. Alao a• the rate differential increases. aore and more 

ehareholders belonging to even •iddle or lower incotte brackets 

aay opt for taz abelter. The gTOaeing-up factor relevant to optimal 

dividends can be obtained u aa. average preference price ratio, 

by Haumiog an objective utility function daUler to the function 

(4.2), and auillidog it subject to shareholders·• own constraint 

specified aa 

(4.15)1 

where qd aa.d qr are 'prices' due to pereOG&l incoaie tu: ~d personal 

capital gains tu: respectively, and c, the .uount ot D prefereed to 

be naliaed u capital gaiu. The conetrained aut.lution ytelda 

an optimal function for D
0 

•1-illar to equation (4.12) as 

-(4.16). 

Therefore, by definition 
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-(4.17), 

where B is the ratio of the distribution parameters iq. the shareholders' 

preference function analogous to A in (4.12),6 is the shareholders' 

tax price ratio qd/qr' and 11 is the elasticity paraeter analogOUB 

to o in (4.12). Equation (4.17) indicate:s the preferences of 

shareholders regarding D0 for given n. 

Feeding this !Dforution into (4.12) and denoting 8 • P/Pr' 

11e obtain 

-(4.18), 

and the optbial function of a fim u 

-(4.19). 

Froa (4.19) it can easily be aeen that the target pa)'-(tut 

ratio in Lintner a:tdel i• not a constant, but ••ries vltb the tu 

factan; a, a. qr' and Pr• Aho the tu: effect b aplit into tvo 

part• anelagoua to 'inc011e' and 'aubstltution.1 effect• in con.au.er 

deaand theory. 11'hile 8 and 4 represent tha '•ub•titution' effects of 

the relative 'tax prices', qr and pr represent the 1acoae effecta 

reapectively at shareholders' level and company level. 
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The advantage of the utended model ia that it not only 

takes account of the tax: differenti.ala both at co.pany level 

u vell aa at •hareboldera' level, but it also allows for the 

aeperation of the tvo influences in a fle:lible vay. In doing so 

it explicitly allovs for the response of 1111.nageaent to personal 

tazes to be euctly ae.e as the ca.bined response of shareholders. 

Interpretat10tt of the 1110del in the Indian context. 

The opt'-1 dividend equation can be interpreted int.eras 

of differ.at tu ayateas that prevailed in India as follovs. Aa ve 

noted in chapter II the eyat:•, prior to 1959-60 vu of 'Imputation' 

type vhicb ~· later changed to 'CJ.aeaical • type. Added to these 

broad ayat ... vere tbli occuioual dirldend tuea. For the purpoae 

of interpretitlg the 90del we shall lean-out the details and conaider 

only th• -in fut.urea. 

Under the 'Japut.tion.' llJ'Sta1 let t 8 and t., b9 the inco.a 

ta .m· auper t:as: oa. a ca.pany, aa.d ti and t
1 

be the penoa.al ia.ca.e 

tu: on dirldenda and an equiTal.ent tu: 01l capital gains Te.epectbely. 

Aa • re•ult of. '1ro•l1.11g-up• practi•e, the personal ioccae tu 

liability oo. diddtad• received by the ahareholdere vould be 

(ti- ta)/(1 - ta)• Further, let td be an additional taz on dividend 

dietributions at the co.pany level. 1,._ 
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The tax prices can be determined as follovaJ Consider 

the over-all budget constraint of a company aa 

y • D + R. 
8 8 -(4.20), 

where 0
8 

and Rg are gross profits assumed to have been allocated 

for divideods and retentions. The constraint can be rewritten 

interms of net dividends and the retentions as 

-(4.21). 

la a ahillar vay abareholdera' budget conat:raint vould be 

D " 
D (1-t ) 
-·--·- +--1-ti 1-tg -(4.22). 

Co.paring the .. conatraillt• vith their cOWlterpartl in (4.4) 

and (4.lS), ve obtain the 'prices' iotena of tu:ea u 

Pr" 1/(1-ta-'i,) -(4.23) 

Pe" Da'D • 1/(1-ta-'i,)(l-td) -(4.24) 

•4" (l-t.)/(1-ti) -(4.25) 

qr• lf(t-t
1

) -(4.26). 

Further, 

e - l/Cl-tdl -(4.27) 



(1-ti)Jt+l;tBq(l-ta)q+l(l-t )rt+l 
p • 

a 1111(1-tg)rt+l(l-ta)ll(l-ti) 

The optiaal dividends equation cu be obtained accordingly. 

-(4.28) 

-(4.29) 

-(4.30). 

Under the Claaeical ayate.., the only change required for 

dertviq: the dirided equatioo 1e 1n. the interpretation: of qd' which 

nov becoaa 1/(1-t1). Correapondi.ngly, the tera (1-t•) disappears 

fr• tha illterpretation of a , p
8

, and t. 

Furtb.:r, it 1- aleo clear that under both the syeteu, 

ia the cue of DO additioul. tu Oil dividend.• (td-0), 

Pe would be •iapl.7 1/(1-ta-ti,> and 8 • the tu differential. at the 

eo1apan7.·te\'el will be unity. Thue, under the aiaple: claedcal •yeta, 

the onl.7 ta dlfferen.tbtiOQ would be through the f.ndividuale' tau• 

u t.a.dicated b7 4. 
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Some interesting degenerations of the general form. (4.19) 

can Oe obtained by assuming unit elasticities of 11ubstitution 

ae follows: 

Case (i). If 11--l, then 

pa•(B+l")6qr 

and therefore, 

* Aa(B+l}a+1(66)aq:+l 6 

D • l+Aa(B+l)a+l(86)o+lq:+l • ~ 
which ia a:ildllar to the CES specification of Hag. 13 

-(4.31), 

-(4.32) 

Note that 

the tera fJ/pr is aiaillar to Feldstein'sl in the sense it repreunta 

the value of aaxh.um distributable profits. 

Cue (11). (the Cobb-Douglaa case.) If o-1, ~hen irrespective 

of the value of q 

vbicb can alao be vritteu u 

n*•(A+l) (86}-l Y 4p;1 -(4.33) 

so that it aatchea vith Feldetein'• s~ificaticm vidl D. l4 

The equation in case (ii) i~ • uHfal Une:a:r epprodaatioa. 

and can be aployed to test a hypotheda that a 1• anity. &owever. 

the apecificatioo is inadequate to utiute the correct Tal.ue of a 

as such, in case of a beittg other than unity. 
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3. Influence of other factors. 

The utility function (4.1) as ve aesuned, is a result 

of a aiaber of factors al'llllogous to tastes and preferences in 

coosume.r deund theory, vbicb ar.e considered to be relatively 

constant in the 1hort-run. But these factors are leas likely 

to have r~iDed aarae over the period under atudy. In anticipation 

of changes in the:ee factors and their likely iafluence in 

altering the ahapa and position of the objective funct1on 1it is 

necessary to hold th• coo.8tant by iucorporating in the dividend 

equation to be estt.ated. 

Al•o u tre 110ted ta chapter III, previous eapiric&l 

e-ridence regarding the influence of the•• factor• b lugely 

againat their influeac.. NevertheleH, in view of the freah 

specification of the model, it will be UHful to consider aoae 

of the fi.nacLctal n.riablea u poadble d-.ad-lllide facton. 

Important .-oag the .. factor• •res 1) fim'• itrveameat 

deaand, 2) itll capital structure, 3) it• 1iqu1dit1 ueeda, 4) ch.ages 

in Nlee, and 5) depreciation. 

throughout the literature on dividend behaviour, tnvest11ent 

deuad of a ftra is considered to be an important factor affectiog 
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affecting dividend pa,..ent•. Infact, .. ny atudiee conaidered 

divideods and inve.staent decisions as autually interdependent. 

The other of thf!: 1 tr1ad 1 deciaione ie with reapect. to the 

capital structure. Given the dezund for new inveatwlnt1 diY1dend 

distributions depends upon the decieion relating to the extent of 

internal financing. Out of the three source.a of financing new 

borrovi.nge, it ia com.on koovledge that retained urning• 1• 

the cheapest aource. At the a..et1- fiaancing through profit 

retentioaa ia coaaidered to be a f'tllatinly tnefficie:a.t ... y. 

+er, • change in. the relative capital coat atructura ai&bt 

altar the propensity for reteratioll.a with it• rep1:1rcwidomi oa. 

dividends. Therefore, capital structure 1e an t.portaat factor 

affecting diddead•. 

Man1 atudiu preferred cub-flowa to profite net of 

depreciation H repre.entiag fin.'• capaclt)' to P•J' dittdud•. The 

iaplied h)'pOthuia f.a that fim• geaeralb couider Get profit• 

u 'illwiory' Gd that true capacity alao f..ncludH the exce.• of 

depreciation prorlalon over 'real 1 depreciation. Such 'uceaa' 

is believed to llOft with deprect.tion prariaion since 'real' 



depreclation is unknown. In a way, dravinga froa depreciation 

reserve.a aa well aa other reserves auch as develo~ot rebate 

reser-Ye, dividl!lnd equaliaatioo reserves, to aupplement current 

profit. ahould be regarded aa acta on the part of fins to identify 

their 'per.anent' income or 'peTmanent capacity' to pay dividends. 

Since the dividend .odel already has a proviaion to take into account 

aucb 'pe.nu.nent effecta' via partial adjwitMnt, there aeeu to be 

little reason to consider such changes in reserves as a factor. 

However, inclusion of depreciatioo. does no harm to the 1tadel except 

lovering the '•peed of adjuetwe.nt' parameter. 

Another factor expected to influence dividend policiee 

ie corporate liquidity. The argll9eat is aiAillar to that vith 

respect to iove•tDent demand. 

Finally, change's iu •ale• b .aM:timea incl;uded in dirldend 

llOdela t:o represent the anticipated working capital needa H auggested 

by Darling. An alternatbe rationale suggested by Brittain is ·that 

rapid aa.t.na ta earnings u iodtcated by •ales change aiBht ulce fir1111 

.are cautiou.9 and adopt aore consenative diwidend policiu. Thue • 

higher sales change M)' alov dovn the adjuat.eut of actual to ezpected 

dividends. If this is ao, then inclusion. of th~a variable should be 

regarded as essentially to make the, 'speed of adjustment' stable. 
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However• the expected negative association between dirldeoda and 

sales change aeeae to be a.ore plausible if the factor 1a: interpreted 

es a proxy for working capital needs. 

4. Data and meaeureraent of variahlefl. 

That brings ua to the actual .easureaent of tax variable& 

as well as others in the proposed dividend equation. First let 

us consider the tu: v•rl•blee. 

Tu: variables. 

The tu: varieble• in the diTidend 90d~l are e,a, +, Pr• 

and qr' which are eipnHione illvolvin& diffarant tmtH both at 

the ca11pany aswe.11 ae •hareholdera, and each ta. beiq npreaca.ted by 

a eingl• rate.. In the real world bovever, the liability vith rHpect 

to any tu belag dependent upon a aiqle rate 1• indeed rare. 

The rate atructure of a tsx -1• mn likely to be such that different 

parta of the tu base ia tmd at different ratea. 

Thie prHeata the problea of rapnaaating the co.pln: 

structure of each tu by a aingla rate. Olrdouly, the combined rate 

should b• a vetahted average of different rates, with weights repreHBtillg 

different portion• of the tax bHe. 
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The queation is while averaging, whether one •hould 

consider changes in the baae structure, or, as&UZlle a con.atant base 

structure. The for.er yields effective rates representing the true 

tax liability. HOFver, the latter method yields average rates 

vhich reflect tu policy changes 110re faithfully than effective rates. 

As ve are i.ntare:ated in Muuring the impact of tax. policy changes, 

the logical choice aeea to be to conader ratea which are independent 

of tu base changee. But care .uat be. taken in chooeing the 

nte:hta to be u 'ncn.al. 1 u JIQHihle. 

In the caH of coapaa.y profits tau• tbb would mean 

that ve couider ·atatutory ratu nlevaQt to Indian public Uaited 

compaaiee. 

In the caH of COllp&aJ' di'ridend tma 1 u ve kn.av, 

for MU of the tt.e, diridend• e:ueedi'a.g certain etatutory- liaite 

only were 1Uble to tu:. Io certain Yf!!ars aore than oa.e lilltt were 

•pecif:i.d to charge ezcu:a dbidend• at progruaiv.ly higher rates. 

In ccmatduing the did.dead tau. w .. u an ueuaption that dtrldeada 

vould haw ezceeded the •tatutory ltait• but for the tu. The 

exce .. liability tbue C011puted, b nellly spread over all the dirldend• 

•o that the reeultu.t average d!ridend tu rate 1a compatible with 
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our definition ot td. Also the dividend tu: policy under 'penal' 

taz. was to give a rebate on profits taxes. Thie can be regarded 

as equivalent to charging company profits at a rate lover than the 

current inc.Diii!: tax rate and then subjecting to the 'exceaa' t.u: 

when the dividenda exceeded the lb.it. Accordingly the rates t
8 

and ;, for those years .are. lO'olered by 6.25 per cent and the eaae 

•ta regarded as the average dividend tu rate. 

In the caee of person.al. incoaie tu, in.fora.ation regardf.na 

the veight structure 1111 culled-out from All India tnc011e ta lleftmae 

~ publiahed ana.l&all.J' by the Central Board of Direct Tuu. 

Portuuetely there ia no aignificant chana• la the weight •tructuni 

over the etudy period. The weight• are deterailled on the bad• 

of aharea of dividend inca.ea falling in different total iacOM 

bracket•. The :t.plied objectiva ill to gin higher wiighta to 

natutory rate• applicable to abarebold:•r. r•ceiriq larger diridend 

inc099•• The wight• are uaraged OTer the aiddle 10 yean of the 

atudy period, u.d the•• wie:btts ue u .. d to cc:mb~ the atatutory 

awrqe u:oearaad in~ tu: rate• oa dif.fereat .iAc:Al9a IZ'OUP•· An 

additioul aHmption tnolwd U that tot&l taco.a of .taanbolden 

are wholly unearned, which 1a rather tmrealt•tic.. llut the lo .. 

tn accuracy ta expected to be far leH co.pared. to the additional 

coaputattooel burden involved. 
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To further reduce the computational burden ve exclude 

the capital gains tu. First of all, the tu: itselt 1a not on the 

aa.e looting aa inc<*l!I or di"ridend taxea, Making it compatible 

vi.th our .,del involvea asauapt1oa. regarding· expected rates of 

return on capital gaina and resultant aV@rage tax liability. 

Due to.this, aa. vell ·as due to various comfiutational coaplications 

it •eeaa vise to keep av•y froa capital gains tax. ~. however, 

auu.e that the 'equivalent' taz rate OD capital galas ta aufficiently 

lover than the personal dividend incoae tax rate. 

The tu: ratea are •hown in table 4.1 and tax Tariablea 

COllput:ed are ahovn in table 4.2. The details auch u average 

personal tnco. talc ratea by incOM: dze, and veigbta are ahown 

in the Appendb:. 

Financial nriablee. 

The ..tu aou:rce of data relied upon to caaputf!! the. 

de.pend~nt Tariable H well u other filla.actal •ariablea la the 

Reeene Bank of India (RBI) publication, Financial Stattatics of 

Joint Stock eo.paniea in Ind.ta. Thie publication. contains data 

relating to a sa:ple of public lt•ite.d campatd.ea based oa. their 

aan.ual reporta. The aaaple cottpaniea are tho•eP81fhY&~1H~ S lakhs, 

The RBI aample selection 1a guided by the 'twin objectivea of 
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Table 4 .. 1 Tak rateR to be used in the empirical analyais. 

corporation corporation excess oersonal year 
·--~-~~ super tax dividends tax inc0111e ta· 

1947. 25 .ooo 12.'500 6.2500 37 .910 
1948. 25. 000 12.soo 602'500 40.910 
1949 I 25. 000 12.500 602500 39.240 
1950, 20. 000 15.625 602500 JS 0060 
1951. 20. 000 !7.188 61 2500 35.710 
1952. 20 .ooo 17.188 602500 35.710 
1953. 20 .ooo 17.188 6.2500 35.:710 
1954. 20. 000 17.188 612500 35.710 
1955. 20.000 17.188 602:500 39 ,390 
1956, 26. 250 17.188 7 .sooo 35.600 
1957. Jt.500 20. 000 1 .aooo 40. 980 
1958. 31. 500 20.000 7. 8000 40. 980 
1959. 31.SOO 20.000 .o 40 0980 
1960. 20 .ooo 25.000 .o 40.980 
1961. 20. ooo 25 .ooo .o 40.980 
1962. 25 .ooo 25.000 .o 40. 710 
1963. 2s.ooo 25.000 .o 42.260 
1964. 25.000 25.000 7,5000 .U.650 
1965. so .ooo .o 7 .!5000 38 .650 
1966. so.ooo .o 7,5000 52.230 
1967. so.ooo .o 7.5000 52. 230 
19.SB. 50 .ooo .o 7,5000 41.280 
1969. 50.000 .o .o 36 .270 
1970. 50 .ooo .o .o 37.120 
1971. 55 .ooo .o .o 36 .soo 
1972. 56.375 .o .o 41.360 
1973. 57. 750 .o .o 41.360 
1974. 57.750 .o .o 41.360 
1975. 57. 750 .o .o 36.430 
1976. 57.7!>0 .o .o 34.540 
1977. 57. 750 .o .o 30 .010 

Table 4.2 T&:IC variablea involved in the aodel. 

------------ -· 
tax differential ... year at company at ahareholcler total (o•J depreaaian 
level (•l level ~S") 

1951. 1.0692 t .2400 t .3258 .50720 
1952, t.0692 1.2400 t.3258 .50720 
1953, t.0692 l.2400 1+3258 .50720 
1954, t.0692 1.2400 1.3258 .50720 
1955. t.0692 1.3200 t.4113 .47650 
1956. 1.0795 1.1400 1,2307 .49840 
1957. 1.os2s 1.uoo 1.2s:s1 .41850 
1958. 1.os2s 1.1600 1.25:57 o'418:SO 
1959. 1.0000 101600 101600 ··'HS 1960, 1.0000 lo6900 1.6900 .26 
1•61. 1.0000 t:ms t:ms ·~66 0 962. .oooo • 9760 
1963. 1.0000 1.7300 1.7300 .28900 
1964. 1.osoo 1.1100 1·s••• .29240 
1965, 1.osoo 1.6300 ,7604 ,30670 
1966. 1.osoo 2.0900 2.2578 .23920 
1967. 1.oeoo i·:~X8& 2.2578 .23920 
1968. t.oeoo 1.8360 029410 
1969. 1.0000 1.5700 1.5700 .31850 
1970. 1.0000 1.5900 l 05900 .31850 
1971. 1.0000 1.5700 J ,5700 .28690 
1972. 1.0000 t. 7000 •• 7000 .2~690 
1973, 1.0000 1. 7000 1,7000 .2'1820 
1974. 1.0000 1. 7000 1.1000 .24820 
1975. J .oooo lo5700 1.5700 .26870 
197b. 1.0000 J .5300 t .:5300 :~~a~s 1977. 1.0000 1.4300 1.4300 
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.. xiaising indu.1try.....,i.ae, the coverage in terms of paid-up capital 

and ensuring inclusion of u mny representative units aa poaaible 

fro• variou.11 1ndmtriea'. Further, the sample 111 revised every 

five years vlth a TI.ew to htpro...e the coverage and representative 

character of the selected cmpaniea in the context of the expanding 

corporate aector. 

For an aggregate t1--series analyllia of CODpany sector 

in India ve consider that the RBI sample i• suitable in the •ense 

that it h aufficiently large aad •lso the •aple ca.position of the 

corqumie• ie revi•ed eV11ry five yean to retain it• representative 

cha.racter onr ti-. On the other, aaples vhich retain NH cOllpea.iH 

t:broughout the period atsht looH their representative character after 

aa.e years, dace nev companies which aight heve started in the 

inHr.dt.ry years ar. not repreaated. Further, the RBI uaple hu 

one feature which aaba it particularly suit.ble for our porpoHi 

'lbough the saple take• into-accouat the changing c01tpo•ition of 

the population a.er tiM, the aaple ia rerleed only in Un-year 

interval•. Thu, vitbin. a fi~r period, the data i:elated to 

the Niie group of eo11pmde.. Thill feature 1a fa\fOUrable to our 

study Which deal• vith equation contd.ntcg la:gsed nriablee. For 

those year• vbich •rk the re:Tiaton in the aa.ple, data ill reported 

for the old ••pl• •• well as for the nev sample, aaking it easier 

to connect the saaple data. 
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The RBI sanple 111 not devoid of probleu. Koat illpot'tant 

is that the accounting yeare vary a.ong the •aple coapantea. But 

a number of empirical studies, partifularly, Krieh~11urty and Saatry15 

shows that it may not eignificantlt affect the results. Secondly, 

no distinction ta u.de in 'the essple between prottt ..... k.ing and 

loss-making companies. This aleo ahould not bother ua, as we aeek 

to study the behaviour of an average company representing all 

companies ir•espective of whether they are. profit11aking or not. 

The variable• to1rused in our aaalyds and their aeasureant 

is given belovi 

1. ~; Dividellda on ordinary shsna or equity •hares. 

2. ~: Groas cash-flow or groH profits derived H the sua 

of profits before tu: and depreciation pro'fiatoa .. 

J. lnveebM!at dn&ands Change in the sroH fixed asHte + chaa.ae 
in the inveat:ory inveetaent. 

4. Capital 11tructure1 Debt-equity ratio obtailu!:d u a ratio of the 
sum of borrovinga, trade dues and current 11.sbilitiea, 
and aiscellaneoue non-current liabilities. to total liab:I 

s. Coreorate liguidit11 Ratio of current uHta to current U.abilit1 
(Ratio of sua of cuh and bank bal.aacea, iftft•tMnta, 

loans and advance•, advance paJ9t!Qt of tau:s, t:o the 
eua of tu: provision and trade dues and other current 

liabilities .. ) 

6. Salee change1 Change in the net sales. 



41. 

All the. non-ratio. variables • are · scaled down to paid-up 

capital to allov for the compatibility between different five-year 

periods in which the sample was revised and thereby to reduce the 

beteroacbedaaticity. Paid-up capital is chosen to scale the variables 

because 1t b the sampling paraaeter ot the RBI sample. 

In thb chapter, ve ammadeed the existing models of 

dividend behaviour and eJCtended to eeperate the effects of personal 

tu:ea. W. have at.o considered various problem associated with the 

Uta and .... UnMDt of Y&riables. In the folloving chapters, we 

propose to aatt..ta nlH•aat ftt'Siou of the mdel, and use. tba 

ee_ti•ted par ... tere to quantify the tu: hpact on dividend behaviour. 

•2. 
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Appendix 

Average pe:reonal income tax ratC!9 on dividend incOftles 
at different levels of total unearned incomes, 1947 - 1977. 

urper l!rnit 
of the income 190-"8 1948-49 1949-50 1• 
class(Rs '000) 

--·-·----
I. 5 .oooo 4. 3800 4 .3800 J .2eoo 
2. 7 ,SC•OO 7.0800 7.0800 5.8300 
3. 10.000 8.4400 e.-t4oo 7.1000 
4. 12.500 11.120 11 .120 10.060 
5. 1s.ooo 12 .920 12,920 12.030 
6. 20. 000 17.500 17.500 15.270 
7. 2S. 000 20. 250 20. 250 17.220 a. 30. 000 2s.210 2s.210 22. 680 
9. 40.000 32. 580 31 .410 29.510 

10. 50. 000 37.9'10 37. 000 35, 410 
11. 60. 000 12.sso H.520 40,150 
12. 70.000 46.7'10. 4:5.410 44.210 
13. 100 .oo 57.410 55. 220 46,900 
1'. 200. 00 76 .670 72.140 67. 980 
IS, 300.00 83. 400 78.820 76.050 
16. 400.00 86. 770 82.940 80,470 
17. 500. 00 88. 790 es. 730 100.00 

1951-55 1955-56 1956-57 1957-62 
--------

1. 3. 4000 2.9500 2.9'00 18 .. 000 
2. 6.1300 5 .8000 s.eooo 2.5400 
J. 7d700 8.0400 8.0400 416200 
4, 9. 9000 10.700 10.700 6.3400 
5, 11.540 12.soo 12.470 8.osoo 
6. 1:5.220 15.900 15.900 11. 460 ,. 17 • .c20 19.290 19.290 16.370 
e. 22 .180 23. 730 23.730 21.640 
9. 2e.120 29.290 29.280 29.730 

10. 32.990 3'5.200 35.240 36. 980 
11. 37.340 -t0.300 .,0.300 42.820 
12. 41o380 44.860 44.860 47.8-40 
13. 44,390 :54.370 55.020 !58.690 
14. 63.210 70.660 72,300 71.35( 
15. 69. 480 76.6-40 78.820 75 .560 
16. 72. 620 79.630 82,090 77.67( 
t?. ?•."\nn Af .•?O 84.040 181940 

1963-64 1964-6S l96S-66 1966-68 1! 

-·-···---·---- 1:·3soo 1.2000 1.5000 1.0000 1. 1. 
2. 4 .4600 4.1000 4.3000 413400 4, 3, 7,2100 6.3500 5.7500 6.0000 6. 4, 9.3300 9,3200 7.6000 a.1000 a. 5, 11. 320 11.500 e.a300 9,5000 9. 4. 15.910 l4 .260 12.630 13.730 12 ,. 20. 440 19.280 17.300 181900 u e. 26.090 23. 740 22.420 241550 9, 34.330 33.620 31.810 3 ... 910 32 10. 41.140 39. 540 371450 411130 39 11. 47.290 46.370 43.710 48.020 46 J.2. 52. 530 51.240 19 .180 52.950 51 13. 62. 870 62.210 58.100 63.880 62 14. 74.940 75.170 69. 680 76.620 76 15. 78. 960 79.480 73,530 80,870 BO 16. so. 970 st .64o 75. 460 83,000 82 I?. 82.170 82.940 76.620 84. 270 84 
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t .. 
"· .. 
7. .. .. 

10. 
11. 
12. 
13. 
14. 
15. 
16. 
17. 

1. 
2. 
3. .. 
"· .. 
7. a. .. 

10. 
11. 
12. 
13. 
14. 
15, 
16. 
17, 

1969-70 

1.00001 
4.3400 
6 .oooo 
a.1000 
9. 5000 
12.630 
16. 700 
21.2so 
29. 690 
J4. 750 
39. 960 
43 ,680 
52.030 
64.510 
69.590 
12 .e20 
74. 760 

1976-77 

.o .o .o 
J. 7400 
6.2300 
10.100 
14.740 
19,620 
28.460 
33.770 
39.1-10 
42.980 
53.190 
6:5.090 
69.060 
71.050 
72.240 

45. 

1970-71 1971-72 1972-75 

1.0000 . o .o 
4. 3400 J.6700 3. 6700 
6.0000 s. 5000 5 .sooo 
e.1000 e.1000 e.1000 
'. 5000 9o'i'OOO 9. 9000 
1:2. 630 13. 750 14 .040 
16. 700 17.600 18.100 
21.2so 22.000 22. 780 
29. 680 30. 250 31.450 
36. 950 35. 200 38,960 
41. 790 40. 330 43. 970 
16.820 41.000 -19.190 
56. 980 52 .250 59.730 
72. 490 6'1.630 75.870 
77. 660 69.670 83.160 
81.620 n .aao 86.810 
84 .ooo J.1, BOO 89.000 

1977-78 

.o .o .o 
3.4500 
5,7500 
904900 
13.340 
16.870 
2-i .150 
2e.s20 
33. 350 
36. 800 
41. 740 
56. 870 
60.910 
t~:l,-3° 

Source: cD11Puted fr<9 the .. rgiul rates given in the annual 
Finance Acta. 

I 
I 

i 
l~~-76 i 

4. 4000 
6. 6000 e .seoo 
9. 9000 
12.930 
16.9 .. 0 
21. 450 
29.8'10 
34. 870 
40 .060 
'13. 760 
53. 740 
65. 370 
69.2'10 
71.180 
72. 350 

Chapter III 

ni!'IRICAL ANALYSIS • 

The preceding chapters provide the necessary background 

and preperation for meatturement of tax impact on dividends sothat 

in this chapter t.1e can entirely concentrate on the eapirical analysis 

The task incolves tvo etepe1 First, to identify the parameters 

by fitting the aodel to time-series aggregate dat•t and •econd, to 

simulate the equation eo estimated in order to qu.ntify the tu 

impact. Accordfogly, we shall devot• .. ction 1 to astiaation of the 

dividends equation and section 2 to aiau.Ution and quantification. 

of the tu effect. Abo of interest vill be amae die ... gregated 

analysis. We shall consider in section. 3, ah aajor induetry groups 

based on the RBI claeaification of its a•ple. The prlaary objective 

of the disaggregated analysis is to see if induatriea in different 

ft:ctora react differently to the tu poli.cy. 

1. Eatimtion of the .adel. 

!road trends in the ••riablea. 

To start vith, fluctu.atioDS in di'ri.deDda are cm:pmred with 

thoa:e in the factors affecting dividiada. These are shown iD figs. S.1 

and s.2. 
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the •haq> riH 11!_ dividends (as r«te on paid-up capital), 

in 196<>-61 ia too conepicuoua to 11hs our attention, vhen it reached 

a peak 11.6 per _cent. The upward swing actually started iD 1953 

itself. The rate briefly decliaeid in 1956 before reaching the level 

of 1960. Thereafter, it baa been a slow but gradual decline H though 

trying to reach the 1951 level. The declining course 1111 aarked by 

three cyclical ao"91!!:ats roughly at five-year intervalsi 1960 to 1965, 

1965 to 1970, and 1970 to 197.5. Tbe cyclicd could not be entirely 

due to periodical re•idon. of the. RBI saaple, as it coincides vith 

the general economic trend in the ecoa011y. For ex.mple, the lov 

points in 1962, 1968, and in 1974, reflect the recesaiomry treDda 

uperienced by the induatdal •ector. 

Dirldende end profit•1 

While co.padag dividend fluctuations vith other .. rtable., 

the •cal• difterencH •ho~ be bone in Iliad. Por ezaple, the 

ranse of fluctuation. in profits nriable t.. •uch laqer than dividende. 

Abo in coatrut to the declining tre:Dd in. dirldend nte, the trend 

in iaco.e nrt.able had beeia upvud, at leaet un.tlll 1974, vbla it 

touched a peak 78 per cent. Bovever • tbe fl.Uctuattou between 1951 

and 1958, and betvua l96S and 1972 are eiaf.Uar to dbtdend chaqH. 

·It 1e obYioua fl'Oll tht.. COllparlsi.on that profit1 Tariable alone cannot 

ezplatn all the fluctuations in dividende. The aharp rise ta. 1960, 
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Fig. S•f.:.. 'f,~endf _i_~.~1'!.f_~M'!a. Pr2~U.o,_ud....tu. 3'AriebiJ.e• .. l.9SL.191.].,. __ 

·:::[~~~ 
/IL 00+ +i, -::::i~::::.~:~--+--------- ------t--------7\---. 
~S'.00 J \........... 
40.00 

2: • 90 t---------------+---------------+-- --- --- - --- --· 

Total tu: dUfereattal(9') 

1.973 

1.467 

• -1600 t---------------t---------------+--------- -----. 
Ta depreHioa factor {11) 

.3333 

.2067 

.oeoo ~------------:--t----------i;:&-;----------1;;;: 
19:51.0 19J9.7 0 • 
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the general decliDillg tendency, as vell as the decline in 1974 

in divideads seea to be independent of the movements of the profits 

variable. 

Dividends and tu: variabless 

Coll.parision with the tu differential variable ia more 

revealing. It is interesting th.at .ast of the highs and lova in 

dividends are .. tched by contra-.oveaenu in the tax differential 

... rt able. The peak leftl of dividend a 1n 1960 aight aa W:ll have 

been due to the lovut ever level of tu dUferential at 1.16 1n 

1959.. The fall in dirldand rate in 1968 and 1973 llight alao have 

been induced bJ the pre .. lent high tax differentiation .. 

The other aain tu: factor ia the tax depression variable. 

Dividand rata is ezpected to be poaitively related to thb variable. 

Bcnraver • the plot doea not reveal such a relation. at leaat qpto 

1960. Even after that point the relation ia not eo clear. 

Dividenda and ot:her financial · ... rtableaa 

The Hcoud set of variables with 'Which dividend aovm.enta 

are cospared an the four financial variables to be included in our 

110d~l. (fig.5 .. 2). 

50. 

Fig. S.2 Treads in the corporate financial factors, 1951 - 1977. 
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Co.parlaton with inveetaent rat.e shows, that u:cept for 

the years, 19581 19591 and 1974, the expected negative relation is 

•ague. the broad trend crrer the entire period, however, is oppoeite 

to dividends trend. The plot of capital Rtructure variable also 

does not indicate in a clear l\anner, its positive relation vi.th 

dividends rate. the plot of liquidity d~nd shows that upto 1958 

ita ~nta had been opposite to dividend .ave111e.nts 1 but after 

that it remained CODStant. Finally the plot of sales change also 

does not reveal any regular relationship vtth dividends. 

The ad.a point• of thi• preliminary analyaie can nov be 

•~rleed.. Dirldenda rate 1a relatively stable compared with other 

finaaci&l vari&blH.. Hovenr, there aeeiu to be an abrupt shift 

in the couna aroand 1960. Profiu or the 'capacity' factor alone 

cannot explatra all th• fluctuations in dt.idende. Tax differential 

doea appear to be a .. tn factor influencing dividends. The influence 

of tax depreaaion factor• as well aa other financial factors aeea 

to be lea• compelling. 

Resrueion analyeis (Cobb ... Dougl.as ~se1.111ptiona). 

Baaed on. the t.rend• analyaia 1 the first hypotheaia ve 

wish. to teat by r:egrusioD. approach is that profits and tu: variables 

can adequately explain all the .,vement.s in dividends rate. Also, 

52. 

initially we hypotheaiae that the objective 'utility' function is 

of Cobb-Douglas t.ype. so that tu differential variabla 

and the elasticity coefficients involved are unity. (eqn 4.33). 

We expect unitary elasticities for at least .one reas~. As we are 

going to use aggregate data rather than Um-vise data, there is a 

chance that the firm-specific over- and under-responses aight be 

evened-out producing unit elasticity of substitution. However, if 

the linear regression indicates that the elaaticitiea are other than 

unity then ve have to estimate the .are general for. by non-11.near 

. Htiaatioo. precedurea. The equation implied by the Cobb-Douglu 

aHu.ption. ia 1 

Dt• a>.~81•~>.82n~83o!~il.)•at -cs.u, 
where we expect that e

1
-e2-e3-1. (l/pr i• denoted as 'n"). 

The regreHion result• are ehovn in table S.1. The over-all 

eignificance ia reu•urlog. AMng the independent ftrl.ablea oaly 

Y and. Dt-l are eignifle&11t and the tu .. riablu + and Q are 1l0t 

aigo.ificant at aay acuptable lenl of aignitlcance. Jtovner, tb• 

coefficients of the tu: -.arf.ablaa haft expected aigu. The regradcm 

aupporte: the earlier empirical atudiee regarding tbe applicability of 

Lintner•• partial adjuat.ent theory. The lag para.eter >. ia very lov 

at 0.13, and the only convincing reason for sanagement• to deviate 
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fro. the paat dividend rate l!leems ta be changes :ln profits variable. 

though not very CC!llpelling, judged by its statiatical. dga1ficance. 

Thi! eetiaated elasticities vith respect to Y and f are 0.91 and -0.94 

and subsequent t-teets prove that they are not differen~ from unity. 

Nevertheless, there la atleaat one reason to Suspect that 

tbill regreadon ia not alright. The etatiatical significance of 

Dt-l is diaturbingly high, rahing a doubt that this -.19bt .. well 

be due to 'lagged dependent bias' in the regresaion, Inhct. there 

are three kJJ:ids of biaa that could poadbly be associated vith thb 

regr•saioa.. nae other tvo types are; • bi&• due to ab•euce of other 

rel•ftnt factora affecting dividend•• ao.d a bi•• due to 111e-11pecificatioo. 

of the diTidead equation by restricting to Cobb-Douglaa frDI!:. 

As noted by tw:lY atudiee, tba equation (5 .. 1) 1a a typical 

cue of lagged daplllldu.t nriable appaarillg •• iildapadent wriabla., 

As a re•ult. OLS eat!.111.te• of parameter• alght be btaaed, tha nteat 

of biu being unknovn.1 f'urther .. the problea ia wane 1D tf.9e..Hrle1 

an.&111te if there 19 Hrial eorrelatioa. ill error•• aaldag tbe utt.atu 

ia.con..tatent. It ie alao nll-knova that ta ncb c:a .. the etudard 

iDclicator• of aerial correlatloll euch u Durbb-Vablon (DV) atatiltic 

or the aerial correlation coe:ff1cient (f) cannot be retied. ~ the 

Theil' a n-atattstic ii not applicable te. our case due to smllnesa of 



Fortunately, a nt.mber of alternative procedures are now 

available in econometric literature dealing vtth equations containing 

lagged dependent variables. 2 Rovever, the euperiority of MllY of 

theae procedures Oftr OLS ie not yet clearly established. For our 

purpoae, w ahall choose the folloving alternative ~rocedureai 

(a) Generalised le.aat aquarea(GLS) vith iteration, (b) GLS vith 

gri~-aearch aad iteration, (c) 11.eeidua.l. ·adjusted GLS auggeated 

by Durbin aod later by Hatanak.a3 , and (d) \lallia' combined instrumental 

variablt!la aod GLS. 

Procedure (a) yielde aax1- lilte.lihaod estimate. by 

iteration. proc:en 1A which an estiute of aerial correlation coeffi-

cient of OLS reaiduala ill uaed to tranafora the variables. "Procedure 

(b) also yields .arlaaa likelihood eat!&atea, but inated of uaing 

the OLS reeiduab, it uarche1 for aa appropriate eat.iaate of the 

aerial correlation coefficient and conductll the iterations. Both 

procedure• (a) and (b) yield eetiaatee which are aaysptotically 

efficient. 

Procedures (c) and (d) coabt.ne the GLS with ia.atru.ntal 

variable •thod. The Batuaka procedure require. na iteration. le 

conaiata of instrumental variables to com:pute the aerial correlation 

coefficient of errors followed by OLS method with all the variables 

transformed ae in the iteration methods. The 'Wa.11111 1 aethod requires 

esti&stion of Dt-l followed by GLS estt..ation of Dt uaing the 

estimated values, Dt-l for Dt-l" 

The summary of the regreseion estimates by the four .ethode 

along with the OLS, is presented in table 5.2, vhich also include 

other factors. 

Inclusion of other financial variables has not alU:nd 

the OLS estimatea. All the four variables prove to be •tathticclly 

ina:ignificmit. There is no :t.prove.ent in the over-all explanatory 

power of the equation &I iadicated by a.2 and SEE. nte coefficieGt 

eatiMtea of profiu • lagged ~ividende u well •• the two tax factors 

re•ined unchaqed. Aleo ea:tiaation by the four alternative procedures 

bu not iaprond th• SEE and R2 dpificaa.tly. In c:he caa• of 

Hatanaka HtiMtfcm., tba R2 bu actually declined. There 1e howner, 

a .tight reduction in the biu u indicated by tbe "lower influence of 

the lagged dependent variable in dl tbl!I four procedurH. The eatfaatH 

of eluticity coefficient• ta tbase equatiou are ..ch lovar th&ll 

unity. But thll tu: nriables are still pTOft to be inaigatfic&nt. 

Thua, the eapirical testicg aofar, has not n.ealed ..much 

evidence regarding the tu: t~act. The ooly factors that 89erged aa 

significant are the profits and the lagged dividends. Thb would .ean 



Table 5.2 Auto-regreHion estimates 
(Aggragate tilte-HriH, 1951 .. 1977. 

C::on1.anJ/Lin11 IOLSQ / 27 1.AUTOEST I 28 IAUTOEST I 29 IAUTOEST I 30 I IAUTOEST I Jl J 
l:tNu111 Cont'tr I 211 0 I . 271 0 I 21/ 0 I 26/ 0 11 27/ 0 I 
r.(tr1 Std Err I .9013E-01 I .9149£-01 I .7935£-01 I .ee32E-01 11 .8570£-01 I 
r:-suu.r••d I 0.101 I 0.847 I 0+818 I 0.488 IJ 0.753 I 

~!~:~~~~~~!!:I~~::::::I::~~~~~::::::~::~~I~~::::::I::~~~~~::::::~::~~Il~~::::::I::~~i 
( 0)1 -01137 I 04329 I 05392 I 03676 .1974 T ~tat I <-01570 ) IC oS-152 l I ( 06898 l I< o 3983 ) < o249S 

INCH ( Oll o 1046 I 02240 I .3000 I oli\30 ·1627 T stat. I< .S9<S l I< t.294 l I< 1·700 > I< .7210 ) ( .9104 ) 

rHI ( O> I -01103 ) ~( :~~~~~:&1, '( :~~~~?:&1, ~( :~1~g~:g~, - o 3390E-01 T !it.at I <-04779 c-.1201 ) 

r: ( 0)1 .Jl.!112£-01 I 0 7747£-01 I .2S99E-01 I , 6806E-01 o6588E-Ol T i;.tat I ( 01032 > IC 02316 l I ( • 7878E-01l I< .! 98S I ( o 1989 ) 

DVL ( Oll .8695 I o4AJ25 I 02413 I • 5815 o6AJ92 T 10tat I ( 3. 319 > 1 < 1os81 > I< .9226 ) f( 1.153 ) ( 2.293 
IN ( O>I '"'o1997E•01 I -.3897£-01 I -o6140E-01 I - • 2024£-01 - • 2292£-01 T stat l<-.3870 l I (-08619 > I <·1o392 > I <-.3798 ) , ...... 799 ) 

EX ( 0) I -.2141 I - o 7929£•01 I .2397£-01 I -02712 - .t S24 
stat. J(-.6773 l I c-.2192 l J( o607SE-01l J(-06911 ) c-. "408 

T !it.lit 1(-.9779 ) I( .1690£-01) I( 0447:5 ) f(-.3951 ) <-.4411 ) 1 
LI C O>f -.124'9 I t1637E-02 I .379~£ ... 01 I -.4570£-01 1-·4934£-01 

SA < Oll o61SSE-01 J 07686£-01 I o883JE-Ol J .J029 o7084E-01 
T stat J( .9399 ) IC ·1.4:50 ) I( 1.a,s,e ) J( 1.'190 ) ( 1.207 ) 

::~~:!:!~~~~~------------------------------------------1~ ... f~~!~ ____ :_J ______________ _ 
Note.; AUTOEST 28• GLS vith iteration 

AUTOEST 29- GLS with grid-tiurch 

I 

AUTOEST 30- Batauka naidual adjuataent vtth GLS 
AUTOEST 31• lil'alUa. GLS vi th Iutnmeatal vniabl ... 

i~~:~~:n;rofits variable 
PHI- (J '&~ 0 PI• lf'""· (VP,) 
DVL•lagged dividends 

~ 

IH-invu1t111ent demand, EX•caoital structure 
LI•liauidity demand, SA•sales change. 
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the initial set, and the c~fficient of Y and Pr kept constant at 

unity. Also the parameter.' vas initiated at 0.9. The non-

linear results are presented in table 5.J. 

The improvement in R2 as vell as the statistical significance 

of the coefficients only shov that the linear regressions involve 

a serious apecification hf.as. Intact, the lagged dependent hias 

c~ be regarded as ne~igible vhen cmpared to the other. But 

standard error ia higher in the non-linear case, which could be 

due to a serial correbtion. The elasticity of substitution at the 

fin-len:l 1e -3.24 and is well above unity. Shareholders' elasticity 

of substitution b also higher than unity at -1.64, but not as high 

H the firaa' elaaticity. The estimates reveal a high Rensitivity 

on the part of fine to tu differentiation. 

Aleo noticeable is the dividend 1q which is 001' eatiaated 

at 0.3. It aeans that current dhid@Dda reflect only one-third of 

the cha~es in the desired dividends, which .inturn would mean that two-thirds of 

a change in the ta policy in t 1 tb year vill prolong its effect on dividends. 

It lll.lllt be stated however• that too auch reliance cannot be placed 

· on these est:lmatei!I also, for the simple reason that the non-linear 
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Table 5.3 Estimation by Causa-Hevton and the 

method of steepest descent. 

Conver~encv achiev<!d bw: Gau:;10 • 
final su• of souare1> "' .19648 
Sa111Ple 1951.-1977. 
Nu•ber. of ob1>erv.ations "' 27. 

E~~Pl.anatorv Esti•ated 
vari•bl• Coefficient 

~= ~~a (ii .~ g~ -3~gi~~r 
~= ~rrh .. .,1 ~ g~ -i :3~:~~ 
S* B < 0 > 1. 65563 

St•nd•rd 
Error 

• 400800 
• 866870 
o98S369 
• 857984 
.864897 

T 
Statist.ic o. 7~289 

-3. 73610 
-l.66387 

1·52062 
1 ·91425 

eetlmation has always been tricky. In our case, the final estiaatH 

shoved considerable variation whenever th• initial par .. ter eet 1a 

cbaqged. And uny a tiae convergence is QOt achieTed, though tha 

LA 
SI 
YE • B 

ams of 11quare11 changed only slowly. The poaible reaaona conl.cl be ~t 

firatly, the aaple ta too SM11 1 •ad secondly, the equation, though 

'identified' in the statiatical sense, i• too coaplex for the uttaatton. 

The alaeticity estiaates an far higher than those obtaiued by tha ltnur 

1tetbods. In viev of theae difficulties 1 only tbe linear equatioo. eatiu.tea 

ue relied for simulation purposes. 
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2 • Quantification of the bpac:t of tu differentiation on dividend~. 

TI1e method of quantification is as follows. For any 

given year, we shall obtain an imagioary level of dividends as if 

the tax policy had been neutral .. This can be achtevedhy ess!gning 

unit value to the tax differential variables fl and f and simulate 

the equation. The difference between the simulated dividends 

and the 'fitted dividends' can be interpreted es the irapact of the 

prevalent degree of tax differentiation. 

The fitted dividends and the siaulated dividends along 

vith the difference are pre:1ented in table S.S, and plotted in fig.5.3. 

In fig.5.3 the upper line indlci&tes the llOV'e!llent of simulated 

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

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

it ill cleer that the :htpact has been higher after 1959. Tbe abolition 

of groasing-up wideued the gap. Further the gap ts vid'-r during the 

perio~ in which the dbidenda tu was in operation, especially the 

years 1961 through 1968.. Even vhea. the dividend taxes were abolished 

in 1968, the gap has retu.iaed high compared to the earlier years, 

1951 through 1959. The avenge effect c011puted ft'Oll tal,le S.4 1e 0.64 

during 1951-1959, while it is 2.14 during 1960-1968, and 1.51 during 

1969-1977. (units of •easurement are same as dividends, naaely, as per cent 

of paid-up carittel.). 

11.01 

Table 5.4 Measurement of effect of tax diffet'ential 
on dividend behaviour. 1951 - 1977. 

fitted simulated total 
year div!dend11 dividends effect 

19~1. 6.9128 J:~1n ·mit 1;5~: Z:~m J·zA59 :·632 ' 
95~. 6.1356 .J 32 

·tr~~ tm: a:~m B:~m :5sh• 
r5~. 8.2355 e.e•H2 .65868 95 • ~=~;li 8 .4148 

.6F•~ 
1m: 11:m b~m pm l96l. u.zn 
1962. lo.1s1 11.916 • 7~9g tm: 10.,05 12.285 

=~6~5 rn:m lff? llli6'5. I • 32 2.110 1966. 9.1202 I .624 tun 196 7. 8.9881 p.613 
r•s. *.605i 18::6l m: .OBI.I 1:iu1 9.801 1.26 r11· p:gh H:m Jo., ;12. 

&:m H:j1l .919 9H: t:mi 19P· 9.3551 IY:\U 9.-to9 I .2181 ,;,,: 10.s• .1833 

Fig. 5.3 Effect of tax differential on dtridenda, 1951 - 1977. 

·---------------·--------------··---------------· . . 

. . . 
6 oc ·-----------·---·-·-------------·-·---·--·---·--· h'1.0 08SERYATla~9.J 1968.l 1911.o 

-- ·- !•':ft't~:d divfden~: '0'!~/ .. ~~?~ed !1vP~nd: · -------· 
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Seperation of effects at shareholders•and companies' levels. 

The tot.al effect can be split into two parts: Effect 

due to additional dividend taxes at c0tapany level and effect due 

to person.al income tax. The firet pntial effect can be obtained 

by sbulating with t•l. The second effect can be obtained with f•l. 

These are presented tn table 5.S and plotted in fig.5.4. In plotting 

the seperate effects are shovn by • single curve splitting the 

area Tepresenti'D8 the total effect, in two parts. For exaaple, 

out of the total vertical dtataace in any year. the diataace between 

the •)'llbole '1·anc1 ·o· repTUenta the effect due to personal tu aad 

the rut of the dhtance represent• the effect due to dividend tu:ea. 

Thia bisection above that auch of the i~•ct haa been 

due to peraonal ta.co.e tu and the impact of additional dividend 

tu:es bad been but negligible coaipued to the for.er. However upto 

the year 1959, the ahaded ttatch occupied such of the g~p. 

3. hidustrr-viae analzat.a. 

The RBI ample cOllpaniea used ill our analysis, are fairly 

homogeneous in the aenae that they all belong to the clue of India.a. 

widely-held co.paniea vith large capital hue. Also. most of the 

factors responsible for variation ia the dividend behaviour are taken 

... 
Table 5.5 Seperation of tax effects on dividends 

1951 - 1977. 
when simulated when daulated effect of ef1 fitted vith no ' year dividends 

with no per1tonal exce1111 di- ... 
dividends taxes iRCOll'e tu vidends ta• in< 

1951. 6.91Z8 1.1160 l .3697 .20314 .. 
19Sz. 1.z1oz z:1m f .6868 :nm .. 

6.5830 :~m 
.. 

n5': 6. 7356 6.9335 .19792 .. 
19ss. ~=~m l .6454 a:~m .2zo1 j •! 

8.3399 .2684 ., 
1m: 8 .2355 f .52C3 ::t~~~ .2848 

:~ 1958. 1.aHZ e.11e6 .27l"C 1959. r65H 8i65H 9.034~ .o I'. 960. 1.010 ! .oil H:lh .. 
961. .326 .32 .o 

196Z. o.1e1 10.1e 11.916 .o I: 1963. 10.405 1g;1~; 12.zes 
;g652 i 1964. 0.4lo\ lo.989 12·280 t (965. ~~,~~! ~:m :nn 966. 10.065 

1967. g::g~' 9.3069 11.10; :mH f: 
r~~= 

8.9C76 0.12 
~.0866 9.oet6 o.oto .o 

970. 9.8011 fci~8 1 i 11.267 • o l • 

Uj: 10.009 10.a¥i r-461 
.o I: 0.111 ~:U .o 

91 • 11-02 IA:l~ 
.o 

974. 0.3311 2.ue • o 1 • 

1m: Mm 1:~6il 1s:m .o I: lHl. 10.545 10.')45 1.ue :8 

Fig. 5.4 Seperation of tu effectfl on dividend•• 1951 - 1977. 

13.6C ·--------·-----·---------------·---------------: . . : . 
11.0l 

. 
6 oc ·--------·---·-·---·-----------·-·--------i;i1-o h51.0 -----···-·!~9.l 19611.3 • 

*•dividends simulated for total tax differentiation 
0-dividends si111ulated for excess dividends taxes 
~dlvidendR fitted 
2•Points that coincided. 
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care of Wea ve included them in the dividend equation. To that extent 

the po&11ibility of variation in the dividend behaviour across the 

firms is reduced. Heverthelese, there still exists scope for variation 

in the par4llll!lter esttutea. 

For one thing, though the statutory corporation tax rate 

is aaae for the 8.mlple caspaniea, the effective rate 1s not. The 

gap betwun the tvo differ froe fir. to Ura depending upon their 

cleiae of tu: deductions, u:~ttone and incentive&.. Same ia the case 

vi.th exceea dhidea.d tu rat... Further, the veights used in 

C09puting &'ftrage persoaal income t8% rate •ight also differ fo?' 

different: eo11paaiea. All these •lght ebov-up aa differencea in the 

coefficient eat:laatu U the dhidend equation ts fitted to fini-viae 

data. 

Even if the taz variablu do not differ, there still ed•t 

•ubatantial acope for variation between fima, oviag to the gOTernaent 

coutrola Wicb penade their actirlty at eYery atages contn1la on 

credi~· capacity creatiou, lll¥1aterial procuraMDt, prod1.1etin, aarketing, 

•1111 vell •• price controls, not to speak. of the comodity t4lation. 

These controls •ight neceaaitate 1pecific •thod• of finallC:f..al aa:nagaent. 

leading to difference• in the di.tdead preference•. 

... 
Huch of these variations itt dlrldend beha'riour can. be 

brought to surface by industry-vise aoalyaia. However, inorder not 

to loose the benefits of aggregation (not the least of such benefits 

being the subsl.111.ing of the specification bias if any), ve ahall 1111it 

the disaggregation to broad industry groups. For thi.~ purpose, the 

RBI classification of industries into all groups can be adapted. 

These are as follows: 

Group I. Agriculture and allied industries (plant•tioa.). 

Group 11. Mining aad quarryia.g. 

Group III.Agro-based aanufacturing industries (food,te.rtllea, et 

Group IV. Heavy MDufacturiq; ioduetrl .. ( ITOD ' eteel, and 
other 1tetal•, •chinery, tnneport equipment, 
cha.icale, and product• thereof)• 

Group v. Other •nufecturittg iadutriea ( C.-Ot, rubber, 

paper. and produce. thereof). 

Group VI. Ot:btr aoa.-u.aufacturb.g iodustriH (tT&diag, •hipping 

electricity generetioa and •upplf, hotel.a and natau-

ranta et:c.)5 • 

The e.piric&l anal.yd• ta •re or lua &SM u in the cu• of 

•Hn:gate data. To .tnhd.H c09Putatiou• ve .ul.1 follow a routine. 

Fint, we •hdl eat:iaate the linear regnHiou by OLS aDd the foar 

auto--regru•ioa procHaH, iuvol.Ying the fiuncl&l variables •• vell. 

Fra. out of these five equation eetiaates ve abal.1 cboon the OtMl 

vbich uy be considered u the beat fro11 the point of their •~ry 
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statistics u w.ll. as the: reliability of the coefficient est!aatee 

and their sign•. The coefficie:ats of the selected equation will be 

used to specify the initial parameter values for the oon-Hnear equation. 

The estimated ~linear parameter eetiaatee, depending upon their 

reliability will be aiaulated for tu effects as in the cHe of 

qgregate analysis. 

The regreseion results. 

Tablee 5.6 through 5.11 present the linear regression results. 

Aa expected, there are substantial differences a:mocg the six groups 

vith respect to the goadneH of fit, residual behaviour H vell as the 

coefficient eatiaatH of the dividend equatioaa. 

In the c ... of taduatey groupa, I, and II, there ta hardly 

any variation in the utiutea by alternative methods. The differencee 

1n the ii:2, and S!E ar\111 not vorth'10tiag. In these cuea, the OLS 

eatt.atea vill sene the purpoae aa well. But not so 1a. the other fbur 

groups, III, IV, V and VI. The differences in ii2 
1 SEE and con11111quently 

the coftfficient utiutu are aubataat1al.. The equations eatilu.t:e• by 

the tvo CLS •tbod• yielded better reeulta than the methods coabtning 

the iutnmental T&rlablu, namely, the Hatan.aka and t-rallt. methods. 

Between the eat:laatea by the two for.er GLS aetbods, the choice indeed 

1e dtffkult. But we •hall settle for the GLS-grid search estimates 

• 
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Table 5. 7 Auto-regression estimatH. 
Group II. Mining and quarrying induatrtu, 1951 - 1977. 

_, e . 11 e 21 I 31 I 41 I 5 I 
CCMMAND6lihE IOLSQ . I 15 IAUTOEST / 16 IAUTOEST / 171•~TOEST I 18 IAUTOEST I 191 Nl•U" C NSTR 27/ 0 27/ 0 ill 0 2b/ 0 27/ C .f~N STD ERR o9487E•Zl 1 9226E•OI 1923 •Ol .9732E•Ol 

1
93'6E-Cl 

;R .. S.;:t,..AKEO o.948 u.8S9 u.90 c.937 o.93b 

'2~E=~~;I~2f~:iov:::::I::2II~i::::::I::2II~i::::::i::~!I2!::::::I:~rr~!:::::r::~II I . 

c T slu
01 le::HJ: I le:i?W I le:i~m I le::m8 I e:;m~ 

j
1"'" r sl~r0 '1e .z:m , le z!m , le i:m 1 le i:m , le 2:m 

iP"1 r sfu0'1,::mse·ci, le :mae·01 , le :Ime-01 1 le :Hm:Sli 1,::um:g, 
;avL T sfo01 le ~~m I le o?m I le o?m I 11 ~~m I 
I• sl~1°'le=i~me·ci, le=i~mE·oi, le=i~me·01 , 

T sfA1°1le :mn:s1i le::mtE-Oll le=:~me-n, 
I •,6H4E-Ol e-1.094 I 

le::lm~:&L 

,, s~m 
I ""• 7blt8E•Cl l·l.Hl I 

r sfAT)'le::1me-c1, 1,::~me-01, le::msE-01, 1,::zme-01, 1,::m~e-c1, 
s• T slAT011e i!Mte-c1, lc :m~e-01, le :~rne-01, 1, i;me-01, le i7rnE-c1, 
•RHO•HA Tl 01 I .2254 ···------····--

El 

Ll 
I 1=:l8*ge-c1, 

. -· --!-~!~! ••.....•• ______ ----------------···-------- __ !_; ~.!~.! ___ l__ 
Note.. AUTOEST 16• GLS with iteretion, AUTOEST 17• GLS with grid-searching, AUTOEST 18• H.atanalr.a 

reddual adjustlll!lnt vith GLS, AUTOEST 19• Wallie GLS with fostrU111eatal variables. 
Other apbole are H1H .. ia table 5. 2. 

Table .5.8 AutoregrH•iC?n estimates. 
Group Ill. Agro ... bHd Manufacturing induatriea 1 1951 - 1977. 

e 11 I ~) t 31 ! 41 ( SI 
CG'-rANutLI•E IOLSQ / zo 1•1.TGEH / 21 1•uroesr / 22 1•cTGE>T / 23 1•ur~esr ; z4 I h/f\U~ ~QNSTR 2.11 C 27/ O 271 0 26/ 0 l.7/ c 
~=~=C!~efiRR 5~:g~c-c1 o?~~jE-01 O?gf§!: .. cil . C~~~*E""Ol a·~g~gc-c1 

~~~=~~~!~~~Li2!::::::i::~!E!::::::i::~n~~::::::i::~!i~!:::::i::~n~~::::::I::~n 
c T shrJ1le l:m > I, l:U; , le 1:m , I c i :i~g , 1, ~:m 
1
"" r sful1le ~~2t~ , le ~~m , le i~m I 11 z:m , I< 2~m 

PH! T sfAT01 le=:trnc-Oll l<:i:rn I j,:;~m I l1::m1 I lc::;m 
Pl T sf.r01 I( :nm:~f, le::ma 1 le::UH I l(::HH I l1::tm 
DVL T sfA1llle z!SU >le :~m 1 le :m~ , le i~m , I, i:~Ai 
lh 

1 sfu01 le=r?JHE.-01 , le=r~mE-01 , le=r~mE-0 1 , l<=i~me-01 , l<=i~me-ci, 
EX T sbU 1 le=:~m , le=i~m I l<:i~m I l<=i~m , 1,:i:m 
Ll r sf u 0' I e=r~m I /1:i~m I lt:i~ni I l1::~m 1 le:i~S~~ 
SA T sfu0'le :~me·ci, le i~!i~e-oi, I< i~mE-Ci, le i;*~ge-ol, Ii r:me-~i, 
•Rl-O•H•TI JI I .4153 --·---···-· 
- .... -.. ! .. ~!.:! _____ ,._ -----.............. ----------------------- ... ! .. ! ! ~~~-- .... ! .. 

Notear AIJTO!ST 21• GLS vtth iteration, AUTO!ST 22• GLS vith grid-searchtng 1 AUTOEST 23• Hatanaka 
relidual adjustMnt vith CLS, AUTO!ST 24• Wallb CLS with instrumental variables. 
Other aymbob are .... H in tabl• 5.2. 

"' ~ 



Table S.9 Autore9resHion Htim.atu. 

Group IV. Heavy aattufacturittg induatrie.. 1951 ·- 1977. 

I
Ca• .. nd/Lino JOLSQ.. / 26 IAUTOEST / 27 IAUTDE

0

ST / 28 IAUTOEST / 29 NAUTDEST I 30 I 
~~~u;tga~~~r I .89si~!o1° f .886~~!01 ° I . 796~~!01 ° I . 9:Jo~t~o1° ; • 886~~:::01 ° : 
~;;~~;;i;;i;-f o~~!!~-,--o;fnv£!!!£_, __ o;f nv~!!~~-,--o;fnv£!!~£-c--o;7nv~:.!~~--;--o;f !------------------------------------------------------------------------------------

:c ( 0)1 .2as1 I -.203.. I .11 .. , I .26 .. 9 I -·1489 
' T stat. I( .2219 > f(-.1648 > I( .1011 > IC .171:5 > l<-ol20J 
;tNC" ( O>I 07288£-01 I 03610£-01 I ... :594 I 03266£-01 I .JB96£-01 

T ~t.at. I( ,6097 > I( ,J:529 ) I< J ... 16 ) I< .29-tJ > IC .J7.... > 
PHI ( OH •02688 I -.1271 I .. ,9397 I -.2181 I -.1439 

T st.at. I c-.6201 , I (-.3094 ) I c-t.91, ) J (-.4617 ) I <-.3479 
PI < 0)1 -.2:582£-01 J ,,.41,.£-01 J ..... 023 I ol61SE-01 I ,6296£-01 

T st.•t. 1(-.1114 ) f( .3331 ) 1(-1,807 > IC o620BE'-01> IC .2813 ) 
DVL C O>I 08293 I •9283 I ,2750 I 09007 I 09199 

T st•t. JC 4,449 ) IC So462 ) I( lo727 > I( '4,90.. > I< ~.J~3 

IN ( OJI -.1148 I -.t380 I -01501 I -.1347 I -.13~1 
T st•t 1(-1.948 ) 1(-20494 l IC-2091:5 J 1<-2.174 > J<-2.424 

EX < O>I .:51'42£-01 I .t9S9 I -.3150£-01 I .78.,SE-01 I .1794 
T st.at. I( .1 .. =sa ) I( 05596 ) l<-.113:5 .) I( .18'15 ) I( .sus 

LI < 0)1 .. ,2820 I -.319:5 I -.3667£-01 I -,2843 I ..... 3136 
T st.at. l<-.8439 ) 1<""'1.036 > IC-"1343 > J(-,8395 > IC-1.009 

SA ( 0)1 .3408E•01 I .'4327£-01 I .132SE-01 J 044'95£-01 I ,4223E'-01 r stat IC 2.131 > I< 2.590 > re 1.379 > I< 2 ..... 1 > u 2.536 , 
•RHD*HAT( 0> I - .2427 ---------------

T ..itat. f<-l.211 ) ------ .. --------------------------------------------------------------NotHJ AU'tOESt 27• GLS vith iteratiou, AUTO!ST 28• GLS With grid-aurching. AUTOEST 29• Hau.naka 
reddual. adju•tant with GLS• AUTOEST JO- Wallis GLS w-ith iaatrum.ental variablea. 
Other ayabols• a• in table 5,2, 

Table 5.10 AutoregreHion eatim.atu. 
Group V. Other sa~utacturing ind\19triu, 1951 ... 1977. 

Co•11and/Lin• t OLSO -/ 24 I AuroEsr ... / 25 I AUrotsr-i 26 I AUTOEST. i 27 I AUroEsr .. ;. 28 I 
N/Nu• Constr I 27/ 0 I 27/ 0 J 27/ 0 I 26/ 0 I 271 0 I 
EGn Std Err I 06:569£-01 I .6183£-01 I .6179£-01 I .6579E-01 t .6214£-01 I 
~=~~~~~!~----~--~:!~~------! .... ~!!~=------~--~.:.!~! .......... _ .. ~_-~:.!:~ ... -----!.--~!.~~~------~ 
!!~-~!~~!~~! .. !~! ............. ! .... ~~!~~------! .... ~~!!! .... ----!--~!!.~~------~--~~!_~~----- C 0) I 

I 1 ... 33 I 1.459 
) I ( 20841 > I< 2 ,479 < oi1 1.sas 1 1.444 

T stat. IC 2.550 > I ( 2.816 

DUL I .707? I .7034 
I( 7"0912 > I< 6033:5" 

< 0>1 .6830 1 .1os1 
stat. IC 7.171 > I< 7,857 

I - .2226 I -02296 
) 1(-1.624 ) I <-1.414 

·rNCH < O>I -,217S f -·2238 
\ T stat I <-1.390 ) I C-1.016 

!PHI T .. i.t.0 ':,:i~t~: ) ~c:i~~~~ ) :<:i~~:i } :,:;~~~~ 
,PI < Oll -.1156 I -•1004 I -.9836£-01 I -.1059 

T 9tat. 1(-,9286 > 1(-.9900 > 1(-.98:53 > l<-.9453 

I l 1468 
) I< 2.765 

I • 7002 
> r < 7 .738 

I -,2253 
) J (-1.592 

l -.3803 
> I (-1.324 
> r -.t042 

1(-.9925 
j IN ( 0) I - .'4734£-01 I - 06029£-01 I - •6151£-01 I - • 5446E-01 
· r at•t. rc-.9323 > 1c-1.395 > rc-1.447 > 1c-1.104 > I - oS781E-Ol 

I C-1 o295 ) 
I EX ( Ol I -.476'E-01 I -.4627E-02 I -.3222£-02 I - .7883£-02 
1 r st.at IC-.2941 > t<-.3365£-o·u l<-·23B1E-01> r<-.:So59E-01> I - • 8887E-02 

I (- .6249E-01> 
LJ < 0>1 01840 I ,1916 I t1910 I .1930 

T st.•t. I( lo223 J l(·J,.517 ) I( 1,:534 > IC 10314 ) I .1918 
I( 1.474 

SA T s~•t.O>~( j~i~~E-01> f< j~;~:E-01> \< ~~~;~E-01> ~< j~~!iE-01> :c j~~~~E-Ol> 
tRHDtHAT( 0) I -.3528 ---------------

T stat /(-1,249 t 

--------- .. --~c;;z-i.UiOEST-2S:..-GLS~1th-1t";r;t10i;--AU10iif26:GtS Wtth"'Rr-fit":.a;a-rchine:. AUTOEST 27• ttatanaka 
rHidual Uju.tMnt vi.th GLS, A.Ut'O!ST 28• W.1111 GLS vi th in•trU!flental variable•• 
Other •ytlbols, H in table S.2. 
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for the groupa III, IV, and V, and GLS-iteratioa eatiaatea for group Vl 

The selected regrel!!lllion results are •~rl•ed in table S.12. 

Pint, let Wll consider the estimate• of the lag paraaeter. 

The lag paraaeter is 110t always aigtlificant: in th.! disaggregated anal.ye 

Thia ill quite in contrast to the earlier finding• H vell u our ovn 

findings based on aggregate data, regarding the general applicability Cl 

Lintner'• hypothesb in ladia. Groupe I. III, and VI, vhere it b not 

aignificant, consiet of ·~ of the -jor 1.ndu.trlH aucb u tea planta 

food, textile., electricity geaeratioa and dbtribatian, abipplq and t 

botal• and restaurants. Tbe reeult. •how that iD. the" gmup•, the 

current dbidend• adjust f.utau.taaeoualy ta· the dHired 1 ... i.. Thi• 

pheOOllllDOD .. ,. p•rtly be attdbatcd to the fact, that factors which an 

rHpoDtiibla for much of the uncertaiaity reaultiag in a cautiou appraa 

oa tlw put of the unage.eae., are the a.e u thoffi alrudy included 

in tM dbidnd equatiOD. But tbi• uplmaatioa U not eatirely Htief&1 

becauee, were it ao, it ebolll.d eqaally be true ill the caM of other 

:l.Dduatrie• u v!!.ll. The did.dead inertia b fairly bigb ia. the cue of 

group a It and V, vbereae it ia moderate iii tbe cue of 9roap IV. 

Profit• .-ariable te dpificant in ll08t of tba cuu, •• 

expected. lut it bH • vroag atgn la the UH of group ·v. The HtfuU 

of iacc.e ei .. ttcity ••ry fn. 0.3 for group Itt to 1.75 for group II. 
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Infact, for groups 1. III and VI, where there h not aufficient evidence 

for lagged adju11t'ml!nt, the eeti.mates should be coaaidered as auch su.lla 

Also, the profits variable should be regarded u ittsignificant for group 

inviev of the negative sign. Thus none of the eatlaates provide evidenc· 

in favour of unit tnccxie ela1ticity, which, as di11c1.u1a«d above, b one 

indication of the specification bias. 

Tu diffe:rential turn• out to ba an iaportant variable in thre1 

out of &i.Jr: groups, and iaterest!nsly, the three groupa, ltt, IV, and V, 

compriH the aanufacturing u.ctor in India, whose ahare of paid-up capil:l 

i.Q tha aampla, 19 over 75 per. cent. Ia tha caaa of group ti it c.arrlH 

correct lign but 110t aign.ificant. The Htiaate of aluticity nriu 

froa ..0.26 for group tI to -1.28 for 1roup V. The taz depre:Htcm. nrtab: 

ucept in the cue of group I, reutu. •Htly imtpificaot. It carroe1 

even a Vf'01l8 dgn iD Ula CHa of group• 1 . .ln8 11. ..t&icb again 1a con.trar. 

to the earlier finding• reg•rding the interpretation. of tbe c•pacity Tar: 

in teru of 11at cub-flov•. In our cu•• the auitable in.terpretatioa. 

•ae. to be aroH cub-flova. 

llly .. t:allt d...od tend• to be an illportaa.t factor :la. fin out c 

the ab group•, the exception being• not aurpriaiagly• the qricult'lft u: 

allied group C09pri•1n1 .. inly the pl.antationa. Th• other conabtaatly 

dgaifiaot nriable has bee_a eel.es change variable. But the .. i .. cbangt 
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variable •e- to plAy a kind of •'double-role', eometil:Dee representing 

growth prospect• and prof.it potential, and sa.etfJ.!s representing demand 

for retanticm. of profit• to .eet working. capital needs. Captial structure 

has been eigniticant in the CHe of groups I and III, whereas the 

liquidity de:aaod factor turns out to be important for groups III and V. 

These findinga regarding the influence of financial vadable11 on dividend11, 

are not entirely in agreeaeat with tho11e of t.he earlier empirical attempts. 

Sinca the data be•e and U.e-period ill tDOre or le110 coa:aon, the reason11 

for the differences iD the findings aee. to be the •pecification of the 

equation and •tbod• of eetbaatton. 

The non-linear e•tiaate• by Cauas-Bevtoa Mlthod. 

Tba noa-Unaar e•tiaation ta not always succeHful. 

Th• aethod failed to achieft conwargence la. the case of sroup• I 

and II. (tablaa S.13 throua:h 5.16. The results for the aanufe-

cturtng eector abav that tha coefficients of tu: fact.on repreaentins 

the duticitie• of dividaad prefen:nces, are Vllll above unity• 

whereas the reatdctiOa of incoae elattcity at oae, eeea to be. 

DOt f~ froa nality. the aatlaate• of lag paraeter for sroupa 

Ill, IV ad V en 0.4, 0.36 and 0.28 reepectittly. 

.78. 

Table 5.13 Estimates by Gause-Nevton eethoda. 
Croup III. Agro-based manufacturing 1ndustries,1951-19j 

conversence .;ichif.!V{'d bv :1GU;;:-; 
***Coe ffi dent :;.ltj err-;:. co1u-uted rro11t lasL Gaus~ stet#, 
Final SUll uf '.<.A•S•' r1!;: ..:: • \3901 

Sa111pl~ 19S1.-l'i77• 
Nun:ibcr of Obs('r•1at.ior1s 27. 

E;:Planator~ Esli•~ted T 
Variatile Coeftici1:'nt Shtistic ,. LA11 (.).) ( 0) • 406547 3. 530931 LAH O> 

2* SIG (.a-) ( 0) -3.89741 -2.3'.:!7260 SIG 0) 
3* YETftcit.> ( OJ -1 .41404 -2. 197760 0fE r., O> 

F:-Sac.i~•red = .94323 AdJ R Sa =.92212 
Dur"1in-lrJat~on Statistic <fldJ. for o. G~r>s) ..,. 2.!•56'1 
Sum of Snuar~d Residuals = .13S'Ol 
Standard Error of t.he Rc-Sression = ,067061 
F-St;:it.i~tic< 2., 24.> =- -i2.ooo ~is Le .. ·£-1 tCtfl,Ct 
Cor.dition Nu•ber at 1eaf'.t 26.651i' 

----~.!_si_d1~_a_.~_._H_e<i~~_:_°.!3~-~-~-·- ··-·------··----

14 .oo· 

9,93 

6 i :~ .!.~---- -~=~~ji_5;~ ~----------i96S:;----------i;;;:i 
<>-dhidends •i11Ulated for total tax differenti•tion 
+.dtvidenda aimulated for exceu dividends uxe•. 
*•fitted divdende-
2-pointn coincided. 
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T•bh 5.14 Estt .. tea by Causa-Newton methods. 
Group IV. Heavy 111.anufacturing industries, 1951-1977. 

conversi?nce ilchieved b°" ~.:ius~ 
***Coefficient ~td errs co11r•uted frol'I I.isl Gauss st.er. 
Fioal su• of saui!lres. = .145~2 

,. 
2• 
3* 

Sa111·Je HSL-1977. 
NuJ11ber of Observations 27. 

ExPlanatorv Est.l111at.ed T Variable CC\PfrJcient Statistic 
LAH ( OJ .366S47 1. 870983 LAH SIG ( OJ 
YETA ( OJ 

-2.32213 
-1.72768 -3.249812 

-2, BS7493 SIG 
OJ 
OJ 
OJ YETA 

R-Souared = .98645 AdJ R So =.97813 
Durbin-Watson Statistic <Ad..i. for Clo Go:Ps) = 
Sua of Souared Re~idua:ls; = • 14532 
Standard Errnr of th'<' Re!l:re~sion = ·057:_1:63 
F-Statjslid 2., 74.) = SJ.ooo Siri l.c'"h'l 
Condition Nu111ber at lea-;t .26.659 
R~_sidual Hean = .007653 

1. 7635 

Pig. S.6 Impact of tu ditfe:reattd on dividends, 1951-1977. 
Croup IV. He•vy aanuf•cturing industrte11. 

i 8; .. o--t .:._::::=--------+---------------+---------------t 

13.33 

e.21 

3. 20 +---------------+---------------+---------------+ 1951.0 1959.7 1968.3 1977.0 Observation 
---'•'mf'Tnv ( 0) 'O'•SIHDV ( O> 'f'•SDEL * •fitted dbidend11 

0 -dividead11 llimuhted for totd tu dtfferl!lttfal + • divtdend11 l!lf.111ulated for differential effected through excea111 
exces11 dividends taxe11. 

2 • points conc14ed. 

BO, 

Table 5.15 Eatilll.l!ltes by Gauss-Newton .ethod11. 
Group V. Other manufacturing indu11triea, 1951-1977 • 

conver9e~•CI! <:>£hi~ded,.~~ ~~:~~t~J ~~~~e~~st Gauss step, 
~T~~le~~!c~~nsn~are~ = t97~bS29 

~~:~~~: ~rs~b;ervetiiouc; = 27. 

E~~PlanO?tor':I 
IJariable 

OJ 
OJ 
0) 

Esti .. ated 
Coefficient 

.2865-48 
-1.96373 
-1.24593 

T 
Statistic 

3. 301)982 LAH 
-1.976812 SIG 
-J .848398 YETA 

O> 
0) 
OJ 

95.·J fe-

lap•ct of cu differentiation on dividend•, 1951-1977 • 
Fig. S. 7 Croup V • Other unufactaring industries. 

j~ Q40·-t:_::::::: ______ _ ---------------+-----C---------t 

2.021 

1.013 

: ----+---------------+ 0.1951 .~----------1;;;:;----------i 9.S8. 3 t 977 .o 
, •• ~~;~vv•ti~n 0) ·o.~~~~-~-DY -- ~ ____ o! _ _:_•'•BDEL 

---. - ... fitted dividend:ted for total tax differentiation ; :!:!::::: :!:~ated f0r differentiation caused by 
excesa dividends taxee. 
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Table 5.16 ~tt .. teit by r.auss-Hevton methods. 
Group VI. Other non-manufacturinR industries. 1951-1977. 

Em>liloiltorv Est hated T Variable Coefficient Statistic 
LAH 
SIG 
YETA 

( Ol .J 3698S' 
( Ol - • 321236 
( 0) - • 568362 

1. 659381 LAH 
-1.573828 SIG 
-1.48547'4 YEHl 

Ol 
Ol 
OJ 

1. 3P.68 

9'5 .o 

Fig. S.8 Iapact of tax dtfferaatiation on dividends, 1951-1977. 
Croup VI. Other aanufacturing iaduatriea. 
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* •fitted dtddendtt 
O -dividends ahtulated for total tax differentiation 
+•dividends simulated for differentiation caused by 

exce~s dividends talltes. 
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in the linear regressions. Ott the other eatlu.tea of elasticity of subs· 

tutionbetveen dividends and retentions are aignificaatly higher than the 

linear estimates. Particularly for groupa III and IV it b ae high 

as J.9 and 2.32. The elasticity est.1Mtes at shareholders' level 

are also well above unity. 

~· 

The s1-ulation azerche U carried out only for the groups 

Ill t~rough VI and not attempted for group• I and 11 in view of the 

unexpected sign carried by the tax differential variable. The tax effects 

tabulated in tables 5.17 thraugh 5.20 and plotted H fig•. S.5 through 5. 

Table S.21 sunaariaes the abtulated effects of ta: differentiation • 

The study period vaa diYided tato three 9-year aub-pertods and the 

yearly effecte vere averaged. over each of the sub-periods. The 

sumu.deed averqee ehow that the effect bu been the htghHt ·ta. tnduatri 

under grouo IV and group III, moderate ta group VJ and negligible in 

group VI. The averages indicate that the effect, in all the four UStl.9 1 

vae the htgheat during the sub-period 1960-1968, which agree vttb the 

tendency in the aggregate Ulilults as vell. The splitting of the effect 

with respect to tu dtffereottatioa. at ~any and abareboldan' level.a 

shov that the effect of m::ceH dividends taxes ie 1tt1cb lower co.pared to 

that of personal incOlle tu, which also U in line vtth our findings of 

the aggregate analysts. 



Table .5.11 Effect of tax differentiation on dividend11, 1951 .. 1977 
Group III. Agro-based manufactu?"ing industriea. 

year fitted dmulated total effect dividends dividends dmu- effect of effect of 
dividend• divid•nd.• of tax dif- simulated only lated only for excess pe?'sonal 

ferentiation for zero zero llersonal dividend income 
excess dividend income tax taxes tax 
~ 

1951. 9.1337 10.563 1.4313 10 • .206 1. 0727 9. 4546 '32096 1952, 7. 97B2 9. 2285 1.2so2 a. 9153 • 93703 8. 2586 • 28035 1953. 7 .0343 a. s304 1.1964 8. 5309 • 89664 7. 9026 .268'.27 1954. 7. 2092 0.3377 1.1296 8.05-18 .84659 7.461:5 .25329 · 1955. e.3201 9. 9395 l 06194 9.6021 l ·2820 a. 0124 • ..:9:?:?6 1956. a.2554 9o1893 • 93376 8. 8333 .57775 a. S8ti4 •. ~3270 1957. 7. 7480 a. 71'44 • 9663'4 8.3649 • 61686 B, 0717 .32364 = 1?58. 9,2999 9.3351 1.0352 8. 9607 • 66080 8 .0466 .34669 l 959, 9,5924 10.356 • 76380 10. 356 • 76380 9. 5914 .o 1960. 10 .129 13.280 3.1512 13. 280 3 .1512 l 0 .i 29 .o 1961. 9. 6327 12.629 2o'1967 12. 629 2.9967 9. 63:?7 .o • "19.!:1:2. 0 .e000 11.607 2. 7269 11 .607 2.7269 e. 0000 .o ~1963. 9. 9830 11. 921 2. 9377 11. 921 2. 9377 8.9830 .o 1964. So 1277 ll o 156 3.0279 10. 721 2 I 5934 0. 4~;11 • 32939 i 1965. 7. 86,7 10.532 2. 6666 10.122 2 .2564 B, 194S .31878 1966. 7. 4852 11. 397 J.9114 10 ,953 J. '4675 7. 7896 • 30442 11967. 6. 9698 10.612 3.6421 10 .199 3.2288 7.2533 • 28346 l<JoB. 7. 0533 9.6517 2.5984 9.2758 2.~225 7 .3391 • :?9585 11"'69. 7 06192 906169 1. 9977 9 06169 1. 9977 7 .6192 .o 11m: 7.6915 9, 7718 2.0903 9, 7718 2. 0803 7 .6915 .o 8 .2687 10.437 201679 10.437 2 .16·79 8, 2687 .o i 1972. a.9290 11.74:! 2 ·8135 11.742 2. 8135 a.·n90 • 0 i 1973. 10.104 13.287 3 .1837 13.287 3.1837 l 0 .I 04 • 0 j 1974. 9. 0353 11. 882 2.8470 11 .aa2 2 .8470 9.0353 .o 1975. 7. 8709 9,9344 2.0636 9,9344 2. 0636 7. 8708 .o i 1976. 8. 2674 10.297 ::? • 0295 10. 297 2 .0295 F.I. 2.S74 .o 
I 1$'77 • 9. 4830 10.203 1.1201 10.203 1. 7201 8.4830 • 0 

Table S.18 Effect of tax diffet'entiation on dividends, 1951 - 1977 
Group IV. Heavy manufactu?"ing industries. 

year fitted aimulated total effect dividends dividendfll simu- effect of effect of 
dividend a dividends of tax diff- simulated only lated only for exceas oersonal 

erentiatioa. for zero excess 1 i dividend income 
dividends tax ~=~sona ncome taxes. tax 

\ 1951. 506687 7.1833 1,5147 6.7910 1.1223 ~:rm :Hm 11•52. 5.8290 7.JS65 1,5575 6 .'1930 1.1540 1953. S.'4767 6.9~01 1.463., 6.5610 1.0943 5. 7932 ·,316'19 j 1954. i:mB 7.:3816 1. 5987 7.1675 l ol8'45 603287 • 34575 i 1955, B,6870 2.1s22 s.2125 1. 7077 ~:m~ • 37~76 1956,. 6.5017 7.7397 1.2381 7. 2579 • 75624 .43167 . 1957. 6.1616 7.'4599 1 :~~r~ 6.9793 ,81770 6. 5857 .42411 : 19:58. 6.5574 7,9390 7 .1276 • 87022 7. 0087 • 45134 : 1959. 9,5394 9.6731 1o1334 9. 6731 1.1334 0. 5396 .o = 1960, 9t'4268 1'4.646 S.2193 1106'46 5.2193 9.'1268 .o 1961. ~:~m 13.969 4,9779 13.969 ... 9779 B, 9908 .o ~ 

1942. 14.250 5,0323 140250 5. 0323 9 • .2177 .o 1963. •·2004 14.:578 5,3775 1'4.578 5. 3775 9 .200'4 .o 1944. •·365• 15.677 4.3111 1'4.696 5,3300 9. 9912 • 62525 l96:i. 9,2207 14.825 5.60.,6 13 ,997 4. 6768 9. 8362 .61556 1966. 7 ,3333 14.:S31 7. t 975 13.621 6-2881 7. 8246 • 49131 1967. 6.9301 13.732 6,8018 12.973 5, 9'424 7.39'44 ,46430 1968. 7,3974 12.321 4,9239~ 11.sso 1·1:328 7 .891'4 .4938'4 1969. e.0393 11.741 3,7020 11.7'41 3. 70~0 8. 0393 .o 1970. 805260 12.ses '4.0591 12.595 ... 0,-91 9. 5260 .o ' 1971. •·0755 13.255 4 .t 791 llo25S 4 .J 791 9.07,5 .o '. 1972. 9o651S 15.070 S.4181 1s.010 S.'4181 9.6515 ,O 1973. ~~1m 1:1.621 ~·6164 15·621 5: ~~t~ 10. 005 .o 1974. 15.217 1So217 '· 7'459 • 0 1973. 10.447 15.257 .. :ari1 1,.2:;7 4. 8105 l0o4'47 .o 1976. llo4U 16. 423 4,9319 160'423 ... 9318 11.491 .o 1977. 11.62?' 1:5.700 4.0730 15. 700 '4.0730 11.627 .o 
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Table S.19 
Eftect of taa ditterentiation on dividends, 1951 - 1977 
Group v. Other aanutacturing industries. 

YHr fitted •iraulated total effect dividancb dividend• divtdead• dividend• of tu diff-
simulated only simulated only effect of effect of erenttation 
for zero excess for personal excesa personal dividend• tax inCOllle tax dividends income 

tax . .. 1951. 104908 l.6568 ·16593 1 o61 
: 12683 1 :sS1J :38356.E-Ot 

1952. 1.5129 lo6813 o 16839 1 o639B 1953. 1.9959 200958 o2099J 200440 .1se10 1.9337 047812£-01 
1954. 1.0021 

f:~m ·20724 2.0101 oHi609 1.9093 • 4 '20!5E-01 

1955. 102865 .J7701 1o427J .i 4083 l. 3191 o32601E-01 
1956. l 04247 1.5399 • 11508 l o496J , 71602E-Ol 1. 4661 • 4140'4£-0l 

1957. lo2<428 1.3533 .11053 1. 3138 • 70967£-0J 1 .2002 o37 .. 19E-01 
1958, 1.4335 1.5610 012749 1.5154 , 8185SE-Ol 1 ·4767 ... JHi9E-01 
19!59. 2.8648 J.0284 o 16361 300284 o 16361 2.8648 .o 
1960. 2. 3228 208267 .!50394 2 08267 • 50394 2. 3228 .o "' 
1961. 1. 7724 2.1569 .384!53 2.1569 • 38453 1. 7724 .o 
1962. 106400 109913 • 3!5137 109913 ·35137 1.6400 .o 
1963, 1.3370 106414 ,30437 106414 

I 30437 1. 3370 .o 
1964'. 1 o!506!5 1.8952 • 39873 1.8414 • 33493 1.550!5 04'4016£-01 
196!5. l 06891 2.0972 • 39811 2. 0280 ,JJSB:S 1. 738!5 

I 49354E-01 
19660 1.4951 2.0210 .!53267 l 09702 • 47511 l .!5389 • 4'3936£-01 
1967. l o61JO 2.1e:so ,57397 2.1230 ·51194 1.6582 .47:!3SE-01 
19680 lo6024 2.0115 040907 l o9!544 03!5197 1 .6 .. 93 .'46818E-Ol 
1969. 1.9739 202184 .34456 2.2194 ol .. 4!56 1.9739 .o 
1970. l 08240 201697 • 34!564 2ol697 0 34!56 .. 1.9240 .o 
1971. l.4441 1.7096 o26:S:Sl 1. 7096 • 26553 l o44'41 .o 
197:!, 1.2419 t.!5146 027276 1.5146 ·27276 1.2419 .o 
1973, 1.2100 1 .. 4757 ·26577 1,4757 .26577 1.2100 .o 
1974. ·67398 .a2202 .1 .. 804 .02202 ·14804 • 67398 .o 
197:5, 1.01s1 l 02727 ·19767 1. 2727 .19747 1.0751 .o 
19760 1.0739 1.2591 .1es24 l o2!591 .18524 1.0739 .o 

. 1977. • 71326 .A1'!'i41 .1021s ,82541 .1021!5 • 71326 .o 

Table 5,20 !ffect of t&:lt diffuentiation on dividenda, 1951 - 1977 
Croup Vt, Other non1anufacturin11; industries. 

year total effect dividends dividend! effect of fitted daulated of tax diff ... dmulated only simulated onlv effect of 
dividend.• divideada ereo.tiation for zero tixces9 !:~ ~:~~=e~:- :~~~~=nda 

personal 
dividends tu income tax 

tax -----
l 95 l. ti.Jld8 o.~863 .01i.i;9e .. 01 b.J70 .~ 1391C -01 o.J31to .1s~ !2:£-u 1 
<;S~ • o.1t4t:U ei .S 155 • 7.(215E•Ol b ,1t9H .?5'0lltE-Ol o.10V3 .11c-;~c-1..1 

l ~5~. o.Olbil t: .1Clt2 .ti 7b'5 7E -o l o'J ,:)!;!~ .Sl51t lE-01 c.i .u525 • 1Si6UE-1.. l 
1C:,5't. ~:JoH ~ .1b90 .&3942~ -o l '5. 753 .1td7 llE-Ol s. 12:02 • l? lC lf;-1,, l 
l C,';]5. c. lot«ta .o30~0E-0 l o.12a .tic1b 75E-Ul b. J 17d doci.0::.-,,;1 
i <;':)o. ~:rt~~ o.H53 , 5o99'tl:.-O l b. 751t ,J5926C-Ol o.'1 ;q3 .2:0-ic lE-1.. l 
l ~~ 1. 1:m1 .o .. 3'1,,e-u l 7. l-:.5 .1tl90JE-Ol 7.l'f"Jtl , .:::.: ~:I c-L l 
i s;c. 7.20•9 .05l'tbt-Ol 1. ''-9 ,4.!3'11tt.-Ol 7 -~l.'1'> .ti.bl .. ~-t,,; 1 
i 5?9. 1.ii.1,. 7 • .Zt;Cl .ctlbJ9t-Ol 7 .(90 .42Cd5t-Ol 7 • .?.47"' .u 
l"1oC • l:~~H l:rn~ • isi;zo 7.7 lO .15dlb 1.?52b .o "' 1%1. .lbO't5 7•"1 7 • J.oO't') 1.0~ 7J .u ~ 

1501.. l./BH 1.·Hs .. • lblJ.5 7 .545 • l&l25 7. 704 l .<) 
15oJ. 7,U:iid• .fo .u~os • l 72Qa :;,C30 .11200 7 .e5~'t "' l '1b"t. s.oe>Jtt ~=~rn :U~8l ~-230 .uzn B.<.'or.13 .~1':16 -cl 
19o5. 6 ... on ~:m • ltiJ91 8.'t Ji-J .L:il:C -o l 
l 9tib. th'5&'tb E.3~53 .26079 .2?3db .:t.c:d08 .202 .. •cl 
1%7. d •. HitS o .oc1 .. .z 1ZOZ a,581 .~4o'tij o.301..l.3 ol5iif: -cl 
l 9oi:. 0 •'- 50111 c .\570 • .lOOOti· 5.:.31 .1 74 ~7 H.t:d 15 . ~' l It -cl 

1tm: ~·~700 Cl ... 2419 : t~~8~ 6. <tl\ • lltdtlb 8 .i 1o0 ,<) 
."tilb a.b'tob Oo.b't6 .1~71)b ljo<t'tlO .v 

jt;B: o.3170 t: .:.+bt:.6 .h9b0 a."l)b • l't9b0 o •. H70 .o 
~:~t~A t! .12t.2 • ltllU9 a .120 .10109 o.~ct5l .v 

I l 573 • 9 .. 1c.z9 .18691 -1.102 • ld,,'11 o • ~ l ctU .J 
llC,Jlt. 8.91tdb 9 .13~3 .10 ~05 '.1 Jtl .109b5 d ,.,ic.oo .u 
1'175. l~ol IJ 10. !'iio • lbl't6 i.U.3') .102 'lij 10, I 73 .v 
1 '77t. l0.~3· l~·ZC8 • L70l't lJ.lO .110 lit lU .J3t:s ,<) 

I ~77 • 10.cH"i l0.116 .1 .. .i:!db 10.1 7 • l'flijO iu.0,,5 .u 
I 
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Table S.21 Average effect of tax differentiation by indu9try 
groups and by three sub-periods. 

(a.) over-all effect 
(dividends as per cent of paidup capl) 

industry 
group 1951-1959 1960-1968 1969-1977 19Sl-1977 

III. 1.15 3.07 2.32 2.18 
IV. 1.49 S.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 

industry 
group 1951-1959 1960-1968 1969-1977 1951-1977 

III. o.ee 2.96 2.29 2.04 
IV. 1.16 5.41 4.69 3.15 
v. 0.12 0.40 0.24 0.26 

VI. • 0.04 0.19 0.11 0.13 
All ind. 0.43 1.95 1.51 1.30 

(c) effect due to u:ceaa dividends taxea 

industry 1951-1959 1960-1968 1969-;I.977 1951-1971 group 

Ill. 0.21 O.ll all 0.14 
IV. 0.33 o.Jo nil 0.21 
v. o.04 0.03 nil 0.02 

VI. 0.02 0.01 nil 0.01 
All iad. 0.21 0.19 nu 0.13 

Hotes: Each amber is a 9-year &ftr&ge and figures in. the last col!.BD.S 
are average• over the entire perio4. 

Sources: Tables 5 .. 17 through 5.20 , . 5.4 and 5.S 

.88. 

In thia chapter an attempt vas ude to fit the dividend mode: 

postulated 1D the earlier chapter to the time-seriea data on Indian 

corporate sector and thereby measure the dividend-sensitivity to 

variation in the tax differentiation. as well as quantify the tax 

effects by simulating the eatimated model. 

Stuting vitb relatively aimpler degenerat:ion of the general 

model, the coefficiente are Htiuted by differeo.t aiethoda vith a 

viev to identify the correct venion of the aodel. The Cobb-l>ouglu 

veratoa. of the model bu not fit th& data htiafactorl.11. Atteapta 

to correct the laSBed dependent bias. and aerial correlationa haft 

not iaproved the aituatioa.. Ou the other, tbe CES Yenion 1 though 

prow.d to be a better specification. fielded coefficient Htiaatu 

The di .. ggl'egated araalyeltl by •h broad indutry eate3oriu 

brouaht the re.t.ttonabipa in a clearer way. Spec1fically1 tM thrn 

ioduatry group•. Ill1 IV• and V • coaprtefng the unufacturiag aector 

proved to be 'h!:ry seaaitf.ft to tu: chana••• 

The quantification of the effect by aeau of aillulatiag the 

beet estimated equations for each group show that auch of the effect 



has been due to the adaptation of 'Classical 1 system. Between 

the three 9-year divisionS of the overall period, the impact 

vas the love•t during the fint sub-period, 1951-1959, vhen 'grossing-up' 

practice v.H ill force. The effect wa~ highest in 1960-1968 during 

which tille: che Cla111t1ical system VH just introduced, the excesa 

dividends tu:ea were levied, and also the rat.ea of personal income 

tues had been higher co.pared to the other sub-periods. An illportant 

indication is that the effect of excess dividl!ltlds taxes by itself 

ia very low, ca.pa~ed to that of personal income tu, vhich is not 

fully in agre.eae.nt vieb. the prevalent view regarding the:ee tu ea. 

•o. 

Notes and references. 

1. Johnston, J. (1972). Econometric .et.hods. McGraw-Bill. pp 259-265. 

2. For a reviev of these procedures see, ..!!!!!·. 
3. Hatanaka, H. (1974). 'An efficient two-step eatiaation for the 

dyna11ic adjustment •odel vith autoregres91ve ·errors', ~ 
of Econometrica. pp 199-120. 

4. The aligorithai of the non-linear eatiaatiott as well as of other 
regression procedures is necessarily th111 same aa in 
Peck. J. (19BO). Program for Econometric Coaputation (PEC) Co!putt 
~. Yale Coaputer Centn .• 

S. For details regarding the aaple coverage etc. aff, 
Reserve Bank of India. Financial statistics of the Joint-stock 
companies in India, Vol I. 



App•nd:la .. 
D•ta oR corporate finaacbl vuiablee uHd 

in the ana1yaU 1 1951 - 1977 

All iadl.WtriH. 

year dividend• profits invHtant capital liquidity sal•• 
d .... d etructur• demand change 

!'>'51. '.8300 3.2· 720 23. 790 JS. J.00 1 ,4670 74. zoo 

1r;-:;:. 6. 9700 23. 500 2. 92~0 17, S10 1. 4601 l:::?+OSO 

1S'!i3+ 7 .olOO 25. 420 6.4100 36.460 1.4663 21.6SO 

1954. 7. 7000 28.630 13· 830 38. 500 1. 3610 17 .140 

195~. e.1eoo 33. 710 u.oso 39. 030 1.z:sni it:m 
1956. B, 4800 35. 520 39. 270 43,570 1.1002 

1957. 7. 9600 30. 1:50 36. 930 46. 910 1.on1 ~~:~~g I ;:; 

. ..-ss. e.3200 31·760 2Q I 960 46. 820 .49030 

~ ;' ::.'-. 10.a5o JS.630 16.000 ~6. 700 1. 0:?61 29 .SlV 

1960. 11. 570 44,320 31. 490 47,070 1.0484 18 .610 

1961 o 11.010 44+530 29.290 45.360 1 ,0470 29.670 

1962. 10.140 46 I 290 26. 690 46. 230 1. 0428 31+700 

1963. 10+490 50.610 JO, 560 46. 920 1.0354 41o540 

l ~64. 10.740 52+640 29. 660 49. 290 1.0214 35,400 

19~5. 10.uo 51.100 36. 290 47 .:510 1.0113 41 .ooo 

1966. '· 3600 
45, 680 44 ,320 54. 320 '92180 41. 210 

196;'. e.eooo J9. 990 31 .870 S:S.650 • 91920 29.:SH• 

H68o e.1400 39. 240 19.240 56.480 • 91890 32.430 

1 ~6c.. 9+4100 46+290 2s .eso 56. 790 , 941 BO 43.640 

1·7·;), 10.220 - 51.460 33.910 :57. 020 .96-90 54 .140 

i; 71. 9.1300 5'4o67'0 JS. 250 S7, 330 • 90060 S2.,680 

1972.. 10.190 S6• 480 J0.560 56. 420 .96170 51 .630 

1973. 9.2000 63. 880 46.580 57 .040 .97290 44. 430 

1974. e. 4200 71. 310 82 ,050 57. 630 • 98940 36.570 

1975. 9.6200 62. 710 39,110 58. 940 • 9J420 70.470 

197~. 9 .S400 62. 720 42.010 57.830 • 94310 69. 360 

l .. i .~. e.5100 59. 950 32. 800 58. 920 • 95630 I 71,JSO 

contd • 

... ,. 

~_','. . 

Group t, Agriculture and allied industriee. 

year dividends profit• iavHtment C&l'lit&l liquidity sales 
demand atructure deund change 

: 1m: ~!dl8 u:iss 38.050 H:m 1:m8 22 ,450 
41 +420 20.890 . 1953. H.630 51. 30 42 .980 2Z.51Q 1.2•00 H.060 

Ui~: ft: 038 aJ:a~g ·47. 370 p:alg 1.oaog ~5 .ooo 
tt:hs 51.430 

l:mo 151320 
1m: lj:in 63. 920 ~=~~c 11. 350 

66. 480 l .ObOO llb1b! 1958. H:m 69.400 23. 750 1.0400 Wt~ · mz: u:m 72 .090 n:m l :8~88 76. 460 1.6600 
~ ; 196t· !A'!Ag 310858 80.190 20.940 1.0500 .tt500 N f96 • 85.430 u:m 197000 s.b100 1it.: .tr H:Uo 86.990 .img 19.290 10. 40 91.730 ~5~~28 1965 I miil 37.548 96.030 25.090 1.0300 

r6,. T~i 117 .60 mm :n888 ~-6900 3' •. 3 : 00 93. 920 1b900 68. 96.550 183000 119800 19t:9. 

fo~iil 
331030 113. 98 H.•3C 189000 5.2eog 

l9r· mtu 95. 960 35.rc • 7!000 H:~;o iq: 18.o 84. 380 11: 28 :B.888 86.070 906900 !;u: 80920 87. 320 39.98~ • 79000 2l46~g srr 'lfo 
80 .180 r·OZ .67008 23H. l : !8 91.890 ::~: :m&o A.6foO ~o: H 82. 320 9,5400 19 • l ,140 112. 43 39, 780 • 75000 20.030 -

contd. 



,. 

Croup tI. Minia.g and quar~inl indu•triH. 

icve•i.nt capital liquidity ..1 .. 
year divida'Gd• profit• deu.a.d structure d ..... d change 

I 19~1. 6.5900 28. 990 16.230 .3660C 1.3200 .65080 

tm: 7.~8°° 36,!50 2•.123 ,3670C l·r~ =img ,. 00 13:c~8 U: ~o ,374oc t· •0 . 195h • 00 ,3720C • 70 • 5378 . 1955. s.2000 6,590 15.540 ,35902 1.3000 • 7602 

' . 11~1· 1.aogo l9 ,C50 u:m :~~P€ 1.1~og · .2201a 
\ 

19 • ~:~M 1Z:m l:h8o 
.53170 

19 • .38 2 .12013 
1959. 9.oooo :!7.3CO 

u:11~ 
.42"3C ~-1400 :~mge-01 1960. A!im ~t:m :~me :b!88 ~ 

HU: ,.i648 :ma8 ~ 

6.6300 39,690 ~A:6lo 2 .oooo 
1963. 6.4900 38.660 ol7Z5C 1.9600 .20000 
r6·· 5. 7500 J~:It8 r·'3

& 
,\9190 l o95og oHOOO 

i•5. ~:ms •:~t =~~r~s :m&s 66. ~o. o ~:mo 
196 7. u·1ao 44,2 0 11T8 .5476~ 1.9100 .26000 
19·~· :m ~~= ~~8 n: ! :~m 1:1 88 

.21000 
ii~o: 12.500 53.~ 0 21.960 .HOOC loHOO :t4888e-u1 

UH: 15.560 53.w ij:9•g ,5397C l'mg .2 7100 
15,,So\O ~b & 1J}o =~~m .oao .18400 

197~. 
ls.030 69.230 36.6 o • 7491tC .. 1~880 :mggE-01 

f ;~6: 2~:m 70.390 9 .350 .9129C .86000 • 30300 
U11210 74. 250 65.540 .9265C 1.2300 .JlttOO 

1977. 16.320 18.190 5o.850 .• 9320C 1.2400 .35200 

contd. 
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GroUJ' III. Agro-baaed aanufacturing industries. 

iaveatme.nt capital HQuidity sales 

dividend• profite demand structure demand change 
year 

!5B: 9·••00 ~a:~~& ~~~~~8 H:m 1.voo l. :..u:.;u 
l i~~. 1:~~g8 

1 .3600 • ~)GJO 
l4e6.ZO 50.JlO 3b.56C l ·4 700 .36000 

19~•. J:m& 23. '(O 15.b30 l• ,J9C 1.4400 ,4l 1JCOE.•':: l 
19!5. H:19g ZS.590 J7 .9~c l .:BOO ,Jj't·:JO 
p~6. 71d6U 46 .460 43 .41.:, l • .2400 .JS 7CO 

c;5 7. 6,7SOO .t.2.2? Z9.15u 4c..56C l .1200 :i~~~g 1c;5::. 7e<>O~O .?5 .'i7C ',Dou 46.21 ~ j, .1100 
ic;~s. li:m ~*=~ia 1t..1eav 15. 75:: 1.0100 , JCUVO 

. isc.c. 51.060 4 7 .92~ l .J300 .Sl ';\..O .. 
tHU: lu.ZZO 5l 16CO ... 1~0 45 .540 1.5100, • ;u1uo ~ 

9.-1100 ···ro Je .010 47 .b8C l 15800 :f!§~g 
dm: ~:&?88 !~: i& ~8:m ~3:~~~ !:H88 .J!.)2'),) 

1m: i:ms 11. 40 5be6JO s5 .1:;c 1. 7300 .SHOO 
;9. 710 47.5~\) 55 .91C 1.a100 ,65800 

5, 7. 1!6VO •!•el~ H.190 57,77C l .:.i-400 .433;.J.'.) 

im~: 7.Z3UO ... c 59,HC 1.1000 ,S'tljJO 
7 e.':.6UO sz..a .9:m 60.3'tC l .8600 :~i§~~g 

J 19i • 814800 H.17~ S5e4"t0 61.61 c l 09000 
1971. 8.66JO 54.c't 46.ZOO ~c .a~~ 1:~88 

,ddb\JO 

IHH: 9, 7008 ~~=~i 34.94t0 s~:h~ 
, IL 100 

s • .,013 Jt,.5.2.0 1.0200 4 • .:..'3.:;C 
'15H. 1.lb.J <50460 99.0bO 57.22C l .tJ300 .32t .. .;0 
j515. }·j9;}0 'l=l~g 4Z .810 ~0.61 c 1.4800 .u5~i.JO 

1m: ."tOVO ~ Je :~:t}8 b5.3.?C 1,4100 .652ti0 
o.lhHJ 04 .?SC 1.120::> .'?i}!lQG__ 

contd. 
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Group IV. Heavy manufacturing industries. 

inveatMnt capital liquidity sales 
year dbidend• profitl demand structure demand change 

1951. 509690 31.260 26.490 38.568 1.1449 32ol00 
19520 400615 310195 22.047 40.545 1.0600 1'4. 759 
1953. :i;.72$5 29·917 1Bo074 420278 l 00308 4 .3990 
1954. 600606 34.521 25.368 43. 718 • 99660 4:5 .170 
1955 0 7 .5161 47.196 400790 4:5.112 1.0419 46.6"-49 
1956. 7.7271 4t. 1183 68. 98:5 -18.284 1.0892 :56. 7.,0 
1957. 709123 36.e:u 83·136 53.097 .97901 40. 340 
19580 9.4514 36.570 52o75B 52 0 790 • 89117 21 .900 
1959. H:m 43,.953 32.028 52.51? .80117 47. 945 
1960. 49012s 40. 702 50.82-4 .86951 40.130 
1961. 100649. 49.1s2 430595 480316 • 88345 28.630 ~ 

1962. 9.6642 52. 52e 40.775 48. 724 • 85280 38. 608 ~ 

' 
11963. 10.105 59.241 46.066 480844 • 97359 44. 360 

' 
;1964 0 t8:m 43,349 39.027 49 0 640 0 88507 55.134 
· 196'S. 43,577 .. ,. ... 29 49.457 092928 33. 645 
"1966. e,2606 49.230 64.794 53. 706 .94029 31.681 
1967. 7 .1757 40· 985 43.269 :S:S.940 • 99056 ie.a2e 
1968. 7·2244 JS,414 1a.s2t :SS.4S:S 1.0J72 27 ··410 

.1969. 7.9B:S9 45.374 290337 :S:S.414 1.1599 40. 258 
· 1970. 8.6207 :S2.986 J8,22S 55 0595 1.1782 54 .141 

im: ¥:mt !9:m ~~:m ~8:m 1:1m 48·0~4 
40 .01J 

19730 804754 62.516 48. 479 :S:S.874 1.0776 41 .744 
1974. 7.8579 75.221 83.4:59 :57.021 1.0052 121. 36 
1973. 9.5402 69 ,733 40 .317 57.189 :~~~~~ 

71 .916 
1976, 9.4259 76.523 41.257 :57.249 72. 650 
1977. ·--~·5312 750213 43.158 :S8.2S7 .94586 74. 856 

contd. 

Group V. Othar 1141!1.ufacturins indu1triH. 

investment capital liquidity aal•s 
year dividend• profit• demand atructure demand change 

1951 o Boeno 37.830 25ooeo 330240 l. 2997 46.SOO 1952. 8 .4700 J:S.940 25 0 270 JJ, 780 1.2357 9 .1100 . 1953. a ... 100 3 ... 980 1J.2:so 32.240 1.2:s11 1. 8100 : 19:S4. B.4800 36.090 18.490 32.140 1 .1748 17.860 ! 1955. 9 .1200 38.290 28.210. 31, 010 lo 1725 31. 510 1956. l8:m 450873 38. 280 37.810 1.0928 26 .600 1957. 41 053 45, 720 39.810 1.0113 29. 050 . 1958. 9.7200 42.14 JJ.900 39.330 1.0241 26. 790 i 1959. 12.140 44.060 15.230 37 0 800 l .1389 27, 3SO . 1960. 120300 410550 16.280 37. 380 1. 295:5 2:2. 8?0 ~ ;mt JO.JOO 410290 ~~:m 35, 980 1.5382 11 .02s .. 9 08900 43.600 36. 480 1. 383:5 21.?12 I 196Jo J0.070 4So060 38.8-40 40.830 1.4129 2J .oe1 . 1964. 9.0200 42.730 26. 460 42.JlO 1 ,50J4 1:5 .a JO : 1965. 10.470 43. 730 2~. 830 430550 1. :S56J 28. 200 : 1966. 9.9700 40. 790 32. 580 47. 590 1.3953 40. 930 119670 10.410 37 .100 27 0680 48.550 1.2960 20. 940 J968o 9.7800 37.500 26.SJO S0.060 1 .2690 18.630 . 1969. 11.JSO 46 .210 26.970 50.310 1. 3079 37 0 520 f 1970. 13.390 51.890 31.:510 48. 690 1 02594 . 37.0:50 . 1971 o 10.210 50.650 34.400 49. 970 1.1266 32. 020 1m: ::~m ~::~?8 37.048 50. 420 • 98440 29. 3:50 32.845 :SJ .990 • 96087 10. 600 1974. 7.7500 69.590 a ... 2ao 52 .i 70 .83110 

l~~·~' 
19750 5.7300 6,.e8o 23. 940 490630 • 8~280 1976. 604400 690580 250 ~60 so.120 • 86470 2:5.620 19770 605200 68.110 45.410 5l o230 • 85240' 41, 580 

contd, 
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Chapter IV 

CONCLUSIONS. 

Thi!! study had been an empirical exploration_ of tax :lJlpact 

on dividend behaviour in India. The empirical re11ulu shov that 

tu diffet"entiatioa is a very powerful inatriment to control dividend 

preference• and that Indian corporate sector i• very aenaitive 

ill thia rupectt particularly the •enuracturiag sector. the findinga 

all the •ore e:mphedae the need for cautioua adainiateriag ot thi• 

IMdicine. 

Th• •tudy H eucb, 1a abetaiaed fro. probing into th• ethical 

upecte of controlliag dbidend decidom. A 1111at100 of the .... riou.9 

argu.ent• for and again.et •uch controle baa atr .. dr been .. a ill the 

introductory chapter. To exaaine the need for aucb coatrola, OM: 

•hould have a perapecttn aucb broadn than tbt. atudy, becaun the 

need inevittibly depend• upon the onr.....tl objectin• of denloP90t 

plaanial, the ilrvut:Mat policy. the: inca.u policy, and •o oa. The 

purpoe• of th1a: etudy 1 on tha other, ta only to prori•• ttetlicr ad:ere 

vitb a clearer rlev of theUbly reepome 'f'tbair actioU in thh reapect, 

whichever .. ,. be th• direction of auch action. 

Even ao, 1f oue ve.n to take a atend, one 1a Ubly to 

agree vitb the concensu• ruched in this regard by enquiries such aa 



... 
the Bhoothalingam Cocaittee. that corporate dividend decisions should 

be better left outside the purview of government controls. The 

objectives, naely, rahing investment, encoura~ing internal financing 

and reducing tncoaes' inequality and conapicuous consumption by 

dividend receivers, are no doubt desirable, but dividend controls 

aeea to be no ansver. For one thing, as proved by the past empirical 

findings, inveat:ment, capital budgetting1 and dividend decisions are 

not .~ul~terdependeot u one would expect for affecting changea in 

the former via dividend controla. 

The reaulte of our study partly aubacrlb. to the aame view. 

It ahova that tnveaa.ent demand h an important factor affecting dividend 

policiHo But thb does not necessarily mean that dividend controls 

are needed to induce new ioftataeut. Whether then are control• or 

aa controls on distribution of dividend•, coapaniea vould have gone 

for dividend cute were there exiet euch a nece••ity. Aleo in our study 

the variable representing capital structure often turned-out to be lees 

COllpellin~h which would aiean that artificial reduction of the coat of 

int~ financing ta not the min reaaon for dirldend cut•. The effect 

of the uceH dividend taxes, vhoae objectiw: 11&9 e.xpUcitly to coapel 

fit'llS to plough back profits, ha• not proved to be very important. Though 

t.he study by iteelt is inadequate to come to any atrong conclusions in 

this reapect, if the result• ara coabiMd vith the ftndinga of the paat 

studies, the conclusions tnevit•bly vould be the aute aa above. 

100 • 

The other aain objective of dividend restrictions 18 to 

reduce incomes' inequality. Thie argtment alao provea to be futile 

vhen ve realiee firstly, that divfdend incoaee by theaaelves are 

not that iaportant to diaturb the existing pattern of income 

diatribution. Even if they are eo, the 111-effecu.on incomes' 

equality can be auch more efficiently tackled by 110nitoring the 

pattern of new share issues by C09paniaa. rather than cuing dividends. 

Already 11uch controla on share allotllenta e::d•t. Once such monitoring 

1a ensured, any increaees in dividends would be accruing .. .,re and 

aore to aiddle and lover inc011e groups. Further a rise in dividend rat• 

relattn to thoae on altenatitt but l«H productive tnnetMnta, 

atgbt u veil apread the habit of iaTeeting i!l ca11pany •hare• vb.ich 

aight alter, the iaco.ee pattern.. 

Moreover there ta a oeed to aatatatn the fn•dotl of 111ftaton 

to diwrdfy their inftat.ent•. 1n .,n efficiea.t .. ,,,._ Sach aa 

ac.oapbere vill r .. ult ta the long-~. •re efficient allocation of 

Ariaga in the t!CODC19)'. 

All tht.a reHoDina pot.nu ont a Deed to nclace tbe prueat 

degrea of tu: dUfere.atiation b.tveen dhtrtbuted and ...tt.etributed profi 

vhtch can be aousht 11l two va111; either by suitably chngtag the tax 

SJ'•C.. or by alterta1 only the rat .... atructure without dbturbiag the 

over all ayat ... 
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Among the inca.e tu:-systeaa adopted io the vorld today• 

Classical 117ate• is no doubt, simpler, sore efficient, and adaioi-

atratively la.a• cmberao.e, compared to other systems. However, 

fr011 tha point of equity conaiderations as well as froa the point of 

industrla.l developiaeot the Clusical system is inferior to others 

such u Iaputation or Full-integration syete11tS. Even so, it is not 

advt-ble to avitch over to the other aysteas as they definitely 

involve tedioua aaseasaent procedures and cons@Cluent delays. Also 

the tran•i~ion fro. one eystea to another cannot be expected to be 

noath, a point clearly brought out b1 this atudy. Therefore, 

thera b a.a going back fr011 Claeaical ayata. 

But whab can be. done perhapa, 1e to reduce the preeent 

pera.-1 tu rat,e• on dividead iftco.ea. Proa the revenue point, the 

taz revenue fr011 thia aource of taco.a alone ie not as much •• to 

upeet the govern.eat expenditure progra11. At preHnt there already 

ea:tet. certain reduction• in the fora af atraight deductions for 

dividead 1nc09ea. But a 90te equitable vay of reducing th• taz burden 

vouU be to preaeribe a Hperate eehedul• for dividend inca.ea vi.th 

lower Mrg:laal rates. 

Tbe 'achedular' ayetea ta oot nev to India. It edated 

in the ton. of eeperate rate echedulea for 'earned' and 1 Ut\l!:aned' 

incomes. But that ayatem descrh1inated against 'unearned' incomea 
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which included dividends. Hore appropriate would have been 

prescribing lover tax rate• for dividend iacomes •. b can be seen 

tn our empirical analyds such of the tu: effect on dividends 18 

due to per1onal cues, and the over all sensitivity of coapanies 

to 1uch tu:es had been rather high. lberefore, reduction of persoaal 

i:u.rginal rates ondividends vtll go a long vay in contributing to th• 

indwitrid developaent, particularly the asnufacturing sector. 

Negative methods •uch u levy of nc•H dirld•ad tau• 

at CDtlfCY level are, besides •king the tu atructar. complicated, 

uy not be effect!••· Poait!Ye Mthod• of redm:iag taz nte• oa. 

dbidend• certainly vf.11. The tax nducttoaa vill ..U fmoeatMclta 

ia. corporate ahana •re attnetift ad will be conduct" to tbti 

habit of inftatiag ia. eo11paay aharea thereby -.ldq mre ... ing• an.U• 

vbicb Hem to be a a.atmal vay at 1Acnu1Dg th• inYeetM:a.t rate 

in the economy. If at all pri•ate .. etor bu to be pnHned ia. tbia 

country, the but fam. andoubted.17 ta the joiat-acock corporation. 

with incrHHd public partieipatiotl. 


