Chapter-I
INTRODUCTION

1.1 General Background

Nepal is developing its economy from different sectors such as tourism,
hydropower, construction etc. For the development of these sectors, financial
institutions play a vital role to provide the financial support. Hence, various
commercial banks, finance companies, insurance companies etc. are established
from both government sector as well as private sector to boost the economy of the
country from their perspective. So, the active participation of these financial

institutions towards economic development is very important for the country.

European and American economies are the best examples for these arguments.
Similarly the security against the risk is also one of the vital concerns while
making investments. Therefore the two basic and important elements for an
investment are fund as well as security. Bank generates the funds through different
means. That is the reason the country having the efficient and effective banking
facilities is seemed to be successful at the 21% century. The establishments of
banks are necessary either by the government or by private sectors. Both have
equal contribution for the generation as well as mobilization of the funds
(Bhattarai: 2002).

Nepal has very short history of securities market. It was in 1973 A.D., when the
history of securities market began with the flotation of shares by the first industrial
body of the country Biratgnar jute mill Limited and the first commercial bank of
Nepal, Nepal Bank Limited. Then in 1951 A.D. Company Act-1951 was
introduced, and followed by the issuance of government bond in 1964 A.D. for the
first time. The securities exchange centre Ltd. was established in 1976 A.D. with

an objective of facilitating and promoting the growth of capital markets. Then it



was the only capital market intuitions in the country undertaking the job of
brokering, underwriting, managing public issues, market making for the

government bonds and other financial services(Vaidhya:1999,).

In 1993 A.D., the security exchange centre was converted into Nepal Stock
Exchange(NEPSE) with an objective of providing free marketability and liquidity
to the government and corporative securities by facilitating transactions in its own
trading floor through the market intermediaries, i.e. brokers as well as market
makers. Nepal Stock Exchange is a non profit organization operating under
security exchange act-1983. NEPSE opened its trading floor on 13" January 1994
A.D. Members of Nepal Stock Exchange (NEPSE) are permitted to act as
intermediaries in buying and selling of government bonds and listed corporate
securities. At present there are 23 numbers of brokers and 2 market makers who
operate on the trading floor as per the securities exchange act -1983 A.D., rules

and by laws (www.nepalstock.com:2010).

Dividend in the simple term is the part of earnings which is announced to
distribute between stockholders. In one way it is the cost of sacrificing hard money
but as an investment. But unfortunately, some company pay whole as dividend and
some company do not and some company more retains more and pay less as
dividend.

In practice, company pays whole earning as dividend at the beginning to create
better image and existence in the financial market but later they may change their
policy and announced a certain percentage of pay out term. The decision to keep
some portion of earning or pay some portion of earnings as dividend as known as
dividend policy (khattiwoda:2001).

The payment of the corporate dividend is at the discretion of the board of directors
most corporations pay dividend quarterly. Dividends may be paid in cash and

stock. Cash dividend is the most common. Stockholders are not promised a
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dividend. But he \she grows to expect certain payment a historical dividend pattern
of the firm. Before dividend are pay to common stockholders the claims of
creditors the government and preferred stockholders must be satisfied. (Gateman:
1988).

Stock valuation is an economic process that generates rational securities prices.
Although price fluctuations may seem to be chaotic, they are random fluctuations
that result from the random arrival of new information (Clark: 1990).

Dividend policy and MPS are always positive correlated. If a company pays
dividend, MPS increases and vice versa. But in some cases dividend decision may
have no impact at all upon the market price of stock i.e. MPS may remain
constants or even decrease some times in response to the dividend distribution.
Therefore information gap also plays vital role in the analysis of MPS (Dangol:
2006).

Dividend policy is an integral part of financial decision. The dividend policy is a
major decision for the board of directors as the board of directors has to decide
between paying out to shareholders and keep them happy in the short run or retain
for investment which may be more beneficial to the shareholder in the long run.
Dividend policy determines the division of earning between payments to
stockholders and reinvestment in the firm. Retained earnings are one of the most
significant sources of funds for financial corporate growth, but dividends

constitute the cash flows that accrue to stockholders.

Dividend can be distributed to shareholders by a company in form of cash, shares
or both. Some companies paid dividend whole amount of profit as dividend for
good image, some retained all amount for reinvestment and same partial amount
paid the as dividend (Dahal: 2010).

Dividend policy is a major decision of the firm. Mostly, dividend is paid in cash to
its shareholders. Dividend payment reduces the total amount of internal financing.
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Consequently, it must be consider in relation to the overall financial decision. “ A
commercial Bank is a dealer of money and substitute of money, such as check or a
bill of exchange its also provides a variety of financial services”(The
Encyclopedia of Britannic:1985).

In Nepal, there are few numbers of companies which pay stable dividend. Others
are not able in the payment of dividends and some companies which are not
paying any dividend because they have lack of profit. In case of Joint Venture
Commercial banks they are paying dividing to attract the Investors and they are
the leading companies in the capital Market as their number of transactions and
market price per share is usually high. They bring the new trend to distribute the
dividend, which encourage the investors to invest in the companies and mobilize
the fund.

So, this study aims to mobilize the fund prevailing practice and policies, relevant
factors of some Nepal's listed Commercial banks and financial companies
regarding the difference in policy adopted by them considering size of dividend

and its impact in compare with the listed manufacturing companies.

1.2 Statement of the problem

In recent years, the over-subscription of ordinary shares in initial public offering
showed that the people are diverting towards investing in shares, bonds rather than
other traditional assets. It is also due to the high increase in the bullion price.
Generally, people are investing their money in the common stocks. Some investors
are being more rational towards the investment process. They are studying
background, past history and performance of the organization, market demand of
the stock, dividend policy undertaken by the organization etc. before investing
their money. But still more investors are investing without knowing the basic
concept and process of the investment. Most of the investors are not aware of the

risk involved in investing on such securities. Investors should be aware of the



policies and decisions taken by the company management towards wealth or profit
maximization (Chhetri:2010)

Different financial experts have introduces the Dividend payment models which
present their view towards Dividend payment. Among them, MM model tells that
Dividends are irrelevant to the value of the firm. It believes that earnings should
be retained only for getting benefit from investment opportunities. If there is no
investment opportunity, all the earnings should be distributed as dividend
(Modigliani & Miller:1961)

James Walter had propounded relevant theory of dividend. He proposed a model
for share valuation. According to him, the Dividend policy of the firm affects the
value of the shares. His model supports that Dividends are relevant. He argues that
the choice of Dividend polices almost always affect the value of an Enterprise.
The Investment policy of a firm cannot be separated from its Dividend policies
according to him both are interlinked which is just opposite to Modigliani and
Miller approach. Walter's model shows clearly the importance of the relationship
between the return on a firm's investment or its internal rate of return (r) and its
cost of capital or the required rate of return (k) in determining the Dividend policy.
As long as the internal rate greater than the cost of capital, the share price will be
enhanced by retention and will vary inversely with dividend payment. In this way

Walter's model's in also known as "Optimal Theory of Dividend" (Walter:1966)

Dividend policy is the decision to distribute the net income to shareholder or to
retain or reinvest in the company. Common shareholders are considered as real
owner of the company. So they look after the return on their shares. So dividend
policy directly affects the view of the common shareholders towards the company.

If company is distributing the dividend regularly, common stockholders will be



more positive towards the company. But if the company cannot make its

shareholders satisfy, it will lose the belief from the common shareholders.

Different banks have adopted different policies and Dividends are paid in different
forms such as cash dividend, stock dividend etc. Nowadays stock dividend is
being more popular in Nepal especially in banking sector. But there is no rigid rule
for Dividend payment because few Banks are generating profit and they are

focusing toward reinvestment opportunities.

In general, the dividend policy will affect the stock price in market. If the
dividend policy is shareholder oriented, then the market price of the stock will
increase. It’s because people want to invest in those stocks, which give more
return. But some scholars and experts do not agree with this relationship of
dividend and market price of stock. Some experts believe to have a positive

relationship whereas others believe to have negative relationship.

Thus the controversy exists on impact of dividend policy on stock price.

> If there are no tax disadvantages associated with dividends and companies
can issue stock at no cost to raise equity whenever needed, dividends do not
matter, and dividend policy does not affect value.

» If dividends have a tax disadvantage, dividends are bad, and increasing
dividends will reduce value

» If stockholders like dividends, or dividends operate as a signal of future

prospects, dividends are good, and increasing dividends will increase value

Moreover; the study will be focused on the following problems regarding the

subject chosen for the study. This study deals with the following issues;



» Does there exit the positive or negative relationship between dividend and
stock price?

» What kind of dividend policies are following by the commercial banks of
Nepal?

> Is there any consistency between dividend policies followed by commercial
banks?

» Do the Nepalese investors take care about the dividend policies followed by

the related companies before investing?

1.3 Objective of the study

There are so many dimensions to be considered in dividend theories, policies and
practices and there are still many questions not answered clearly as to impact of
dividend policy on market price of share. The following are the objectives of the

study:

» To measure uniformity in DPS, EPS, MPS and DPR of the sample firms.
» To find the major factors affecting dividend policy of the firm.
» To identify the relationship between DPS and other financial indicators.

» To suggest recommendation.
1.4 Significance of the study

Due to excess liquidity and lack of investment opportunities in the capital market,

nowadays people are very much interested and attracted to invest in shares
for getting higher returns. When any new company issues (floats) shares through
capital markets, very big congregation gathers to apply for owner's certificate. It
reveals that people have expectation on higher return for investing in shares. So
the dividend decision is one of the most important decisions of financial
management. It is an effective tool (way) to attract new investors, maintain present
investors and controlling position of the firm. In capital market, basically, the
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return can be earned in the following two ways:
) By means of dividend

i) By capital gains i.e., increase in share price.

Having lack of adequate knowledge, the people are haphazardly investing in
shares. It shows that there is an extreme necessity to establish clear

conception about the return that yields from investing in securities.

In the Nepalese perspective, we find that there exist almost none of the companies
adopting consistent dividend policy. There may be many reasons behind it. But
there is not sufficient study conducted in this regard. So, | have made this humble
attempt to contribute to this aspect. Therefore, considering all these facts, the
study is undertaken which will help to meet deficiency of the literature relating to
dividend decision and factors affecting the dividend policy. So the study of

dividend policy is of considerable importance.

| believe that so many persons and parties such as shareholders, management of
banks, financial institutions, general public (depositors, prospective customers,
investors etc.) and other policy making bodies which are concerned with banking
business will be benefited from this study. It is also believed that it will provide

valuable inputs for future research scholars.

1.5 Organization of the Study

The whole study has been divided into five chapters concentrating over three main
folds via-introductory framework, analytical framework and suggestive
framework.

In chapter 1% deals with subject matters of the study consisting background of the
study, introduction to selected sample companies, statement of problem, objective
of the study, significance of the study limitation of the study and organization of
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the study. The 2" chapter deals with review of the different literature of the study field.
Therefore it includes conceptual framework, theoretical review along with the review of
major books, journals, previous research works and thesis reports on the subject matter.

The third chapter deals with research methodology and it includes research design,
population and sample selection, sources of data, data collection procedure and tools for
analysis of the study. 4™ chapter deals with analysis and interpretation of collected data
using appropriate financial and statistical tools. This chapter will illustrate the collected
data into a systematic format. Similarly, analysis and interpretation of these data will also
be included in this chapter.

The 5" chapter deals with summary of the entire study. Conclusions of the study will also
be included in this chapter. As well as, possible and viable recommendations will also be
presented in this chapter.

1.6 Limitations of the Study

The study focuses the sensitive part of the Bank which resultants the management a little
bit hesitation to come up with open view regarding the Dividend policy and payment
procedure. Therefore the study has been conducted on the basis of annual reports of
selected banks, published and unpublished material and NRB publications. Therefore the
strength of findings will largely depends upon the correctness of input information. Since
the study has been conducted by developing assuming about various factors it has

following limitations:

The study is based on secondary data like annual reports of the selected companies,
reviews, journals, articles, published and unpublished thesis works and various related

material from various websites. Hence, the study does not include primary data.

» All the data are based in fiscal year 2005/06 to 2009/10 for sample commercial
banks.

» Among the different determinants of the market price of the stock only Cash
dividend and earnings are taken for the analysis.

» Among the various aspect of dividend policy only market price of stock is taken
as subject matter.

» Among the various sector only banking sector is considered.



Chapter-11
REVIEW OF LITERATURE

Review of literature is a way to discover what other researches in the area of
problems has done and what has been left uncovered. The purpose of literature
review 1is to find out what research studies have been conducted in one’s chosen
field of study and what remains to be done, what others have written about the
topic, what theories advanced, what are others have written about the researchers,
what are the areas of agreement add disagreement and whether there are any gaps

that could be filled through this research.

Dividend decision of the firm is yet another crucial area of financial management.
The important aspect of dividend policy is to determine the amount of earnings to
be distributed to shareholders and the amount to be retained in the firm. Retained
earnings are the most significant internal sources of financing the growth of the
firm. On the other hand, dividends may be considered desirable from
shareholders’ point of view as they tend to increase their wealth. Dividends

constitute the use of the firm’s funds (Pandey: 1997).
2.1 Conceptual framework

The concept of financial institution in Nepal was introduced when the first
commercial bank of Nepal, Nepal Bank Ltd. was established in 1937 A.D. as a
semi government organization in absence of central bank in the country. It was
established under specific Banking Act.1936 having elementary functions of a
commercial bank. Fifty-one percent of the paid up capital of Nepal Bank Ltd. is
owned by the government and forty nine percent by the public. Because of the
non-existence of a central bank in the country Nepal Bank Ltd. had to act as its
own central bank and keep enough resources in hand for meeting emergencies
(UNCTAD/GATT: 1980).
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Most of the investors expect dividend to continue in each year as well as to receive
price when they sell the stock. The expected final stock price includes the returns
of the original investment plus a capital gain. If the stock is actually sold at price
above its purchase price, the investor will receive a capital gain as such the
shareholders expect an increase in market value of the common stock over time.
At the same time, they also expect firm's earning in a form of dividend. So the
shareholders may satisfy with dividend or capital gain. "Financial Manager is
therefore concerned with the activities of corporation that affect the well being of
stockholders. That well being can be partially measured by dividend received but a

more accurate measure is the market value of stock (Western and Brigham:1980).
2.1.1 Introduction to Dividend

Dividend is a periodic payment made by a company to its shareholders. It is
compensation to the shareholders for the use of and risk to their investment funds.
Or in other words, it is that portion of the net earning divided by the company
among the shareholders as a return for their money invested. When a company
earns a profit, that money can be put to two uses: it can either be re-invested in the
business (called retained earnings), or it can be paid to the shareholders of the
company as a dividend. Paying dividends is not an expense; rather, it is the
division of an asset among shareholders. Many companies retain a portion of their
earnings and pay the remainder as a dividend. Publicly-traded companies usually
pay dividends on a fixed schedule, but may declare a dividend at any time,

sometimes called a special dividend to distinguish it from a regular one.
2.1.2 Dividend Payment Process

Dividends are normally paid quarterly. Dividends must be declared or vapproved
by a company’s Board of Directors each time they are paid. There are four
important dates to remember regarding dividends. The dividend payment

procedure follows.
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Declaration date

The declaration date is the day the Board of Directors announces its intention to
pay a dividend. On this day, a liability is created and the company records that
liability on its books; it now owes the money to the stockholders. On the
declaration date, the Board will also announce a date of record and a payment date
(Thapa and koirala:2008).

Ex-dividend date

The ex-dividend date is the day after which all shares bought and sold no longer
come attached with the right to be paid the most recently declared dividend. This
is an important date for any company that has many stockholders, including those
that trade on exchanges, as it makes reconciliation of who is to be paid the
dividend easier. Prior to this date, the stock is said to be cum dividend (with
dividend): existing holders of the stock and anyone who buys it will receive the
dividend, whereas any holders selling the stock lose their right to the dividend. On
and after this date the stock becomes ex dividend: existing holders of the stock
will receive the dividend even if they now sell the stock, whereas anyone who now
buys the stock now will not receive the dividend. It is relatively common for a
stock’s price to decrease on the ex-dividend date by an amount roughly equal to
the dividend paid. This reflects the decrease in the company's assets resulting from
the declaration of the dividend. The company does not take any explicit action to
adjust its stock price; in an efficient market, buyers and sellers will automatically
price this in (Joshi:2005).

Holder of Record date

Shareholders who properly registered their ownership on or before the date of
record will receive the dividend. Shareholders who are not registered as of this

date will not receive the dividend. Registration in most countries is essentially
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automatic for shares purchased before the ex-dividend date (Bajracharya and
Bhattarai:2008).

Payment date

The payment date is the day when the dividend cheque will actually be mailed to

the shareholders of a company or credited to brokerage accounts (Joshi:2005).
2.1.3 Forms of Dividend

Corporate firms choose to make the payment of dividends in view of its
objectives, needs and policies. The firms may distribute the dividends in various

forms. Some are briefly explained below;
Cash Dividend

Most companies pay dividends in cash. Sometimes cash dividend may be
supplemented by a bonus issue (stock dividend). A company should have enough
bank balance at the time of paying cash dividend; arrangement should be made to
borrow funds. When the company follows a stable dividend policy, it should
prepare a cash budget for the coming period to indicate the necessary funds which
would be needed to meet the regular dividend payments of the company. It is
relatively difficult to make cash planning in anticipation of dividend needs when
an unstable policy is followed. The cash account and the reserves account of a
company will be reduced when the cash dividend is paid. Thus, both the total
assets and the net worth of the company are reduced when the cash dividend is
distributed. The market price of the share drops in most cases by the amount of the
cash dividend distributed (Bhattarai:2007).

Script Dividend

When company has been suffering from the cash problem but has earned profit,

script dividend is paid (issued). Script is a form of promissory note promising to
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pay the holder at specified later date. Under this type of dividend, company issues
and distributes to shareholders transferable promissory notes which may be

interest bearing or not (Clark:1990).
Stock Dividend

Stock dividend is a form of dividend out of two forms; cash and stock. In the stock
dividend company distributes shares as dividend to the sharecholders’ and this
dividend is distributed either form past retained earnings or from net profit earned
in the respective year. The share price of stock dividend is fixed at market price at
the time of dividend declaration. The declaration of stock dividend will increase
the paid up share capital and reduce the retained earnings. Therefore, it involves
making a transfer from the retained earnings amount to the other shareholders’
equity accounts like common stock and additional paid-up capital (share premium
or excess of par value) There are number of reasons why company declares stock
dividend. The following are the reasons: to increase share capital and to provide
tax benefit to the shareholders (Thapa:2006).

Receipts of stock dividend are not taxable income but cash dividend is a taxable
income to conserve cash in the organization. A company having less liquidity
pay stock dividend to conserve cash  to provide psychological value to the
shareholders to decrease the share price at taxable range. The share issued to
shareholders as dividend is called stock dividend. This is method of paying
dividend without reducing cash balance. The issue of stock dividend is also known
as bonus shares. Payment of stock dividend increases the number of outstanding
shares of the company. Simply, it is a recapitalization of the owner’s equity
portion, i.e. the reserves and surpluses and transfer a portion of retained earnings

to the capital accounts (Thapa:2006).
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Stock Split

Stock split is also a kind of stock dividend where company breaks (increase or
decrease) shares through splitting (breaking) the par value of the share. Split takes
place in two ways: Straight split, and Reverse split. Except in accounting treatment
the stock dividend and stock split are very similar. A stock split however is usually
reversed for occasion when a company wishes to achieve a substantial reduction in
the market price of the shares. (Horne & J.C: 1993).

In stock split there is no change in the capital account: instead a large numbers of
the shares of the common stock are issued. In two-for-one stock split, stockholders
receive two shares for each one previously held. The book value per share is cut in
a half and par or stated, value per share is similarly changed. Straight stock split:
In the straight split company increases number of shares through a proportional
reduction in the par value of stock. Straight split takes place to bring the market
price in reasonable range (affordable by small investors) and to increase the total
dividend without increasing dividend per share. With a stock split, the number of
shares increases. Stock splits are similar to stock dividends. As a result of the
stock split, the common stock, paid-in capital and retained earnings accounts
remain unchanged. Shareholders’ equity also stays the same; the only change is in
the par value of the stock. Except in accounting treatment, the stock dividend and
stock split are very similar. Reverse stock split: In the reverse stock split, company
reduces number of shares outstanding through merging the par values of the
stocks. This takes place to bring low priced shares up at desirable trading levels.
Reverse stock split is the opposite of straight stock split where the par value
increase but the common stock, retained earnings, additional paid-in capital
remain unchanged (Horne & J.C: 1993).
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Stock Re-purchase

Company repurchases its own stock as dividend decision. It is also said that stock
repurchase is an alternative of cash dividend. Under this plan, company distributes
cash to the shareholders buying back some of its own outstanding stock, thereby
decreasing the number of shares, which would increase EPS and the stock price.
Company repurchases its own stock due to number of reasons, such as; to bring
change in the existing capital structure to increase value of stocks in the future
to distribute temporary excess cash to manage excess liquidity (Bhattarai and
Bajracharya:2008).

Property Dividend

If the declared dividend is provided in the form of property (assets) instead of
cash, the dividend is said to be property dividend. This form of dividend may be
followed when there are assets that are no longer necessary in operation of the
business or in extra ordinary circumstances. Company’s own products and
securities of subsidiaries are the examples that have been paid as property
dividend (Dahal:2010)

Bond Dividend

Bond dividend by its name is a dividend that is distributed to shareholders in form
of a bond. In other words company declares dividend in form of its own bond with
a view to avoid cash out flows. Though there are different forms of dividends, in
general, the form of dividends popular in Nepal are cash dividend and stock
dividend (Joshi: 2005).

2.1.4 Factors Affecting Dividend Policy

Many variables influence dividends, however. For example, a firm’s cash flows

and investment needs may be too volatile for it to set a very high regular dividend.

Yet, it may desire a high dividend payout to distribute funds not necessary for
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reinvestment. In such a case, the directors can set a relatively low regular dividend
low enough that it can be maintained even in low profit years or in years when a
considerable amount of reinvestment is needed — and supplement it with an extra

dividend in years when excess funds are available.
Stability of earnings:

The nature of business has an important bearing on the dividend policy. Industrial
units having stability of earnings may formulate a more consistent dividend policy
than those having an uneven flow of incomes because they can predict easily their
savings and earnings. Usually, enterprises dealing in necessities suffer less from
oscillating earnings than those dealing in luxuries or fancy goods (Thapa and
Koirala:2008)

Liquidity of Funds:

Availability of cash and sound financial position is also an important factor in
dividend decisions. A dividend represents a cash outflow, the greater the funds and
the liquidity of the firm the better the ability to pay dividend. The liquidity of a
firm depends very much on the investment and financial decisions of the firm
which in turn determines the rate of expansion and the manner of financing. If
cash position is weak, stock dividend will be distributed and if cash position is

good, company can distribute the cash dividend (Thapa and Koirala:2008).
Needs for Additional Capital:

Companies retain a part of their profits for strengthening their financial position.
The income may be conserved for meeting the increased requirements of working
capital or of future expansion. Small companies usually find difficulties in raising
finance for their needs of increased working capital for expansion programs. They

having no other alternative, use their ploughed back profits. Thus, such Companies
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distribute dividend at low rates and retain a big part of profits (Bhattarai and
Bajracharya: 2008).

Government and Taxation Policy:

The earnings capacity of the enterprise is widely affected by the change in fiscal,
industrial, labor, control and other government policies. Sometimes government
restricts the distribution of dividend beyond a certain percentage in a particular
industry or in all spheres of business activity as was done in emergency. The

dividend policy has to be modified or formulated accordingly in those enterprises.

High taxation reduces the earnings of he companies and consequently the rate of
dividend is lowered down. Sometimes government levies dividend-tax of
distribution of dividend beyond a certain limit. It also affects the capital formation.
N India, dividends beyond 10 % of paid-up capital are subject to dividend tax at
7.5 % (Paudel et. al:2007).

Legal Requirements:

In deciding on the dividend, the directors take the legal requirements too into
consideration. In order to protect the interests of creditors an outsider, the
companies Act 1956 prescribes certain guidelines in respect of the distribution and
payment of dividend. Moreover, a company is required to provide for depreciation
on its fixed and tangible assets before declaring dividend on shares. It proposes
that Dividend should not be distributed out of capita, in any case. Likewise,
contractual obligation should also be fulfilled, for example, payment of dividend

on preference shares in priority over ordinary dividend (Bhattarai:2002)
Past dividend Rates:

While formulating the Dividend Policy, the directors must keep in mind the
dividend paid in past years. The current rate should be around the average past rat.

If it has been abnormally increased the shares will be subjected to speculation. In a
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new concern, the company should consider the dividend policy of the rival
organization (Chhitri:2010).

Policy of Control:

Policy of control is another determining factor is so far as dividends are
concerned. If the directors want to have control on company, they would not like
to add new shareholders and therefore, declare a dividend at low rate. Because by
adding new shareholders they fear dilution of control and diversion of policies and
programs of the existing management. So they prefer to meet the needs through
retained earning. If the directors do not bother about the control of affairs they will
follow a liberal dividend policy. Thus control is an influencing factor in framing
the dividend policy (Joshi:2005)

Repayments of Loan:

A company having loan indebtedness are vowed to a high rate of retention
earnings, unless one other arrangements are made for the redemption of debt on
maturity. It will naturally lower down the rate of dividend. Sometimes, the lenders
(mostly institutional lenders) put restrictions on the dividend distribution still such
time their loan is outstanding. Formal loan contracts generally provide a certain
standard of liquidity and solvency to be maintained. Management is bound to hour

such restrictions and to limit the rate of dividend payout (Paudel et.al:2007).
2.1.5 Theories of Dividend
1) Residual Theory of Dividend

According to one school of thought, the residual theory of dividends suggests that
the dividend paid by a firm should be viewed as a residual amount left after all
acceptable investment opportunities have been undertaken. Dividend policy can be
viewed as one of a firm's investment decision. A firm that behaves in this manner

Is said to believe in the residual dividends. According to this theory, dividend
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policy is a residue after investment whether or not a company pays dividends

depends on the availability of investment opportunity (Dangol: 2006).

The starting point in this theory is that investors prefer to have the firm retain and
reinvest earning, instead of paying dividends, if the return on reinvestment is
higher than the opportunity cost of fund for the investors. The dividend under
residual dividend policy equals the amount left over from earning after investment,
no dividends are paid and new shares are sold to cover deficit for investment that
IS not covered. If there is not any investment opportunity then cent percent earning
is distributed as dividend to the shareholders. Dividend is therefore merely a
residue i.e. percent remaining after all equity investment needs arc fulfilled (Thapa
and Koirala:2008).

As long as there are investment projects with higher returns, the firm retains the
earnings to invest in such profitable projects rather than paying dividends. The
firm grows at a faster rate when it accepts highly profitable investment projects.
External equity could be raised to finance investments. But the retained earnings
are preferable because unlike external equity, they do not involve any floatation
costs. The distribution of cash dividend causes a reduction in internal funds
available to finance profitable .investment opportunities and thus, either constrains
growth or requires the firm to find other costly sources of financing. Thus, earning
may remain undistributed as a part of a long-term financing decision. The
dividend paid to shareholders represents a distribution of earnings that cannot be
profitably reinvested by the firm. With this approach, dividend decision is viewed

merely as a residual decision.
2) Stability Theory of Dividend

Dividend stability refers to the consistency in stream of dividend. In other words,
stability of dividend means regularity in paying dividend even though the amount

of dividend may fluctuate from year to year. "Stability of dividends is considered
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as a desirable policy by the management of most companies. Shareholders also
generally favor of this policy and value stable dividends higher than the
fluctuating ones. All Investment Opportunity EPS, DPS & Investment Earning
Year other things being the same, stable dividend may have a positive impact on

the market price of the share (Pandey:1995).

By stability, we mean maintaining the position of the firm's dividend payments in
relation to a trend line, preferably one that is upward sloping. There are some
reasons to believe that a stable dividend policy does lead to higher stock prices.
First, investors are generally expected to value more highly dividends they are
sure of receiving, since fluctuating dividends are riskier than stable ones.
Accordingly, the same average amount of dividend received under a fluctuating
dividend policy is likely to have a higher discount factor applied to it than is
applied to dividends under a stable dividend policy. This means that the company
with stable dividend policy will have a lower required rate of return or cost of
equity capital than one whose dividend fluctuates. Second, many stockholders live
on income received in the form of dividends. These stockholders are greatly
inconvenienced by fluctuating dividends and they will pay a premium for a stock
with a relatively assured minimum dollar dividend. Third, from the stand point of
both the corporation and its stockholders is that, stability of dividend is desirable

for the requirement of legal listing (Pandey:1995).
2.1.6 Dividend Policy

A stable dividend policy is a long term policy. It does not affect by variation in
earning from year to year. When a firm constantly pays a fix amount of dividend
and maintains it for all times to come regardless of fluctuations in the level of its
earnings, it is called a stable dividend policy. The dividend will be regular.
Stability of dividend means regularity in paying dividend even though the amount

of dividend may fluctuate from year to year. By stability we maintaining a position
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in relation to a dividend trend line, preferably one that is upward slopping. (Van
Horne & J. C:2000).

The shareholders generally prefer stability or regularity of dividend because the
company distributes a stable dividend over the year the market price of the share
may be increased. It is suitable for those companies, which have got stable
income. All other things being the same stable dividend may have a positive
impact on the market price of the share. In other words, the term dividend stability
refers to the consistency in the stream of dividends. There are three types of

dividend stability which are given below.
Constant Dividend Per share

Under constant DPS, a fixed amount of dividend per share is distributed each
financial year throughout some financial years. The dividend per share for every
year is constant. Such as if ABC Company pays Rs.15 per share as dividend to the
equity shareholders, the dividend per share for next year will also be Rs. 15 per

share under the constant DPS scheme (Bhattarai & Bajracharya:2007)
Constant Payout Ratio

Under constant payout ratio companies pay dividend at constant rate of earning
each year. Under this policy the payout ratio remains constant but the dividend
fluctuates with earning fluctuations. The variability in dividend signals uncertainty
of dividend in the future to the shareholders. Such as if ABC Company pays 20%
dividend of total earnings to its shareholders, then the next year also the rate of
dividend will be same, but DPS will vary according to the earnings of the
Company (Thapa:2008)
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Low Regular Dividend plus extra Dividend:

Dividends are usually settled on a cash basis, as a payment from the company to
the customer. They can also take the form of shares in the company (either newly-
created shares or existing shares bought in the market), and many companies offer
dividend reinvestment plans, which automatically use the cash dividend to

purchase additional shares for the shareholder (Thapa and Koirala:2008).
2.2 Review of Related Studies
2.2.1 Review of Major International studies.

Linter (1956) has conducted a study on Behavior Aspect of Dividend Policy in
the context of American company. He investigated a partial adjustment model as
he tested the dividend patterns of 28 companies. According to John Linter’s study,
dividends are 'sticky ' in the sense that they are slow to change and lay behind
shifts in earnings by one or more periods. According to J. Linter, dividend is a
function of earnings of that year, existing dividend rate, target payout ratio and

speed of adjustment.
Followings were the basic objectives of his study.

» To identify occasions when a change in dividends might well have
been under active consideration even though no change was made.
» To determine the factors existing most actively into dividends.
He concluded that a major portion of a firm's dividend could be expressed in the

following manner.

DIV * = P * EPS -ommmmmm oo e (1)
And

DIV (- DIV 1 =a+h (DIV  *DIVi1) +€ - —-----mmmmmeeee- (2)
Adding
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DIVt-1 on both sides of equation (2)
DIV = a+b DIV t * + (1-b) DIV t-1+€ -------nmnmmmmmme- 3)
Where,
DIV *= Firm's desired payment
EPS; = earnings
P= Targeted payout ratio
a = constant relating to dividend growth
b = adjustment factor relating to the previous period's dividend and new
desired level of dividends where, b <1.

The major findings of this study were as follows:

) Firms generally think in terms of proportion of earnings to be paid out.
i) In order to modify the pattern of dividend, investment opportunities,
liquidity position, funds flows are not considered.
Firms generally have target pay out ratios in view while determining change in
Divided rate or dividend per share. (Linter:1956, extracted from khatiwada:
2001).

Modigliani and Miller (1961) have provided on the topic of Dividend policy
growth and the valuation of the share most comprehensive argument for the
irrelevance of dividends. According to MM. Dividend policy of a firm is
irrelevant, as it does not affect the wealth of the shareholders. They hold that the
value of the Firm depends on the earning power of the firm's assets, or its
investment policy. When investment decision of the firm is given, dividend
decision split of earnings between dividends and retained earnings is of no
significance in determining value of the firm- According to them, the effect of
dividend payments on shareholders' wealth is exactly offset by other means of

financing.
The MM approach is based on the following critical assumptions:
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» The firm operates in perfect capital markets where investors behave
rationally, information is freely available to all and transactions and
floatation costs do not exist. Perfect capital markets also imply that no
investor is large enough to affect the market price of the share.

» Taxes do not exist or there are no differences in die tax rates applicable to
capital gains and dividends. This means investors value a rupee of dividend
as much as a rupee of capital gains.

» The firm has fixed investment policy.

» Risks of uncertainty do not exist.
MM provide the proof in support of their argument in the following manner:
Step 1:

The market price of a share in the beginning of the period is equal to the present
value of dividend paid at the end of the period plus the market price of the share at

the end of the period.

Symbolically,
(D1 + P1)
Po = —
(1+Ke)
Where,

Po = Market price at the beginning or at the zero period
Ke = Cost of equity capital
D: = Dividend per share to be received at the end of the period

P1 = Market price of share at the end of the period
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Step 2:

Assuming that the firm does not resort any external financing the market value of

the firm can be computed as follows:

(nD1 + P1)

Po =

(1+Ke)
Where, n = Number of shares outstanding at the beginning period
Step 3:

If the firm's internal sources of financing are not sufficient to finance the new
investment needs of the funds, in that case issuing the new share is the other
alternative. Say An is the number of newly issued equity share at the end of year 1
at price P1 then,

[{D1 + (n + D*n) P1} — D*n P1]

nPo =

(1 +Ke)
Step 4:

If a firm were to finance nil investment proposals, the total amount new shares

issued would be given by,
DnP: =1- (E—n*Dy)
Or AnP1 =1 + E+nDy
Where,
AnP1 = Amount raised from the sale of shares to finance the project
I = Total amount of capital required for the project

E = Earning of the firm during the period
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(E-nD1) = Retained Earnings

nD;: = Total dividend paid

Step 5:

If value of nP1is substituted from equation of step 4 into equation of step 3 then,

[{D1+ (n+Dn) P} - (1-E+nDy)

nPo =
(1 +Ke)
or,
D1+ (n+Dn)P1-1+E-nD1
nPo =
(1 +Ke)
(n+Dn)P1-1+E
nP
(1 +Ke)
Step 6:

There is no any role of dividend (D1) in above equation. So Modigliani and Miller
conclude that dividend policy is irrelevant and dividend policy has no effect on the

share price.

In this way, according to Modigliani and Miller's study, it seems that under
condition of perfect markets, rational investors, absence of tax discrimination
between dividend income and capital gain, given the firm's investment policy is
fixed, its dividend policy may have no influence on the market price of share.
However, the view that dividend is irrelevant is not justified. The assumption of
perfect capital market mechanism and rational investors prove faulty assumption
in case of Nepal. Floatation cost, transformation cost and the tax effect on capital

gain are neglected by MM. that is not appropriate. The assumption ,,in a world
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without taxes” one critic satires; such a world is probably the moon or other planet

in the universe.

Gordon (1962) has developed another popular model explicitly relating the
market value of firm to dividend policy, which explains that dividend policy
affects the value of shares even in a situation where the return on investment and
required rate of return are equal. This model explains those investors are not
indifferent between current dividend and retention of earnings with the prospects
of future dividends, capital gain and both. The conclusion of the study is that
investor gives more emphasis to the present dividend more than future capital
gain. His argument stresses that an increase in dividend payout ratio leads to
increase in the stock price for the reason that investors consider the dividend yield

(P./Po) is less risky that the expected capital gain.

Hence, investor’s required rate of return increases as the amount of dividend
decreases. This means there exist positive relationship between the amount of

dividend and stock price.
His model is based on the following assumptions;

» The firm is an all-equity firm.
» The internal rate of return (R) and cost of capital (Ke) are constant.
» The growth rate of the company is constant and it must be less then Ke.

» The corporate taxes do not exist.

Based on the above assumptions, Gordon has provided following formula, to

determine the market value of a share.

EPS(1-b
Ke - br
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Where,

P = Price of the share

E = Earning per share

b = Retention ratio

1 — b = Percentage of earnings as dividends

E (1 — b) = Dividend per share

Ke = Capitalization rate or cost of capital

br = Growth rate (Q)

According to this model, the following facts are revealed.

In the case of growth firm, share price tend to decline in correspondence with
increase in payout ratio of decrease in retention ratio i.e. high dividend
corresponds to earnings leads to decrease in share prices. Therefore, dividend and
stock prices are negatively correlated in growth firm. But in the case of normal
firm, share value remains constant regardless of changes in dividend policies. It
means dividend and stock prices are free from each other in normal firmi.e. r = k
firm. In the case of declining firm, share price tends to rise in corresponding with
rise in dividend and stock price are positively correlated with each other in

declining firm.

Friend and Puckett (1964) conducted the “Study and the Relationship between
Dividends and Stock prices” by running regression analysis on the data of 110
firms from five industries in the years 1956 and 1958. These five industries were
chemicals, electric utilities, electronics, food and steels. These industries were
selected to permit a distinction made between the results for growth and non-

growth industries and provide the basis for comparison with result by other
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authors for earlier years. They also considered cyclical and non-cyclical industries
that they covered. The study periods covered a boom year for the economy when
stock prices, leveled off after rise (1956) and a somewhat depressed year for the

economy when the stock prices however, rise strongly (1958).

They used dividends, retained earnings and price earnings ratio as independent
variables in their regression model of price function. They used supply function
and dividend function as well. In their dividend function earnings last year’s
dividends and price earnings ratio are independent variables. They quoted that the
dividend supply function was developed by adding to the best types of relationship
developed by Linter.

Symbolically, their price function and dividend supply function are presented

below; Price Function:

Pt=a+ b*Dt + c*Rt +d (P/E):_1
Where,

Pt = Per share price at time’t’

Dt = Dividends at time’t’

Rt = Retained earnings at time’t’
(P/E)t-1 = Lagged price earnings ratio
Dividend Supply Function:
Di=e+ f*Et + g*Di—1 + h (P/E)t-1
Where,

E: = earning per share at time ‘t’
Dt_1 = Last year Dividend
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Their study based on the following assumptions;

» Price does not contain speculation components.

» Earnings fluctuation may not sum zero over the sample.

Their regression results based on the equation of Pt = a + b*D: + c*R; showed the
company’s strong dividend and relatively weak retained earnings effects on three
of the five industries, i.e. chemicals, foods and steels. Again they tested other
regression equation by adding lagged earnings price ratio to the above equation
and resulted the following equation, Pt = a + b*D; + ¢c*R; + d*(E/P): - 1. They
found that more than 80% of the variation in stock prices could be explained by
three independent variables. Dividend have predominant influence on stock prices
in the same three industries out of five industries but they found the difference
between the dividend and retained earnings coefficients are not quite so market as
in the first set of regressions. They also found that the dividends and retained
earnings coefficients are closed to each other for all industries in both years except

for steels in 1956, and the correlation are higher again except for steel.

They also calculated dividend supply equation i.e. D; = e + f*E¢ + g*D¢-1 + h*

(P/E) (1) and they derived price.

Equation for industry group in 1958 in their derived price equation is seems that
there was no significant changes from those obtained from the single equation
approach as explained above. They argued that the stock prices more accurately
the price earning ratio does not seem to have a significant effect on dividend
payout. On the other hand, they noted that the retained earnings effect is increased

relatively in three of the four cases tested.

Further, they argued that their results suggested price effects on dividend are

probably not a serious source of bias in the customer derivation of dividend and

retained earnings affects on stock prices. Though, such a bias might be marked.

The disturbing effect of short run income movements is sufficiently great. Further,
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they used lagged price as a variable instead of lagged earnings price ratio and
showed that more than 90% of variation in stock prices can be explained by the
three independent variables and retained earnings received greater relative weight
than dividends in the most of the cases. The only exceptions were steels and foods
in 1958. They considered chemicals, electronics and utilities as growth industries
in their groups and the retained earnings effect was larger than the dividend effect
for both years covered. For the other two industries, namely food and steel, there
were no significant systematic differences between the retained earnings and
dividend coefficients.

Similarly, they tested the regression equation of Pt = a + b Di + ¢*R by using
normalized earnings again. They obtained normalized retained earnings by
subtracting dividends from normalized earnings. That normalization procedure
was based on the period 1950-61. Again, they added the prior year’s normalized
earnings price variable and they compared the result. Comparing the result they
found that there was significant role of normalized earnings. When they examine
the later equation they found that the difference between dividends and retained
earnings coefficients disappeared. Finally they excluded that management might
be able to increase prices some what by raising dividends in foods and steels
industries. Finally, Friend and Puckett concluded that it is possible that
management might be able, at least in some measure to increase stock prices in
non-growth industries by raising dividends and growth industries by greater

retention, i.e. low dividends.

Walter (1966) study is also based on relevant theory. James E Walter by his
article “Dividend policy on common stock prices” in journal of finance in 1957
advocated that the choice of appropriate dividend policy almost always affect the
value of the enterprises i.e. share value. Walter’s study is also based on some

assumptions:
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» The returns on the firm’s investment(R) and the cost of capital (ke) are
constant.
» All earning are either distributed as dividend or re invested internally.
» The value of EPS and DPS remain unchanged.
» The firm has an infinite life.
The value of the stock according to Walter can be calculated by the
following equation:
Where,
P= market price of an equity share
D= DPS
E=EPS
R= the rate of return on the firm’s investment

Ke= cost of capital

Walter’s focus is in internal rate of return(R) and cost of capital (ke) in
determining the dividend policy with these two variables: he had tried to conclude

some decisions. Therefore he had expected there conditions probably exist:
Condition 1 (R>K)

When internal rate of return is greater then the cost of capital, it will be better to
retain all net profits. R exceeding K shows the firm’s better performances to earn
more then the shareholders are paid in their reinvestment. The market value per
share increase by decreasing the dividend in such situation. Moreover, the market

value per share will be highest at zero dividends.
Condition 2(R<K)

When internal rate of return(R) is less then cost of capital (k), it advocates that the

shareholders can earn a higher return by investing elsewhere. Increasing the

dividend in this condition increases the market price per share. It is happened in

the declining firm, generally. By distributing entire as dividend, the value of the
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shares will be at optimum level. The dividend payout ratio of 100 would be the

optimum dividend policy.
Condition 3(K=R)

If the internal rate of return equals to the cost of capital, the dividend payout dose
not affect the market value fo the share. In this condition the market value of the
share remains constant for the entire dividend payout ratio. This kind of firm is

called normal firm. Therefore, there is no any optimum dividend policy for such

firm.
Conclusion,
p= EPS (1 - D)
Ke - br

(R>K) = Dividends are negatively correlated with stock price.
(R<K) = Dividends are positively correlated with stock price.
(R=K) = Dividend is indifferent to variation in the market price of the share.

Van Horne and McDonald (1968) concluded a comprehensive study of 86
electric utility firms and 39 electronics and electric component industries by using
cross sectional regression model in 1968 to know the combined effect of dividend
policy and new equity financing decision on the market value of the firm's
common stock. They employed two-regression model for electric utilities and one

regression mode for electronics component industry.
First model was
Po/Eo = a0 + a1* (g) + a2 (Do/Eo) + as* (lev) +u

Where,
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Po/Eoc = Closing market price in 1968 dividend by average EPS for 1967
and1968.

g = Expected growth rate, measured by the compound annual rate of
growth in assets per share for 1960 through 1968.

Do/Eo= Dividend payout, measured by cash dividend in 1968 dividend by
earnings in 1968.

Lev = Financial Risk, measured by interest charges divided by the difference
of operating revenues and operating expenses.

U = Errorterm.

Po/Eo = a0 + a1* (g) + a2 (Do/Eo) + az* (lev) + as=(Fa)+as+(Fb)+ae«(Fc)+ar+(Fd)+u

Where, Fa, Fb, Fe, Fd are dummy variables corresponding to “new issue ratio”
(NIR) sups A through D. It is noted that they had grouped the firms in five
categories A, B, C, D, and E by NIR. For each firm the value of dummy variables
presenting its NIR group is one and the value of remaining dummy variables is
zero. Again, they tested the following regression equation for electronics

components industry.
Po/Eo = a0 + a1* (g) + a2 (Do/Eo) + as* (lev) + as* OR + u
Where,

OR = Operating Risk. Measured by the standard error for the regression of
operating earnings per share on time for 1960 through 1968, and the rest are as in

first model above.

From their study they concluded that The market price of share was not affected

by new equity financing in presence of cash dividend except for these in the
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highest new issue group and it made new equity more costly from of financing
than retention of earning, They also indicated that the payment of dividend

through excessive equity financing reduces the market price of share.
2.2.2 Review of Research Works in Nepalese Perspective

Since Nepalese capital market is small, and at emerging stage, there are very few
studies regarding corporate dividend policy and its impact on share prices. Here is

a review of research work in Nepalese perspective.

M.K. Shrestha’s Study (1981), here is very few articles published related to
dividend in Nepal. The article by Dr. M. K. Shrestha published in 1981 about the
Dividend Performance of Some Public Enterprises highlighted the following

ISSues:

- HMG expects two things from public enterprises: (i) They should be in a positive
to pay minimum dividend and (ii) Public enterprises should be self supporting in
financial matters in future years to come but none of these two objectives are

achieved by public enterprises.

-The article points the irony about government biasness that government has not

allowed banks to follow independent dividend policy and HMG is found to

Pressurize dividend payment in case of Nepal Bank Ltd. Regardless of profit. But
it has allowed Rastriya Banijya Bank to be relieved obligation in spite of

considerable profit.

Radhe S. Pradhan's Study (1992) The study on stock market behavior in a small
capital market is a popular case study by Radhe S. Pradha. Pradhan's Study was
based on the data collected from 17 enterprises from 1986 to 1990. The main

objectives of the study are:

» To assess the stock market behaviour in Nepal.
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>

To examine the relationship of market equity, market value to book value,
price earning arid dividend with: liquidity, profitability, leverage assets

turnover and interest coverage.

Findings of his study, among others were as follows:

YV V. V VYV V

Higher earning on stock leads larger of DPS.

Stock with larger ratio of dividend per share to market price has lower
leverage ratio.

Positive relationship between the ratios of DPS to market price and interest
coverage.

Positive relationship between dividend payout and turnover ratios.

Positive relationship between dividend payout and liquidity.

Positive relationship between dividend payout and profitability.

DPS and MPS are positively correlated,

Liquidity and leverage ratios are more variable for the stock paying lower
Dividends.

Earnings, assets turnover, and interest coverage are more variable for the

stock Paying higher dividends.

Review of Thesis

Gautam Rishi Raj (1998) in his thesis work intited Dividend Policy in
Commercial Banks, A Comparative Study of NGBL, NIBL and NABIL

The main objectives of the study were;

YV V V VY

To identify the type of dividend policy followed by the banks

To examine the impact of dividend on share price

To identify the relationship between DPS and other financial indicators

To know the uniformity among DPS, EPS and DPR of the sample

companies with various analyses.
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Following conclusions were drawn from the study;

» No clearly defined dividend policy is found followed by the sample
companies.

» The market price of the share does not seem to be more or less dependent
on EPSor DPS.

» No significant relationship between DPS and other financial indicators.

» No uniformity in EPS but prominent difference in DPS and DPR.

Bhattarai Bishnu Hari (2001) thesis paper Dividend Decision and its Impact on

Stock Valuation done by Mr. Bhattarai.
The main objectives of his study are:

» To examine the influence of financial indicators on share price.

» To show the relationship between dividend per share and other financial
indicators.

» To check the consistencies amongst DPS, EPS, D/P ratio etc. of the sample
insurance company.

» To identify the dividend policy undertaken by each company and the

appropriateness of the policy undertaken.
The major findings of his study are:

» There is positive relationship between cash flow and current profit and
divided percentage of shares. The degree of relationship is almost perfect.

» There is no criterion to adopt payout ratio and it is observed that there is a
negative relationship between payout ratio and valuation of shares.

» In aggregate, there is no stable dividend paid by the companies over the
years. Some companies have steadily increased dividend. Such increase in

dividend has a considerable impact on valuation of shares if there are
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rational investors however this is yet to be realized by Nepalese company
management.

Inflation rate in recent year are decreasing and the market price of share
are increasing. Nevertheless, the companies are not able .to give required
rate of return to the investors.

There was negative relationship between price of share and stockholders
required rate of return. Shareholders have foregone opportunity income in
hope of getting higher return, but companies have not been able to return

even equal to risk free rate of return.

Khatiwada’s study (2001) carried out a thesis work on Impact of dividend and

earning announced on shareholders return and stock price in Nepal for the

purpose he had used data from six joint venture banks of Nepal for the period of

three

The main objectives of the study are:

>

>

To analyze the impact of earning and dividend announcement on
shareholder’s return.

To identify the correlation between return of individual securities and
market return.

To identify the quality of systematic risk and unsystematic risk.

The main findings of the study are:

>

>

>

It is found the announcement of dividend and earning do not affect the
shareholder’s return in average.

Other banks except Nepal SBI Bank having different dividend rates did not
provide significant abnormal return to the sharcholder’s.

Shareholder’s realized positive abnormal return from half of the sample

banks.

39



Rajbhandari, Prerana Laxmi (2001) has done thesis on the topic Dividend
Policy: A comparative Study between Banks and Insurance Companies. The main
objective of her study is to find out the appropriate dividend policies and practices
in Nepal.

The specific objectives of her study were:

» To examine the relationship between dividend and market price of the
stock.

» To identify the appropriate dividend policy followed by the banks and
insurance companies.

» To analyze the relation between dividend policy decision of banks and

insurance companies.

In her comparative, she concluded that the sample institutions have average
earnings which can be considered satisfactory. However, no consistency in
dividend payment is found in all the sample institutions i.e. NGBL, NIBL, KBL,
NIC and EIC except NLGI which seems to be paying average DPS Rs. 20 every

year.

On her study, she further concluded that none of the six sample institutions have a
clearly defined and appropriate dividend policy. The dissimilarity and insignificant
relationship between the financial indicators of all three banks and insurance
companies’ helps to conclude that they don’t seem to follow and practice the
dividend policy as established and developed in our context. However the analysis
based on pooled data of dividend payment ratio between banks and insurance
companies concluded that there is a kind of similarity in dividend payment

decision of banks and insurance companies.

She further concluded on investors that they are not found to be investing their

capital by studying the financial performance of the institutions but rather

randomly without properly understanding the stock market. The institutions don’t
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seem to follow the optimal dividend policy of paying regular dividend as per the
shareholder’s expectation and interest. This would create (increase) uncertainty
among the shareholders. But this does not mean that the institutions need to follow
liberal dividend policy as the shareholders might even expect higher dividend as
always. If the institutions are liberal on shareholders, it might make the company

to raise extra capital in the near future.

The major findings of the study also makes conclusion that controversy existed in
declaring dividend by the companies in the sense that the major factors like the
earning and liquidity position of the firm have been neglected, ignored and

disregarded which must have been considered the most.

Bhattarai manoj’s study (2002) has done thesis on the topic “Dividend policy
and its impact on market price of stock” He has done analysis of five years data
from 1995 to 2000) taken from two commercial banks and two insurance

companies. In his analysis simple and multiple regression equations are used.
The main objectives of the study are as under:

» To study the prevailing practices and effect made in dividend policy by the
Nepalese firms with the help o simple firms.

» To find out the impact of dividend policy on market price of stock.

» To analyze if there is any uniformity among DPS, EPS, MPS and DPR in

the sample firms.
Major finding of the study are as follows:

» There is no any consistency in dividend policy of the sample firms. It has
indicated the need of dividend strategy as well as need of proper analysis of

respective sectors of the firms.
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Most of Nepalese firms from the very past did not have profit planning and
investing strategy which has imbalanced the whole position of the firms. It
means there is no consistency even in the earnings of the firms.

The MPS is affected by the financial position and dividend paid by the
firms. In this regards, the MPS of the sample firms is seen to be fluctuating.
It denotes that Nepalese investors are not treated fairly.

The lack of financial knowledge and market inefficiency has affected the

market price of the share in all the firms.

Dangol’s study (2006) thesis paper entitled Impact of Dividend Policy on Market

Price

of Stock he used multiple regression model of sis independent variables.

Besides this he also tried to highlight the relationship between stock price and

other independent variables setting separate simples linear regression equations.

The following are the objective of this study:

>
>

>

To find out the impact of dividend policy on market price of stock.

To find out if there is any uniformity in DPS, EPS, MPS, DPR of the
sample firms.

To study the prevailing policies and practices regarding dividend in the
Nepalese firms with reference to the sample firms.

To find the major factors affecting dividend policy of the firm.

Major finding of his study are as follows:

The relationship between dividend per share and stock price is positive.
Dividends per share affect the stock price variedly in different sectors.
Changing the dividend policy or dividend per share might help to increase
the market price of the share.

The relationship between stock price and retain earning per share is not

prominent.
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2.3 Research Gap

There have been many national and international studies in the field of dividend
policy to date. All concepts and practices of foreign author’s about the dividend
practices are not used our Nepalese dividend policy. Those studies have tried to
find out the relationship between dividend policy and market price of the stock.
But as the Nepalese capital market is in the early stage of development, the
conclusion made by the international studies may not be relevant in the Nepalese

context.

So far the Nepalese studies are concerned some studies. Like Pradhan’s,
Manandhar’s can be considered as landmark in the field of dividend policy. But
many more changes appear in the market in short time period also. In Nepalese
capital market also many changes ate seen in last few years. So it is necessary to

carry out a fresh study related to dividend pattern of commercial banks of Nepal.

This is a distinct study form the previous studies in terms of sample, size and
methodology used. The study has covered only five commercial banks. Latest five
years data have been used to analyzed with due consideration of EPS, DPS, DPR
and MPS. In order to assess the impact of dividend on market price of share
available information from concerned banks were reviewed and analyzed.
Regression analysis has been done taking market price of share (MPS) other
variables like DPS, and EPS ratio. Trend analysis of MPS, DPS and EPS is also
done which helps to predict the future of the banks.

Among the previous research works done in this topic, the samples were either
mixture of banks and finance companies or that of insurance companies and
manufacturing units. Here, the research work has been done with special reference
to five leading commercial banks of Nepal. Descriptive analysis has incorporated
trend analysis with picture demonstrations that the previous researchers have not

done.
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Chapter 111

RESEARCH METHODOLIGY

Research can be defined as an organized, systematic, data- based, critical,
scientific inquiry or investigation into a specific problem, undertaken with the
objective of finding answers or solution to it. It is the systematic and objective
analysis and recording of controlled observations that may lead to the
developments of generalization principles or theories, resulting in prediction and

possibility of ultimate control of events.

In fact, Research methodology is a way to systematically solve the research
problems. It refers to the various sequential steps to be adopted by a researcher is

studying a problem with certain objects in views (Kothari: 1978)
3.1 Research design

The research design is a mixture of descriptive, exploratory, and analytical. While
analyzing the research, both parametric and non-parametric tools will be used
wherever and whenever necessary. A research design is the arrangement of
condition for collection and analysis of data in a manner that aims to combine
relevance to the research purpose with economy in procedure. Descriptive and
analytical research designs have been used to this study. With the help of
maintained research design the study evaluates the dividend policy structure of
selected sample commercial banks as well as its impact on the market price of the

stocks of the respective banks.

The research design is basically focused on analytical study. Ratio analysis,
correlation and regression analysis have been done for analyzing the research. The
research examines the relationship of EPS, MPS and DPS with respect to the

dividend policy of the banks.
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3.2 Population and Samples

The Population for this study comprises all the commercial bank of Nepal. there
are 31 commercial banks in Nepal. Out of them 27 are listed in Nepal Stock
Exchange (NEPSE) where as 4 are not listed in Nepal Stock Exchange (NEPSE).
The share of listed commercial banks is traded actively in the share market. Since
the study basically deals with the dividend policy and its impact on market p