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Chapter 1
INTRODUCTION

Private sector has been playing an important role
in Indian economy. Its performance over the last three~and-a-half
decades since Independence has been impressive both interms of
grovth as vell as its contribution to the national income.
A3 much es 15 per cent of nationsl income originates in the
private orgaaised sector annually. Its annual growth averages

to 8 per cent despite two brief recessionary slusps.

The most important organ of production activity in
private sector has been joint stock corporation. The modern joint
stock corporation, with its capital diffusion and democratic
funetioning has emerged as the most viable production organ replacing
the old Marshallian entreprenver. Private corporations have been
dc-iu!ting the Indisn economic scepe for quite some tim‘e now, Their
gmth‘ in teras of capital, though wot in numbers, has been steadily

Nearly hirds of total capital in the private sector

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

enployment in the economy are by no means negligitle.

2.

The mixed economic frame of Indian planning however,
assigns only a limited role for private sector, and as such, the
8ize and scope of private corporate activity are comstantly
monitored by various government controls. The Five-year Plans
broadly determine the size of additional fuvestment to take
place in private sector in accordance with Plan obfectives and
also with a view to coordinate the private sector activity with that
of public sector, While determining the esize of additional capacity
the plans alao indicate the desirable pattern of the alloved capacity

smong different industries, Apart from the Plan ohjectiven other

social and 1di ons such as of {
inequalities, prevention of creation of monopoliea and excess pro-
fiteering, as well as stabilising the price level also uecessitate

regulation of private aector.

The tools employed by government in regulating the corporate
sctivity are numerous and varied. While the direct instruments
are in the form of licensing, import-export and foreigan regulations,
the fedirect controls are wmainly in the form of credit and tax

regulations.

Taxation, particularly income taxation, has been a widely

preferred instrument emnloyed to control the private corporate




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

without disturbing the fnstitutional set-up.

One difficulty in using income taxation as means of
tegulating corporate activity however, has been the uncertainity
Tegarding the response. Lack of adequate knowledge regarding the
corporate response to such tax measures might lead to frequent
experimentation with tax lawa, Frequent changes in the tax lawa
1ncum,bnight evoke public apathy and insufficient response. In
order to overcome this difficulty the need to collect as much
empirical evidence as possible, regarding the degree of tax

responsiveness of the corporate sector, can hardly be overemphasised.

FPortunately, there is no dearth of empirical literature in

India desaling with corporste behaviour. But much of the literature

ie primarily concerned with identifying specific behaviour patterns

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

that took into account taxes, have not gone beyond determining the
incidence and shifting of income uxea.2 Such polarisation of literature
1s perhaps, not without reason. Given that the respanse of corporate

sector to taxation depends mainly on the sensitivity of individual

firms to changes in the general markct conditions and, their

degree of inability to shift away the tax burden, it fs only natural
to seek information on these aspects and while doing-'so, coacentrating
on one aspect at a time. For example, one can expect a high tax
response under conditions of rero-shifting and high market sensitivicy
of firms at least in the short-rua. Thus, the information provided
by the two groups of studies is certainly of great help to the

policy makers. But it would be of greater use 1f such information

1s suppl by some & X r ng the extent of market

distortions induced by taxes. Studies in this direction are

appallingly fever3 and y denic at on this aspect

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

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

tax instruments.

This study 1s an io this 4 Cousidering the

complex nsture of corporate behaviour as a result of numerous

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

on corporate dividend policies.




Among all ths corporate decisions few are as important as

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

the individual firms but at the macro economic level as well,
At the individual firm level dividend 1s the first, if not

the only indicator of a firm's Indeed, the culmination

of a1l the objectives of & wodern joint stock company is to genarate
& ateady etream of dividends to its shareholders. Higher and regular
dividend payments sre sure to snhaoce the market value of tha firm

aod the r. on of its On the other hand, such a

policy may mesn less availability of internal funds and more dependence

on 1 . for and ion purposes,
Thus vhile dividend a prudent mansgement strikes a
halance hareholders' and firm's I

while safeguarding their control of the firm.

From the poiat of view of the economy as & vhole,dividend
policies of individusl firms vhen sdded together, play & significant

role in & g 11 rates of eavl and 1

48 well as patterns of flow of funds in the economy. Purther, dividend
policies also have other socio-economic implications. If shareholders
are concentrated only in a few fncome brackets, then changes in the
dividend incomes will sffect the over-all incomes® distribution

as vell as factor shares. Abnormally high dividend payments or

6.

sbnormally lov dividend payments under such conditions wight lead
to less efficlentresource allocation 1n the economy as & result

of ch. on

Recognising the importance of dividend policies of

cor; one and their bearing on the allocation and income

distribution in the economy, it has been a common practice all
over the vorl‘d to regulata such policies. The objectives of such
controls, i{n general, have been to encoursge investment activity,
to maintain incomes’ squality, to reduce conspicucus consumption
by shareholders, to control inflatfon and to maintsin ressonable

vage-price stability.

be tha ob; » the wvay 16 unad for

the purpose i{s simply to alter the relative tax burdem batwsen
dividends and retained profite of companies. !6: exsmple, by
raising the relative burden on dividends they can be made ‘costlter’
for the firms¥ The differentfal tex burden ean be fnjected through
aumexous elemants in a tax aystem d.ﬂur at company level or

at shareholdera’ level. The extent of such tex differentiatfon

‘u well as the designing of tax system for the purpose, differ from

country to country depending upon their specific needs and circum-

stancea. A study made by Organfsation for Ecopomic Cooperation and
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Devlopment (uacn)s has classified the income tax aystems according
to method of tax differentistion between dividends and retained

profita and fdentified four broad patterna:

At one extreme lies 'Classical system' under which

dividends are texed twice, once in the hands of companies as profite
and later in the hands of shareholders as personal incomes., The
differential tax burden can resch a maximum under thia system. The
Classical systea 1s currently followed by countries such as Australia,
Denmark, Luxeabourg, Netherlands, Spatn, Switzerland, and so on.
At the other extrems lies the '"Full Integration system' vhere the
differential tax burden fs fully neutralised. This system is as
utopian as "pure compatition' and 1s n;t practised anyvhere though
attespts are made in Canads, Greece and West CGermany. Between

these two extremes & number of systems are possible and exist

by partially neutralising the differential tax burden. The partial
veutralisation {s achieved either at company level or at shareholders'
lavel, At company level it is usually effected by following a

'Split rate system' under which distributed profits sre taxed at
compauy tax rates different from undistributed profits. This practice
18 found 1n Austris, Pinland, Vest Germany, Japas, sod Forvay. The
'ﬁputltlon system' vhere a credit is given to sharsholders for taxes
pald at company level is in force in France, Ireland, Italy, United

Kingdom, Belgium, and Canada.

8.

In India also over the last three decades, the income tax
sy;atn contained several elements of tax differentiation aimed at
discouraging excesaive dividend payzente by public limited coupanies,
Till 1959-60, an "Imputation' type of income tax system was adopted
vhich vas replaced later by 'Classical aystem' and thereby increasing
the over-all tax discrimination against dividends. Alsa from
time to time, additional taxes were levied at company level to
accentuate the relative tex burden on dividends.

6

Except for a few I arks and d

the tax differentiation fn the income tax system and ite ssscciated

effects d 1 demt writinge extst,

concentrated only on the additional (llifflrcnthtlon caused by wvay
of the cccassional levy of excess dividends taxes. A comprehensive
analysis of the incoms tax systen from dividends point of viev

is long over due, Gove: 's for p of

and red of 't ty is obvious through messures such

a8 axcess dividends taxes, di bl 1 or
tax ded to divid and so on. However, such

peacemeal atteapts might be less eff toal

consistent tax policy.

Aleo it should be noted that dividend regulations are mot

7

vithout limitations.’ It is well-known that investment effort fa

alse & function of demand for 1t. In the absence of sufficient demand




gor nev investmeat, supply side reduction of cost of internal financing
will -ere‘ly result  efther in a change .of pettern of financing
through substitution of external sources by internal uvingu' or

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

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

a fev firus asy lead to lies and ion of '

power,

Further, the on that divid, reduce

inflationary forces is based upont the assumption that dividend
receivers are concentrated only in top few income brackets, vhi-;h is
not. slvays true. Pven if dividend receivers belong to rich income
classes it {e doubtful that their dividend incomes are completely
frittered avay in conspicuous consumption. On the contrsry, a

large portion of dividend incomes uight flow back into capital

market as new squity and in - more efficient directions. Under such
conditl«.mn dividend regulations will restrict the freedom of investors.
This aleo might lead to a situation where new fast- groving firms

are starved of funde, .

Furthermore, there is another danger involved, particularly,
vhen such restraints are sought through increasing the tax burden on
dividenda. Managements of firma, instead of reducing dividends,

might actuslly start paying higher gross dividends to maintain the

10.

net dividend levels which is the very opposite of the objective

sought.

In view of theae l‘hit-tons careful adainistraetion of
this aedicine {s esseatisl. It slso means that even 1f the creation
of tax differential is largely uninteational and only a by-product of
2 particular tax system designed on the basis of various other
considerations such as fuller exploitation of taxable capacity,
maintenance of tax equity, keeping the system simple and so on, the

Lookad

1wpld of such daif cannot be

' The 1 ries irical study is an objective attempt
to analyse the tax differentiation underlying the Indisn income tax
eystes over the last thirty years as well as te measurs the response
of public limited companies to such differentiation, the purpose
being to provide an example of the sensitivity of Indian corporate

sector to such regulatory tax measures.

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

on the subjfect .into a model of tax impact on dividend behaviour, Chapter
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III exsuines the data base and addresses to various problems
associated with the measurement of different variables. Chapter IV
analyses the results of empirical testing snd finally, Chapter V

presents the conclusions,

5.

6.
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Chapter 1II

THEORETICAL FRAME,
DATA AND MEASUREMENT OF VARIABLES,

In this chapter we shall discuss the methodology aad make
preparations for a quantitative analysis of tax impact on dividends,

In section 1, we shall recapitulate the theoretical aspects reviewed

1o the previous chapter, by formally stating a model of dividend behaviour.

In section 2, we shall extend the model to take into account the shelter
effect of personal texes, and iuterpret the model in the Indian context.
In section 3, we shall consider sowe of the financial factors to be
included in the model. And we shall devote section 4, to the measure-

wment of the variables involved.

1. The model,

It is now clear that the ng point fa dividend
behaviour is not the demired dividend equation but an objective

£ " ng a fire's dividend

mix, The objective function is closely related to firm's mafn motives.
Untill recently, the sole motive of an entreprenuertal activity vas

regarded as maximieation of rate of return on capital. But with the

of jol k and the d

b of of and control, it is

pov fairly recognized that there exist other equally important

wotives, such as salea on, ion of b and thereby
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incressing the market value of the fim.l The later objectives

are also in line with the managing agency system of operation

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

of its shareholdexs,

Starting from the shareboldera' side, ve kaow that their
preferences depend mainly on their income level and their degree

of unds ng of etock-dealings and d tax

implications. For 1 h ders belonging to lower and
middle income 5roup.. prefer s regular flow of dividends in order

to supplement their other incomes, 1f eny. Firm's size, profitsbility
or grovth may not be of crucial interest to them. On the other,
shareholders belonging to richer classes may not be so muct dependent
on dividend incomes, nevertheless, they may want dividends for
reinvesting in other securities and diversifying their assets, In

their case regulsrity may be of leas importance. Hovever, a section

of the rich sh d wvhe late in stock ons may
prefer stable dividends in so far as apjreciation of share prices

depernds upon sach regularity.

The reactions of shareholders to tax changes may alao

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

16.

force those belonging to lower income groups to prefer more
‘gross'dividends to cover the tax increase. This preference for
higher 'gross' dividends is irrespective of their knowledge

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

since their ‘vaiting' capacity is low. On the other, sharehalders
belonging to richer fncome grou-s might seek to svoid their personal
inceme tax by preferring lower dividends. Such preferences,
naturally depend upon the condition that the capital gains tax

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

Ve ny generalise the behaviour of shareholders as that
they prefar stable, if not growing dividend rates, and that the
effect of taxes on their preferances depend upon their average
level of funcomes, If the shareholders mainly belong to lower and
middle income groups, them a rise in the personal income tax might
not alter their prefersnces for 'net' dividends, and if they msinly

belong to richer classes then the effect would be different.

In ng the ! behaviour also, we can

1y distinguish tvo types; s) a relatively ‘passive’

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

efficiency.) 1In situations where management is extreamely ’passive'
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1t completely identifies i;s motives with those of the shareholders,
and strives to eusure stable groving dividends. Howvever, even

auch a mansgement also cannot ignore firm's loog term needs, such
as investment demand, 1iquidity needs and so on, which require
sufficient profit retentions. The stability requirement makes

thes to be careful in revl;lng the dividend rate. In this case,
Profit retentions also act as a cushion against dividend fluctuatfons.
The other situatfon is that in which the manggenent is more
*dominsnt® and active, and 18 mainly concerned with maxinisation

of its own credibility, Dividend policy in this case is mainly
aimed at increasing the market value of the firm as well as

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

ignore sh. ders*® b to do so would
be detriwentsl to their own credibility, the tendency ‘hovever, would
be to search for possible excuses to reduce, or atleast not to

increase, dlvidnadl. Eigh tax retes on distributions may be one

such excuse. Even the aight by ders

the tax ‘shelter’ benefits and persusde thesm to accept dividend cuts,
Purther, the *clientele’ eﬂal:ta. nemely, that fa the long-run a

firm attracts (or retains) only those shareholders who prefer its
dividend pay-outs, would be higher in the case of firms controlled
by such mansgements. All these can be expected to result in a

higlher response to tax changes.

18.

Thus it can be easily seen that except in the rarest
situation vhere the management of a firm is extremely passive and
its shareholders solely belong to rich income classes snd also are
not faterested in ehare transactions, in all other uanagement-shareholdes
situations taxes cau be expected to effect the dividend preferences,
In tctu.i practice, we ressonably ssaume that managesents are neither
extremely passive nor extremely 'dominant’ and shareholders ars
neither rich and indulgent nor precariously dependent on dividend

incomes alone, but contain all the elemecta in differant combinations,

Folloving and m;‘. ider a typical firm
having a2 map of indif dividend £ curves, each

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

U=rE.,.R =(4.1).
wvhere D, and R sra net of all taxes st sll levels. The utility level
a8 given by sach curve can be viewad es monotonically relsted to the
motivations of management which aleo take into sccount the shareholders'
preferences, The shape of the utility curves might be an ocutcome
of & procesa of veighting of their relative prefetences, as well as

4 result of & number of factors {infl such

w
\
|
1




However, following Dennys, a aininue set of reasonable conditions
’ can be imposed. They are; a) @onotonicity, and b) quasi-concavity.
Condition (a) ensures that utility derived from higher levels of
Dn and R i{s greater than that from lower levels. Condition-(b)
ensures that the relstive margimal utility declines as the firm

moves along the curve,

By impoeing & further condition of tomotheticity, Denny

derived a generaliased c form for on functions, which
was later used by King to deseribe his 'indirect managerial functfon®

of dividends and retained profits, The function 1a
- By 8d-v), 1/8
v (i;:uqx1 X 1 -(4.2)

where 1 and j=d and r, the subscripts for llﬂ and R respectively, and
xd-nn and xz-n. The distribution parameters aufo, and the substitution

paranetersBgl and OKYE1,

In order to find the tax effects, we first assume that
the specification of the dividend preference function ia independent
of taxes, end Iéhen introduce the tax elements vis a budgee
constraint, The analytical etrategy is simillar to consumers'

dexand theory.

20.

The constraint in this case 1z firm's total fncome net
of expenses aand interest on debt. Depreciation for the time being
can be assuved as ‘economic' depreciation and is exactly equal
to year-to-year capital consunption so thst it can be Acreated a8
ao ‘expenditure item. It 18 also useful to deduct dividends
paid to preference shareholderas, as they can neither be regarded
a3 equity dividends, nor can be treated as interest on debt since their
payment ia conditional on existence of sufficient profits base,
Certain types of preference shares also hy claims on future

profits if current profits are not sufficient.

Thus we define the basa for dividend payments es total

profits net of 1 and dividend There is also

the question of compulsory proviaions specified by company law

and tax lav. Though these provisi are 1 y the

utility of additionsl non-compulsory retentions very auch depand upon

the amownt of laory Th + 1t 1s essential

to include a1l those provieions.

The profit allocatfon function or the budget comstraint

can be vritten as
TeD4AR+T =(4.3)

vhere Y denote the total profits base, Dl1| and R, net dividends and
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retentions as defined, and T, the total tax liability as a result
of income texes both at the company level as vell as at shareholders
level. Alternstively, it can be written as

-(4.4)
TeDp+Rp,

by defining the'tax prices' Py 88 Dglnn and p_ as RB/R. vhere

D_ aod R are 'gross' devidends and 'gross’ retentions, respectively.
4 8

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

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

Yor constrained maxinisation, define the Lagraage fumction, L

LeU+p(-DpRp) -(4.5).

The first order conditions,

- U= ~(4.6)
AL = Ul 45~0 ¢

3L/3R = U!- yp =0 . -(4.7)
3L/ =Y ~Dp- R p =0 -4.8)

yield the equation,
l.v"llll;- pdlpr o vhere -{4.9)

k21 8-1 By-1,8(1~y), =By By
u»,'-%u («“sx1 «uusvx1 3 «:“s(l.--v)xx xj!
-(4.6).

The only way for a solution is to impose another restriction

on the shape of the objective function namely, that ay =0 when ig},

1
8o that. the cross-terms will disappear, and the function degenerates
into a CES function, The fmposition of this condition is arbitrary,

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

The first order condition (4.9) so trimwed would ba
8-1 8
a“lc"[D/R] - pdlp' =-(4.11),
Denocting pdlpr 88 ¢, 1/(B-1) as o, “:tludd a8 A, substituting for
R from (4.8), and rearranging terms, the optimsl solution for o,

can be obtained as
o) = A% %7t e, -(412) .

It can be easily seen that o denotes the elasticity of

substitution between Dn and R, The second order condition roquires

g to be 3

The di B+1, 40, or 4=
Auc:ondi.ng as o4=, -1, or +0, and the utility function degenerates

into linear, Cobb-Douglas, or 1 types Yo

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

managepents seek s regular and lesas fluctuating dividends which
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w11l result fn a lagged adjustment of dividends to changing
conditions. Two typcs of the lagged adjustment processes are

conceived im the litersture; (a) partial adjustment process, and

(b) a of adj te 'p ' levels of factors

affecting dividends.

Both the processes adhere to Koyck's distributed lage
and the 'lag parameter' can be interpreted in both the \mn.m
However, the difference betveen the two processes will become
spparent vhen, (i) the lag parameter is different Iv‘at different
independent vartebles,and (11) when the dividend function is

*non-1inear in parsmeters’ as is the case with our equation (4,12).

Estimation with " income'h h is rel 1y
difficult with only a marginal gain. Frobably, for this reason,

the £ d in the 11 has heen the partial adjust-

ment. The uuu-pu.enl’thnt the partial adjustment 1s a Tesult

of the chofce b two al 1 by the namely

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

choice being dependent on the relative costs of the two lc:lon-.n

Following the Peldstefnian convention we vrite the partial

adjustment equation as

* b
D/, - D/D. ) -(4.13),

2,

2. Effect of individuals' taxes,
=22eck of Individuals] taxes,

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

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

Further, the variableg, being the 'tax price ratio*
depends upon Py and Pys and as D; 1s net of a1l taxes, Py depends
upon the tratea of tn;lividul taxes so wvell. In particular, p '
can be split into tve coaponenta; (1) the smount of total gross
dividends D& required to realise ome rupee of divideuds met of

company taxes but gross of dera' tazes, 4 a8 D, and

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

one rupee of dividends net of all the taxes, denoted as Dn. The latter

» obvi ¥, 1s the p factor Pye In other words,

L (D‘/D). @/ ) = Py Pye =(4.14),
vhere the former compouent is Tepreseated as Pge The grossing-up
factor can also be regarded as a link betveen management and

shareholders through which the latter's preferences are fed into

the over-all optimal dividend equation. Correct identification of the
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form of this ratic is essential to enable equatfon (4.12) to
ydeld "optimal’dividends. This is one aspect left unclear by

the earlier works.

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

devid

can be ob d as an

g price ratio,
by assumiog en objective utility function similler to the function
{4.2), sud maximising it subject to shareholders® own conetraint

specified as

D= Dt € a9, (4.15);
where q 4 And q, are "prices' due to personsl fncome tax and personal
capital gaius tax respectively, and C, the smount of D piéfer:ad to
be realised as capital gains, The constrained maximiration yields
an optimsl function for D, eimaillar to equation (4.12) as

B~ 1 8"Y @+ %™ g 1.0 -(a.26).

Therefore, by definition

26.
Py L+ 8% q /2" -G.17),
vhere B 1s the ratio of the distribution p. s in_the sh hold

preference function analogous to A im (4.12),8 is the shareholders'
tax price ratio qd/qr’ and n 1s the elasticity parameter analogous
to ¢ in (4.12). Equation (4.17) indicates the preferences of

shareholders regarding Dn for given D.

Feeding thia information into (4.12) and denoting 6 = p./px_.
wa obtain

TN T L W ~(5.18),

and the optimal function of & firm as

e AT0% ) 2L gl

-(4.19).
[ (n"c")"ﬂu"e‘"‘l(1+a"e"“)"‘1q:“1)

Y
Py
From (4.19) it can easily be seen that tha target pay-out
ratic in Lintner model is not a constant, but varies with the tax
factors; 8, &, L) and Pyr Also the tax effect is split into two
parts anslogous to "income' and "substitution' effects in consumer
demand theory, While 6 gnd § represent the 'substitution® effects of

the relative ‘tax prices’, q, and p, represent the income effects

ively at 1ders® level and pany level.




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

it explicitly allows for the of to p 1

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

Interpretation of the model in the Indian context.

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

broad were the ional divid: taxes. For the purpose

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

only the main features.

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

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

As & result of * p* the

1 income tax

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

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

distributions at the cowpany level.!"'

28.

The tax prices can be deteruined as follows; Consider

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

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

interms of net dividends and the retentions as

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

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

Further,
6 - l/(l-td) -(4.27)
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f - (1~:.)(1-:!)/(1-:1) —6.28)
a_t‘)nﬂﬂnu_tl)nﬂ“_t ym
LA Py - £ -(4.29)
B (1-:8) a-t)) -ty)
and, (1_t1)rr0~l“nu_t.)vr¥1u_z ymHL
- B -(4.30).

e )™ e ) (1) ety

The optimal dividends equetion can be obtained accordingly,

Under the Classicel system, the only change required for
deriving the dividend equation ie in the interpretation of q 4 which
now becomes ll(l-t‘_). Correspondingly, the term (l-t‘) disappears

from the futerpretation of & s Pye and ¢,

Purther, {t ie alao clesr that under both the systems,

in the case of no sdditt tax on divid (e~0),

P, vould be simply 1/ (!.-t‘—r.b) and 6 , the tax differential at the
coapany. lavel will be unity. Thus, under the sinple clessical system,
the only tax differeatistion would be through the individuals' taxes
as indicated by &, 7

30,

Some interesting degenerations of the genersl form (4.19)
can be obtained by assuming wnit elasticities of aubstitution

as follows:

Case (1). 1If n=-], then
P, (BH1)8q -(4.31),

and therefore,

o+l (86)

o+l

a a o+l
o A (BH) 9
-

o+l g+l : -3
9

144% (8+1) " (06)

T
vhich is sinillar to the CES specification of ung.u ¥ote that
the term Glpr is simillar to Feldstein'sll in the sense it represents

the value of maxinum distributeble profits.
Case (11). (the Cobb-Douglas case.) If g=-1, then irrespective
of the value of n
e aaye”ly p:l
vhich can also be written as

pheqat) @6)1 ¥ 6p:1 ~(4.33)

so that it matches vith Feldstein's specification with ll.u

The equation in case (i1) {s & useful linear spproximation
and can be employed to test & hypothesis that o is unity. However,

the specificetion is ioad to the value of ¢

as such, in case of 0 being other thau unity.
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3. Influence of other factors.

The utility function (4.1) as we assumed, 13 a result
of & numbar of factors analogous to tastes and preferences in
consumer demand theory, which are considered to be relatively
constant in the short-run. But these factors are less likely
to have remained same ovar the period under atudy. In anticipation
of changes in these factors and their 1ikely influence in
altering the shapa and position of the objective function,it is
necesgsary to hold them constent by incorporating in the dividend

equation to be estimated.

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

of the financial varisbles as possible demand-side factors,

Important smong thase factors arej 1) fira's favestment
demand, 2) its capital structure, 3) its liquidity needs, &) changes

in sales, and 5) deprecfation,

Throughout the literature on dividend behaviour, investment

demaund of a firm is considered to be an important factor affecting

32.

affecting dividend payments. Infact, many studies congidered

dividends and 1nves':nent decisions as autually {uterdependent.

The other of the 'triad' decisions ia with ;e-pu:t to the
capital structure. Given the demand for new investwent, dividend
distributions depends upon the dectsion relating to the axtent of
interaal financing. Out of the three sources of financing new
investment namely, retained earninga, nev equity issues, and
borrowings, it is cowmon knovledge that retatnad earnings is
the chespest source. At the semetime fioancing through profit
Tetentions is considered to be & relatively inefficient \u‘y.
l"kﬁver, & change in the relative capital cost structura might
alter the propensity for retentions with its repurcussions on

dividends. Th » capital st is an i{mportant factor

affecting dividends,

Many studies preferred cash-flows to profits net of

d ion as g firm's capacity to pay dividends. The
ixplied hypothesis is that firas generally comsider vet profits

as 'illusory' snd that true capacity also includes the excess of
depreciation provisfon over 'real’ deprectation. Such ‘excess’

is believed to move with deprecistion provision since ‘reel’




33

deprecistion 1s unknown. In & way, dravings from depreciation
Teserves as well as other reserves such as development rebate
reserve, dividend equalisaticn reserves, to supplement current
profits should be regarded as acts on the part of firms to identify
their 'permanent' lucome or 'permsnent capacity' to pay dividends.
Stnce the dividend model already has & provision to take into accouat
such ‘permanent effects' via partial adjuatment, there seems to be
little reason to conaider such changes in reserves as a factor.
However, inclusion of depreciation does no harm to the model except

lowering the 'speed of adjustment' parameter.
Another factor expected to influence dividend policies
is corporate liquidity, The argument i{s simfIlar to that with

Tespect to investment demand.

Finally, changes in sales s 1 incloded in dividand

models to

the fel d king capital needs as suggested

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

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

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

3.

Hovever, the expected negative assoclation between dividends and
sales chaoge seems to be more plausible if the factor {s interpreted

43 a proxy for working capital aeeds.

4. Data and measurement of variahles.

That brings us to the actual messurement of tax varisbles
as well as others in the proposed dividend equation. Fivst let

us consider the tax variables.

Tax varisbles.

The tex varisbles in the dividend model are 8,8, 4, P,

and L) which are 1 ng di taxes both at

the pany aswell as sharehold: and sach tax beiag represented by
a single rata. Iu the resl world hovever, the 1iability with respect
to any tax being dependent upon s single rate is indeed rare.

The rate structure of & tex is more 1ikely to be such that different

parts of the tax base is taxed at different ra

Thie the blem of ing the 1

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

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

different portions of the tax base.
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The questfon ia \;hlla averaging, vhether one should

consider changes in the base atructure, or, sssume & coastant base

structure, The former yields eff rates r the true
tax lisbility, Ho'ﬁvex'. the latter method yields average rates

which reflect tax policy changes more faithfully than at{ective rates,
As ve are interested in weasuring the impact of tax policy changes,
the logical choice seem to be to consder rates vhich are independent
of tax base changes. But care must be taken fn choosing the

welghts to be as "normal’ as possible.

In the case of company profits taxes this would mean
that we consider statutory rates velevant to Indisn public limited

companies,

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

for most of the time, dividend: d4 Yy limite

only were lisble to tex. In certain years more than one limit were
lpectfind to charge excess dividends at progressively higher rates.

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

excess lisbility thus computed, is evenly spread over all the dividends

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

‘is regarded as the average dividend tax rate.

In the case of personsl income tax, information regarding

the veight structure is culled-out from All India Incowe tax Revenue

Statietice published annually by the Central Board of Direct Taxes,

Fortunately there is no significant change {n the weight structura
over the study perfod. The weights are determined on the basis
of shares of dividend incomes falling in different totsl income

brackets. The implied objective is to give bigher waights to

Tates 1icadble to sk & larger dividend

incomes, The weights are avaraged over the middle 10 years of the

study perfod, and these wei h ars used to bine the Yy
average unearned income tax rates on different income groups. An
additional aseumption involved {a that totsl incomes of shareholders
are wholly unearned, which s rather unrealfstic. But the loss

in sccurecy ia expected to be far less compsred to the additional

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

7 corporation  corporation excess nersonal
37 year income tax super_tax dividends tax fncome te
. 1 8425 7
1Y : i3 §:33 :
1949. . 12, 6425 ,
1956, . 15, 8.25 s,
To further reduce the computational burden wve exclude 3t . }I: $.23 :
30 . 17, &.25 35.
the capital gaius tax. First of all, the tax itself {s not on the 1. . 17. .23 33
S5 . . . .
. 7. 7.50 ,
same footing ss income or dividend taxes. Making 1t compatible g: . é M 7:58 : .
y 8. . 20. 7.8 .
with our model iavolves assunptions regarding expected rates of g' . % M . : :
i . 25! . 10,
return on capital gatina and resultanc average tax liabilicy. 2, . % . . 14
3. 5. 23. N .
23. 7.50 .
Due to.this, as. well ‘as due to various computational complications ;: . . ;:gg .
g . . . .
it seems viee to keep avay from capital gaius tax. We, however, ;' : . ;'38 :
P . . . .
assume that the ‘equivalent’ tax rate on capital gains 1s sufficiently g. . . M M
.
. 41,
lower than the personal dividend income tax rate. §: . 41,
1. 3 K
S M
&, .
7. ¢

NNNNNNN

Tha tax rates are shown in table 4.1 and tax variables

computed are shown 1n table 4.2. The details such as average Table 4.2 Tex variables involved in the model.

personal income tax rates by income #ize, and veights are shown

tax differential

tax
’ year at company at shareholder 1) 4 1on
in the Appendix. ) Towel v Level (5) total (#1) depress:
51 1.049 7.
2 . 9. ;
Financial varisbles, . H
3
.
8
The mein source of data relied upon to computé tha : gg g:
. . S
dependént variable as well as other financtal variables is the . w
66
Beserve Baok of India (RBI) publication, Finenclal Statistics of . :; 14
. .
924
Joint Stock Cowmpanies in India. This publication contains data ,' :Z zgg
. 4 .
relating to a sample of public limited companies based on their M :g :—;: 5
. 5 .
aonual reports, The sample companies sre tho-e%limbﬂglu} 5 lskhs, '7 . .g °§.82
. 254
The RBI sample melection is guided by the ‘twin objectives of ; N :;g :gzg
7 . «70 .
25 . +527 +268
? . »53 22687
? . «43 v 26871
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maxinising industry-wise, the coverage in terme of paid-up capital
and ensuring inclusion of as many representative units as poasible
from various industries’, Further, the sample 18 revised every
five years with a viev to improve the coverage and representative
character of the selected companies in the context of the expanding

corporate sector.

For an aggregate time-series analysis of coapany sector
in India we consider that the RBY sample {s suitable in the sense
that it is suffictently large and also the sample compositfon of the
companies {s revised evary five years to retsin its representative
character over time. On the other, semples which retain same companies
throughont the period might loose their representative character after
soue yesrs, since new companies which wight have started in the
intermediary years are not represented, Further, the RBI esmple has
one feature vhich makes it particularly suitable for our purposes
Though the ssmple tekes into™s the ch tion of

the population over time, the sswple 1z revised only in five-year
intervala, Thus, within & five-year period, the data related to
the same grouwp of This feature is £, to our

study vhich deals with equations containing lagged varisbles. For
those years which mark the tevision fo the ssaple, dats {s reported
for the old sanple as vell as for the new sample, making it easier

to connect the sample data.
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The RBI sanple is not devoid of problens, Host {mportant
is that the accounting years vary among the sample companfes, But
a4 number of empirical studies, partifularly, K.rishlzlnurty and Sntryls
shows that it may not significantly affect the results. Secondly,
no distinction is made in ‘the ssmple between profit-making and
loss-making companies. This also ahould not bother us, as ve seek

to study the behaviour of an Aaverage company representing all

companies irsespective of whether they are profit-eaking or not.

The variables tollnuued {n our analysis and their measurement
is given below:

1. bividends; Dividends on ordinary shares or equity shares.

2. Profits: Gross cash-flow or groas profits derived as the sua
of profits before tax and depreciation proviston.

3. Investment demands: Change in the gross fixed assets + change

in the inventory investment,

4 Capital structures Debt-equity ratic obtained as & ratio of the
sum of borrowings, trade dues and current 1liabilities,
and miscellaneous mon-current Iiabilities.to total Ifabd

5. Corporate liquidity: Ratio of current aseets to current tabilits
(Ratio of sum of cash and bank balsaces, investments,
loans and advances, advance payment of taxes, to the
sum of tax provision and trade dues and other current
11sbilitien.)

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

because it ie the sanpling parameter of the RBI ssaple.

Conclusion,

In this chapter, wve summarised the existing models of

dividend behavi and ded to the eff of 1

texes, We have aleo idered various bl d vith the

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

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

estimated paramaters to quantify the tax impact on dividend behaviour.

9.

10,
11,
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Appendix

1
Aversge personal income tax rates on dividend fncomes

8, 1947 - 1977,

at different levels of total unearned income.

b

1948-49 1949~50

1947-48

upper limit
of the income
class(Rs '000)
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Chapter 111

|
1969-70 1970-71 1971-72 1972-75 1975-76 ¢
: - a EMPIRICAL ARALYSIS,
1. 1.0000 1.0000 0 0
2. 4,3400 4.3400 3.6700 3.4700
3. 6.0000 46,0000 5.5000 5.5000
4. 8.100¢ 8.1000 8.1000 8.1000
A S £ B L
> 2,43 . B
$: 12:558 15.700 17.600 18,100 The preceding chay provide the Y
B. 21.250 21.250 22,000 22,780 -
9 29.690 29.680 30.250 31,450 and preperation for measurement of tax impact on dividends sothat
10, 34.730 34.950 35.200 38 7;0
Hj 33;238 : 528 22:%88 23 298 in this chapter we can entirely concentrate on the empirical analysis
i3 FER O L1 FERE 38:438 33:3%8
. 64, P . .
15, 29,890 25 840 69,670 83.160 £9.340 The task incolves two stepst FPirst, to identify the parameters
18, 72.820 81.620 72,880 84.810 71.180
1z, 74,760 B4.000 74.800 89,000 72.350 by fitting the wodel to time-series aggregate data, and second, to
simulate the equation so estimated in order to quantify the tax
1976-77 197778 impact. Accordingly, we shall devote section 1 to estimation of the
dividends equation and section 2 to simulation and quantification
- —e . -
5. 0 .8 of the tax effect. Alsc of interest will be some dieammgregated
. .0 .
}: :“?7400 . i?",oo #nalysis. We shall consider in section 3, six major industry groups
3. 6,2300 5.7500
s 10.180 74900 based on the RBI claseification of its sample. The primsry objective
8 19:03 13838
9: 25:468 24:150 of the disaggregated anslysis iz to see if industries in diffarent
10, 33.770 28.520
}é: 23'538 gg:ggg sectors react differently to the tax policy.
13, 53.190 44,740
14. 435,090 564870
}g- 49,080 60,910
15 08 g 1. Estimtion of the model.
Broad trends in the varfables,
H from the 1 rates given in the annual To start with, fluctuations in dividends are compared with
Finance Acts. ' .
those in the af dividend These are shown in figs, 5.1
and 5.2,

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

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

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

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

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

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

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

experienced by the industrial sector.

Dividends and profits;

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

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

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

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

48.

Fig. 5.1, Trends in dividends, profics, and tax yariehles 1951 =1977.__
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Fig. 5.2 Trends in the corporate financlal factors, 1951 - 1977.

.9600 -+
49. Investment demand
-6333
the general declining tendency, as well as the declime in 1974 \
~ A
fod P
in dividends seem to be of the 8 of the profits AT \, e
variable.
- 6240 R
Divid b e
enda and tax variables: Capital structure ARG
Comparision with the tax differential variable ia more s221 f
-522 :
revealing. It is interesting that most of the highs and lows in /'\.j
dividends are hed by cont: s in the tax di{fferentiasl
varisble, The peak level of dividends in 1960 might as well have : 43

been due to the lovest ever level of tax differentisl at 1.16 in

1959, The £all in dividend rate in 1968 and 1973 might also have

L

[X13
been Induced by the prevalent high tax differentiation. coi‘pox ate liquidity
i- 180
The other main tax factor is the tax depression variable. i -\\~« ST
Dividend rate is expected to be positively related to this variable, 0. 800
Bowever, the plot does not revesl such a relation, at least upto
1960, Even after that point the relation is not so clear.
. t.470 H—
+
= 47600 g---=--
Dividends and other financial variabless
4
The second set of variables with which dividend movements 5087 ;
. .
are compared are the four financial varisbles to be included in our ‘
.
nodel. (f1g.5.2). :
2533 ¢
.
.
4 +
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Obggrvnu?n o
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Comparision with investment rate shows, that except for
the years, 1958, 1959, and 1974, the expected negative relatfon is
vague. The broad trend over the entire pericd, however, is opponite
to dividends trend. The plot of capital structure variable also
does not indicate in a clear wmanner, its positive relatfon with
dividends rate. The plot of liquidity demand shows that upto 1958
its movements had been opposite to dividend movements, but after
that it remained constant. Fiaally the plot of sales change also

does not reveal any regular relationship with dividends.

The wain points of th‘u preliminary analysis can now be
summarised. Dividends rate is relatively stable compared with other
financial variables. However, there seems to be an abrupt shift
1o the course around 1960, Profits or the ‘capacity' factor slone
camnot explain sll the fluctustions in dividends. Tax differential
does appear to be s main factor influencing dividends. The influence
of tax depression factor, as well ss ather financial factors seen
to be leas compelling,

Regression analysis {Cobb~Douglas assumptions).

Based on the trends analysis, the firat hypothesis we
wish to test by regression approach is that profite and tax variables

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

s2.

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

and the elasticity coefficients involved sre unity.(eqn §.33).

We expect unitary elasticities for at least one reason. As ve are
going to use aggregate data rather than firm-vise data, there is a
chauce that the firm-specific over- and under-responses sight be
evened-out producing unit elasticity of substitutfon. However, 1f
the licear regression indicates that the elasticitfes are other than

unity then we have to estimate the more genersl form by non-linear

The implied by the Cobb-Douglas

assumption 1s, . .

-2z, MB35 (1-2) .0 -
LR “x‘:BlOthntth:_l ) ot (5.1),

where we axpect that 84"8,"84"1. (llpr is denoted as ™).

The regression results are shown in teble 5.1, The aver-all
significance is resssuring. Among the independent varisbles only
Y and Dt-l are significant and the tax variables ¢ and I are mot
significent at any acceptable level of significance. However, the
coafficients of the tax varisbles have expected signs. The regression
supports the earlier empirical studies regarding the applicability of
Lintner's partial adjustment theory. The lag parameter X is very lov

at 0.13, snd the only convincing reason for managements to deviate




Table 5.1

53.
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from the past dividend rate seems ta be changes in profits variable,

O NN
* 3 0Oy
L5 eeed
TE OO0 though oot very compelling, judged by its statistical sigotficance,
2 The estimated elasticities with respect to Y and § are 0.91 and -0.94
v
ox K4 and subsequent t-tests prove that they are oot different from unity.
¥ »
23 “
O . « 2
s e 2 e Nevertheleas, there is atleast one reason to 'suapect that
©
o -5 this vegression is not alright. The statistical significance of
2 0 T~
SR [ .
— gdrm“ " W Dt-l is disturbingly high, ratsing s doubt that this might as well
~ ©OMorg -~
w a3gm o be due to "lagged dependent bias' in the regression. Infact, there
= LIOMa— DD -
@ Tl Q3 o are three kinds of bias that could posaibly be associated with this .
1 bd .-
.ol E e regression. The other two types are; a biss due to absence of ather
+ oo .
= 5= Gaama ° relevaat f. 134 dividends, and & biss due to mis-specification
B 23 orinie
- S5 Dasdy of the dividend aquation by restricting to Cobb-Douglas frame,
) S O vernety
:{‘ 3 LY e wCary

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

~6L
Ada

8w * case of lagged d variable ing as
o As a result, OLS estimates of parameters might be biased, tha extent

c.8779

of bias being unk 1 y the blem is worse i{n time-series

analysis 1f there is serisl correlation in errors, making the estimatea
inconsistent. It is also well-known that i such cases the standard

P T

~Anue

. indicators of serial correlation such as Durbin-Wateon (DW) statistic

or the aerial correlation coeffictent (P) eannot be relied. Even the

Theil's N-statistic ie not applicable in our case due to smallness of

the sample.
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Fortunately, a nusber of alternative procedures are now
available in econometric literature dealing with equ-don- containing
lagged dependent v-thhln.z Rowever, the superiority of many of
these procedures over OLS is not yet clearly established. For our
purpose, ve shall choose the following alternative procedures:

(a) Generalised leaat squares(GLS) with iteration, (b) GLS with
grlt{ earch and iteretion, (c) Reaidusal sdjusted GLS suggested
by Durbin and later by Hatmmk.ng, and (d) Wallis' combined instrumental

variables and CLS.

P d (a) yields 1ikelihood estimates by
iteration process in which an estimate of serial correlation coeffi-

clent of OLS residusls 1s used to the variabl Proced

(b} alzo yields waximm likelihood estinates, but instead of using

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

Procedures (c) and (d) combine the GLS with inatrumental
variable method. The d no { It

consiets of instrumentsl varimbles to compute the serial correlation

coefficlent of errors followed by OLS method with all the varisbles

560

transforned as in the iteratfon smethode. The Wallia' method requires

estimation of D followed by GLS estimation of Dt using the

t-1

estimated values, for Dt-l'

Doy
The surmary of the regression estimates by the four methods
along with the OLS, 13 presented in table 5.2, which alao include

other factors.

Ioclusion of other financial variables has not altered
the OLS eatimates, All the four variables prove to be statisticelly
insignificant. There is no improvement in the over-all explanatory
power of the equation ss indicated by Rz and SEE, The coefficient

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

h ‘ Also on by the four altercative procedures
has not isproved the SEE and R’ significently. In the case of
Hatanaka estimation, the l2 has actually declined. There is however,
a slight reduction in the bias ss indicated by the lower influsncs of
the lagged dependent varizble in all the four procedures, The astimates
of elasticity coefficients in these equstions are much lower than

unity. But the tax variables are still prove to be insignificant.

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

significant are the profits and the lagged dividends. This would mean




©
57, H
S
v .
2 e
HE s8.
® &
<
-0
i
LR
e
====T= - : o :( gr that certain fluctuations in dividends are left unexplained. For
- © ~ -~ - - <
- A~ A Al > 8z
"o 3 3 3 s 3! = example, the sharp riee in 1960, the steep decline in 1972. The
a1~ & - b ELEY s
;ragn TH N0 ON WO N gm -m lq‘-'... ﬁ.\: e g s regression estimates of varisbles are contrary to our impressions
o sn 0% G0 00 a0 20 00 NS tu O uuvwg
N M N €0 N DT o9 oc Mg
o a3° - o LO IR HE T e N - LT of the trends analysis. Also the explanatory power of the equations
2 > [ - O O g
-3 a -~ ~ o~ .t Ut vEwo § 4 6o f d 11 t al
:::: = H ° 2vE 3 ar 8 no
= 883
oo o ~ A A A A A A A o Sl eEvees
- ,gg g S g gé N E_E o] Regression analysis {CES assumptiona).
96n 0 .
,.: \:IL ~ d":‘ |:‘ |:| ‘:‘ 3 zizé & To make sure, there is no specificatfon bias, we shall attempt
RN 2 fa o2 Ra e gz ;2 g& :; 32 N0 am to estimate the general form of the model,
4= o . MM b Mo ae s gz
5 AR AN AR LR R LR TR LIRS
i 2 2 OO e
g e |- g GRE S L S
H - _———m D D DX
8 oo l3) - A LTI TITITIC PRI . e 2l s,
g a 8% ~ t R 1,0+ - *
- BNC RN BE O$Esos i TR e THTE e
- « e
H [a] W ww WoowW W o .
H ~ONnQ ND 00 RO o ens imeted oa~1inesr procadurs
g.‘ 0 M ok 00 No R EREING ah b ©3 The gensral form will be est: by & non-1linser p &
Pf O ER3 IBISTAIRIININNS AT &R g% Sevton mathod hod
é E E o > R B R R 39 combining the Gauss- metl with the metl of stespast deacent,
3 < & W v e v v e e v e <3
2 j i Bl i e . g, Theee ara 1 hods in which a fied initisl values are
o A A A A A
] @o ~ A A A
w & o 33.3 s 3 83 b E used to find the vector in parameter space, slong which the sum of
: P O bik & boob did b £34§ s
] 5 RN an 2;' AN 59 oo fo Bo 89 3o g ;._'E squared residuale is decressing moat rapidly.” 1If the steepest descent
) g;cj e N O M o0 @9 0w 90 0w ‘Jg = will
2 B % I B S L L AR §15% fails then another sat of values may be initiated. This process
2 > (U ) Sde
< =] ~- ~ ~ - ~ -~ a 14
el L - G SIS -3 )1 ba repeated untill the sum of te The
~no P A A A A A -~ A s53° ' win
e 2 g" - z i-‘; . to be astimated in the equation ate A, g, m, A, aod B. To minimise
AN ] ] ] et {nencial axc:
N w
ein ne e pe Sy ge Eg - K 3 the computation burden, the fi factors can be excluded.
o &8 A OO AN ~O WM @ et £38 2 ’ ‘
§ %s) {77 IR OY A% 87 a8 CAHLLL
=4 > i [N 1 BnoLay -aeze bave
5 ___ a ST~ ~ e ~ Baan A number of initial parsmeter sets been tried, but
~ AT R IT T =T P e
LTS ima spe
cor 131 %0 %0 %, %, 0, 9,9, 0, ®e°. gg E better estimates are obtained by using the OLS estimates to specify
Slhpift L2328 3 83 8 n h %
Y I e e w W w e Te Yy ::
s‘f“; ; [ SR - R §v— s
e3 3 x s 1=
S - g
Craxiar o Ak O & & X 9§ %




59.
the initial set, and the coefficient of Y and Py kept constant at
unity. Also the Parmmeter, \ wvas initiated at 0.9, The non—

linear results are presented in table 5,3,

The improvement in Rz as well as the statistical significance
of the coefflclennv only show thet the linear regressions involve
a serious specificatfon biss. Infact, the lagged dependent hias
cen be regarded as negligible when compared to the other. But
standard error is higher in the non-linear case, which could be
due to a serial correlation, The elasticity of substitution at the
fire-level 1s -3.24 and 18 well sbove unity. Shareholders' elsoticity
of aubstitution 1« also higher than unity at ~1.64, but not as high
as the firas' elasticity. The estimates reveal a high sensitivity

on the part of firws to tax differentiation.

Also noticesble 1a the dividend lag vhich is now estimated
at 0.3, It means that curret dividends reflect only one-third of
the chl_nges in the desired dividends, which inturn would wean that two-thirde of

& cliange 4n the tax policy in ¢'th year will prolong 1ts effect on dividends.

It nust be stated however, that too wuch reliance cennot be placed

: On these estimsted  alsa, for the simple reason that the non-linear

60, '

Table 5.3 Estination by Gauss-Newton and the
wethod of ateepest descent,
Converdence achieved bu Giuis‘.

Final sum of sauares = +19648
Sanele 1951.-1977,

Nuaber of observations = 27. .
Explanatory Estimated Standard T
variable Coefficient rror Statistic
1z aM{a « 0) 2301757 +400800 0.75289 LA
2% SIB&( { Q) 3.23871 +866870 -3.73410 s1
32 YET op ¢ 0) -1.63953 +985349 -1.66287 YE
4t A « 0) 1.30467 +B57984 1.52062 f
5% B « 0 1.43563 +864897 1.91425 B
R-Sauared = 0.897? AdJ R Sa = 0.86817
Mean of Der var, = 2,215
Durbin~Watson Statistic (AdJ. for O, Gass) = 1.6187
gg- gf gn‘éar“d R;‘tgu‘é‘i= i .‘753865155 02
rror o e Resression = -
F-:Qa::st!c(crl.v 23.) = 47.1508 éil Level 0.0 Pe

Condition Number at least 34,243
Fosidual Hoan "= % 583%te-o3%

estimation has alwvays been tricky. In our case, the finsl estimates

shoved conaiderable varistion whenever the initfial paramater set isg

changed. And many & time is not achieved, though the

suas of squares changed only slowly. The posible reasons could be that
firatly, the sample is too emall, and secondly, the equation, though
‘identified' in the statlstical sense, is too complex for the estimation,
The alasticity estimates are far higher than those obtatned by the linear
methods, In viev of thege difficulties, only the linear equation estimates

are relied for simulation purposes.
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2, Quantification of the impact of tax differentiation on dividends.

The method of quantification is as follows. For any
given year, we shall obtain an imaginary level of di{vidends as if
the tax policy had been neutral. This can be achievedhy #ssigning
unit value to the tax differential variables 6 and § and simulate
the equation. The difference between the simulated dividends
and the 'fitted dividends' can be interpreted as the impact of the

prevalent degree of tax differentiation.

The fitted dividends and the simulated dividends along

with the difference are presented in table 5.5, and plotted in f£ig.5.3.

In £ig.5.3 the upper line indicates the movenent of simulated
dividenda. The vertical diatance at any point ia the effect due to
differential tax policy. The year 1959 represents a cut-off point and
it is clear that the fmpact has been higher after 1959, The abolition
of grossing-up widened the gap., Further the gap ia wider during the
peried in which the dividends tax vas in operation, especially the
years 1961 through 1968. Even vhen the dividend taxes were abolished
in 1968, the gap has remained high compared to the earlier years,

1951 through 1959, The average effect computed froa tahle 5.6 {a 0.64
during 1951-1959, vhile 1t 1s ‘2.1‘ during 1960-1968, and 1,51 during
1969-1977. (units of measurement are same as dividends, namely, as per cent

of paid-up canital.).

13,60
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Table 5.4 HMeasurement of effect of tax differential
on dividend behaviour, 1951 - 1977,

ficted simulated total
year dividends dividends effect
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. . s -9 & ¥
. . 2 «632
. -1336 *3 447
. . g 'i .

HY «071 - «58
. «2355 '§ b
:

: RN 0 34
. i.010 . 3
. 1. 49’ . +94
: 9:408 . M
3 8:218 : :
: . 1202 . :
. <9881 : :
. : 53 . :
. . . .
: . : K

) :
. 0.373 : .
: 8348 : 1339
. -3 3§ . H
i ERH : :

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

11.07 *
(]
*
.
.
8433 s
1]
.
L]
e
1951.0 959,17 1968.3 1917.0

(1 e .
the :fFl'tnte'd dlvgden%g o :ss ll“u :l::’ed sideLnds femmmmens




64

Table 5.5 Seperation of tax effects on dividends
1951 - 1977,

fleced hen otoulated  he simolated  offect of  efy

Seperation of effects at sharehglders'and companies® levels. year vith no personal excess di~ pe:
=perarion of effec SReree = dividends 4y tdends taxes

income tax vidends tamx fac

63.

The totel effect can be split into two parts: Effect : : : SQ 7:5 J 2
due to additional dividend taxes at company level and effect due M 6. ;z §
to personal income tax. The first partial effect can be obtained E ;‘ 22 5% 5
by simulating with #=1, The second effect can be obtained vith §=1, S i‘. {? §
These are presented in table 5.5 and plotted in fig.5.4. In plotting : 83 85 é M
the seperate effects are shown by a single curve splitting the E 8" 8: 3 gb : %ii
ares representing the total effect, in two parts. For exasmple, S E ?é gﬁ E égg
out of the total vertical distance in any year, the diatance between : ‘:,' 5? g "
the synbols ‘4'gnd 0" representa the effect due to personal tax and E gs ‘53 35 .3.5 : ; :
the rest of the distance represents the effect due to dividend taxes, ;; '2: gg :2( g! M é .
. 3.545 0,545 2 .
This bisection shows that much of the inpact has been
due to personal income tex and the impact of additional dividend
taxes had been but negligible compared to the former. Hovever upto Fig. 5.4 Seperation of tax effects on dividends, 1951 - 1977,

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

13.6¢C :
3. Industry-wise snalyais, E
The RBI ssmple companies used in our analysis, are fatrly 11,07 3
homogeneous in the sense that they all belong to the class of Indian E
widely-held compsnies with large capital base. Alzo, most of the 8.33 ¢
factors responsible for variation in the dividend behaviour are taken
1862071 T heseT 1968.3 1317.0

O=dividends simulated for excess dividends taxes
A=dividends fitted .
2=points that coincided.
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care of vhen we included thez in the dividend equatfon. To that extent
the possibility of variation in the dividend behaviour across the
firms is reduced. Neverthelese, there still exists scope for variation

i the parameter estimates.

For one thing, though the statutory corporstion tax rate
1s seme for the sample companies, the effective rate 1s not. The
gap betveen the two differ from firm to firm depending upon their
claius of tex deductions, exemptions and incantivea: Same is the case
with excess dividend tax rates. Further, the weights used in
cosputing average personsl income tax rate might also differ for
different companies. All these might show-up as differences in the
coefficient estimates if the dividend equation is fitted to firm-wise

data.

Even 1if the tax varisbles do not differ, there still exist
substantial scope for variation between firms, owing to the govermment

controls vhich pervade their activity at every stege; controls on

eudlg. 1on, rial di warketing,

a5 vell as price controls, not to speak of the commodity u’xnt!on.

These controls might necessitate specific of £4 {al

leading to differences in the dividend preferences.
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Huch of these variations in dividend behaviour can be
brought to surface by industry-wise analysis. However, inorder mot
to loose the benefits of aggregation (not the least of such benefits
being the subsuming of the epecification bisa 1if eny), we shall liait
the disaggregation to broad industry groups. For :hi'g purpose, the
RBI claseification of industries into six groups can be adapted.
These are as follows:

Group 1. Agriculture and allied industries (plantations).

Group 1I. Hining and quarrying.

Group IIL.A based ing (food,textiles, at

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

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

Group VI, Other 1 ¢
electricity generation and supply, hotels and restau-
rants etc.) .

The empirical analysis $s wore or less ssme as in the case of

data, To winimi wa shall follow & routine,

First, we shsll eatimate the linear regressions by OLS and the four
auto ing the financial varisbles as well.

From out of thess five equation estimates we sball choose the one

which may be considered as the beat from the point of their susmary
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statistics as well as the relfability of the coefficient estinates
and their signs. The coefficienta of the selected equation will be

used to specify the initial paraneter values for the nor-linesr equation.
The estimated nes=linesr parameter eatimates, depending upon their
relisbility vill be simulated for tax effects as in the case of

aggregate analysis,

The regression results,
Tables 5.6 through S5.11 present the linear regression results,
As expected, there are substantial differences among the six groups
vith respect to the goodness of fit, residual behaviour as well as the

coefficient estimates of the dividend equations.

In the cass of iodustry groups, I, and II, there is hardiy
any variation in the estimates by alternative methods. The differences
in the l‘lz, and SER are not vorth-not!.‘ng. In these cases, the OLS
estimates vill serve the purpose as well. But not so in the other four ?
groups, IIl, IV, V and VI, The differences in iz, SEE and consequently

the coéffictent are sub ak

The 1 by N

the two GLS methods ylelded better results than the methods combining

the fnstrumental variables, namely, the Hataoaks and Wallis methods.
Between the estinatas by the two former GLS methods, the chotce indeed ,

is difficult, But we shell settle for the GLS-grid search estimates

Table 5.6 Auto-regression estimates

Aggriculture and allied industries, 1951-1977.

Group I,

68.

g‘rié‘-‘un‘rch
with GLS, AUTOEST 43= Wallis GLS with instrumantal variables
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for the groups ITI, IV, and V, and GLS-iteraticn estimates for group V)

The selected regression results are summsrised in tsble s.12.

First, let us consider the estimates of the lag parameter.
The lag parameter is not always aignificant in the dissggregated analys
This is quite in contrast to the earlier findings as well as our ovn

findings based on sggregate dete, regarding the general applicability a

Lintoer's hypothesia in ladisa. Groups I, III, and VI, where it is not

esigoificant, consiet of some of the major fndustries such as tea plants
1eity and &4 s shipping and ¢

food, textiles, el
botals and restaursnts. The results show that in these groupa, the
1y to the desired levels. This

current dividends adjust
phenomenon may partly be attributed to the fact, that factors which are

ing 1o & 1 approa

responsible for much of the
on the part of the managements, ara the ssme as those already included
1 don 1s not 1y satisfa

in the dividend Bat this e
bacause, were it so, it should equally bs true in the case of other

industries as well, The dividend inertia is fairly high ia the case of

groups II and V, vhereae it is woderata in the case of group IV,

Profits varisble is significant in most of the cases, as
expoctad. But it has a wrong sign in the case of group V. The estimats
of income elasticity vary from 0.3 for group III to 1.75 for group II.




It umﬂ
But the sales change

of the

The other consistently

The tax depression variab:

Thus none of the estimates provide evidenc
In the case of group II it carries
The estinste of elasticity varies

76.

In our case, the suitable interpretation

Infact, for groups I, III and VI, where there is not sufficfent evidence
for lagged adjustment, the estimates should be considered as wuch easlle
Tax differential turos out to be an important varisble in thre:
comprise the manufacturing sector in India, whose share of paid-up capit
even & wrong sign in the case of groups L. dn#l II, which again is contran
the
Investment demand tends to be an important factor in five out ¢
the six groups, tha exception being, not surprisingly, the agriculture ar

in favour of unit incomm elasticity, which, as discussed above, is one
out of @ix groups, sod interestingly, the three groups, IIT, IV, and ¥V,

Also, the profits varisble should be regarded as insignificant for group

except in the case of group I, remains: mostly insignificant.

inview of the negative sign,

indication of the apecification biss,

in the sample, ia over 75 per.cent,

correct aign but not significent.

from -0.26 for group 11 to -1.28 for group V.

in torms of nat cesh~flows.

ssem to be gross cash-flows.

allied group comprising mainly the plantations.
signifiant variable has bea_n sales change variable,

to the esrlier findings
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varisble seem to play a kind of a'double-role’, repr ng Table 5.13 Eotimates by Causs-Newton wethods.
" B " Group III. Agro-based manufacturing industries,1951-19;
gravth prospacts and profit al, asd ® cnan c:nverqence achieved by gzuss last N
. X¥xCoeff nt sid ted fro ast G S o
for retention of profits to meet working capital needs, Captial structure r,nageau:L:,? z ;9 gre c(:;;u " Fuss ster
Sample 1977
has been significant in the case of groups I snd III, whereas the Number af c”.\ﬂ[‘rila‘,)o“r = 27.
Exrlanatory Estimated T
1liquidity demand factor turns out to be important for groups III and V. Variable Coefficient Statistic
18 LA (2) ¢ 0) +406547 3. 530931 T LAH « o
These findings regarding the influeace of financial variables on dividends, 2% SIG (o) ( Q) =-3,B5741 -2 (] 93
3x YET(«(‘) € 03 -1.41404 -2 TETH o om
sre not entirely in agreement with those of the earlier empirical attempts. R-Seuared = .94323 AdJ R Sa =.92212
gurhx? Uataondskatxztl§ {(AdJ. for oizgg?s) = 2.0584
- um of Sauarwe esiduals = .
Since the dats base and time: period is more or less common, the reasons Stonoees Errur oftiny Resressinn _ R
F-Staticstic 2ep 24.) = 42,000 fig tevel 100.0
for the differences iu the findings seem to be the specification of the Condition Nu-ber at least 26.65%
—_FKesidual Meon 20
equation and methods of estimation. T T ——
The non-1linear estimstes by Gauss-Rewton method,
The con-linear estimation is not alvays succeesful,
The method failed to schieve convargence in the case of groups I Fig.5.5 Impact of tax differential on dividends, 1951-1977,

and II. (tables 5,13 through 5.16. The results for the menufa- Group IIT. Agro-based manufscturing industries.
14.00° )

cturing sector show that the ££: of tax £ g t
.
the elastici of divi » are well sbove unity, . :
the r 50 of fncome elasticity at ome, seem to be : 11.47 ;
H
not far from reality. The astimates of lag parsmeter for groups . ‘
111, IV and ¥ are 0.4, 0.36 and 0.28 respectively. 8.93 & : |
. :
. .
6,40 + " ' :
1951.9 .. 1989.7 1948.3 1977.0

Osdividends -lnuhud for total tax differentistion

#=dividends stmulated for excess dividends caxes. |
*aficted divdende~ |
2=points coincided.
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Table 5.14 Estimates by Causa-Newton smethods,
Group IV. Heavy manufacturing industries, 1951-1977.

convergance achieved by gaus

EXECoeffici s Comiy

ginsserrs u:n:au:geir;s ?ozv'g‘lf;ed from last Gauss stor.
Samr-le 1551,-1977,

Nuaber of Observations = 27.
Explanatory Estimat
ed T
Yariable Caefficient Statistic
1t Lan « o 364547
. 1.870983
2 g8, ¢ 9) -2,32213 -3.247812 'E?g (O
¢ 0y -1.727s8 -2.857493 YETA R
R-Sauared = ,98645 adJ R s 7
. a =,9
Durbin-Watson Statislic (ads. far "0, Gers) = |
S2,a0 SryRred Resjdusls o L O
t nror o 2 Redression = .-'3 T
F-Statistic( 2., 24.) = 51.000 5?37(‘.23(-1 100.¢ f- rcen:

Fig, 5.6 Impact of ¢,
4x differeatial on dividend
Growp 1V, Heavy manufacturing lnduatﬂ:;.“sb“”.

[ +
i + 3 +
! 4
: .
:
: 5
13,33 4+ ¢
! b
:
: 2
: :
8.27 ¢ :
'S +
¢ H
2 .
? :
35.4 = ! :
. b4 :
4 g 'a“"vu}ms‘vJ 1948.3 1977.0
————%'2FIOY (0} ‘0‘SINDY ¢ 0) <4 mgpEL

* mfitted dividends .
0 =dividends simulated for total t.
ax differenttal
%= dividends simulated for diffe
T
excens divtdonty oot g ential effected through exceas;
2 = points concided,
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Table 5.15 Estimates by Causs-Newton methods,
Group V. Other manufacturing industries, 1951-1977.

converdence achieved hu steere:t descent
t¥¥Coefficient <td errs cosruted from last Bauss ster,

Final sum of sauares = ,1452
Sampic 1951,-1977, .
Number of Observations = 27. R
Explanatory Estiuated T
Yariahle Coefficient Statistic
1x LAH ( ) +2846548 3.300982 Lau {0
2t SIG { o) 96373 ~1.974812 s16 « o)
3% YETA ¢ 0) -1.24593 -1.848398 YETA « o)

R-Squared = .88447 AdJ R Su =,86521
furbin-Watson Statistic (AdJ, for 0. Bg
Sum of Sauared Residuale = + 1652
Standard Error of the Redression = 1
F-Statistic( 2.5 24.) = + 008 i
Condition Numbier at least 29.5384
Residuyal Mean = 007453

.

¥Fig., 5.7 Impact of tax differentiation on dividends, 1951-1977,
Group V, Other manufactering industries.

r mamse ceman
37640°7% £ + $
4 ¢

. .

. .

. p

. .

2,027 4 +
" .

.

2 .

. .

1,013 4 \q
.

. .

. .

0.0 4 + t y
1951.0 9.7 1968,3 1977.0

Dbscrvﬂ.}:g
‘RIFTIV { 0) ‘0/=8INDV { ©0) ‘4'=8DEL
T e fitted dividends T s s
O= dividends simulated for total tax differentiation
&= dividends simulated for differentiation caused by
excess dividends taxes,
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Table 5.16 Ea es by Gauss-Neuton methads.
Group VI, Other non-manufacturing industries, 1951-1977.

conversaence achieved by steerezt duscoant
¥rxCoefficient sid eprs comruted from Jact Gouss ster,

Fin2l sum of souares = ,17¢47
Samile 1951,-1977,
Number of Bbservations = 27,
Exrlanatory Estimated T
Variable Coefficient Statistic
1¢ LaM { 0 2136985 1,65938
132! SIG ¢ 0) -.33123¢ -1:573§2é é?l’i‘ : 8;
¥ YETA £ 0) -,54B352 ~1.485474 YETA « o)

R-Sauared = ,g4219 AdS R Sa =,74521

Durbin-Watson Statistic (AdJ, €} =

2yn, 9f Sausred Residusis oo' 'OF 01 03es) - 1.zece
Sfandard Error_of the Redression = 1174364

F-Stetistic¢ 2., 24.) 21,00 Sid lLevel 5.9 Fercer

2 : "31.800
Condition Number at_leas 29.5
Residual Mean = 007653 % et

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

e waisy cublw

R A4 R [P, e b aecmmmn———— R
hed0

.

:

7,00 .

:

:

H

.

B 1]

LTIT e S s

2. v . 317.0

unstavarlid "9 13
CE i

<) Lt=Shrpv U Uy reeaspEy

* efitted dividends o

0 =dividends simulated for total tax differentiation

¥ =dividends aloulated for differentiation caused by
excess dividends taxes,
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in the Iinear regressions, On the other estimates of elasticity of subs
tutionbetween dividends and retentions are aigoificantly higher than the
linear estimates. Particularly for groups III and IV it is =e high

as’ 3.9 and 2,32, The elasticity estimates at shareholders® level

are also well above unity,

The simulation exercise is carried out only for the groups
II1 :lm:ugh VI and not attempted for groups I and II fn view of the
unexpected sign carried by the tax differential variable, The tax effeces
tabulated in tables 5.17 through 5.20 and plotted as fige. 5.5 through 5.
Table 5.21 swmarises the simulated effects of tax differentiation ,
The study period was divided into three 9-year sub-periods snd the
yearly effects were aversged over esch of the sub-periods. The
sumnarised averages show that the effect his been the highest-in industri
under group IV and group I1I, moderate in group VI and negligible in
group VI, The averages indicate that the effect, in all the four cases,
was the highest during the sub-period 1960-1968, which agree with the
tendency in the aggregate results &s well. The splitting of the effect

with to tax di on at y and sh ders’ levels

shov that the effect of excess dividends taxes ie much lower conpared to
that of personal income tax, which also {s in line with our findinge of

the aggregate anslysis,
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Table 5,20 Effect of tax differentiation on dividends
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.B8.
Table S.21 Average effect of tax differentiation by industry
groups and by three sub-periods. Summary.
(2.) over-all effect In this chapter an attempt was made to fir the dividend mode;
{dividends as per_cent of paidup capl)
postulated {o the earlier chapter to the time-series data oo Indian
industry
group 1951-1959 1960-1968 1969-1977 1951~-1977 .
corporate sector and thereby measure the dlvidend~aenui(1vity to
ITI. 1.15 3.07 2.32 2,18 . variation in the tax differentiation, as well as quantify the tax
v, 1.49 3,71 4.69 3.96
Ve 0,16 0.43 0,24 0.28 . effects by simulating the eatimated model.
vi. 0.06 0.20 0.17 0.14
All ind, 0.64 2,14 1.5 1.43
Starting with relatively simpler degeneration of the general
(b} effect due to personal income tax model, the coefficients are estimated by different methods vith &
;::::H'Y 19511959 1960-1968 1969-1977 1951-1977 view to identify the correct version of the model. The Cobb-Douglas
version of the model has not £it the date satisfactorily, Attempts
III. 0.88 2,96 2.29 2.04
v, 1.16 5.41 4.69 3.75 to correct tha lagged dependent bize, and serial correlations have
\D 0.12 0.40 0.24 0.26
Vi, T 0.04 0.19 0.7 0.13 not improved the situation. On the other, the CE3 version, though
All ind, 0.43 1.95 1.51 1.30 .
Proved to be & better specification, yielded coeffictent estimates
vhich seem to be leas stable.
(c) effect dua to excess dividends taxes
:“r::;"’ 19511959 1960-1968 1969-1977 1951-1977 The disaggregated analysis by six broad fndustry categories
111, 0.27 0.11 1 0.14 brought the relationships in a clearer way. Specificelly, the thres
Iz: g:gz g:gg :ﬁ : g:g; : industry groups, II1, IV, and V, comprising the manufecturing sector
A.uv:;d. g:zl)i g:g; :ﬁ g:g; proved to be very sensitive to tax changes.

Notes: Each number is a 9-year average and figures in the last columna The quantification of the effect by means of sinulaticg the

are averages over the entire period.

beat estimated equations for each group show that much of the effect
Sources: Tables 5.17 through 5,20 , . 5.4 and 5.5
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has been due to the adoptation of 'Classical’ system. Between

the thres 9-year divisle;ns' of the overall peried, the impact

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

is very low, co‘pnﬁed to that of personal incowe tax, vhich is not

fully in agreemant with the prevalent view regarding theae taxes.

4,

90.
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For details ding the ssaple ge etc. see,

Reserve Bank of Todiw, Finsncial statistics of the Joint-stock

JnAnC s A e e e

companies ia India, Vol I.

|
|
|
|




Appandix 2.

1951 - 1977

ata on corporate financial variables used
in the analysis,
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Group IV. Heavy manufacturing industries.
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Group VI, Other non~manufacturing industries.
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Yotes: for detsils regarding the computation of these variables see p.122 (Ch.IV.)

companies in India.

Rulletin, December 1979,

Financial statistics of joint-stock

as well as Reserve Bank of India

Scurce: Reserve Bank of India.
Vols. 1, II, III,

Chapter IV

CORCLUSIORS.

The study had been an empirical ex-plonuon_ of tex impact
on dividend behaviour {n India. The empirfcal results show that
tax differentiation is a very powerful instrument to control dividend
preferences and that Indian corporate sector is very sensftive
in this respect, particularly the manufacturing sector. The findings
all the more emphasise the need for cautious adwinistering of this
wedicine,

The study such, is abstained from probing inte the sthical

aspecte of controlling dividend decisions. A mention of the various

for and ag such has alresdy been made in the

the need for such controls, one

4 p . To
should have a parspective much broader than this study, because the
need inevitably depends upon the over-all objectives of development
planning, the investmsnt policy, the incomes policy, and so om, The
purposs of this study, on the other, is on!.y to provide policy makers
with a clasrer viev of thelikely m.m.;'fthllr actions in this respect,

whichever may be the direction of such actions.

Even so, if one ware to take a stand, one {s lthly to

agres with the concensus resched in this regard by enquiries such as
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the Bhoothalingaa Committee, that corporate dividend decisions should
be better left outside the purview of government comtrols. The
objectives, namely, raiaing faveetment, eacouraging internal finsncing
and reducing fncomes® inequality and conspicuous consumption by
dividend receivers, are no doubt desirable, but dividend controls
seem to be no answer, For one thing, as proved by the past empirical
findings, {nvestment, capital budgetting, and dividend decisione are
not n:uﬁ::(erdapendent a8 one would expect for affecting changes in

the former vie dividend controla.

The resulte of our study partly subscribs to the sane view.
It shows that favestment demand {s sn important factor affecting dividend
policies. But this does not uecessarily mean thet dividend controls
are needed to induce new investment, Whether there are comtrols or
no controls on distribution of dividends, companies would have gone
for dividend cuts were there exist such a necessity. Also in our study

the variable g capital often turned-out to be less

compelling, which would mean that artificiel reduction of the coat of
internsl finencing 1s not the main reason for dividend cuts, The effect
of the excess dividend taxes, whose ohjective vas explicitly to coapel
firms to plough back profits, has not proved to be very important., Though
the atudy by itself is inadequate to come te any strong conclusions in
this reapect, if the results ara conbined with the findings of the past

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

100,

The other mala objective of diﬂdel;d restrictions is to
reduce incomes® inequality. This argument aleo proves to be fut{le
vhen we realise firetly, that dividend incomee by themselves are
Dot that fmportant to disturb the existing pattern of income
diatribution. Bven if they are 20, the 111-effecta.on fncomen®
equality cao be much more efficiently tackled by wonitoring the
pattern of new share {ssues by companiss.rather than taxing dividends.
Already such controls on share allotments exist. Once such wonitoring
is ensured, any increases in dividends would be accruing .- more and
more to middle and lover income groups. Purther a rise in dividend Tat(
relative to those on alternative but less productive investaents,
might as well spresd the habit of iavesting in company shares which

might alter the incomes pattarn.
B

Horeovar there is & need to mat the f; of 1

to diversify their 1avestments.in . more efficient waysy Such an
atmosphere will result i{n the lang—rm;. more afficisnt allocation of
savings in the economy,

All this reasoning pointa out a need to reduce the pressat
degree of tax differentiation b d: and ondi profi

vhich can be sought in two vays; efither by suftably changing the tax
system or by altering only the ith L ‘bing the

over all syatem,

|
|
|
|
|
|
|
|
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Among the income tax-systems adopted io the world today,
Classical systea is no doubt, simpler, more efficient, and admini-
stratively less cusbarsome, coupared to other systems, However,
from the point of equity considerations as well as from the point of

1ndustrial develoy‘-cnt the Classical system is ianferfor to others

such as I lon or Full~g on syatems. Even so, it is not

advisable to switch over to the other aystems as they definitely

involve tedious d: and delays. Alsc
the transition from one aystea to snother caonot be expected to ba
smooth, a point clearly brought out by this study, Therefore,

there 1s no going back from Classical system,

But vhats cac be done perhaps, 18 to reduce the present
persanal tax rates on dividend incomes. PFrom the revenue point, the

taz revenue from this source of income slone is not as much as to

upset the g exp: At there already
exist certain reductions in the form of straight deductions for

dividend incomes. But a more equitable vay of reducing the tax burden

would be to be & hedule for dividend incomes with

lover marginal rates.

The ‘achedular’ systea is not new to India. It existed

in the form of seperate rate schedules for ‘earned’ and ‘uncarned’

incomes. But that system d ’ ! {ncomes

102,

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

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

to euch taxes had been rather high. Therefore, re‘ductlon of personal
marginal rates ondividenda will go a long way in contributing to the

industrisl development, particularly the msnufacturing sector,

Negative methods such as levy of excess dividend taxes
at coapeny level are, besides making the tax structure complicated,
nay not be effective. Positive methods of zeducing tex rates on
dividends certainly will. The tax reductions will meke investments
in corporate shares more sttrective and will be conducive to the
habit of ng in company shares thereby making more savings availe

which seem to be a naturel way of incressing the investment rate

in the economy. If at all private sactor has to bs preserved in this

country, the best form undoubtedly ia the joi k

with public p
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