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Abstract  
Dividends are the key indicator of share price and share price the key indicator of firm value it should be that in 
order to maximize shareholders wealth, shareholders should be awarded the highest combination of dividend 
and increase in share price. When a company makes profits, it can either decide to retain the profits for 
expansion by investing in new projects or pays it out to shareholders in term of dividend. This paper aims at 
providing an understanding of dividend policy by reviewing the existing literatures on dividend policy and the 
relationship between dividend policy and firm performance. 
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Introduction  
 

Traditionally, corporate finance involved in 3 decision making, investment decision, where 
investment projects are evaluated and suitable projects selected. Finance decision, where finance is 
raised to enable the selected projects to implement and lastly the dividend decision, which considers 
the amount of earnings to be retained in the firm and distribute to shareholder. Nowadays, dividend 
payout seem is a signal to indicate whether the firm is operating effectively and stability. Therefore, 
this article is to review the relationship and possible impact of the firm policy dividend on firm 
financial performance. 

 
Dividend Policy  
 

Dividend is a distribution of a portion of the firm earnings to the shareholder. It is a 
distribution after tax. The attitudes of shareholders to changes in the level of dividend paid must be 
balanced against the availability and cost of internal and external sources of finance. This is because 
the payment of dividend will reduce the amount of retained earnings as a form of internal funding for 
the projects that the firm may wish to invested for higher profit margin and it is the cheapest funding 
of the firm, if the fund is insufficient, external funding may require which will incurred high cost.  
This where the interest conflict is arises the shareholders would have loved greater part of the profit to 
be distribute as dividend and the managers may prefer retained most of the earning for the future used. 
Therefore the dividend pay-out ratio becomes critical in order to balance up the shareholder wealth 
and firm growth.  

Adediran and Alade  (2013) conducted a study on dividend policy and corporate performance 
in Nigeria gathered data of 25 listed companies from the Nigerian Stock Exchange Fact Book, and 
Annual Reports and Account. The data are analyzed using panel data multiple regression. Their 
findings reveal that there is a positive significant relationship between dividend policies, corporate 
profitability, investments and earnings per share of organizations. They then recommended that 
organizations should ensure that they have a robust dividend policy in place that will enhance 
profitability.  

Dividend policy refers to the set of rules or guidelines that a company uses to decide how 
much of its profit it will pay out to shareholders. However, the decision to pay dividends rests in the 
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hands of the board of directors of the company, and once dividends have been declared, it becomes a 
debt to the firm and cannot be rescinded easily (Firer et al., 2012, p.525). 
 
The Firm Financial Performance 
 

Financial  performance  is  a  subjective  measure  of  how  well  a  firm  can  use  assets  from  
its  primary  mode  of business  to  generate  revenues  and  expand  its  operations  (Copisarow,  
2000).  Financial performance can be measured in many different ways, but all these ways should be 
aggregated. According to Demsetz and Lehn (1985), financial ratios from financial statements are a 
good source of data to measure financial performance.  

Financial performance also is to measure in terms of net earnings which are divided into 2 
parts, retained earnings and dividend. The retained earnings of the business may be reinvested and 
treated as a source of long-term funds. The dividends distributed to the shareholders in order to 
maximize their wealth as they have invested their money in the expectation. Nairobi Securities 
Exchange publication (2010) shows that CMC Holdings Limited increased their payout ratio from 
27.49% in 2009 to 28.28% in 2010 thus impacting positively on the stock prices from Ksh15.35 to 
Ksh 18.85 in 2009 and vice versa where CFC Stanbic Bank limited changed their payout ratio from 
32.05% in 2009 to 16.16% in 2010 thus impacting negatively on the share prices of NSE which in 
turn translates to financial performance based on shares turnover (Charles, Joseph, Sang, Cheruiyot,   
& Joseph, 2014). 

Profitability is a type of performance measure which focuses on the relationship between 
revenues and expenses and on the level of profits with relative to the size of investment in the 
business (Zhou and Ruland, 2006). Four most commonly noted measures of firm profitability are: the 
rate of return on firm’s total assets (ROA), the rate of return on firm’s equity (ROE), operating profit 
margin and net firm income. 

Return on equity (ROE) is a measure of profitability that calculates how many dollars of 
profit a company generates with each dollar of shareholders' equity. The formula for ROE is: ROE = 
Net Profit/Shareholders' Equity. ROE is sometimes called "return on net worth." 

Return on assets (ROA) is an indicator of how profitable a company is relative to its total 
assets. ROA gives an idea as to how efficient management is at using its assets to generate earnings. 
Calculated by dividing a company's annual earnings by its total assets, ROA is displayed as a 
percentage. ROA = Net profit / Total Assets 
 
Literature Review 
 

Numerous of  financial  researchers  who  analyzed  the Dividend  Policy  empirically  
expressed  different  views  about the  relations  between  dividend  policy  and  corporate profitability. 
Most of the studies have found evidence that valuable information is signaled through dividend 
adjustments whereas Lintner (1996), Adediran and Alade (2013) which had discussed in the 
introduction and the rest will as follow. 

Sunday et. al (2015) are examining the relationship between dividend policy and financial 
performance of non-financial firms in Nigeria. They had selected 25 listed non-financial firms in 
Nigeria with supported by the below theoretical empirical studies and secondary data sources, the 
audited report of the firms had chosen. Panel data methodology was employed and pooled Ordinary 
Least Squares (OLS) was used to estimate the coefficients of explanatory and control variables where 
the return on assets (ROA) served as the dependent variable, profitability, while dividend payout ratio 
proxies for dividend policy and was the only explanatory variable. Result reveals a positive and 
significant relationship between dividend pay-out policy (DPO) and firm performance (ROA). This 
finding is consistent with some prior empirical studies and provides evidence in support of both 
Signaling and Bird –in- hand hypotheses of dividend policy theory. 

Dividend signaling is a theory suggesting that when a company announces an increase in 
dividend payouts, it is an indication it possesses positive future prospects. Dividend is an indication of 
the earnings of the firm i.e. increase in the level of dividend payout may sends a positive signal to the 
investors and the general public that the earnings of the firm is bright and vice versa. Therefore 
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manager should plan carefully on the payout rate to avoid unnecessary speculations in the capital 
market as investor may not share the same information as a manager has- asymmetric information 

Bird in hand theory viewed dividends and capital gain differently where due market 
imperfections and the uncertainty. This theory said that the investors would prefer the bird-in-hand 
(cash dividend) to two-in-the-bush (future capital gains). This theory is supported from studies 
conducted by Lintner (1962), Walter (1963), Gordon (1963), Bhattacharya (1979), Miller and Rock 
(1985) 

Wolmarans (2003) carried a study based on the Lintner model, whereby he investigated 
whether the Lintner model can be used to explain the dividend payment in South Africa by selected 
97 firms across different sectors that listed on the Johannesburg Securities Exchange. He compared 
the Lintner model with another less complicated model, the percentage model.  The percentage model  
refers  to  cases  in  which  a  company  chooses  to  pay  a  constant  (average)  percentage  of 
earnings per share as dividends. He also found that the percentage model provided a better 
explanation of dividends payment as opposed to Lintner’s model. Of the 97 companies used in the 
study, 53% were in line with the percentage model, while 47% of the companies in line with Lintner’s 
model. He also noted that the size of the company by market capitalization does not affect the degree 
of fit for Lintner’s model. He further reported that South African companies appear to aim to pay out 
on average 35% of their earnings over the long term 

Amidu (2007) also carried out a study whereby he tested the effect of dividend policy on firm 
performance in Ghana. He used a sample of 25 companies listed on the Ghana Securities Exchange 
for a period of eight years (1997-2004). He used the ordinary least squares model to estimate the 
regression equation. He used ROA (Return on Assets) and ROE (Return on Equity) as the dependent 
variables and dividend policy, and payout ratio as the independent variables; he further controlled for 
firm size. His results show a positive and significant relationship between return on assets and 
dividend policy. He reported that this result indicates that when a firm has a policy to pay dividend it 
influence its profitability. 

Barman  (2008)  did  a  survey  designed  to  achieve  an  independent  analysis  of  the  
dividend function used by companies in South Africa. The study consisted of a sample of 42 
companies both listed and private in South Africa which paid a cash dividend during the previous 
financial year (2007). Questionnaires were sent out to the Chief Financial Officer (CFO’s) of both 
listed and private firms to get managers’ view on dividend payments and the effect it has on firm 
value.  Barman study was based on questionnaires that aimed to get managers view on dividend 
policy and its impact on firm value in South Africa.  However the samples of 42 listed and private 
companies that selected relatively small. Therefore,  the  results  of  the  study  are  only  indicative  
and  not  conclusive. According  to  his  findings,  managements  are  of  the  view  that  optimal  
policy  strike  a  balance between  dividend  payment  and  the  growth  of  a  firm,  about  half  of  
managers  interviewed  are neutral  when asked if they think  dividends  policy  has an impact on firm 
value. It appears that management do view dividend policy as being important, however majority of 
the managers do not think dividend policy have an effect on the  intrinsic value of shares.   

Azhagaiah and Priya (2008) did a study which aimed at analyzing the impact of dividend 
policy on shareholders’ wealth in organic and chemical Companies in India. In order to measure the 
impact of dividend policy on shareholders’ wealth, they used multiple regression models and stepwise 
regression models. They used Market Price per Share as the dependent variable and Dividend per 
Share, Retained Earnings per Share, Lagged Price Earning Ration and Lagged Market Price as the 
independent variable. In comparing dividend and non-dividend paying firms they found that in the 
long-run, the wealth of shareholders in dividend paying chemical companies had increased 
significantly. This indicated the impact of dividend policy on wealth creation. The regression analysis 
indicates that dividend payments by organic and chemical companies have a positive and significant 
impact on their shareholders’ wealth. The authors indicated that shareholders prefer current dividend 
to future income, as dividends are considered as an important factor which determines shareholders’ 
wealth. Furthermore, it was noted that higher dividends increase the market value of the share  

Agyei and Marfo-Yiadom (2011) study the relationship between dividend policy and 
performance of 16 commercial banks in Ghana for a period of 5 years (1993-2003). Result shows a 
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positive relationship between dividend policy and performance. It further reveals that leverage, size of 
a bank and growth, enhance the performance of banks. 

Uwuigbe, Jafaru and Ajayi (2012) investigate the relationship between the financial 
performance and dividend payout among 50 listed firms in Nigeria for 2006 to 2010. Result shows a 
significant and positive association between the performance of firms and the dividend pay-out. The 
study also reveals that ownership structure and firm’s size has a significant impact on dividend pay-
out of firms. 

Merekefu and Ouma (2012) did a study in Kenya on the relationship between dividend pay-
out and firm performance. The study was based on 41 companies listed on the Nairobi Securities 
Exchange from 2002-2010. They did a regression analysis to determine the relationship between 
dividend payout and firm performance. Net profit margin was the dependent variable, while dividends 
paid; total assets and revenue were the independent variables. The results indicated that about 80.7% 
of net profit after tax was influenced by dividends paid, total assets and revenue. They found a 
positive strong relationship between Net profit after tax and dividends. Dividends were thus a 
significant factor that affected firm performance (Merekefu and Ouma 2012, p. 212). According to the 
results, they concluded that dividend policy is relevant and affects the firm performance and hence its 
value. The relationship between the variables is positive and significant. 

Gul (2012) did a study in Pakistan testing the relationship between dividend policy and 
shareholders’ wealth. The study was based on a sample of 72 companies listed on the Karachi Stock 
Exchange from 2005-2010. The authors used multiple regression and stepwise regression method to 
study the impact of dividend policy on shareholders’ wealth. Market value of equity is the depended 
variable and was used as a proxy for measuring shareholders’ wealth. The independent variables 
include dividend per share, retained earnings, lagged price to earnings ratio and lagged market value 
of equity. Dividend per share was used as a proxy for measuring the dividend policy of a firm.  

Gul  (2012) found that the market value of companies that pay dividends is well above the 
book value as compared to companies that do not pay dividends. They reported that there is a 
significant difference between shareholders’ wealth in companies that pay dividends than those that 
do not pay dividends. Their findings also indicate that the wealth of dividend payers increased 
significantly as compared to non- payers, which shows the impact of dividend policy on shareholders’ 
wealth. The regression analysis on the 4 models are significant at a 1% level and the results indicate 
that dividend per share has a significant positive influence on the dependent variable in all models 
except model 3. These suggest that the higher the companies pay dividend per share the higher 
shareholders wealth will be. 

Timothy and Peter (2012) sought to establish the relationship between dividend payout and 
firm performance among listed firms on the Nairobi Securities Exchange during the period of 2002 - 
2010. They employed regression analysis to establish the relationship between dividend payout and 
firm performance. Their findings indicated that dividend payout was a major factor affecting firm 
profitability measured by net profit after tax. Their relationship was also strong and positive. This 
therefore showed that dividend policy was relevant. 
 Salehnezhad (2013) investigates corporate governance and dividend policy in firms listed in 
Tehran Stock Exchange for the period 2010 to 2012. Using fuzzy regression analysis, the result shows 
that a positive relationship exists between financial performance (stock returns) and dividend policy. 

Dwita Ayu Rizqia, Siti Aisjah Simiati (2013) study the effect of managerial ownership, 
financial leverage, profitability, firm size and investment opportunity on dividend policy and effect of 
al that variables on firm value on manufacturing firms that go-public and listed in Indonesia Stock 
Exchange during 2006-2011. During 2006-2009, the manufacturing sector growth is declining which 
will hinder goal to increase firm value. There were 15 firms committed to distribute dividends for 5 
consecutive years during 2007-2011 and most of 15 firms decided large percentage of retained 
earnings. This also shows management decisions making influenced by distribution and growth of 
firm profitable investment opportunities. The sample was decided by census method. They had tested 
that most of the firms tend to pay dividend to the investors that believe will increase the firm share 
price as shareholder believe only a firm with good profit is able to payout dividend. Therefore 
dividend policy is expecting to giving a good and positive signal to investor that firm is well perform 
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that increase the firm value. (Baker et al., 1985; Baker and Powell, 1999; Suranta and Machfoedz, 
2003; Omran and Pointon, 2004; Dasilas et al., 2009, Mai, 2010) 

Ajanthan (2013) did a study in Sri Lanka on the relationship between dividend payout and 
profitability among listed hotels and restaurant companies on the Colombo Stock Exchange. Ajanthan 
did a regression and correlation analysis to test the relationship between dividend payout and firm 
profitability. Conclusion is that based on the results “dividend policy is relevant and that managers 
should pay attention and devote adequate time in designing a dividend policy that will enhance firm 
profitability and therefore shareholder value” 

Oyinlola and Ajeigbe (2013) examined the impact of dividend policy on the stock prices of 22 
quoted firms in Nigeria during the period 2009 to 2013. Regression analysis, correlation analysis and 
Granger Causality Test were used to test research hypothesis on 110 observations. Findings reveal 
that both dividend payout and retained earnings are significantly relevant to the market per share of 
the firms. The next year Oyinlola, Oyinlola and Adeniran (2014) investigate the impact of 
performance on the dividend policy of two major brewery firms quoted on the Nigerian Stock 
Exchange for the period 2002-2010. Findings reveal that dividend policy is relevant and that a firm’s 
dividend policy is seen as a major determinant for a firm’s performance. Positive relationship exists 
between the dividend policy and performance. 

Osegbu et al (2014) analyses the extent of relationships between dividend payment and 
corporate performance in the Nigerian banking industry between 1990 and 2010. Using regression 
models, the result shows no significant relation between dividend policy and performance. 
Interestingly, insignificant relationship occurs between dividend policy and other four explanatory 
variables (free cash flow, financial leverage, business risk and tax paid on dividend payment ratio).  

Charles et al (2014) conducted a study to ascertaining the relationship between dividend 
policy and firm’s profitability, investment per shares. The data of this study were extracted from 
annual report and accounts of 2013 and 9 manufacturing firm is selected in Nairobi Stock Exchange 
of  Kenya and other empirical study. It was discovered that the dividend policies of organizations 
have a significant positive relationship with profitability, investments and earnings per share of 
corporate organization. They proved that dividend policies of organizations are vital in enhancing the 
profitability and investment of manufacturing sector in Kenya 

Fathima et al (2014), sought the impact of dividend payout on corporate profitability in the 
Manufacturing Companies listed on Colombo Stock Exchange in Sri Lanka. For this purpose, the data 
were extracted from the annual reports of the 21 manufacturing companies during the period from 
2007 – 2011. Regression model is used to study and estimate the relationship between dividend 
payout and corporate profitability. The study also employed a subsample in order to arrive at a 
profound conclusion with regard to the impact of dividend policy on corporate profitability. The 
results of the study revealed that there was a significant relationship between dividend payout and 
corporate profitability in terms of return on assets, return on equity and earnings per share. A positive 
significant relation is found between dividend payout and return on assets and return on equity for the 
whole sample while significant negative relationship is found between dividend payout and earnings 
per share as far as the dividend paying sample is concerned 

Ifuero et al (2016) conducted a study of effect of dividend  policy on firm’s returns using data 
of seventeen (17) manufacturing firms listed on the Nigerian stock Exchange by using descriptive 
statistics, correlation analysis and panel regression technique, where the fixed effect regression. The 
finding reveal that current dividend payout, growth opportunity of firms and dividend per share has 
positive and significant effect on earnings per share, with that of growth having an overwhelming 
influence. Current dividend payout and dividend per share are both significant at the 5% level. One 
lagged dividend payout (previous dividend payout), cash flow and leverage have positive but not 
significant influence on EPS, while the impact of size is negative and not significant.  

Tax Preference theory stated that tax treatment may influence on the distributed income of a 
firm. An example given in the article, if the investors in high tax bracket might require higher pre-tax 
risk adjusted premium  returns to hold stocks with higher dividend yield. Poterba and Summers (1984) 
and Kalay and Michaely (2000) provided evidence in support of tax preference hypothesis. 

Farsio et al. (2004) argue that there is no significant relationship between dividends and 
earnings hold in the long run and studies that support this relationship are based on short periods and 



Journal of Arts & Social Sciences 
Vol 1, Issue 1, 45‐52 (2017) 
 

50 
 

therefore misleading to investors. As it point out that an increase in dividends many lead to a decline 
in funds that are to be reinvested and pay high dividend without considering investment needs may 
lead to lower future earnings. Thus is a negative relationship between dividend payout and future 
earnings. 

Grullanet al. (2005), in their study on the listed firms on the NYSE and AMEX during the 
period of 1963 and 1997 showed that dividend changes are negatively correlated with future changes 
in profitability measured by return on assets. They revealed that dividends changes are very poor 
indicators of both earnings and profitability levels hence concluded that there is no evidence 
supporting the idea that dividend increases signal better prospects for firm profitability. 
 
Conceptual Framework 
 
The framework (figure 1) for this study is presented as below and was developed through literature 
review. Although there are mix results shown in previous studies discussed above,  majority of the 
these studies show that there is a relationship between the determinants of the dividend policy and 
firm performance. 
 
    
      INDEPENDENT VARIABLE                                    DEPENDENT VARIABLE 
 
 
 
 
 
 

Figure 1: Conceptual Framework 
 
 

Conclusion 
 

In recent years corporate dividend decisions play a very important role, in order not to reflect 
negatively in the situation when firm operates with lower profit either with loss. In determining the 
distribution of dividends various factors must be taken into account, such as the dividend effect in the 
corporate capital structure, the economy and the legislation in which corporate operates corporate 
strategy, the levels of personal and corporate taxation and shareholder expectation. Shareholder 
preferences may also influence the choice of dividend policy. Payment of dividends in shares is often 
associated with payment in cash. Challenge for all corporations in the world is how to distribute the 
money generated, so as to separate them, be invested in the corporation or the shareholders paid, 
always taking into account the effect then the stock price by the dividend policy choice. The effect of 
dividend policy in current stock prices is very relevant issue, not only for the dividend policy makers, 
but also for the planning of investors about their financial portfolio even though a lot of policies and 
theoretical of the dividend still debate and arguing over the years and years. 
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