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IMPACT OF DIVIDEND POLICY ON STOCK PRICES OF FIRM 

 

Abstract: Dividend is the part a firm’s total net profit earned during a specified period of time.  The net profit 

of a firm is divided among investors (the shareholders of the firm) according to their respective share of investment. 

Dividend policy is the most important dimension of a firm which directly influences stock prices of a firm. The 

firm’s Board of Directors makes and implements its dividend policy with regards to profit management, 

distribution of profit among shareholders and to retain a part of profit in company account to avail some better 

investment opportunities in future. This study focuses on analyzing the impact of dividend policy on the stock prices 

a firm. To study the impact of dividend policy on the stock prices the banking sector firms were selected. The 10 

year (2005 to 2014) financial data of five banks were collected from their financial reports and websites of State 

Bank of Pakistan and Karachi Stock Exchange. The results revealed that a rational dividend policy plays an 

important role in attracting reputable investors and contributes a lot in strengthening capital structure of a firm.  

The study was initiated by literature review conducted around relevant texts and journals to get awareness about 

previous research in the area. To get a critical view of dividend policies of different firms and relevant impact on 

stock prices, a large scale secondary data was taken about capital structure and relevant dividend policies of these 

firms. Secondary data was gathered through internet and personal visits of selected sample of respondents. The 

findings of the study revealed that dividend policies of a firm might have a positive and desirable impact on stock 

prices of a firm if devised and implemented after in-depth study of capital structure of the market and dividend 

policies of different firms. The results of the study are expected to help business institutions, business students and 

researchers to understand a distinct interdependence between dividend policies and stock prices of a firm.   
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1. INTRODUCTION  

Dividend policy is recognized as one of vital 

strategic decisions of a firm. The dividend policy 

describes what amount of dividend should be paid, 

when to release dividend in which form, when and 

how much to retain for future investment and to deal 

with situational issues. A decline in release of 

dividend can reduce the value of share. Dividend is 

the return on investment made by an individual, 

group or organization. According to Fama.et al. 

(1996), share prices remain under direct influence of 

dividend policiy of a firm (either positively or 

negatively). Under the traditional practices it was 

believed that a sober dividend policy helps in 

acquiring the attention of investers. The financial 

manager works with an aim of capitalizing the 

wealth of the stockholders. For this financial 

manager formulates a fit dividend policy to boast the 

value of firm. A sensible dividend policy works on 

creating the favourable circumstances for the firm 

which in return is expected to boost its value in the 

market and gain attention of investors. The 

preliminary studies highlighted the fact that 

declaration of hike in dividend payments are 

expected to make positive response from investers or 

negative response from them in the case of fall in 

dividend payout. Allen and Rachim (1996) believed 

that there is strong relationship between dividend 

policy and stock prices. Whereas, Miller and 

Modigliani (1961) emphasized that the investor is not 

excited in getting the dividend and price benefits, as 

dividend announcement and share price are not free 

from each other. The information benefit and 

signaling effect may cause control in return and share 
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prices by dividend (Gordon, 1963; Friend and 

Puckett, 1964; Kalay, Asquith and Mullins, 1983; 

Ambrish et al, 1987; Baskin, 1989). Miller and Rock 

(1985) argued that the announcement of dividend 

provides maximum information about funds flow and 

it helps the market to calculate the approximate 

earnings of firm in current period. Under the 

influence of signaling effect, the increase in share 

price is not equal to the estimated dividend and under 

or over valuation of prices may occur (O'Higgins, 

1991). 

 

Dividend policy and stock prices 

Organization’s dividend policy becomes long-

standing financial strategy option during investment 

decision making process. A dividend policy showing 

high return in the form of dividend will get more 

attention of the shareholder. At the same time a 

dividend policy becomes more popular among 

shareholders when instead of releasing dividend in 

cash form, a firm holds a substantial amount of 

shareholders’ money in stock form to avail some 

conducive investment opportunities. A joint study 

conducted by Nishat and Irfan Chaudhary (2004) 

concentrated to discover some facts about impact of 

dividend payment policies on stock prices. They took 

a sample of 160 companies registered at Karachi 

Stock Exchange for this research. The observed 

evaluation depended on a cross-sectional regression 

analysis of the relation between dividend policy and 

stock prices instability. Dividend policy measures 

both the dividend yield and payment ratio has 

important impact on stock price instability. The study 

discovered a nuber of factors which influence the 

divident policy and potential stock prices. These 

factors include investment opportunities, capital 

structure (annual and targetted), expected and actual 

financial planning and earning of the firm. Also the 

changes in government policies and reforms in tax 

agendas may also affect these policies.  

  

2. LITERATURE REVIEW 

There is high debate among scholars and 

professionals on the topic of dividend policy and its 

potential impact on stock prices. A number of studies 

found the positive link between dividend policy and 

stock prices. At the same time some other studies 

found this link negative at a given time. According to 

scholars dividend policy plays an important role in 

share price determination. At the same time dividend 

policy may discourage the shareholders’ interest. In 

today’s swift expansion in the stock market, 

organizations have to establish the most constructive 

policy related to dividend matters. An organization 

that wants to be the market leader needs to focus on 

dividend payout and dividend supervision issues. In 

the past a number of studies were undertaken to 

investigate relationship between dividend policies 

and stock prices. On dividend policies a profound 

work was done by Linter (1956).  Linter (1956) 

raised the question, which is continuing essential, 

“which choice of manager does change the size, form 

and schedule of dividend payment?” In 1961 Miller 

and Modigliani also commenced the perception of 

Irrelevancy Theory of dividends. They were found of 

the opinion that there is no impact of dividend policy 

on price structure of shares. Several other researchers 

like Black and Scholes (1974), Chen et.al. (2002), 

Adefila et.al. (2004), Uddin and Choudhury (2005), 

Denis and Osobov (2008) and Adesola and Okwong 

(2009) also acknowledged the dividend irrelevancy 

theory and were found reluctant to accept any 

relationship between dividend policy and stock 

prices.  

 

Contrary to the above researchers Gordon 

(1963) revealed a close relationship between 

dividend policy and stock prices. During first decade 

of 21st century a number of research studies echoed 

the viewpoint of Gorden.  Travlos et.al. (2001), 

Baker et.al. (2002) and Dong et.al. (2005) were 

found in favor of the Rellevancy Theory of 

dividends. In 2009 Ahmed and Javaid carried out a 

research to investigate the measures of dividend 

policy in the rising economy of Pakistan. For this 

research they took a sample of 320 listed companies 

in Karachi Stock Exchange from 2001 to 2006. In 

this study consequences explain that most of 

Pakistani firms take a decision to make payment of 

dividend on the basis of profits i.e. current year or 

preceding year profits. Those firms have large net 

profits distribute high amount of dividend. So the 

firms having high net profits pay larger dividends 

amount to their investors. Moreover, outcomes 

proved that market liquidity is positive relationship 

between dividend payout ratio and negative 

relationship was found between firm’s size and 

payment whereas expansion opportunities and 

dividend payments have no relation. Outcome of the 

research carried out in 2009 by Adesola and Okwong 

that based on dividend policy, wherein they 

practically experienced the issues impacting the 

decisions of dividend of Nigerian firms prove that 

policies of dividend payment have significant 

connection among income, per share income and 

preceding year dividend; however, growth of firm 

and size contain no consequence on dividends policy. 

 

In 2010 Akbar and Baig choose a sample of 79 

corporations registered in Karachi Stocks Exchange 

to investigate how dividend announcement impact on 

share prices. This study clarifies that announcement 

of dividends either Cash Dividend or Share Dividend 

or both have positively impact on Share Price. In 

2010 Nazir et.al. explored the impact of dividends 

payment policy on share prices. This research shows 

the result that dividend payment and dividend yield 
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contain considerable change on share price while 

volume and leverage contain harmful insignificant 

change and income and expansion contain optimistic 

considerable change on stock price. Khan et.al. 

(2011) investigated the consequence of dividends 

payment policy on stock price by choosing a trial of 

fifty five firms registered it Karachi Stock Exchange. 

The Results of this study prove that dividends yield, 

per share income, returns on equity and after tax 

profits have optimistic impact on share price while 

retention percentage has negative relationship with 

Share Prices. 

 

Nazir et.al. (2010) conducted the study to 

explore that how the corporate disbursement policy 

impact the stock price instability. From KSE a test of 

73 companies was examined. The observed 

evaluation depended on a fix cause and random 

cause model regression analysis among dividends 

payment policy and stock prices instability beside by 

control inconsistent of volume, leverage, expansion 

and income. They established mutually the dividends 

policy procedures (dividend yield and payment ratio) 

that have an important force on the stock prices 

fluctuation. This proposes the share price fluctuates 

due to dividend policy and it gives proof behind the 

judge recognition effects, time cause and information 

cause in Pakistan. Outcomes of dividends yield to 

share prices instability rise for the period of 2003 to 

2008, while payment percentage cover a considerable 

collision on minor impact level. Generally, volume 

and leverage contain unconstructive and no 

significant force on share prices insecurity. While the 

end result is not well-built for residential market 

other than dependable with the manners of growing 

share markets similar to Pakistan. Ahmad Kaleem 

and Chaudhary Salahuddin (2010) suggested that 

payment of dividends must have no collision on 

shareholders worth in the lack of dues and market 

limitations. Instead of paying out dividends 

companies must invest their excess money in 

different ventures that contains optimistic disposable 

present worth. They also propose that anticipated 

upcoming dividends are the source of market 

estimation of stocks.  In spite of these abstract 

opinions which pay no dividends, firms frequently 

provide dividend to stockholders probably that shows 

information about the potential earnings forecast. 

The firms are preferred on their high share yield 

basis. Results proved that the shareholders do not rise 

worth from declaration of dividend. Definitely, 

investors lost a little value over a time of one month 

previous to dividends declaration during seven days 

later than ex-dividend day. Generally, fact leans 

toward sustain the dividends irrelevance 

assumptions. 

 

Ahmed et.al., (2008) conducted a research to 

explore that how the dividend yield, dividend 

payment ratio, income per share, return on capital 

and net profits impact the share prices in rising 

markets of the Pakistan. Outcomes proved the 

dividends yield and dividends payment percentage 

has major impact on share prices. Dividends 

acquiesce has negatively impacted the equity prices 

while dividends payment percentage has optimistic 

considerable impact on prices of share. Outcomes are 

opposite to dividend irrelevancy hypothesis. While 

per share income and net profit have considerable 

positive link with share prices that shows the 

companies who have large per share income and net 

profit has higher share prices. Returns on capital 

have inconsequential positive change on share prices. 

These findings are consistent and appropriate only in 

promising markets like Pakistan. This investigation 

targeted on companies which are registered at 

Karachi Stock Exchange. For this analysis a section 

of 63 firms listed in KSE were selected, but in 

coming time the model volume might be improved 

and also other sectors and firms can be used which 

are registered at Islamabad and Lahore Stock 

Exchange. This research includes five independent 

variables for investigation. Some important sectors 

including Sugar, Chemical, Energy and Food were 

selected for the reseach. In 2012 Kanwal Iqbal Khan 

conducted a study to investigate the relationship 

between Dividend and Share Prices later after 

calculating the retention ratio, income per share and 

return on capital variables. For this research example 

of twenty five firms registered in KSE were selected. 

The experimental assessment on fixed and random 

effect Model sopported the relation between cash 

dividend, retention ratio and return on capital among 

shares market price, whereas income per share and 

share dividend contain negative and irrelevant 

relationship with stock price. This investigation also 

explains that Dividend Irrelevancy theory is not valid 

for chemical and pharmaceutical firms in Pakistan. 

 

Nazir et.al., (2010) performed a work to 

investigate the impact of dividend policies on share 

prices. They identified the feasible factors those were 

reasoning impact on the stock prices whichever in 

rising or downward way. A number of further aspects 

like convertible issues, permanence issues and 

stability in the dividends payment are also 

considerably effecting the stocks estimation for 

banks. Dividend policy has larger impact on share 

price instability of the company during our present 

result of the research they can terminate that the 

deviation in share prices of the chosen banks from 

the economic segment has been biased by integer of 

dividends and associated issues. Companies who 

have a number of investment chances illustrate that 

the upcoming prediction of the company is very 

brilliant, so the dividend policy has a positive impact 

on share prices. Another study accomplished by 

Chen et.al., (2000) expressed that organizations that 
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possess a number of investment opportunities have a 

considerable positive impact on share prices, on the 

other hand companies that have low investment 

opportunities have a negative reaction towards share 

prices. Abdullah Al Masum (2014) conducted a 

study to explore the relation among Dividend 

payment policies and Share Prices of profit-making 

banks of Bangladesh registered at Dhaka Stock 

Exchange. The pragmatic evaluation based on the 

fixed effect and random effect Model explains 

considerable pessimistic relationship between 

Dividends Yield and Stock Prices, whereas Retention 

Ratio has negative relation with Share Market Prices. 

This study also proves that Return on Capital and 

Income per share have numerically considerable 

positive impact on share prices and net profit has a 

significant negative impact on share market prices of 

profit-making banks of Bangladesh. 

 

 

3. METHODOLGY 

To study the impact of dividend policy on the stock 

prices the banking sector firms were selected. The 10 

year (2005 to 2014) financial data of five banks were 

collected from their financial reports and websites of 

State Bank of Pakistan and Karachi Stock Exchange.  

Hypothetical statements were designed to provide 

direction to the study which are; 

 

H1 = Dividend payout has significant positive 

impact on stock prices. 

H2 =Dividend per share has positive significant 

impact on stock prices. 

H3 = Retention ratio has significant negative 

impact on stock prices.  

Econometric Equation  

SP=λo+ λ1DPR+ λ2DPS+ λ3RR 

Whereas 

SP =   Stock Prices 

DPR= Dividend Payout Ratio 

DPS= Dividend per Share 

RR=   Retention Ratio 

 

4. FINDINGS AND DISCUSSION 

The analysis was done to find out relation 

between independent and dependant variables.  

Correlation and regression analysis tools were 

applied to check the impact of dividend policy on the 

stock prices in the banking sector firms. 

4.1 Correlation Analysis 

Positive correlation between stock prices and 

dividend payout was found in correlation analysis 

(r=0.877, p<0.01). Also it was observed that there is 

correlation between stock prices and dividend per 

share (r=0.960, p<0.01); whereas, stock prices and 

retention ratio has significant negative correlation(r=-

0.419, p<0.05). The following table provides the 

results based on correlation analysis of variables.  

                                      Table 1 

Correlation analysis of variables. 

 

 

 

4.2 Regression analysis  

As per table 2, the adjusted R2 is 0.18469 which 

is the defining capacity of model. The F-statistics is 

103.7908 and Prob (F-statistic) is 0.000, which mean 

model is fit for analysis. The data was stationary; 

there was no hetroskedasticity, no multicollinearity 

and no autocorrelation. Regression analysis was 

executed and it was found that if dividend payout 

ratio increases by one unit an increase of 19.38730 

will be observed in stock prices, thus hypothesis 1 is 

supported. Also if one unit will increase in dividend 

per share, an increase of 5.373796 will be observed 

 Variables Stock Prices Dividend Payout Dividend Per Share Retention Ratio 

1 Stock Prices -    

2 Dividend Pay out 0.877** -   

3 Dividend Per Share 0.960** 0.354** -  

4 Retention Ratio -0.419* -0.283 -0.397* - 

**. Correlation is significant at the 0.01 level (2-tailed). 

*. Correlation is significant at the 0.05 level (2-tailed). 
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in Stock Prices which led towards the support of 

hypothesis 2. Whereas, if one unit will increase in 

Retention ratio a decrease of -3.069606 will be 

observed in stock prices, thus hypothesis 3 is 

supported. 

 

Table 2 

Regression Analysis. 

 

    
    
Variable Coefficient Std. Error t-Statistic 

    
    
C 12.70248 0.980160 1.35959 

DPO 19.38730 7.515300 2.579711** 

DPS 5.373796 0.816350 6.582714** 

RR -3.069606 1.220256 -2.515543** 

 

 

 

 

                 ** P<0.001, DPO = Dividend Payout, DPS= Dividend Per Share, RR= Retention ratio 

 

The results show that dividend payout and 

dividend per share has significant positive impact on 

stock prices which supports our hypothesis 1 and 

hypothesis 2.  These results are also aligning with the 

finding of Ahmed and Javaid (2009), Akbar and Baig 

(2010).  It means that when firm issues and payout 

the dividend the worth of its stock in market will be 

increased and there will be a sense of trust regarding 

that firm in market and the firm debt taking capacity 

will boost up. However, if empirical analysis also 

determines that retention ratio has significant 

negative effect on stock prices and supports 

hypothesis 3 then findings will be regarded as similar 

to the findings of Abdullah Al Masum (2014).  

 

5. CONCLUSION 

The integrated results drawn out of literature review 

and analysis of the secondary data proved that 

dividend policy has a significant effect on firm’s 

performance and firm market value. A sound policy 

will boost up its market share and will create sense of 

trust in the market which will generate favorable 

conditions for firms. On the basis of results the firms 

should focus on dividend policy in terms of gaining 

trust and attention of the investors. The regular 

dividend payment will help in high retention of 

investment and will improve market share of the firm 

and also firm’s debt taking capacity will further 

strengthen. 
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