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The study analyzes the impact of ownership structure on dividend smoothing via the lens of agency and information asymmetry theory. The study also investigates the impact of ownership on dividend smoothing in the unexamined asymmetric context Dividend smoothing is measured via speed of adjustment and relative volatility. The study documents that higher individual, management, and institutional ownerships are positively associated with increased dividend smoothing. Consistent with the rental hypothesis in foreign-owned firms smooth less also concentrated firms bear with cuts and omissions. Foreign ownership has the opposite impact on dividend smoothing in adjusting dividends from below and above i.e., always prefer high dividends. Individual ownership has also exhibited a different impact in smoothing from below and above. Institutional owners avoid cuts and omissions and negatively affect SOA (smooth more) in case of adjusting dividends from above. Ownership concentration is negatively associated with dividend smoothing irrespective of whether the firm is smoothing from above or below. In contrast, management ownership negatively affected SOA in adjusting from above or below. Family firms in Pakistan smooth more to win minor shareholders' trust and signal that they sacrifice their private benefits to reduce the type II agency problem. Finally, the authors found a negative association between dividend smoothing and corporate governance quality. Over all the findings of the current study provides insight to the investors and regulators by offering dividend smoothing as an alternative monitoring mechanism to corporate governance.
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Introduction

Firms' dividend is one of the shareholder returns over their investment. The dividend announced by the company increases the share price (Gordon, 1963). However, if the company announces a dividend increase by compromising future investment projects, the market reacts negatively (Litzenberger and Ramaswamy, 1982). Many scholars have found evidence of increased prices in response to dividend initiation and adverse reactions to dividend omission and cuts (Lintner, 1956). This situation is so tricky that even managers go for external financing and forgive economically attractive projects to avoid dividend cuts (Gordon, 1963; Brav et al., 2005).

Hence, managers consider it while announcing dividend increases. The market puts a premium over relatively stable or consistently increasing dividends. Therefore, management efforts achieve this smoothness of dividends (Lintner, 1956). Most corporations have pre-defined targeted payout ratios and adjust their dividends gradually for any permanent increase in earnings.

The current study tests the impact of ownership structure on dividend smoothing through the channels of agency and information asymmetry while using data of 255non-financial firms listed on the Pakistan stock exchange (PSX) for the period of 2005-15. The study aimed at investigating the impact of ownership on dividend smoothing in the asymmetric context i.e., do owners influence dividend smoothing in the same fashion when smoothing from below or above the target payout level?

The findings of the current study provide both researchers and practitioners with new insights by investigating the role of owner types in payout decisions. It explores the role of different owners types in smoothing dividends toward the target payout ratio from above and below. These findings may assist managers, investors, and board members regarding payout decisions. Regulators prefer sustainable foreign investment. in this context rent extract behavior via dividend smoothing of the foreign shareholders needs their attention. Similarly, SECP and PSX want to insure minority protection, the current findings reflect that dividend smoothing is another monitoring mechanism. Over all the findings of the current study provides insight to the investors and regulators by offering dividend smoothing as an alternative monitoring mechanism to corporate governance.

This study will contribute to the limited literature on dividends smoothing; few studies have addressed the cross-sectional differences in the dividends smoothing behavior among the firms by giving attention to the firm's level financial factors and some country-level macro variables. However, minimal literature describes the ownership structure's role in the firms' dividends smoothing behavior. This study aims to fill this gap by providing empirical support as to why firms with different ownership structures go for a different level of dividend smoothing.

Most existing studies confines are exploring determinants of dividend smoothing in Pakistan. Few studies have addressed ownership association with dividend smoothing but have mostly confined to ownership concentration, institutional and family ownership e.g., Leary and Michaely (2011) ownership concentration, Du et al. (2021) individual and institutional while Ahmed et al. (2020) have addressed family ownership. In contrast, on dividend smoothing. In contrast, the current study has investigated institutional, individual, foreign, management, and concentrated ownership. The purpose of the study is to empirically analyze the impact of ownership structure on dividend smoothing for the non-financial firms listed on the Pakistan stock exchange for 2005–2015. Market responses to increases, cuts, initiations, and omissions are not symmetric. Asymmetric shock absorption means that positive and negative changes are not absorbed equally (Lintner, 1956). Further Leary and Michaely (2011), found that firms smooth more if they are smoothing from above and less otherwise. Keeping this in consideration authors answer whether the impact of ownership is symmetric i.e., using an agency or information asymmetry channel or they have an asymmetric impact in smoothing from above and below. The study has analyzed the asymmetric behavior of different ownership structures on dividend smoothing and answered whether owners like chalk and cheese when they are smoothing dividends from below and above the target payout ratio. Tobit regression is used for analyzing the impact of ownership structure on dividend smoothing measured via speed of adjustment, while OLS regression is used for relative volatility. The study developed the ownership index via principal component analysis (PCA).

The study finds individual and management ownership positively associated with dividend smoothing. The study reports that firms with higher institutional ownership exhibit higher smoothing in Pakistan. Besides this, foreign and individual ownership has the opposite impact on SOA in adjusting dividends from below and above, i.e., foreign and individual owners are chalk and cheese; when smoothing from below and above the target ratio, however, they prefer high dividends in any case. Institutional owners avoid cuts and omissions and negatively impact SOA when firms are adjusting from above. Ownership concentration negatively affects dividend smoothing irrespective of whether the firm is smoothing from above or below. In contrast, management ownership negatively impacts SOA from both directions, whether adjusting from above or below.

The remaining part of the paper is organized as follows. Section Relative literature and hypotheses development shows a review of the related literature and hypothesis development. Section Methodology of the study covers the data and research methodology used to examine the relationship between ownership structure and dividend smoothing. Section Results and discussion provides a discussion of the results. Section Conclusion shows the conclusion, including limitations, policy implications, and future directions.



Relative literature and hypotheses development

Dividend smoothing is evident in finance literature continuously (e.g., Leary and Michaely, 2011; Lambrecht and Myers, 2012; Farre-Mensa et al., 2014; Baker et al., 2016; Wu, 2018; Garcia-Feijoo et al., 2021). Investors and market reaction are one of the reasons why firms' smooth dividends as the market put premiums over dividend initiation and increases and react negatively to omissions and cuts (Mantripragada, 1976; Gugler and Yurtoglu, 2003; Guttman et al., 2010). Lambrecht and Myers (2012) and Baker et al. (2016) have found investors' conservatism and risk aversive attitude to be the determinants of dividend smoothing. Others have associated dividend smoothing to be associated with firm, industry, and market characteristics (Leary and Michaely, 2011; Michaely and Roberts, 2012). Therefore, management puts efforts to achieve smoothness of dividends (Lintner, 1956).

Firms observe shocks of income via variation in debt through repayment/borrowing or via varying cash levels for minimizing variations in dividends. So smoothing dividends via investment and financing channels is evident in literature (Balli et al., 2022).

Theories relevant to dividend smoothing are related to agency conflict, information asymmetry, external financial constraints, reputation, managerial career concern, and support for risk-shifting.

Different authors have presented information asymmetry models Kumar (1988), and Guttman et al. (2010). In these models, dividends convey inside information about the current and future cash flows. Existed information asymmetry literature depicts that dividend smoothing is positively linked with equity risk factors (Kumar and Lee, 2001) and cash flow volatility (Kumar, 1988). Guttman et al. (2010) found that dividend smoothing increases as the investment horizon decreases and also increases with improvement in investment opportunities. Based on these models dividend smoothing exists because of information asymmetry therefore it should be prevailing more in the firms where the benefit of smoothing dividends is large (Manos et al., 2012; Michaely and Roberts, 2012; Balli et al., 2022). Hence young, firms with more intangible and more growth opportunities should opt for more dividend smoothing. Dividend smoothing is expected to decrease with the passage of time as long as more market analyst follows the firms and more sophisticated technology is launched. Dividend smoothing is the result of information asymmetry between the managers and owners (DeMarzo and Sannikov, 2008).

This information asymmetry between managers and owners also induces managers to smooth dividends in comparison to the earning streams for avoiding the risk of firing. (Fudenberg and Tirole, 1995). The principals develop expectations from the firm based on the current cash flows, but at the same time agents are allowed to maintain the optimal level of cash inside for safety margin in order to avoid liquidation. Therefore, the periods where performance is high, some of the shocks are observed by increasing the optimal level of cash (DeMarzo and Sannikov, 2008). So this channel is the outcome of the managers' career concern (Wu, 2018). Al-Najjar and Kilincarslan (2016) investigated the impact of family ownership, foreign ownership, domestic financial institutions and state ownership on dividends. Csabay and Stehlikova (2020) argues that Ownership structure varies with the information asymmetry (size) of the firm and the same is with dividend smoothing so it would be interesting to investigate the impact of ownership structure on dividend smoothing via information asymmetry channel.

It is also evident that dividend smoothing is linked with the firm behavior of smoothing i.e., low smoothing firms smooth less despite facing high information asymmetry. While high smoothing firms keep on smoothing more despite variations in information and agency conflict (Syed et al., 2018). In credit crunch periods of financial crises, firms put efforts to avoid steady and high dividend commitments to not expose themselves to costly external finances through dividend smoothing, which could be the outcome of external financial constraints (Rhee and Park, 2018). Firms operating in investor-protected environments, with low ownership concentration, and under greater regulatory pressure exhibit high dividend smoothing. Similarly, firms relying more on equity issuance smooth more for improving their access to the equity market (Koussis and Makrominas, 2019).

Agency based view of dividend smoothing reflects it as an outcome of agency cost of free cash flows. Institutional investors have efficient monitoring abilities and are valued for this. Once they invest in firms, they impose significant fines for dividend reductions and omissions (Allen et al., 2000), forcing management to implement dividend smoothing. Additionally, according to Easterbrook (1984) and Jensen (1986), providing consistent, stable dividends exposes a firm to outside financial markets, which ultimately lowers agency costs (DeAngelo and DeAngelo, 2007). High leverage improves agency expenses while reducing financial flexibility. Large and frequent payouts lower agency costs without sacrificing access to external capital at a cheap cost. To lower the high costs of free cash flows, dividend smoothing is always accompanied by sizable and frequent dividend payments in agency-based models.

Dividend smoothing should be affected by improved governance since it reduces agency conflicts and information asymmetry (Krishnamurti et al., 2005; Aggarwal and Kyaw, 2010; Zhou et al., 2013). According to Javakhadze et al. (2014). Firms in the developed world smooth more than their counterparts (cross listing 2022). Lack of transparency and weak shareholder protection in emerging markets promote the role of dividends as a signaling mechanism; hence, managers are significantly concerned about large changes in dividend payouts.

The degree of dividend smoothing changes significantly when ownership is taken into account (Fernau and Hirsch, 2019). Dividend smoothing decreases with ownership concentration in a strong governance environment where concentrated owners cannot affect minors (Syed et al., 2018; Du et al., 2021). Dividend smoothing and intuitional ownership are further alternative monitoring methods for managing agency costs (Allen et al., 2000). They could complement or substitute each other (La Porta et al., 2000). When shareholder rights are minimal, dividends are large and stable. According to Allen et al. (2000), institutional investors drive management to large and steady dividends, so they are appreciated by others. Individual investors frequently lack information and want dividends to make up for this informational insufficiency (Brennan and Thakor, 1990). Similarly, Du et al. (2021) argue that mixed ownership—majority individual, minority institutional—can be advantageous. This is because it combines access to new resources and competencies that institutional ownership may provide with the efficient monitoring and adaptable management that come with individual ownership. Such organizations may smooth less, taking into account the information asymmetry and agency view.

Dominating ownership by individual proprietors becomes less significant in established family businesses as compared to new entrants (Du et al., 2021). Through the agency channel, management social capital improves dividend smoothing while through the information asymmetry channel it reduces dividend smoothing as it improves access to external finances (institutional investment) and reduces managerial concern (Du et al., 2021). Also, Lambrecht and Myers (2012) came to the conclusion that managers' rent-seeking behavior causes dividend smoothing. They made the argument that shareholders prefer consistent dividend payments to offset rising agency costs. In addition, because they are risk averse, it also enables managers to extract rents. In a similar vein, Leary and Michaely (2011) claimed dividend smoothing, to be the result of a manager's persistent behavior.

Since 1956, dividend literature has frequently discussed dividend smoothing, although market responses to increases, cuts, and initiations and omissions are not symmetric. Asymmetric shock absorption means that positive and negative changes are not absorbed equally (Flyers for 2019). In line with Leary and Michaely (2011), this study looks into how ownership structure affects dividend smoothing in this asymmetrical context.


Ownership concentration and dividend smoothing

Firms opt for the smoothed dividend to avoid agency conflicts. Firms facing a high conflict of interest will pay high and stable dividends in order to minimize these conflicts. High and stable dividends decrease free cash flows and ultimately ask for external financing. Following such practices, companies are compelled to follow the disciplinary forces of financial markets. Thereby leading to agency cost reduction and the arise the need to smooth dividends more. Shleifer and Vishny (1997) argue about type-II agency problem i.e., expropriation of minority shareholders by large controlling block holders.

Controlling shareholders closely monitor management but may use firm resources for their own personal benefits. Concentrated ownership firms are associated with less dividend smoothing and care less about the reduction of agency conflicts. Large block holders may bear dividend cuts as they care more about the survival of the firm. Such firms face a low level of Type-I agency conflict as they have more power to control management (Shleifer and Vishny, 1986). However, such firms have high chance of the expropriation of minority shareholders (Shleifer and Vishny, 1997).

The role of ownership structure in dividend smoothing is quite significant (Michaely and Roberts, 2012). The firm will practice less dividend smoothing relative to its earnings if it is controlled by a limited chunk of block-holders as they are less concerned with agency and asymmetric behaviors of the firm. Artikis et al. (2011) found that firms having highly concentrated ownership pay less amount of the dividend and are less likely inclined to raise it proportionately with earnings or with a decrease in debt level.

Likewise, results were obtained by Khan (2006) ascertaining the negative association of ownership concentration with dividend payout in UK firms. In order to practice opportunistic behavior, the firm's large controlling shareholders prefer to have few independent directors on the board and on audit committees. Family block holders like to have a limited number of independent directors on the board (Anderson and Reeb, 2004; Setia-Atmaja et al., 2009).

Based on the above deliberations the following hypothesis has been proposed:

H1: Companies having concentrated ownership tends to smooth dividends less.



Individual ownership and dividend smoothing

Individuals prefer capital gains to dividends because of the different tax treatments of capital gains and dividends (Miller and Modigliani, 1961). In Pakistan, capital gains were tax exempted before 2010, while dividends were taxed at the rate of 10% for individuals. Therefore individual ownership is negatively linked with the dividends in Pakistan (Khan, 2006; Ahmad and Javid, 2010; Afza and Mirza, 2011; Asghar et al., 2011). This discriminatory tax structure induces individual owners to prefer capital gains. While according to the behavioral model individuals consume dividends but save capital gain (Shefrin and Statman, 1984). This view is supported by Baker and Wurgler (2004), who found that individuals prefer small and smooth dividends as long as they have desired savings. Ultimately, they find a positive association of dividend smoothing with individual ownership.

However, this individual owner's preference is also affected by the information asymmetry between informed and uninformed insider individuals (Brennan and Thakor, 1990). In case of low information asymmetry, individual investors insiders who control firms will bear with small dividends and will be ready to afford dividend cuts and omissions because they will be more concerned with the long-term existence of the firm (Fairchild et al., 2014). While individuals who are facing more informed investors like institutes will ask for large dividends to reduce their Information asymmetry. In line with the above, the study hypothesizes that:

H2: Individual ownership is positively associated with dividend smoothing.



Foreign ownership and dividend smoothing

Literature depicts a hazy view of the association between foreign ownership and dividends.

Lin and Shiu (2003) reported that in Thailand, foreign shareholders invest in companies with low dividend yields. While this association between foreign ownership and dividends was reported positive for Korea (Jeong, 2011) i.e., foreign investors in Korea have a preference for high dividends. However, Kowalewski et al. (2008) doesn't find any significant association between foreign ownership and dividend. Liljeblom and Maury (2016) reported that foreign ownership is associated with low dividends for Russian firms. However, this result could be because of the discriminatory tax treatment of foreigners. The author reports that in Russia, dividends are taxed at the rate of 6% for locals and at 15% in the case of foreigners. Baba (2009) reported that an increase in foreign ownership of Japanese firms results increase in both the probability of dividends and the level of dividends similarly the author further proceeds and reports that an increase in foreign ownership lowers the probability of dividends reduction.

Therefore, consistent with the rental hypothesis it is hypothesized that dividends will not stick to the previous level but will be frequently changed with variation in earnings as these firms are less constrained by financial resources, further as foreign ownership is considered to be an efficient monitor so less severe agency conflict will be faced by such firms. Therefore, based on agency theory, Hence study expects that:

H3: Foreign ownership and dividend smoothing are negatively associated.



Institutional ownership and dividend smoothing

Institutional investors play a vital role in the capital markets because of their significant stakes in the investee firm. Being large shareholders, they are able to mitigate the agency problems between the principals and agents (Gillan and Starks, 2003). They are specialized with better know-how pertaining to firm-specific information (Edmans, 2009) and are professional investors to evaluate firms' performance, quality of management, and governance in a better way (Crane et al., 2016).

Institutional directors are independent of managers to protect shareholder's interests, hence ultimately reducing agency issues between the shareholders and managers (El-Masry et al., 2008; Colpan and Yoshikawa, 2012). Institutional investors discipline managers because of the abundance of resources and expertise in the affairs of the firm. They enhance corporate transparency and reduce practices of fraudulent accounting (Wan-Hussin, 2009). Literature depicts that institutional investors use dividend policy as a tool to extract resources from the firm. Other proponents report a positive relationship between institutional investors and dividend payout (Hovakimian and Li, 2010; Van Pelt, 2013).

Dividend smoothing controls agency cost of free cash flow. As institutional investors are important because of their strong monitoring abilities (Berger et al., 2000), therefore, managers use dividends to attract this type of investor. Once institutional investors are lured to the corporation, they force managers to avoid dividend cuts and smooth dividends. In the light of the aforementioned saying study postulates that,

H4: Companies having more institutional investors will smooth dividends more.



Management ownership and dividend smoothing

Proportionate ownership of directors, their spouses, and their children represent management ownership. Because of greater alignment between owners and managers, such firms have better corporate governance, therefore in support of the outcome hypothesis, such firms pay high dividends (Aoki, 2014). Directors have a propensity to pay themselves dividends (Bradford et al., 2013), but they are countered by the presence of independent directors (McGuinness et al., 2015). Also, the presence of large block holders asks for more retention and their presence reduces the need of using dividends as an alternative monitoring mechanism (Aoki, 2014). Also, CEOs with more equity ownership especially in the case of entrenched CEOs (CEO also act as chairperson, have long tenure, can influence boards, and with more ownership) pays low dividends (Ghosh and Sirmans, 2006).

In contrast, firms with low management ownership are exposed to severe agency conflict which is reduced via an alternative monitoring mechanism of paying high dividends (La Porta et al., 2000). Also, this view is supported by signaling theory as the cost of false signaling is high for companies with CEO's and management ownership. Keeping in view the rent extraction of managers and the countering efforts of director, managers often go for low cash but high stock dividends (Lin et al., 2010). The cost of false signaling is high and hence such companies adopt a smooth payout policy. Keeping in view the underlying mechanism of signaling theory, it is postured that more shares owned by the management, the greater is the advantage of signals. Hence, managers are expected to follow rent extraction behavior via opting higher level of dividend smoothing:

H5: Companies with high management ownership will smooth dividends more.




Methodology


Data and sample

All listed non-financial firms on the Pakistan stock exchange (PSX) for the period of 2005–15 comprise a sample. Dividend-related data was used from 1999 to 2015. Financial firms are excluded because of their different regulatory requirements. Sample retained firms having at least 3 years' consecutive data to check smoothing patterns. Further firms not having ownership data and firms having <5 years financial data were also excluded. ultimately sample comprises of 2,744 firm-year observations for 255 non-financial listed firms classified in 12 industries. The sample size is well above the related studies in the research area e.g., 2,659 and Durana et al. (2022a). Further following Leary and Michaely (2011) two steps procedure was followed for measuring dividend smoothing which reduces small sample biasness.

EPS and DPS data for dividend smoothing measures, as well as data on controls, are acquired from the balance sheet analysis (BSA) of State Bank of Pakistan (SBP). Stock price information has been collected from www.khistocks.com and www.brecorder.com. Data on the firm's measure of risk (Beta) is collected from open doors.pk. Ownership structure-related data is hand collected from the annual reports of the respective companies variables descriptions is reported in Table 1.


TABLE 1 Variables description.

[image: Table 1]




Variables measurement


Dividend smoothing

Following Leary and Michaely (2011) two measures of dividend smoothing, are used i.e., speed of adjustment (SOA) and relative volatility (Rel_Vol). Following Fama and Babiak (1968) adjustments to Lintner (1956) the study used;

[image: image]

In the above equation β2 speed of adjustment (SOA), theoretically, SOA ranges between 0 and 1. Dividend smoothing lowers as SOA approaches 1, while SOA near-zero reveals a higher level of dividend smoothing. Two steps procedure is used to reduce small sample biasness (Leary and Michaely, 2011). Fist payout ratio is estimated by then target payout ratio (TPR) is calculated as firm's median payout ratio for the entire sample period. Deviation from the target dividend for each firm-year observation is estimated through;

[image: image]

Where Devit = TPRi × EPSit− DPSit− 1

Here the speed of adjustment (SOA) is represented by β1 estimated over the rolling window of 6 years for each firm-year observation.

In the case of relative volatility first, scaled earnings are estimated by multiplying earnings per share for removing the scaled effect. Then following Leary and Michaely (2011) quadratic time trend is fitted to both dividend per share and scaled earnings.
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Controlling for the linear trend reports the same level of dividend smoothing for two firms with targeting specific DPS and specific changes in DPS. While square time trend inclusion reports the same level of dividend smoothing for firms targeting the same percentage change in dividends. equation (3) and (4) estimates for each firm and then their relative volatility (second measure of dividend smoothing) is measured from the standard deviations of error terms over 6 years rolling window, given by

[image: image]
 

Ownership structure

The independent variables in the study are related to the ownership structure of the firms. The study has incorporated ownership concentration, individual ownership, foreign ownership, institutional ownership, management ownership and family ownership as types of ownerships in the study, described as under.



Research model
 
Ownership structure and dividend smoothing

The impact of ownership on dividend smoothing is examined via the following empirical model.
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Then ownership index (Own_Index) is developed through principal component analysis (PCA) and its impact is estimated on dividend smoothing.
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Here X represents a vector of control variables.



Asymmetric dividend smoothing

Market reaction to the increases and cuts is not systematic. Therefore, the deviations are classified into two classes in the following pattern.

[image: image]

Equation (9) investigates asymmetry of dividend smoothing, i.e., whether β1 and β2 are different. The null hypothesis for the above model is β1 = 0, β2 = 0. Both β1 and β2 need to be positive in order to show convergence toward the target payout ratio. Consequently, it is expected that the benefit of announcing an increase in dividends is lower than the cost of dividends cuts so managers may be more reluctant to cuts rather than announce increases. They are expected to adjust more quickly if they are below the target dividend than when they are adjusting downwards. Ultimately 0< β2 < β1 is expected.



Frequency of dividend changing events in Pakistan

Following Chemmanur et al. (2010) dividend events are classified into increases, cuts, continuations, dividend initiations, and dividend omissions in the following manner, as reported in Table 2.


TABLE 2 Definitions of dividend events.

[image: Table 2]





Results and discussion


Descriptive statistics

Table 3 has listed descriptive statistics for both measures of dividend smoothing. Speed of adjustment (SOA) is measured with the help of Lintner (1956), modified by Fama and Babiak (1968). Both SOA and relative volatility are calculated for 6 years rolling window for each firm-year observation. The mean value for SOA and relative volatility were 0.488 and 1.442 consecutively.


TABLE 3 Descriptive statistics.

[image: Table 3]



Dividend payers vs. non-payers

The first column of Table 4 displays means values of the firm-level characteristic of the non-payers (firms that never paid a dividend during 1999–2015) while the second column displays mean values for payers. The last column displays the significance of the mean difference. Two-tail t-tests for unequal distributions are used for testing means. Table depicts non-dividend-paying with higher ownership concentration therefore are exposed to lower level of Type-I agency conflict. Similarly, in line with agency theory dividend-paying firms are with higher institutional ownership as compared to non-dividend-paying firms. Table also depicts consistent with the rental hypothesis dividend-paying firms with a higher proportion of foreign ownership. Sample also depicts that family firms pay more dividends. It might be because they want to signal to the market for decreasing chances of expropriation in family firms.


TABLE 4 Dividend payer vs. non-payers.

[image: Table 4]



Smoothing and non- smoothing firms

Both panels of Table 5 depict consistently with information asymmetry theory that firms that smooth more (based on SOA and relative volatility) are small in size. Small firms usually have more information asymmetry because of more volatile earnings, less coverage by media, and less following by analysts, therefore small firms smooth more. Similarly, the study also finds that firms with small cash flow smoothly more which is consistent with the financial constraints view of dividend smoothing, where high dividend smoothing is associated with low dividends. Therefore, firms having low cash flows are reluctant to announce an increase in dividends because of precautionary motives. Both SOA and relative volatility show that firms with high leverage and high tangibility exhibit more dividend smoothing.


TABLE 5 Firm characteristics across dividend smoothing quintiles.

[image: Table 5]

Pakistan corporate ownership is structured by a family-concentrated structure. Consistent with agency theory and in support of H1. Firms smoothing more are having less level of ownership concentration. Similarly, the study found firms with high institutional ownership to be associated with a high level of dividend smoothing as institutional owners are efficient in monitoring. Firms with more individual owners exhibit more dividend smoothing as they are subject to more information asymmetry as they deal with more informed investors. Higher dividend smoothing is associated with a higher level of ownership by the directors and their spouses and children, which might be because of the rent-seeking and risk-aversive behavior of the managers. The same association is also found in the case of foreign ownership.



Ownership structure and dividend smoothing

Table 6 depicts the effect of ownership structure on dividend smoothing while controlling for the risk, growth opportunities, size, leverage, and firm tangibility. First column of the table has used the speed of adjustment as the dependent variable and is the result of Tobit regression while second column has relative volatility as the dependent measure.


TABLE 6 Ownership structure and dividend smoothing.

[image: Table 6]

Consistent with H2 individual ownership is associated negatively with dividend smoothing in case of both dividend smoothing measures. Firms crowded by individual owners are facing high levels of agency conflict and are subject to severe information asymmetry being uninformed investors. Therefore, they substitute their higher information asymmetry and risk of being exploited by insiders via demanding large and smooth dividends. This result is consistent with agency theory of dividend smoothing and is in line to the studies by Brennan and Thakor (1990) and Jeong (2013).

Firms having more foreign ownership opt for less dividend smoothing. Consistent to rental hypothesis in foreign-owned firms, dividends will not stick to the previous level but will be frequently changed with variation in earnings as these firms are less constrained by financial resources. Also such firms are less constraint (global advantage hypothesis) and foreign owners are efficient monitors so parallel to Park and Chung (2007), these results are consistent with external constraints as well as with information asymmetric channel. The authors could not find significant result for foreign ownership in case of relative volatility. parallel to Leary and Michaely (2011) and Javakhadze et al. (2014) institutional ownership is positively associated with dividend smoothing. The preference of intuitional owners for high and steady dividends and their ability of reacting for cuts and omissions ensures high dividend smoothing. Parallel to Bradford et al. (2013) management ownership and dividend smoothing are positively associated. This result is consistent with the signaling theory of dividends as firms with low management ownership are exposed to severe agency conflict which is reduced via alternative monitoring mechanism of paying high dividends (La Porta et al., 2000). So they signal to market through large and stable dividends. Also these results are consistent with rent extraction behavior via opting higher level of dividend smoothing.

Ownership concentration is negatively associated with dividend smoothing in parallel to Leary and Michaely (2011), Jeong (2013) and Javakhadze et al. (2014). It suggests that firms with concentrated ownership are higher alignment and have lower level of agency conflict. Therefore they are less concernced with dividend cuts and omissions rather they are more concern with long term survival of the firm. The results are parallel to Ali et al. (2021).



Ownership index and dividend smoothing

Following Durana et al. (2022b), this study uses principal component analysis (PCA) for developing ownership index (Ownindex). The main purpose of PCA is to reduce the number of variables into uncorrelated components (Durana et al., 2022b). Table 7 depicts weights of all the mentioned five variables in the ownership index for Pakistani firms during the sample period based on principal components analysis.


TABLE 7 Weights of the ownership index.

[image: Table 7]

In Table 8, the authors have regressed the speed of adjustment and relative volatility with the ownership index developed via PCA by incorporating foreign ownership, institutional ownership, management ownership, and ownership concentration measured through proportionate ownership of the five largest shareholders and proportionate ownership owned by individuals.


TABLE 8 Ownership index and dividend smoothing.

[image: Table 8]

As depicted in the table, a negative association of ownership index and dividend smoothing is witnessed while using both proxies SOA and relative volatility, which is in line with the substitution hypothesis. Dividend smoothing mitigates agency conflict and reduces information asymmetry between insiders and outsiders, but the above regression shows that this relationship is affected by the ownership structure of the firm. These results are parallel to La Porta et al. (2000) and Javakhadze et al. (2014) which is that firms with more institutional and management and individual ownership will smooth more while firms with more ownership concentration and foreign ownership will smooth less. A high score on the ownership index represents firms with more institutional, more management, more individual ownership, and with less foreign and less concentrated ownership. Firms with efficient ownership will practice less dividend smoothing than firms with inefficient ownership.



Ownership structure and asymmetric dividend smoothing

Table 9 depicts a positive and significant coefficient for the interaction term of foreign ownership with positive deviations (DevP), it suggests that firms having more foreign ownership quickly adjust their dividends toward the target level when the managers are adjusting their dividends from below. It means that foreign ownership has a positive influence on the speed of adjustment from below which affirms hypothesis (H3) of the study.


TABLE 9 Ownership structure and asymmetric dividend smoothing.

[image: Table 9]

Table 9 depicts that impact of institutional ownership on dividend smoothing is not significant when a firm is adjusting from below toward the target dividend, however when a firm is adjusting its dividend from above, then the institutional ownership has negative impact. It suggests that institutional ownership is associated with a higher level of smoothing in this case, shows strong preference of institutional investors for large and stable dividends. It means that institutional investors resist cuts and omissions of dividends which is consistent with (H4) of the study. These results are consistent with agency theory and parallel to La Porta et al. (2000) and Javakhadze et al. (2014).

No matter whether the firm is below the target dividend or above, the impact of management ownership on speed of adjustment is negative. It suggests that management ownership and dividend smoothing are positively associated in both cases whether adjusting dividends from below or above. They smooth more when smoothing from below as they consider high dividends as commitments and smoothing from above is consistent with signaling hypothesis. These results are parallel to Leary and Michaely (2011) who claimed dividend smoothing, to be the result of a manager's persistent behavior.

Consistent with the agency and information asymmetric view firms with concentrated ownership can bear with dividends cuts and omissions, they smooth less and are more concerned with the long term survival of the firm which is parallel to Leary and Michaely (2011). Table depicts firms with high individual ownership impacts SOA positively when they are smoothing from below and its impact is negative when firms are adjusting from above. However, the results are not significant, which may be because of their inefficient influence as the corporate structures in Pakistan are dominated by family concentrated ownership.

Consistent with rent-seeking hypothesis foreign owners smooth less from below and smooth more from above i.e., they always prefer high dividends. The study finds that institutional investors increase smoothing from above only as they are more concerned about avoiding cuts and omissions. Consistent with the persistent behavior hypothesis (dividend smoothing is the outcome of managerial habit) they smooth in either case. Concentrated firms smooth less in either case however we couldn't observe the significant result in asymmetric analysis which may be because of their inefficient influence in the weak governing environment of Pakistan.



Ownership structure and dividend changing events

The sample is divided into two sub groups based on the proportionate foreign ownership, such that observations having foreign ownership greater than the mean value of foreign ownership were categorized as firms with high foreign ownership while those below mean value are firms with low foreign ownership. Table 10A depicts that firms with high foreign ownership have 37.96% dividend increasing events against 30.75% by the firms with low foreign ownership. While they have 28.24% cuts against 28.47% by those with low foreign ownership. In Table 10B, firms with high foreign ownership have continuations of 33.8% against 40.77% by low foreign ownership firms. It shows that firms with high foreign ownership observes more dividend increasing events which is consistent with the rental hypothesis.


Table 10A. Owner structure and Frequency of dividend changing events.

[image: Table 10]


Table 10B. Ownership structure and frequency of dividend changing events.
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Firms with high institutional ownership have more continuations (43%) than firms with low institutional ownership (34.5%). Shows their monitoring behavior. After dividing the sample into high and low management ownership sub samples, the authors found high management ownership firms have more continuations and fewer increases and cuts than the low management groups.

Table 10B depicts firms with high institutional ownership in Pakistan reports fewer initiations and omissions against their counterparts. This suggests a higher level of dividend smoothing and less dividend changing events like dividend initiations and omissions are associated with a high level of institutional ownership. These results affirm hypothesis (H4) of the study. These results show institutional owners' preference for stable dividends. The results are parallel La Porta et al. (2000) and Javakhadze et al. (2014).

Firms with high management ownership have fewer initiations and omissions which affirms hypothesis (H5) of the study. These results suggest that high management ownership is associated with high dividend smoothing.

Table 10B depicts that firms with high individual ownership have lower number of dividend initiations and omissions as compared to the firms with low individual ownership. These results suggest that firms with high individual ownership choose for a higher degree of dividend smoothing as reflected by dividend increases and cuts which affirms hypothesis (H2) of the study. These results are consistent with both agency and information asymmetry theory of dividend smoothing as individual owners are comparatively less informed.



Endogeneity

This study investigates the impact of ownership structure on dividend smoothing. Even though found strong evidence that dividend smoothing is related to the ownership structure of the firm but in order to ensure that the results are not affected because of the endogeneity, the author has followed Kumar (2006). And have verified through the following regressions that the results are not affected by endogeneity. Both panels of Table 11 depict statistically insignificant coefficients for both measures of dividend smoothing (SOA and Rel_Vol) and its lag terms in the case of all the regressions tabulated in Table 11. As a statistically significant coefficient was not found for any of the lag terms of speed of adjustment and relative volatility in the case of all ownership variables, therefore it shows that results of ownership structure association with dividend smoothing of the study are not affected by endogeneity (Kumar, 2006).


TABLE 11 Dividend smoothing and ownership structure.
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Conclusion

Firms smooth dividends mainly for mitigating agency conflict or reducing information asymmetry. The ownership structure of the firm affects agency conflict as well as on information asymmetry. The study examines the impact of ownership structure on dividend smoothing in Pakistan. It answers questions like, how a company's ownership structure links to dividend smoothing. Does ownership behave differently when firms smooth from below and above the targeted payout ratio? To answers these, the sample of all non-financial listed on Pakistan stock exchange for the study period 2005–2015 was undertaken for both parametric and non-parametric analysis.

The study concluded that ownership concentration is negatively associated with dividend smoothing and the effect remains irrespective of smoothing from above or below. High dividend smoothing (via dividends increases and cuts) is practiced by low concentrated firms. Also, low ownership concentration is associated with a high frequency of dividend initiations and omissions. This result is consistent with the studies by Brennan and Thakor (1990) and Jeong (2013). Consistent with the rental hypothesis of dividends foreign owners opt for less dividend smoothing. While opposite impact of foreign ownership on SOA was observed when a firm is adjusting from below and above, they prefer high dividends. The relationship holds during non-parametric analysis as well. It means that in Pakistan, foreign investors, are less concerned about the stability of dividends as these firms are less constrained but want to recover their investment at the earliest. Institutional investors are positively associated with dividend smoothing. Asymmetric analysis of dividend smoothing revealed that institutional owners avoid cuts and omissions. It is because of the strong preference of institutional investors for large and stable dividends. Consistent with the information asymmetry theory positive association between dividend smoothing and ownership by management, their spouses and children are observed. They follow their habit of consistence via both smoothing from above and below.

The ownership index developed via incorporating foreign, institutional, management ownership, ownership concentration, individuals and family ownership, found to be negatively associated with dividend smoothing. High score on ownership index represents, firms with more institutional, more management, more individual ownership and with less foreign and less concentrated ownership.

Dividend smoothing mitigates agency conflict and reduces information asymmetry between insiders and outsiders. Consistentwith La Porta et al. (2000) and Javakhadze et al. (2014), the study revealed that this relationship is affected by the ownership structure of the firm. we also found consistent that family firms smooth more to win the trust of minor shareholders and to give signals that they are sacrificing their private benefits to reduce the type II agency problem, i.e., reducing chances of minor shareholders' expropriation. Being singly country analysis, the results may generalized to other developing countries with causation after considering legal and culture context. SOA is measured via 6 years' window, it may be lengthening in the future studies. Investor protection and disclosure quality could be potential determinants of dividend smoothing for future. SECP and PSX want to insure minority protection, the current findings reflect that dividend smoothing is another monitoring mechanism. Over all the findings of the current study provides insight to the investors and regulators by offering dividend smoothing as alternative monitoring mechanism to corporate governance.
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