
 
 
 
 
 
 

Journal of Business and Tourism   Volume 04 Number 02 

  July – December, 2018 

Shaheen & Ullah  ISSN: 2520 - 0739 155 

Effect of Institutional and Insider Ownership on Dividend 

Policy: Evidence from Pakistan 
 

RIFFAT SHAHEEN 

IBMS, TheUniversity of Agriculture, Peshawar, Pakistan 

shaheenriffatms13@gmail.com  

 

DR. SABEEH ULLAH 

IBMS, The University of Agriculture, Peshawar, Pakistan 

sabeeh@aup.edu.pk  

 
Abstract 
This research study aimed to examine the effect of institutional and insider ownership 

on dividend policy of a firm. Ownership structure play a vital role in explaining firm 

dividend policy. To investigate the effect of institutional and insider ownership on 

dividend policy, a random sample of 50 non-financial firms was selected for the 

period of 2009 to 2013. The study based on panel data so for the selection of 

appropriate panel data model among pooled OLS, Random effect and Fixed effect, 

Breusch Pagan LM test, Chow test, and Hausman test were used and random effect 

model was found best fitted. Results indicated that institutional ownership has 

positive relationship while insider ownership has negative relationship with dividend 

payout. Further, inclusion of institutional ownership along with insider ownership 

has increased the explanatory power of the model by 5.56% which is the incremental 

effect of the institutional ownership. Moreover, free cash flows and leverage have 

negative while firm size and market to book value have positive relationship with 

dividend payout.  
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1. Introduction 
Dividends are defined as circulation of a company’s profit to its shareholders in 

proportion to their share in the company. Among corporate financial policies, 

dividend policy has an issue of greater attention in the area of corporate finance.  

Financial researchers have a general argument that declaration and payment of 

dividends are considered as a sign of financial growth and appreciation by investors 

while cuts in dividends are conceived as a decrease in financial growth and bad news 

for investors. In this way, dividend policies affect firm value. The debate on dividend 

policy was emerged with the work of (Modigliani & Miller,1958; Miller & 

Modigliani, 1961) who proposed dividend irrelevance theorem. They argued that 

even in perfect capital market the distribution of dividends does not affect 

shareholders wealth and because of which the firm value remains independent before 

and after dividend period. This situation of dividend irrelevancy leads to investors’ 

dissatisfaction resulting in selling or buying of shares. Therefore, dividend policy 

seemed to have no advantage that firm might choose, and investors seemed 

indifferent of receiving capital gain and dividends. On the other hand, Gordon (1963) 

argued that even in a prefect capital market, the market value of the firm is affected 
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by firm’s dividend policy. Dividend policy of a firm depends on its investment 

policy, so dividend irrelevancy theorem is not valid (Krainer, 1971).  Dividends 

communicate relevant information to the investors due to signaling or informational 

effect (Watts, 1973; Hakansson, 1982; Nissim & Ziv, 2001). Sometimes investors 

ignore even large capital gain for current dividends (Gordon, 1959; Bhattacharya, 

1979). Through changes in dividend payout policy investors can also obtained 

information about future earnings (Benartzi et al., 1997).   Based on these arguments, 

corporate dividend policy is still a puzzle and mysterious problem in the field of 

corporate finance due to controversy in both dividends irrelevancy and relevancy 

theory.  

Investors and shareholders have special value for dividends because corporate 

dividend decisions affect the firm value. Nevertheless, the reason for adoption of a 

dividend policy is the main problem for the firm, as dividend policy decisions depend 

on several factors e.g. profitability, taxation, liquidity, culture etc. Firm size is another 

important factor of dividend policy because large size firms have greater capability to 

pay more dividends due to their greater access to capital market. Moreover, there is a 

separation of control and ownership in large size firms because dividends provide 

monitoring benefits in these firms.  Apart from above mentioned factors, firm 

dividend policy is highly dependent on ownership structure. Since in last few 

decades, corporate governance has received greater importance in corporate 

finance literature due to financial scandals i-e conflict of interest among 

shareholders and managers (Gillan & Starks, 2003). One of the reasons for 

conflict is that there are different types of ownership and their demands for 

dividends in the firm. Insider and institutional ownership have greatest 

influence on firms’ financial policies (Mehrani et al., 2011). From perspective 

of agency theory, dividend policy can act as a tool for resolving conflicts 

among shareholders and managers (Rozeff, 1982; Jensen, 1986). They argued 

that if funds are not paid as dividends to shareholders then managers might 

utilize these funds for their own benefits. Moreover, they might reinvest these 

funds in some unhealthy projects. On the other hand, payment of dividends to 

shareholders help in reducing managerial control and power over firm 

resources and restricting managers to the goal of maximizing firm value. This 

results in lowering agency conflicts between both parties. From ownership 

perspective, high level of insider ownership mitigates agency conflicts through 

interest alignment between both parties. But it also influences the dividend 

policy by using funds for their own interest and reducing dividend payment to 

minority shareholders which results in creating new conflicts of interest 

(Mirza & Afza, 2010).  
From above discussion about corporate dividend decision and ownership structure, it 

is concluded that dividends can be used as a mean of reducing conflicts whereas if 

managers have more control and power then they will expropriate the minority 

shareholders wealth by reducing dividend payouts. However, literature also suggested 

that only dividend is not a single tool of reducing the agency conflicts in term of costs 

and effect of these conflicts on firm value. Additionally, to dividend, large insider and 

institutional shareholders are also expected to help in interest alignment between 

managers and shareholders. Therefore, corporate dividend decisions anticipated to be 

affected by the ownership structure. Prior literature mainly documented the 
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relationship of dividend policy with ownership structure in developed economies. But 

the nature, characteristics and efficiency of dividend policy and ownership structure 

in developing economies are different from those in developed economies 

(Abdulsalam et al., 2008). Therefore, it is likely that in developing countries, the 

relationship among ownership structure and dividend policy to be different from 

those of developed countries. In Pakistan, after introduction of Corporate governance 

codes in 2002, researchers’ interest in dividend policy and ownership structure has 

been increased but still there are many issues to be explore (Rafique, 2012). 

Researchers mostly focused on determinants of dividend policy. Only few research 

studies attempted to investigate the relationship of dividend paying behavior of the 

firms with ownership structure but with a special focus on managerial ownership. 

Keeping this in view, and in addition to insider ownership, institutional ownership 

also has significant effect on dividend decisions. So, there is a need to analyze the 

effect of insider as well as institutional ownership on dividend policy and to check 

whether institutional ownership has any incremental effect.  

2. Literature Review 
Corporate financial policies are significantly influenced by ownership structure. In 

prior literature, the issue of ownership structure and dividend policy has received 

huge attention of researchers. The contemporary literature on the relationship of 

ownership structure and dividend policy can be distinguish into main two research 

trends. In first, researchers investigated the connection among institutional ownership 

and dividend policy, while in second the researchers linked insider ownership with 

dividend policy. 

2.1 Institutional Ownership and Dividend Policy 

Institutional ownership refers to the percentage of the firm’s shares owned by 

institutions. Firms may have to change their behavior and policies due to existence of 

these institutional investors. Among these policies, shareholders deemed dividends as 

a reward for bearing risk and contributing in firms fund raising. Therefore, dividend 

policy used as tool for distributing firm’s profit among its shareholders as a reward 

for their investment. Hence, firm growth as well as shareholders satisfaction badly 

affected by a minor mistake in formulating dividend policies (Ullah et al., 2012). 

Many studies have considered the relationship of dividend policy with ownership 

structure.  Most of these studies found a positively significant connection among 

dividend policy and institutional ownership while negative relation with managerial 

ownership (Short et al., 2002). Many different theories can explain the link among 

dividend policy and institutional ownership. Out of these the most relevant and 

commonly used theories are agency theory and signaling theory.  

2.1.1 Agency Theory  

Agency theory of Jensen and Meckling (1976), states that the agency relationship 

arises when a contract is made between agent and principal in which the agent 

promise to perform some work on behalf of principal and principal promise to 

compensate agent for that work. Conflicts of interest arise when agents favor their 

personal interest over principals’ interest or when there is a decrease in flow of 

information from agent to principal. These conflicts make agency relationship 

inefficient which resultantly creates agency cost. For agency cost, dividend policy is 

used as a tool for mitigating it (Rozeff, 1982). Conflict of interest could also result 

from dividend payments, as mangers prefer to retain earnings over paying dividends 

to shareholders for the purpose to increase their control and power over firm 

resources through following firm’s growth strategy. On the other hand, shareholders 
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demand dividend payments instead of retaining firm’s profit. Therefore, Wiberg, 

(2008) suggested that while examining the dividend policy, it is critical to consider 

the role of institutional and other ownership structures. 

Based on these arguments, it is concluded that by paying dividends, agency cost can 

be reduced in the following ways. First, when dividends are paid it reduces free cash 

flows problems. Second, it obliges managers to generate more cash for dividend 

payments and finally dividend payments force managers to concern capital market for 

raising future funds which in turn increase the provision of information to market 

(Laporta et al., 2000), and lessen the agency cost linked with free cash flows. Jensen 

(1986) free cash flow hypothesis documented that managers attempt to reduce 

dividend payments to increase their discretionary funds. Distribution of free cash 

flows in dividends is at priority list of institutional shareholders (Eckbo & Verma, 

1994). There are bundles of empirical research studies undertaken by (Han et al., 

1999; Wang et al., 2011; Zeckhauser & Pound, 1990) that provided evidence on 

positive role of institutional shareholders in solving agency problems through their 

influence on agency cost and dividend policy. Furthermore, Short et al., (2002); 

Wiberg, 2008; Truong and Heaney (2007) documented a positive relation between 

institutional ownership and dividend policy. Hence, based on agency theory and the 

empirical work, the study hypothesizes as: 

H1a: There exist a positively significant association among dividend policy and 

institutional ownership.    

2.1.2 Signaling Theory 

Signaling theory states that information asymmetry exists between shareholders and 

company management because managers have more access to company’s information 

than outside stockholders and are not provide to them with transparent way. In order 

to convey information to outside shareholders, managers use some reliable measure 

like dividend policy. Therefore, dividend policy can be utilized to signal information 

about firm’s future earnings (Pettit, 1972; Ofer & Thakor, 1987; Robinson, 2006). 

Zeckhauser and Pound (1990) proposed that along with dividends, institutional 

shareholders might act as alternative tool of signaling because they can significantly 

influence the firm performance. Under this, a negative relation is projected among 

institutional ownership and dividend policy. However, it is still unclear from the 

available literature that how institutional shareholders signal firm’s future growth to 

the market. This signaling is possible in two ways; first, the institutional shareholders, 

due their access and control, are likely to have superior information about firm’s 

future growth. Therefore, the presence of institutional shareholders may consider as a 

signal of good news about firms’ future growth.  Second, the market may consider the 

existence of institutional shareholders as a signal of agency cost reduction due to 

institutional shareholders’ monitoring. However, institutional shareholders do not 

consider themselves as an alternative signaling device as they emphasize on 

dividends as a signal of firm future growth. Therefore, the argument that institutional 

shareholders and dividend payouts are alternative signaling tool appears less 

convincing (Short et al., 2002). Additionally, Kouki and Guizani (2009); Jain (2007) 

reported negatively significant connection among dividend policy and institutional 

ownership. Jensen et al., (1992) also supported negatively significant connection 

between dividend payments and institutional ownership. Summarizing the above 

discussion on signaling theory, the study hypothesizes as:  

H1b: There is significantly negative relation among institutional ownership and 

dividend policy. 
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2.2 Insider Ownership and Dividend Policy 

A large body of literature exists on the connection among insider ownership and 

corporate dividend policy (Mehrani et al. 2011). Studies undertaken by Jensen and 

Thomas (1992); Short et al., (2002); Amitabh and Fairleigh (1999); Abdullah et al. 

(2012); Rozeff (1982) reported a negatively significant influence of managerial 

ownership on dividend policy. In addition, Al-Gharaibeh et al., (2013) investigated 

the dividend relationship with ownership structure by considering 35 Jordanian firms 

over a period of 2005 to 2010. They found that if the institutional ownership in a firm 

increases then it will increase the firm value by increasing the power and control of 

these shareholders. Further, they also found negatively significant coefficient of 

managerial ownership with dividend policy. Azfa and Mirza (2010) concluded that 

managerial ownership and individual ownership have negative relation with cash 

dividend. Furthermore, studies conducted by Din and Javid (2011); Eckbo and Verma 

(1994); Chen et al. (2005); Wen and Jia (2010); Mehrani et al. (2011) found that 

dividend payouts have a significant and negative association with managerial 

ownership. Based on the findings of these prior studies, it is hypothesized as: 

H2: There exist significantly negative link among between insider ownership 

and dividend policy. 

3. Research Methodology 
To test the relationship of dividend policy with ownership structure, a sample of 50 

non-financial firms was randomly selected for the collection of annual data over a 

period of 2009 to 2013. Firms having negative equity value and firms having missing 

data were excluded. The study was based on panel data which was collected through 

secondary sources. Further, data of all the variables other than ownership structure 

obtained from the Balance Sheet Analysis (BSA) issued by State Bank of Pakistan 

while ownership variables calculated from the pattern of shareholding statement of 

the selected firms. Three categories of variables including dependent, independent 

and control variables were used, which were defined in Table 1. Since the study used 

panel data so for analysis, pooled OLS and panel data models (fixed effect and 

random effect) were taken into consideration. To decide among these models’ 

different diagnostic tests including Chow test, Breusch pagan LM test and Hausman 

specification test were performed. 

Table 1 Variables of the study 

Variables Definition Proxy used by Sources  

Dividend 

payout 

(DPO) 

cash dividend per 

share divided by 

earnings per share 

 

Rozeff (1982); 

Moh’d et al., 

(1995); Manos 

(2002); Mollah et 

al., (2007) 

BSA 

SBP 

Institutional 

ownership 

(IO) 

Shares held by 

institutional 

investors to total no. 

of shares 

outstanding  

 

Jensen & Thomas, 

(1992); Szilagyi & 

Renneboog, (2007) 

Annual 

Report 

Insider 

ownership 

(IS) 

shares held by 

managers, BOD, 

executives and their 

families to total 

Crutchley & 

Hansen, (1989); 

Mahadwartha, 

(2003) 

Annual 

Report 
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number of shares 

outstanding 

 

Free cash 

flows (FCF) 

cash flow from 

operations minus 

capital expenditure 

to total assets 

(Kouki and Guizani 

2009) 

Annual 

Report 

    

          
 Table 1 Continued… 

Firm size 

(FS) 

Natural logarithm of 

total assets 

Gugler and 

Yurtuglu 2003; 

(Fama and French 

2001) 

 

Annual 

Report 

Leverage 

(LEV) 

long term debt/ total 

assets 

Al Kuwari 2009); 

Gugler and 

Yurtoglu 2003 

Annual 

Report 

 

Market to 

book value 

(MTBV) 

Total market 

capitalization to book 

value of equity 

Gul 1999; La 

Porta et al. 2000 

Annual 

Report 

 

To achieve the study objectives, first, model was used to analyze the effect of 

institutional ownership on dividend policy along with other control variables 

including free cash flows, leverage, firm size and market to book value. Model for 

dividend policy and institutional ownership were as: 

DPOit = β0 + β1IOit +β2 FCFit   + β3 FSit + β4 LEVit+ β5MTBVit+Ɛit   ………………. 

(1) 

Second, for the effect of insider ownership on dividend policy after controlling for 

same variables, second model was used which is given as follows: 

DPOit = β0 + β1 ISit +β2 FCFit   + β3 FSit + β4 LEVit+ β5MTBVit+Ɛit   

……………….…….. (2) 

Third, for the effect of both institutional and insider ownership on dividend policy, 

the model used was: 

DPOit = β0 + β1IOit + β2 ISit +β3 FCFit   + β4 FSit + β5 LEVit+ β6 MTBVit+Ɛit 

.…………...… (3) 

Where;  

β0= intercept of the regression model 

β1,β2,β3,β4,β5,β6  = slope of  the regression coefficients 

i = ith sample of non-financial firms 

t = time period (2009-2013) 

DPO = Dividend payout  

IO = Institutional Ownership 

IS = Insider Ownership 

FCF = Free cash Flows 

FS= Firm Size 

LEV = Leverage 

MTBV =Market to Book Value 
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4. Results and Discussion 
To analyse the data of 50 companies for the period of 5 years (from 2009 to 2013), 

different tests were performed on the data. It includes descriptive statistics and panel 

data analysis for selection of appropriate regression model.  

4.1 Descriptive Statistics   
The Table 2 shows that there is reasonable difference between minimum and 

maximum values of all variables.  Among all variables, firm size has the largest mean 

value of 17.946 whereas, insider ownership has the lowest mean value of 0.156. The 

results also show that mean values of all variables except free cash flows, firm size 

and market to book value are closer to their standard deviation values which shows 

that these variables have low volatility and there is no data variability problem with 

these variables. On the other hand, free cash flows, firm size and market to book 

value have highest standard deviation values of 2.648, 2.398, and 1.275 respectively, 

which are considerably different from their mean values of 15.904, 17.946, and 0.555 

which shows that these variables are volatile enough and have data variability 

problem.   

Table 2 Descriptive Statistics 

Variables N Min Max Mean Std. Dev. 

DPO 250 0.00 2.16 0.519 0.401 

IO 250 0.00 0.665 0.168 0.169 

IS 250 0.00 0.81 0.156 0.216 

FCF 250 10.05 23.07 15.904 2.648 

FS 250 14.46 24.6 17.946 2.398 

LEV 250 0.00 0.85 0.167 0.177 

MTBV 250 0.00 9.41 0.555 1.275 

4.2 Panel Data Model Identification Tests 

In order to decide whether the pooled OLS, Random effect or Fixed effect model is 

appropriate for the data, Breusch-Pagan LM test, Chow test, and Hausman test were 

performed.  

Table 3 Panel Data Model Identification Tests 

Test Model Test value P-

value 

Model 

Selection 

Chow test Pooled OLS vs Fixed effect  F = 18.44 0.000 Fixed effect  

Breusch 

Pagan LM 

test  

Pooled OLS vs Random 

effect 

Chi-sq.= 

97.38 

0.000 Random 

effect  

 

Hausman 

Specification 

test 

Random effect vs Fixed 

effect 

Chi-sq.= 8.26 0.219 Random 

effect 
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4.3 Effect of Institutional Ownership on Dividend Policy 

Table 4 explains the relationship of institutional ownership with firm dividend policy. 

In which, the coefficient of institutional ownership is positively significant with 

dividend payout at 1% level of significance. It supports our hypothesis H1a that 

dividend payout ratio increases with the increase in institutional shareholders. This 

support the notion that institutional shareholders prefer payment of firm profit as 

dividend instead of retaining profit (Eckbo & Verma, 1994) which resultantly help in 

reducing agency cost. The result is also in line with the results of (Short et al., 2002; 

Truong & Heaney, 2007; Wang et al., 2011), who also reported that corporate 

dividend decisions have significant positive relation with institutional ownership. 

For Control variables, free cash flows found to have significantly positive relationship 

with dividend payout. The research finding is supported by (Kouki & Guizani, 2009; 

Mehrani et al., 2011) and the notion that increasing dividend with the increase in free 

cash flows help in reducing agency conflicts between managers and shareholders 

(Rozef 1982). Firm size is found to have negative regression coefficient with 

dividend payout, which is in line with the research findings of (Gugler & Yurtuglu, 

2003; Mirza & Afza, 2010; Ullah et al., 2012). The negative relationship of firm size 

with dividend payout in context of Pakistan support the notion that instead of paying 

dividends, Pakistani firms prefer to invest funds in their projects (Ahmed & Javid, 

2008). Leverage have also negative regression coefficient with dividend payout. The 

result indicated that due to obligation of fixed interest payments and financial risk, 

highly leveraged firms are not willing to pay funds as dividends and attempt to 

reserve their funds to establish and maintain good political and social relations with 

financial institutions and   strong credit rating in order to ensure the low cost future 

financing because Pakistani firms need to have strong relations and credit rating to 

get access to debt market for external financing (Ehsan et al., 2013). The results are 

also consistent with outcomes of (Fama & French, 2001; Gugler & Yurtoglu, 2003; 

Al-Kuwari, 2009). Finally, the coefficient of market to book value is significantly 

positive dividend payout. This result is consistent with the findings of (La Porta et al., 

2000).  

Table 4 Impact of Institutional Ownership on Dividend Policy 

Variables Coefficients Std. error Z–statistics P-value 

IO 0.589 0.126 4.69 0.000*** 

FCF 0.044 0.013 3.45 0.001*** 

FS -0.050 0.018 -2.72 0.006** 

LG -0.702 0.144 -4.88 0.000*** 

MTBV 0.087 0.016 5.35 0.000*** 

Constant 0.679 0.260 2.61 0.009** 

R
2
= 0.338               F- Value = 119.00*** (p-value=0.000) 

4.4 Impact of Insider Ownership on Dividend Policy 

Table 5 explains the relationship of insider ownership with firm dividend policy. The 

results indicate that insider ownership is negatively associated with dividend payout 

ratio, which is consistent with the findings of (Jensen & Thomas,1992; Mahadwartha, 

2003; Abdullah et al., 2012). The negative relation of insider ownership with 
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dividend payout implies that managers are not willing to pay firm profits as dividends 

and attempt to increase their discretionary power by reducing dividend payments to 

minority shareholders (Eckbo & Verma, 1994). In case of Pakistan, when insider 

ownership increases in the firm then managers try to take advantage of their power 

and control due to lack of proper supervision by regulatory authority and hence 

expropriate the benefits of minority shareholders by reducing dividend payments and 

using funds for personal benefits. Further, the results for all control variables are 

same as in Table 4.  

Table 5 Impact of Insider Ownership on Dividend Policy 

Variables Coefficients Std. error Z–statistics P-value 

IS -0.310 0.124 -2.50 0.013** 

FCF 0.045 0.013 3.44 0.001*** 

FS -0.040 0.019 -2.09 0.037* 

LG -0.602 0.152 -3.96 0.000*** 

MTBV 0.085 0.017 5.04 0.000*** 

Constant 0.617 0.272 2.26 0.024** 

  R
2
= 0.289               F- Value = 97.42*** (p-value=0.000) 

4.5 Effect of Institutional and Insider Ownership on Dividend Policy 

Table 6 explains the relationship of both institutional and insider ownership with firm 

dividend policy. The findings indicate that both institutional and insider ownership 

have significant relationship with dividend payout. However, institutional ownership 

has positive while insider ownership has negative relationship with dividend payout. 

These results are in line with the results of institutional and insider ownership in 

Table 4 and 5 respectively and suggested that both institutional ownership and insider 

ownership have a significant role in explaining firm dividend policy. Hence 

institutional ownership has an incremental effect of 5.56% on the explanatory power 

of the model. Furthermore, results of all the control variables are same with the 

results in Table 4 and 5.  

Table 6 Effect of Institutional and Insider Ownership on Dividend Policy 

DPO Coefficients Std. error Z–statistics P-value 

IO 0.576 0.125 4.62 0.000*** 

IS -0.286 0.120 -2.39 0.017** 

FCF 0.043 0.013 3.38 0.001*** 

FS -0.043 0.018 -2.34 0.020** 

LG -0.629 0.146 -4.30 0.000*** 

MTBV 0.085 0.016 5.25 0.000*** 

Constant 0.617 0.263 2.34 0.019** 

R
2
= 0.345            F- Value = 126.92*** (p- value=0.000) 
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5. Conclusion 
This research study was conducted to find out the role of ownership structure as one 

of most key factors of the corporate governance mechanisms in explaining the 

dividend paying behavior of firms in context of Pakistan. Findings of this research 

study indicate that both institutional and insider ownership have significantly positive 

and negative association with dividend payout respectively. The results also revealed 

that inclusion of institutional ownership has improved the explanatory power of the 

model by 5.56% which is the incremental effect of the institutional ownership.  Based 

on findings, it is concluded that ownership structure plays a vital role in determining 

the dividend paying behavior of the firm especially in context of agency relation and 

hence help in reducing agency cost. In Pakistan, most of the firms are family 

controlled and don’t support the implementation of corporate governance mechanism. 

In these firm’s insider shareholders get favor and keep wealth of the firm under their 

control that leads to minority shareholders expropriation. Due to high family 

ownership most of firms either don’t pay dividends or pay dividend but at low rate 

and irregularly. Therefore, institutional shareholders due to low legal protection and 

negligible control, prefer dividend payment to control the opportunistic behavior of 

insiders and hence help in reducing agency conflicts.  
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