DIVIDEND POLICY, CORPORATE GOVERNANCE
AND THE MANAGERIAL ENTRENCHMENT HYPOTHESIS:

AN EMPIRICAL ANALYSIS

(Running title: Dividend Policy and Managerial Entrenchment)

July, 2002

Jorge Farinha*

Keywords: Dividend policy, agency theory, corporate governance, entrenchment,
ownership structure

JEL Classification: G32; G35

*CETE-Centro de Estudosde EconomiaIndustrial, do Trabalho e da Empresa,
Faculdadele Economia,Universidadedo Porto,Portugal.This paperis basedon part

of my PhD dissertationat LancasterUniversity, United Kingdom. | am particularly

grateful to my supervisors,Ken Peasnelland Peter Pope, and also to Sudi

SudarsananfteveYoung, SanjayUnni, MassoudMussavian Robin Limmack, Abe

de Jong, participantsat the 1998 EFA-EuropeanFinanceAssociationMeeting, the

1998 BAA-ICAEW Doctoral Colloquium, the Accounting and Finance Seminar
Seriesat LancasterUniversity, the 2002 PFN-Portugues€&inanceNetwork Meeting,

the 2002 EFMA-EuropeanFinancial ManagementAssociationConference and the

2002 1* International Conferenceon Corporate Governanceat the University of

Birmingham, for all the helpful commentsreceived.| am thankful to I/B/E/S

Internationalinc. for allowing the usageof the I/B/E/S databasel also gratefully
acknowledgehe generoudinancial supportreceivedfrom Fundacagaraa Ciénciae

Tecnologia/ PraxisXXI Programmendfrom Faculdadele EconomiaUniversidade
do Porto.Correspondence: JorgeFarinha,Faculdadele Economiada Universidade
do Porto,RuaRobertoFrias,4200Porto,Portugal.Tel. (351)-22-5571100Fax (351)-

22-5505050. E-mail: jfarinha@fep.up.pt.



DIVIDEND POLICY, CORPORATE GOVERNANCE
AND THE MANAGERIAL ENTRENCHMENT HYPOTHESIS:

AN EMPIRICAL ANALYSIS

ABSTRACT

This paper analyses the agency explanation for the cross-sectional variation of
corporate dividend policy in the UK by looking at the managerial entrenchment
hypothesis drawn from the agency literature. Consistent with predictions, a significant
U-shaped relationship between dividend payout ratios and insider ownership is
observed for alarge (exceeding 600 firms) sample of UK companies and two distinct
periods. These results strongly suggest the possibility of manageria entrenchment
when insider ownership reaches a threshold of around 30%. Evidence is also
presented that non-beneficial holdings by insiders can lead to entrenchment in
conjunction with shares held beneficially.
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ownership structure
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1. Introduction

This paperprovidesan empirical analysisof the agencytheory explanationfor the
cross-sectionatlistribution of dividend payoutsin the United Kingdom (UK). This
perspectiveassertsthat cashpaymentsto shareholdergnay help to reduceagency
problemseitherby increasinghe frequencyof externalcapitalraisingandassociated
monitoring by investment bankers and investors (Easterbrook, 1984), or by

eliminating free cash-flow (Jensen, 1986).

Althoughothertheorieshavebeenproposedo explaincross-sectionalividendpolicy

(notablythosebasedon signallingandtax clienteles) the existingempiricalliterature
typically finds that the observeddividend behaviouris consistentwith more than a

singletheory,andthereforeusuallyfails to dismissalternativeexplanationsHowever,
the managerialentrenchmentypothesistaken from the agencyliterature offers a
distinctive set of predictionsthat cannotbe found in other competingstoriesfor the

explanation of cross-sectionaldividend policy behaviour. Consistentwith such
hypothesis,this paper finds evidenceof a strong U-shapedrelationshipbetween
dividend payoutsandinsiderownershipin the UK. Specifically,thesefindings show
thataftera critical entrenchmenkevel estimatedn the regionof 30%, the coefficient
of insider ownershipchangesfrom negativeto positive. In addition, the analysis
suggestshatdirectors’control over non-beneficiasharesnanagean behalfof other
shareholdergtypically the company’spensionfund, charity trustsor employeestock

ownership plans) can also lead to managerial entrenchment.



Theremainderof this paperis organisedasfollows. Section2 presentsa summaryof
previous literature and outlines the researchmotivation. Section 3 describesthe
researchdesign,samplingproceduresand datacharacteristicsMain empirical results
andseverakobustnesghecksarereportedn Sectionst and5, respectivelyThefinal

section summarises the paper and its main conclusions

2. Previous literatur e and r esear ch motivation

Agency theory view of dividend policy

Easterbrook(1984) arguesthat dividends play a role in controlling equity agency
problemsby facilitating primary capitalmarketmonitoringof thefirm’s activitiesand
performanceThe reasonis that higherdividend payoutsincreasehe likelihood that
thefirm will haveto sell commonstockin primary capitalmarkets.This in turn leads
to an investigationof managemenby investmentbanks, securitiesexchangesand
capital suppliers.Studiesby Baghat(1986), Smith (1986), Hansenand Torregrosa
(1992) and Jain and Kini (1999) have recognisedhe importanceof monitoring by
investmentbankersin new equity issues.Recenttheoreticalwork by Fluck (1998),
andMyers (2000)alsopresentsagency-theoretimodelsof dividendbehaviouwhere

managers pay dividends in order to avoid disciplining action by shareholders.

Additionally, Jensen(1986) seesexpected continuingdividend paymentsas helping
to dissipatecashwhich might otherwisehavebeenwastedin non-valuemaximising

projects, therefore reducing the extent of overinvestment by managers.



In Rozeff’s (1982) model, an optimal dividend policy is the outcomeof a trade-off
betweenequity agencycosts and transactioncosts. Consistentwith such trade-off
model,Rozeffreportsevidenceof a strongrelationshipbetweendividendpayoutsand
a set of variables proxying for agency and transactioncostsin a large sample

composed of one thousand US firms for the period 1974 to 1980.

A cross-sectionaanalysisof dividend policy by Crutchleyand Hansen(1989) also
showsresultsconsistentvith dividendpolicy actingasa corporatemonitoringvehicle
and with substitution effects betweendividend paymentsand two other control

mechanisms, managerial ownership and leverage.

The managerial entrenchment hypothesis

Following Jensenand Meckling (1976), when managershold little equity and
shareholdersare too dispersedto take action against non-value maximisation
behaviour,insidersmay deploy corporateassetdo obtainpersonalbenefits,suchas
shirking and perquisiteconsumption.As insider ownershipincreasesagencycosts
may be reducedsince managersbear a larger shareof thesecosts. However, as
Demsetz (1983) and Fama and Jensen(1983) point out, managersholding a
substantiaportion of a firm’s equity may haveenoughvoting power to ensurethat
their positioninside the companyis secure As a result,they may becometo a great
extentinsulatedfrom externaldisciplining forces suchas the takeoverthreator the
managerialabour market. Stulz (1988) presentsa model where high ownershipby
managersaneffectively precludethe possibility of a takeoverjn accordancevith an
entrenchmentypothesis.Consistentwith this, Weston (1979) reports that firms

whereinsidersheld more than 30% have neverbeenacquiredin hostile takeovers.



Morck et al (1988) and McConneland Servaes(1990) find an inverted U-shaped
relationshipbetweeninsiderownershipandfirm performancean accordancevith the

existence of managerial entrenchment above a critical level of ownership.

This entrenchmenthypothesistaken from the agency literature is particularly
interestingsinceit hasconsequence®r dividendpolicy which aredistinctfrom other
competing theories of dividend behaviour. Specifically, the prediction is that below an
entrenchmenlevel insiderownershipand dividendpolicies canbe seenas substitute
corporategovernancedevices,thereforeleadingto a negativerelationshipbetween
thesetwo variables.After such critical entrenchmentevel, however,when insider
ownershipincreasesare associatedwith additional, entrenchment-relatecagency
costs, dividend policy may become a compensating monitoring force and,
accordingly,a positive relationshipwith insider ownershipwould be observedThis
predictionis a distinctive one giventhat signalling, tax clientelesor othercompeting
theoriesfor dividend behaviourdo not predict such U-shapedrelationshipbetween

insider ownership and dividend policy.

Schooleyand Barney (1994), using U.S. data, documenta U-shapedrelationship
between dividend yield and CEO ownership. That study suffers from several
limitations. CEO ownershipis not alwaysthe bestmeasureof insiderownershipasin
frequentcasesboard membersother than the CEO hold significant amountsof a
firm’s equity. Apart from usinga relatively small samplesize (235 firms againstour
samplein excesf 600firms) Schooleyand Barney’sdatais confinedto largefirms
with a smallnumberof casesvherethe CEO holdssubstantiaholdings(the average

CEO ownershipin their sampleis 2.5% againstour meaninsider ownershipof 16%



(in 1991)and 13% (in 1996).Finally, they do not control for alternativemonitoring

mechanisms on managers which have been recognised in the literature.

Also, no studieshaveanalysedjn the contextof dividendpolicy, the possibility that
beneficial and non-beneficialinsider holdings may be conduciveto entrenchment.
Suchpossibility has,however beensuggestedby previousresearctirom Gordonand
Pound(1990), Changand Mayers (1992) and Cole and Mehran (1998), who find
evidencethat manager’svoting control over EmployeesStock Ownership Plans

(ESOPs) can contribute to managerial entrenchment.

3. Research design

3.1 General model specification

The general model specified for this analysis is represented by a single-equation cross-
sectional regressionbetweendividend payouts and a set of variablesrelated to
Rozeff's(1982)trade-offargumentThis trade-offis betweerthe marginalbenefitsof
dividend payouts(a reductionin agencycosts)and respectivemarginal costs (an
increasein the so-called"transactioncosts"). "Transactioncosts" hererelateto the
director indirect costsof externalequity financingand potentialtax costsassociated

with dividend payouts.Implicit is the notion that dividend policy is setup optimally

so as to minimise total agency and transaction tosts

Additionally, given thatthe presencef othermanageriamonitoringdevicesis likely

to affect the usageof any particular mechanismfor reducingagencycosts (Hart,



1995), allowance is made for the presence of such variables when modelling dividend
policy. In line with previous research, it is possible that not just inverse relationships,
or substitution effects, exist between different governance mechanisms. In fact,
Rediker and Seth (1995) argue that different control mechanisms may be
complementary, and not just aternative, instruments for corporate governance. The
other monitoring mechanisms considered in the analysis are debt, analysts following,
institutional ownership, the presence of outsiders in the board and compliance with

Cadbury (1992) Code of Best Practice.

The formal basic model used, aong with the variables employed, is described in

section 3.3.

3.2 Testable hypotheses

A particular concern of this paper is an attempt to distinguish the agency perspective
of dividend policy from other competing explanations by focusing on the relationship
between insider ownership and dividend payouts. Following the discussion above, it is
likely that managers controlling large holdings in the firm can to a significant extent
insulate themselves from other disciplining mechanisms. If dividend policy and
insider ownership both perform a monitoring role, one might expect that before a
critical level of entrenchment, dividend policy and insider ownership could be
substitute monitoring mechanisms. As such, increasing insider ownership would be
accompanied by decreasing dividend payouts. After a critical level of ownership,
however, larger dividend payouts may be needed to compensate for entrenchment-
related agency costs arising from larger (above critical level) insider holdings. This

leads the following testable hypothesis:



Hypothesis 1: The cross-sectional distribution of dividend payouts,
all else constant, is negatively related to beneficial insider
ownership below an entrenchment level of ownership, and

positively related above that level.

Hypothesis 1 can be modelled by using a second-degree polynomia specification for
the insider ownership variable and testing the expectation of a negative sign for the
first term and a positive one for the second. However, the positive sign predicted after
the critical level of insider ownership could aternatively be explained by a managerial
desire to diversify their wealth by increasing liquidity (Beck and Zorn, 1982) when
their shareholdings in the firm are large, rather than by an entrenchment explanation.
To control for this possibility, it is hypothesised that in a setting where insiders control
shares on non-beneficial terms at the same time that their beneficial stakes are too
small to enable entrenchment, a ssimilar U-shaped relationship will still be observed
between dividend payouts and total (beneficia or not) holdings with the turning point
above the level of beneficial holdings. Thisis because both categories of holdings can
bring control and, therefore, potential entrenchment. In other words, this hypothesis
looks at the possibility that managers may use not just beneficial but also non-
beneficial holdings to entrench themselves. This leads to the following testable

hypothesis:

Hypothesis 2: For low (below critical entrenchment point) levels of
beneficial insider ownership, dividend payouts have a U-shaped
relationship with total (beneficial and non-beneficial) insider

ownership, all else constant, as predicted in Hypothesis 1 for



beneficial ownership, with a turning point above the level of

beneficial holdings.

Hypothesis2 canthusalsobe seennot just asa testfor an alternativeexplanatiorfor
the U-shapedrelationship,but also as a test for the propositionthat non-beneficial

holdings can be conducive to entrenchment by insiders.

A final testis to analysewhethercompliancewith Cadbury(1992) Code of Best
Practiceaffectsdividendpolicy. Sincethe Codewaspublishedn 1992,this is donein
the 1996 regressiononly. That documentreviewedthe role of corporateboardsin
corporategovernanceand provided a set of recommendation®f best practice to
enhanceheaccountabilityandmonitoringfunction of the directorsof UK firms. After
publication of the report, the London Stock Exchangerequiredlisted firms to state
their compliance,and reasondor not complying, with the Code’sprescriptions.The
analysisof the relationshipbetweendividend policy and Cadbury(1992) compliance
is anovelway of testingthe agencyexplanatiorfor dividendpolicy giventhe Cadbury
(1992) recognisedrole in corporategovernancean the UK2 If dividend policy is a
substitute(complementaryxisciplining mechanisnto compliancewith the Cadbury
(1992) Code, then a negative(positive) associationbetweendividend payoutsand
Cadbury(1992) complianceshouldbe apparentSincenone of thesetwo alternative
possibilities can be ruled out, the null hypothesisis that there is no association
between Cadbury (1992) compliance and dividend payouts. The corresponding

testable hypothesis is thus:
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Hypothesis 3: Compliance with the Cadbury (1992) Code of Best

Practice has a zero impact on dividend payouts, all else constant.

The cross-sectional analyses in this paper are reported for 1991 and 1996. Using two
periods provides a robustness check on the results obtained for a single year. It also
enables a control for possible structural changes, particularly those potentialy arising
from the intense academic and public debate corporate governance in the UK since the
early nineties. A five-year interval between the two cross-sections was considered
because the construction of some variables, notably the dividend payout measure,

required computations over five years.
3.3 Formal model and variables employed

The empirical mode model used in the analysis can be described as follows:

MNPAY 00,00,INSBEN, 00, INSBEN.>00,GROWL 00, GROW2, 00, DEBT [I
00,VARIAB 00,CASH, 00,DISPERS 00,INSTIT 0 0,,NONEXPCT [
00,,IACT, 00,,92E, 00,,LANALYST 00,,ROA 00,.ROAXDUMNEG, [
00,,CADBURY, [ il [ INDUMMY,, O, (1)

joL
where
0 O regression coefficients
i 0 index of theith firm
j O sector index
n [ number of sector dummies (2 - digit AIC codes)
0, O error term

The dependent variable, MNPAY is the dividend payout ratio, constructed as a five-
year mean ratio of total ordinary annua dividends declared (interim plus final) to

after-tax earnings (before extraordinary items)®. Similar to Rozeff (1982), a mean
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payoutratio is preferredto annualpayoutfigures,to reducethe effectsof transitory
andnoisy componentsn short-termearnings.Thus,thefocusis on ameasuref long-
term dividend payout, given the evidence,from a seriesof studiesdating back to
Lintner (1956), that firms typically stabilise dividends arounda long-term payout
objective. Observationswith mean dividend payout ratios in excessof one or
negativeare excludeddue to the lack of economicsignificanceof thesevalues.The
choice of a five-year period balanced the trade-off between the advantage of using of a
longer periodto provide a more accuratemeasureof the long term dividend payout
ratio, and the costs associatedo the survivorship bias problemsarising from the

requirement of longer series of data for each firm in the sample.

Beneficialinsiderownership INSBEN, is definedasthe percentag®f the company’s
sharedlirectly or indirectly controlledby the firm’s managerstheir families or family
trusts (as disclosedin firm’s annualreports).Jensenand Meckling (1976) posit a
negativerelationshipbetweennsiderequity ownershipandagencycostswhile Morck
et al (1988)and McConneland Servaeq1990) presentevidenceconsistentwith that
assertion.Within certain ownership ranges, higher insider ownership can reduce
expectedagencycostsand hencedividend policy may becomedessimportantas a
monitoringvehicle. Therefore the expectedsignfor the coefficientof INSBEN in the
regressions negative.A squareterm for insider ownershipis included,asdiscussed
above to accountfor the possibility of manageriaentrenchmentyvhich translatesnto
the expectatiorof a positivesign. This follows, in particular,argumentsandevidence
by Morck et al (1988) and McConneland Servaeq1990) that the effect of insider
ownershipin the reductionof agencycostsmay changeits sign aftera certaincritical

level of ownership.
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The remainingvariablesare control factorsthat either (i) havebeenobservedn the
literature to influence dividend payments, (i) can be seen as alternative or
complementarynanageriaimonitoringvehiclesor (iii) canproxy for the presenceof

potential agency problems.

Pastgrowth (GROWL1), defined as the geometricmeanrate of growth of the firm's

total assetsfor the last five years,is included on the groundsthat higher historic
growth may render dividend policy less relevant for inducing primary market
monitoringvehiclegiventhe likelihood that growth may alreadybe inducingexternal
fund raising (and associatedmonitoring). Hence, a negativesign is expecteéd A

similar argument applies to GROW2, a variable proxying for future growth
opportunities,measuredas the ratio of marketto book value of equity). Consistent
with theseassertionsRozeff (1982) reportsa negativeassociatiorbetweendividend

payouts and variables proxying for past or future growth opportunities.

Theinclusionof DEBT, the book value of total debtdeflatedby the marketvalue of
equityis mainly motivatedby its potentialmonitoringrole on managerslin particular,
financialleveragehasbeenarguedby JenserandMeckling (1976),Jenser(1986)and
Stulz (1988),amongothers,to play a role in reducingagencycostsarising from the
shareholder-manageonflict. Debtmay alsohaveanimpacton dividendsbecausef
debtcovenantsandrelatedrestrictionsimposedby debtholders Thusa negativesign

is expected.

Thetotal varianceof afirm’s stockreturns,VARIAB, is alsoincludedin the analysis.
High fixed operatingcostsor businesgisk may affect the firm's dividend payout,all

elseconstantto the extentthat thesewill increasethe frequencyof costly additional
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externalfinancing.This is dueto the greatervariability in earningsandfunding needs
that high operating leverageor businessrisk may induce in a firm. The same
reasoningappliesto interestchargeswhich are characterisedy Rozeff (1982) as
"guasi-fixed costs". Both theseoperatingand financial risks shouldtranslateinto a
high total risk (or variance)of the firm's stockreturns.In addition, as observedoy

Holder et al (1998), transactioncostsof new issuesin the form of underwritingfees
areusuallylargerfor riskier firms. Theexpectedsign of the coefficientof VARIAB in

the regression is thus negative.

To the extentthat high figuresof CASH, definedas a five-yearaverageof cashand
cashequivalentsaasa percentagef a firm’s assetsepresentpr arecorrelatedwith, a
firm’s free cash-flowin the Jenser{1986)senseandassociate@gencycosts,expected
dividend payoutswill be higher. Thus, greaterpayouts might be associatedwith
higher figures of CASH and so the expectedsign for its regressioncoefficient is

positive.

Shareholderdispersion (DISPERS), representsa measure of stock ownership
diffusion. This variable is defined as 100% minus the accumulatedsum of the
ownershipby individual entitieswith more than 3% of the firm’s stockin 1991 or
1996. The existenceof a large numberof (small) shareholdergor a low level of
ownershipconcentration)increaseshe potential agency costs given the free-rider
problem associatedwith higher ownership diffusion. The predictedsign for the

coefficient of DISPERS is thus positive.

INSTIT measurestotal institutional blockholder ownership of the firm’s shares.

Institutional blockholdersmay act as a monitoring deviceon the firm's managersas

14



argued by Demsetzand Lehn (1985) and Schleifer and Vishny (1986), thus
dampeningn principle the needfor high dividend payouts.However,it is possible
that institutions may influence higher dividend payoutsby a companyto enhance
manageriaimonitoring by externalcapital markets,namelyif they believetheir own
direct monitoring efforts to be insufficient or too costly. In this case a
complementarity between these alternative governance mechanismscould be

apparent. Thus, the expected sign for this coefficient may be positive or negative.

Following Winter (1977),Fama(1980) and Weisbach(1988),the percentag®f non-
executiveson the firm’s board, NONEXPCT, is also included to accountfor the
possibility that such outsidedirectorsmay act as managementnonitors. Thus, the
expectedsign for this coefficientis negative,unlessthe sameobservationgeferred

about INSTIT apply, in which case a positive relationship might emerge.

IACT is acontrolvariabledefinedasthe cumulative5-yearsum(1987-91or 1992-96)
of the amountsshown in a firm’s accountsas irrecoverableAdvance Corporate
Taxation (ACT), deflatedby total assetsThe usageof a cumulativesum insteadof

single-yearfigures is mainly to accountfor the often observedsituation of a firm

declaringin oneyearsurplusACT which eventuallyis written off in following years.
If a companyhashad significantirrecoverableACT in the pastthenit is likely that
this should translateinto a higher perceivedcost of paying dividends (or dividend

“transaction costs”). A negative sign is thus expected for this variable’s coefficient.

The control variablefirm size (SIZE) is definedasthe log of marketcapitalisation.
Size may be an importantfactor not just as a proxy for agencycosts(which canbe

expectedto be higherin larger firms) but also becausdransactioncostsassociated
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with the issue of securities are also (negatively) related to firm size as documented,
among others, by Smith (1977). However, as Smith and Watts (1992) point out, the
theoretical basis for an impact of size on dividend policy is not strong, and indeed
some negative relationships have been observed (Allen and Michaely, 1995, and
Keim, 1985). Therefore, the inclusion of size may be best regarded as a simple control

variable, with no particular sign expectation.

LANALY ST isthelog of the number of analysts (ANALY STS) following a particular
firm (as taken from I/B/E/S). Former research suggests that financial analysts may
congtitute a source of managerial monitoring. Specifically, Moyer, Chatfield and
Sisneros (1989) and Chung and Jo (1996) present evidence consistent with the number
of financial analysts following a firm having a negative impact on agency costs. The
expected sign for the impact of analysts following can either be positive or negative,
in accordance with the Rediker and Seth (1995) argument. A logarithmic
transformation is used because it is likely that the impact of an additional analyst may

become smaller as the number of analysts following afirm increases.

Return on assets, ROA, is defined as the mean ratio between after-tax earnings before
extraordinary items and total assets calculated over a 5-year period (1987-91 or 1992-
96). In general accordance with a signalling perspective (Miller and Rock, 1985),
dividend payouts may be positively related with measures of profitability. Jensen et a
(1992) find evidence of a positive association between return on assets and dividend
payouts. To the extent, however, that there are links between past profitability and
current or expected growth, such measures of profitability may have a different
impact on payouts. For instance, past profitability may capture information on growth

prospects missed by other variables (namely GROW2), possibly because more

16



profitablefirms maybe more(or less)likely to grow in the future.In addition,higher
profitability may be evidencethat agencyproblemsare not very relevantso that
monitoringmechanismsuchas dividend policy arelessneededTherefore the sign
for this controlvariablecaneitherbe negativeor positive.A problemarises however,
becausdirms mayfaceconstraintgo pay dividendswhentheir earningsarenegative.
DeAngelo and DeAngelo (1990) and DeAngelo et al (1992) documentthat a
significantproportionof firms havinglossesover a five-yearperiodtendto omit their

dividendsentirely. Similarly, Baker (1989) finds that an importantreasoncited by

firms for not paying dividendsis “poor earnings”.Therefore,small or zerodividend
payoutscould reflect not high levels of alternativemonitoringmechanismsncluded
in equation(1) but simply betheresultof negativeearnings Givensuchpossiblenon-
linearities, ROA is included in the analysis along with a dummy (DUMNEG)

accountingfor the existenceof any negativeearningsduring the periodusedfor the
calculationof ROA, aswell asaninteractiveterm betweersuchdummyandthe ROA

measure.

The final independent variable is CADBURY, which consists of a dummy term taking
thevalueof 1 if thefirm statests full compliance,in the 1996 regressionwith the
Cadbury(1992) Codeof BestPractice.Sincethe purposefor the introductionof this
Codewasthe improvementof firm’s corporategovernanceracticesanimpactmay
be expectedn firm’s dividendpayouts.The sign of this impactis, however,unclear,

as discussed in the statement of Hypothesis 3.

INDUMMY representandustry dummiesusing two-digit AIC—Actuaries Industry
Classificationcodespublishedby the London Stock Exchangeand obtainedfrom

LSPD. Michel (1979),amongothers,showsevidencethatindustry classificationmay

17



havean impacton dividend policy, an effect which is usually attributedto industry-
relatedgrowth opportunitiesbut that also can be relatedto industry-specifidevel of

competition or takeover threat.

4. Sample selection and data sour ces

The sampleof firms usedfor the subsequenanalysiswas takenfrom Standardand
Poor’s (S&P) Global Vantage DatabaseFinancial datawas obtainedfrom Global

Vantage, Datastream and from companies’annual reports. Market statistics were
drawn from LBS Risk Measurement Service. Ownershipdata was compiled from
companiesannualreports.Board datawas drawn from Datastream and companies’
reports.Informationon the numberof analystsfollowing a particularfirm wasdrawn

from thel/B/E/Sdatabase.

The selectionprocedurecanbriefly be describedasfollows. In afirst stage,all firms
incorporatedn the United Kingdom andlisted on the London Stock Exchangewith
completedatawere takenfrom the Industrial Active and Industrial Researci{Dead)
Global Vantage files. Firms with Sectorindex Codes(SIC) between6000and 6999
(financials) and between4800 and 4941 (regulatedutilities) were excluded.Also
excludedwerefirms that wereinvolved in major mergersor demergersn the period
1987-910r 1992-96.Thefinal numberof firms the sampleare693in 1991and609in

1996. Table 1 depicts the sector distribution of the final samples

5. Empirical Results

5.1 Descriptive statistics

18



The sectordistributionof the sampleis shownin Table1. Comparisorwith the sector
distribution of LSPD’s non-financial constituents(not shown) revealsno obvious
differencesbetweenthis and our sample’s. Descriptive statisticsare presentedn

Table2, while Table3 providesa detailedbreakdowrof insiderownershipvariables.
The dependentvariable shows considerablecross-sectionalariation, as doesthe
insider ownershipvariables.In particular,it should be noticedthe large numberof

firms with relatively high levelsof ownershipby insiders.For examplejn morethan
20% (or 152 firms) of the samplein 1991 beneficialinsiderownershipexceed5%,

while in 1996 such figure is around 15% (or 92 firms).

5.2 Ordinary least-squares (OLS) results

Table 4 reportsthe resultsof cross-sectionaDLS regressionf dividend payouts
(MNPAY) on the setof variablesdefinedin section3.3. Different specificationsare
consideredmodelsl, 2, 3, 4 and5). It canbe seen,jn models2 to 5, thatthe insider
ownershipvariable(INSBEN) andits squareare signedasexpectedin models4 and
5 the p-valuesarein theregionof 1% in 1996,andevenlowerin 1991).Overall,the
regressionyield remarkablyhigh adjustedR-squaregaround33%in 1991and44%
in 1996).Suchresultsarein accordancavith the notion thatan alignmentof interests
causedby increasedlevels of insider ownershipmakesdividends less neededfor
monitoring purposesput only up to a certainpoint. Indeed,after a critical level of
holdingsby managerscompaniedeel the needto compensatgotentialmanagerial
entrenchmenwith increaseddividend payoutsto shareholdersin other words, the
results are consistentwith the expectedU-shapedrelationship betweendividend

payouts and the level of ownership by managers as predicted in our Hypothesis 1.
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Given the link between dispersion and associated potential agency costs, an important
result to the agency perspective of dividends is aso the positive and significant (p-
value close to 1%) impact of shareholder dispersion variable on dividend payouts,
either for 1991 or 1996. In economic terms, an increase in dispersion of 10 p.p.

increases on average the dividend payout ratio in about 1 p.p..

Other variables included in the regressions are, in general terms, either signed as
expected or insignificant. An exception to thisisthe Irrecoverable Advance Corporate
Taxes variable, where its transaction cost role for dividends generated the expectation
of a positive sign but the results yield a positive coefficient (in the 1991 regression
only). Such result is, however, consistent with Adedgji (1998), who finds a similar
association between irrecoverable ACT and dividend payouts and interprets that
evidence as related to firms seeing irrecoverable ACT as a tax allowance that can
enhance distributable earnings. It also should be mentioned that modelling the impact
of profitability with a ROA variable, adummy for negative earnings and an interactive
term provides a significantly better fit, either for 1991 or 1996, but particularly so in
1991 (where adjusted R-square increases from 20.64% in model 3 to 32.93% in model

4).

Consistent with Allen and Michaely (1995) and Keim (1985), a significant negative
relationship between firm size and dividend payouts is observed for 1991 and 1996.
An interesting result also is that full compliance with the Cadbury (1992) Report has
a positive impact on dividend payouts (with a p-value close to 1%) as well as
economic significance (compliance with Cadbury increases payouts in around 4% of
earnings)®. This result is consistent with the idea that firms with better internal

corporate governance rules are also those that use dividend payouts more intensely,
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suggestingthat these two monitoring forces act as complementsrather than
substitutesThis is similar in spirit to findings by Laportaet al (2000),who observe
that in countrieswhere investor protectionis greater,dividend payoutstend to be
higher as well, suggestingthat the legal environmentand dividend policy may
complementeach other in terms of their disciplining effects on managers.Thus,
Hypothesis3 of no impact of compliancewith Cadburyon dividend policy canbe

rejected.

5.3 Critical entrenchment levels

Fromtheresultsin Table4, critical entrenchmenkevelscanbe derivedasthe turning
pointsin the U-shapedrelationshipbetweendividend payoutsand beneficialinsider
ownership.Theestimatectritical entrenchmenievelsfor beneficialinsiderownership
areapproximately32%in 1991(model4) and25%in 1996 (model5). Thesenumbers
are intuitively plausibleandin line with Weston’s(1979) observationof no hostile

takeovers occurring in firms where insiders hold 30% or more of the equity.

An importantquestionthat could be askedis whetherthe numberof firms abovethe
estimatedcritical entrenchmentevel is sufficiently significant to make the results
reliable. In 1991, 120 firms have beneficial insider ownershipin excessof the
estimatedcritical level of 32%, which correspondso about17% of the firms in the
sample.In 1996, 92 firms (15% of the sample)have ownershipabove the 25%
threshold. Overall, this suggestshatthe estimatedurning pointsaredrivenby a non-

negligible number of observations.

21



The hypothesighatsizemay affectthe critical level of entrenchmentvasinvestigated
asone might expectthatin larger firms lessownershipwould be neededo achieve
entrenchmentThis could happen,for instance,becausdarger firms may be more
difficult to acquire by meansof hostile takeovers,so that insulation from such
disciplinary force could eventually be possiblewith a smaller shareownershipby
insiders.Accordingly, and using a procedureemployedby Peasnellet al (1998), a
dummyvariablewas createdtaking the valueof 1 if a company’smeasureof sizeis
abovethe samplemedianand zero otherwise.This binary variablewasthen madeto
interact with the insider ownershipvariablesas for 1991 and 1996. Resultsare
reportedin Table5 (PanelA). Contraryto the hypothesisthat critical entrenchment
levels vary accordingto firm size, small and large firms have virtually identical
estimatectritical entrenchmenlevelsin 1991 (around32%).In 1996,however,it can
be observedthat the U-shapedrelationship betweendividend payoutsand insider
ownership is confined to larger firms (above the size median), where it is significant at
the 1% level, with an estimatedentrenchmenlevel almostidenticalto that of 1991.
Thenumberof firms in 1996whereinsiderownershiplevel arehigherthan32%is 66
(about11% of the sample).Thus, resultssuggesthat an entrenchmenlevel slightly
above30%is a consistenfeaturefor all firms in 1991andlargefirms in 1996.From
thefindingsaboveit canbeinferredthateithersomestructuralchangeaffectedthe U-
shapedelationshipbetweeninsiderownershipanddividendpolicy for smallfirms or
that some empirical problemsmight be affecting the significanceof the estimated

coefficients for small firms in 1996

To analysethis issuein a somewhatdifferent way, the samplewas split in two

accordingto size.Regressionsverethenre-runseparatelyfor firms below andabove
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the size median in 1991 and 1996. Results are reported in Panel B of Table 5 and it

can be seen they are very close to those presented in Panel A.

5.4 Entrenchment versus liquidity hypothesis

A possible dternative explanation to the entrenchment hypothesis for the U-shaped
relationship between dividend payouts is the possibility of liquidity motivations. In
firms where insider holdings are relatively high, managers could be tempted to
increase dividend payouts to obtain liquidity in order to diversify their persona wealth
by investing elsewhere the cash received without reducing their share of the firm.
However, this liquidity argument would lose most of its power if one could
demonstrate a similar upward swing driven by shareholdings that were controlled (in
terms of voting power), but not beneficially owned, by insiders. Thisis the basis for

the statement of Hypothesis 2.

To test for this hypothesis, models 4 in 1991 and 5 in 1996 were re-run with the
restriction that beneficial insider ownership is below the estimated entrenchment level
and by substituting beneficial insider ownership with total (beneficial and non-
beneficial) holdings by directors. If again a U-shaped relationship is observed with the
turning point above the maximum level allowed for beneficial holdings, one would
conclude that the upward swing in the dividend/insider ownership curve can only be
driven with the contribution of non-beneficial holdings. This would then contradict

the liquidity hypothesis.

Table 6 reports the results. Regressions from Table 4 are re-run with the substitution
of beneficial insider ownership for total (beneficial and non-beneficial) holdings by

insiders. The results in model 1 (1991) and 2 (1996) show that the U-shaped
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relationshipbetweendividend payoutsand insider ownershipis still strongfor the
new definition of insider ownership.The new critical entrenchmenpoints are now
36.43%and30.47%for 1991and1996,respectivelyNext, in regression8 and4, the
calculationsare repeatedvith the exclusionof firms for which beneficialownership
by insiders(INSBEN) is below estimatedentrenchmenlevels(giventhattheselevels
areestimatedwith a degreeof error,the restrictionon INSBEN wasarbitrarily setat
1.5 p.p. below the estimatedentrenchmentevels. One can seethat the U-shaped
relationis still apparentwith the crucial differencethat the upwardmovementn the
dividend-insiderownershipcurve cannotnow be driven without the contribution of
non-beneficiaholdings.The numberof firms for which, in regressions and4, total
insider ownershipexceedshe critical turning is around3% of the samplein either
1991 (16 firms) or 1996 (18 firms). Although the numberof observationabovethe
turning pointsis not large,the consistentresultsacrossthe two cross-sectionandthe
significanceof the coefficientslend somesupportto Hypothesi, i.e., the proposition
thatliquidity is not behindthe upwardmovementn dividendpolicy after the turning

points.

Theresultsabovealsooffer aninterestinginsighton the role of non-beneficiainsider
ownershipthat hasbeenlittle addressedh the literature.Specifically, they showthat
non-beneficialholdings where insiderscan control voting rights (but not cash-flow
rights) canbe usedasan entrenchmentool, alongwith their beneficialholdings.Such
findings are consistentwith Gordon and Pound’s (1990) and Cole and Mehran’s
(1998)resultsthatmanagercanusetheir voting controlover ESOP9EmployeeStock
OwnershipPlans)asa managemengéntrenchmentleviceagainsttakeoversThey are
alsoin accordancavith ChangandMayers’ (1992)finding thatthe usageof ESOPSs

especiallyprone to provoke entrenchmentwhen insiders already have substantial
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voting rights. However, our results are more general than these given that our data on
non-beneficial holdings includes holdings owned not just by ESOPs but also by a
number of other entities (like charity trusts, founder trusts and company pension

funds).

Since our results on the liquidity hypothesis, although consistent along the two cross-
sections, rely on a relatively small number of observations above the turning points,
an additional test was made to test the robustness of the findings. Specificaly, if
diversification driven-liquidity needs are deemed to increase dividend payouts when
holdings by insiders are large, then one should expect that the larger the market value
of insider holdings, the larger dividend payouts should be, all else constant. Therefore,
a positive relationship between dividend payouts and the market value of insider

holdings should emerge.

Accordingly, regressions were re-run with the inclusion of MKVINS, a variable
constructed as the product between SIZE (the market value of the company) and
INSBEN, while keeping in the regression the ownership variables INSBEN and
INSBEN?Z. The null hypothesisto test is whether MKV INS enters the regression with a
significant positive slope. Also, if the documented positive coefficient of INSBEN? is
due to liquidity rather than entrenchment, one would expect that the inclusion of
MKVINS would ater the significance of INSBEN? Unreported results show that
MKVINS has either an insignificantly different from zero coefficient (in 1991) or a
significantly negative one (in 1996), and in this last case the slope of INSBEN is no
longer significant (most likely as a result of the correlation between MKVINS and
INSBEN). As for INSBEN?, its slope remains positive and significant throughout.

Also, an attempt was made to see if results would change with the omission of
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INSBEN?, so as to analyse if potential correlation problems between INSBEN? and
MKVINS are affecting the significance of MKVINS. Results show, however, that
MKVINS remains insignificantly different from zero in 1991 and significantly
negative in 1996. The slope on INSBEN in 1996 becomes significantly positive but
this is most likely biased due to the misspecification arising from the omission of
INSBENZ One can thus conclude that, once again, the liquidity hypothesis stated

above is contradicted by the data.

To summarise, our tests offer some support for the notion that liquidity is not behind
the U-shaped relationship documented between dividend payouts and insider
ownership. Results show in fact that the same relationship can be observed for a
restricted sample where non-beneficial holdings are essential to achieve total insider
holdings above the critical turning points. Secondly, the quadratic term for INSBEN?
remains significantly positive when a variable controlling for the market value of
insider holdings (MKVINYS) is entered in the regressions and this variable, when

significant, is negatively, not positively, signed.

5.5 Alternative specifications

The general reasoning behind the way the variables were defined above was to
consider contemporaneous variables (at 1991 or 1996) in both sides of equation (1).
However, in the definition of the dividend payout and cash variables, the annual
figures were observed to be remarkably unstable so in those cases a mean was judged,
as referred above, to be the best estimate for the value of each of those variables in

1991 or 1996. Given that the dividend payout variable was thus defined as a mean

26



over afive-year period (1987-91 or 1992-96), while some of the variables (e.g., debt,
the number of analysts or ownership variables) relate to either 1991 or 1996, a degree
of look-ahead bias could occur, although the direction of such potential bias is
undetermined. However, when alternative definitions of dividend payout were
attempted (defining it, in the 1991 cross-section, as either the mean over the 1989-93
or the 1991-95 period), the results were similar so any possible look-ahead bias was

dismissed as not serious.

Several other robustness checks were made to see if the conclusions above were
sendsitive to the usage of other specifications or when considering other potentially
relevant factors. Regressions were thus repeated by excluding firms having close
company tax status'® which could affect the relative transaction costs of dividends.

Results were, however, unchanged.

A piecewise linear regression was aso performed allowing for one turning point in the
vicinity of the estimated critical entrenchment levels in Table 4. The hypothesis of
changing slopes under this new specification was confirmed with significance levels
and R-squares very close to those under the quadratic specification. The usage of
switching regimes to analyse alternative critical entrenchment points under the
piecewise linear regression did not produce results that could contradict the existence
of a negative slope followed by a positive one after a critical level. Such aternative
specifications did not vyield, however, higher R-squares than the quadratic
specification used before. Since it is reasonable to think that in general terms a
piecewise linear regression imposes a much stricter structure than the quadratic

specification used above, our preference goes to this one.
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Collinearity diagnostics prescribed by Belsley et a (1980) and VIF (variance inflation
factors) analysis were used to observe if multicollinearity problems could be
obscuring some of the results. The conclusion was that the statistically insignificant

variablesin Table 4 were not significantly affected by collinearity problems.

In addition, log transformations was used in all variables for which skewness was seen
as relatively high but again no relevant departures from former results were observed.
Also, since some evidence of non-normality in the residuals was observed that could
be a symptom of misspecification, a robust estimation analysis was performed.
Specifically, a rank regression procedure by which all variables (except dummies)
were converted into their respective ranks (and INSBEN? was redefined as the sgquare
of the rank of INSBEN). The results of using this procedure revealed that the insider

ownership variables were still highly significant at the 1% level or very closeto it.

Finally, no evidence of significant heteroskedasticity was found when using a White
(1980) test, which is also a test for misspecification. In spite of this, White (1980)
adjusted t-statistics were used but, as expected, did not reveal any significant

departures from the significance levels observed before.

7. Summary and discussion of findings

This paper provides an empirical examination of the agency theory explanation for the

cross-sectional distribution of dividend policies in the UK. Using data for two five

year periods (1987-91 and 1992-96) and a considerably large sample (in excess of 600

firmg), it tests the hypothesis that insider ownership affects dividend policies in a
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manner consistent with a managerial entrenchment perspective, drawn from the

agency literature.

In line with predictions, and controlling for other factors, strong evidence is found that
after acritical entrenchment level of insider ownership estimated in the region of 30%,

the coefficient on insider ownership changes from negative to positive.

The hypothesis that liquidity needs on the part of insiders are responsible for the
positive association between dividend payouts and insider ownership after the critical
turning point was aso investigated. The conclusion was the rejection of the liquidity
explanation given that a similar relationship is also observed when insiders hold non-
beneficial holdings in addition to beneficial holdings that alone are below the critical
turning point. This point was aso reinforced when no positive association was
observed between dividend payouts and the market value of beneficial insider
holdings. The analysis suggested that holdings over which insiders have control, but

not cash-flow rights, can be conducive to entrenchment.

Consistent with the existence of links between corporate governance and dividend
policy, compliance with the Cadbury (1992) Code of Best Practice was observed to
have a statistically and economically significant impact on dividend payouts. Also in
accordance with an agency perspective, strong evidence was produced that

shareholder dispersion has a significant positive impact on dividend policy.

The main results presented in this paper vindicate the agency explanation for cross-
sectional dividend policy. Some limitations of the analysis should, however, be kept in

mind. First, the non-insider ownership data does not include ownership levels below
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3%. In principle, it is possible that alowing for a finer partition could ater the
significance of some of the ownership variables. In addition, the results may not be
easily extrapolated to the smallest firms. Indeed, the analysis of interactions between
insider ownership and size for the 1996 sample suggested that in smaller firms a U-
shaped relationship between dividend policy and insider holdings might not hold™.
Finaly, the results on the usage by managers of non-beneficial holdings as an
entrenchment vehicle rely on a relatively small number of observations above the
critical levels of insider ownership, suggesting therefore a degree of caution in the

interpretation of these particular findings.

A final issue regards the existing literature on the simultaneous determination, or
endogeneity, of severa dternative or complementary corporate governance
mechanisms (see for instance Agrawa and Knoeber, 1996). Specificaly, and in the
spirit of Jensen et a (1992), a ssmultaneous specification for the joint determination of
dividend policy and other monitoring devices with alowance for the entrenchment

effects suggested in this paper, might yield some incremental explanatory power.

30



REFERENCES

Adedeji, A., (1998), "Does the Pecking Order HypothesisExplain the Dividend
PayoutRatiosof Firms in the UK?", Journalof BusinessFinanceand Accounting,
Vol. 25, pp. 1127-1155.

Agrawal, A. and C. R. Knoeber (1996), "Firm Performanceand Mechanismsto
Control AgencyProblem®BetweenManagersand Shareholders'Journalof Financial
and Quantitative Analysis, Vol. 31, pp. 377-397.

Allen, F. and R. Michaely (1995), "Dividend Policy", in R. Jarrow et al (eds.),
"Finance",Vol. 9 of Handbooksin OperationsResearchand ManagementScience,
North Holland, pp. 793-837

Baker, H. (1989), “Why CompaniesPay No Dividends”, Akron Businessand
Economic Review, Vol. 20, pp. 48-61.

Beck, P.andT. Zorn (1982), "Manageriallncentivesin a Stock Market Economy",
Journal of Finance, Vol. 37, pp. 1151-1167.

Belsley, D., E. Kuh and R. Welsh (1980), “RegressionDiagnostics”, New York,
Wiley.

Cadbury Committee (1992), “The Financial Aspects of Corporate Governance”.

Chang, S. and D. Mayers (1992), “Managerial Vote Ownershipand Shareholder
Wealth: Evidence from Employee Stock Ownership Plans”, Journal of Financial
Economics, Vol. 32, pp. 103-131.

Chung, K. and Jo, H. (1996), “The Impact of Security Analyst’s Monitoring and
Marketing Functions on the Market Value of Firms”, Journal of Financial and
Quantitative Analysis, Vol. 31, pp. 493-512.

Crutchley,C. and R. Hansen(1989),"A Testof the Agency Theory of Managerial
Ownership,CorporatelLeverageand CorporateDividends", Financial Management,
Vol. 18, pp. 36-76.

DeAngelo,H. andL. DeAngelo(1990), "Dividend Policy and FinancialDistress:an
Empirical Investigationof TroubledNYSE Firms", Journalof Finance,Vol. 45, pp.
1415-1431.

Demsetz,H. (1983), “The Structureof Ownershipand the Theory of the Firm”,
Journal of Law and Economics, Vol. 26, pp. 301-325.

andK. Lehn (1985),"The Structureof CorporateOwnership:Causesand
Consequences", Journal of Political Economy, Vol. 93, pp. 1155-1177.

EasterbrookF. H. (1984),"Two Agency-CostExplanationf Dividends",American
Economic Review, Vol. 74, pp. 650-659.

Fama,E., andM. Jensen1983),"Separationof Ownershipand Control", Journalof
Law and Economics, Vol. 26, pp. 327-349.

31



Fluck, Z. (1998),0ptimal FinancialContracting:DebtVersusOutsideEquity, Review
of Financial Studies, Vol. 11, pp. 383-418.

FreemanH. and R. Griffith (1993), “Surplus ACT — A Solutionin Sight?”, Fiscal
Studies, Vol. 14, pp. 58-73.

Gordon,L. andJ. Pound(1990),“ESOPsandCorporateControl”, Journalof Financial
Economics, Vol. 27, pp. 525-555.

Hansen,R. S. and Torregrosa(1992), "Underwriter Compensatiorand Corporate
Monitoring", Journal of Financ&/ol. 47, pp. 1537-1556.

Hart, O. (1983), "The Market Mechanismas an Incentive Scheme" Bell Journalof
Economicsyol. 74, pp. 42-64.

(1995), "Corporate Governance,Some Theory and Applications", The
Economic Journal, Vol. 105, pp. 687-689.

Holder, M., F. Langrehrand J. Hexter (1998), “Dividend Policy Determinants:An
Investigationof the Influencesof StakeholdeiTheory”, FinancialManagementyol.
3, pp. 73-82.

Jain,B. and O. Kini (1999),“On InvestmentBankerMonitoring in the New Issues
Market”, Journal of Banking and Finance, Vol. 23, pp. 49-84.

JensenG., D. SolbergandT. Zorn (1992), "SimultaneousDeterminationof Insider
Ownership, Debt and Dividend Policies", Journal of Financial and Quantitative
Analysis, Vol. 27, pp. 247-263.

Jensen,M. (1986), "Agency Costs of Free Cash-flow, Corporate finance and
Takeovers", American Economic Review, Vol. 76, pp. 323-329.

(1993),“The ModernIndustrialRevolution,Exit andthe Failureof Internal
Control Systems”, Journal of Finance, Vol. 48, pp. 831-880.

and W. Meckling (1976), "Theory of the Firm: Managerial Behavior,
AgencyCostsand OwnershipStructure" Journalof FinancialEconomicsVol. 3, pp.
305-360.

Keim, D.B. (1985),"Dividend Yields and Stock Returns:Implicationsof Abnormal
January Returns", Journal of Financial Economics, Vol. 14, pp. 473-489.

Laporta, R., F. Lopez-de-SilanesA. Shleifer and R. W. Vishny (2000), “Agency
ProblemsandDividend PoliciesAround the World”, Journalof Finance Vol. 55, pp.
1-33.

Lintner, J. (1956), "Distribution of Incomesof CorporationsAmong Dividends,
Retained Earnings and Taxes", American Economic ReWel 46,pp. 97-113.

32



McConnel,J.J.and H. Servaeq1990), "Additional Evidenceon Equity Ownership
and Corporate Value", Journal of Financial Economics, Vol. 27, pp. 595-612.

Michel, A. (1979),"Industry Influenceon Dividend Policy”, FinancialManagement,
Vol. 8, pp. 22-26.

Miller, M. and K. Rock (1985), "Dividend Policy Under Asymmetric Information”,
Journal of Finance, Vol. 40, pp. 1031-1051.

Morck, R., A. SchleiferandR. Vishny (1988), "ManagerialOwnershipand Market
Valuation”, Journal of Financial Economics, Vol. 20, pp. 293-315.

Moyer, R., R. Chatfield and P. Sisneros(1989), “Security Analyst Monitoring
Activity: Agency Costs and Information Demands*®, Journal of Financial and
Quantitative Analysis, Vol. 24, pp. 503-512.

Myers, S. (2000), “Outside Equity”, Journal of Finance, Vol. 55, pp. 1005-1037.

PeasnellK., P. PopeandS. Young (1998),“ManagerialOwnershipandthe Demand
for Outside Directors”, Working Paper, Lancaster University.

Rediker,K.J. and A. Seth(1995), "Board of Directors and SubstitutionEffects of
Alternative Governanceviechanisms" StrategicManagementlournal,Vol. 16, pp.
85-99.

Rozeff, M. (1982), "Growth, Beta and Agency Costsas Determinantsof Dividend
Payout Ratios", Journal of Financial Research, Vol. 5, pp. 249-259.

Shleifer, A., and R. Vishny (1986), “Large Shareholdersand CorporateControl”,
Journal of Political Economy, Vol. 94, pp. 461-488.

SchooleyD. K. andL. D. BarneyJr. (1994),“Using Dividend Policy andManagerial
Ownership to Reduce Agency Costs”, Journal of Financial Research, Vol. 17, pp. 363-
373.

Sheikh, S., and W. Rees (eds.) (1995), “Corporate Governanceand Corporate
Control”, London, Cavendish Publishing.

Smith, Jr., C. W. (1977), "Alternative Methodsfor Raising Capital: Rights Versus
Underwritten Offerings”, Journal of Financial Economics, Vol. 5, pp. 273-307.

and R. Watts (1992), "The InvestmentOpportunity Set and Corporate
Financing, Dividend and CompensatiorPolicies", Journalof Financial Economics,
Vol. 32, pp. 263-292.

Stulz, R. M. (1988), "ManagerialControl of Voting Rights: FinancingPoliciesand
the Market for CorporateControl”, Journalof FinancialEconomicsVol. 20, pp. 25-
54.

Weisbach, M. S. (1988), "Outside Directors and CEO Turnover", Journal of
Accounting and Economics, Vol. 20, pp. 431-460.

33



Weston, J. (1979), “The Tender Takeover”, Mergers and Acquisitions, pp. 74-82.

White, H. (1980),“A Heteroskedasticity-Consiste@bvarianceMatrix Estimatorand
a Direct Test for Heteroskedasticity”, Econometrica, Vol. 48, pp. 817-838.

Whitehouse,C., L. Watsonand N. Lee (1993), “Revenue Law: Principles and
Practices”, 11 Edition, Butterworths.

Winter, R. (1977), "State Law, ShareholderProtection and the Theory of the
Corporation”, Journal of Legal Studies, Vol. 6, pp. 251-292.

34



TABLES

Tablel
Sector distribution of sample according to AlC-Actuaries Industry Classification codes
1991 1996

AIC  Sector Name Frequency % Frequency Percent
12  Extractive Industries 6 0.9 4 0.7
15 Qil, integrated 4 0.6 3 0.5
16  Oil exploration and production 14 20 9 15
21 Building and construction 37 5.3 39 6.4
22 Building materials and merchants 38 55 33 5.4
23 Chemicds 23 33 21 34
24  Diversified industrias 25 36 10 16
25  Electronic and electrical equipment 58 8.4 39 6.4
26  Engineering 89 12.8 79 13.0
27  Engineering, vehicles 10 14 10 16
28  Paper, packaging and printing 31 45 26 4.3
29  Textilesand apparel 47 6.8 0 0.0
32 Alcoholic beverages 8 12 4 0.7
33 Food producers 37 5.3 29 4.8
34  Household goods 21 3.0 58 9.5
36 Health care 15 22 15 25
37  Pharmaceuticals 6 0.9 8 13
41  Distributors 39 5.6 40 6.6
42  Leisureand hotels 25 36 16 26
43  Media 28 4.0 34 5.6
44 Retailers, food 19 2.7 14 2.3
45 Retailers, genera 37 5.3 38 6.2
47 Breweries, pubs and restaurants 14 2.0 15 25
48  Support services 45 6.5 50 8.2
49 Transport 17 25 15 25

Total 693 100.0 609 100.0
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Table2
Summary descriptive statistics

Variable Mean Std Max Q3 Med Q1 Min Skew Kurt
Panel A: 1996

Sample(N=609)

MNPAY 0.373 0.228 0.999 0.517 0.379 0.205 0.000 0.295 -0.305
INSBEN 10.804 15.747 75.243  14.000 3.585 0.347 0.001 1.848 2.692
INSNONB 2.333 7.163 67.489 0.813 0.000 0.000 0.000 5.050 30.115
INSIDER 13.137 17.861 82.861 18.916 4.410 0.417 0.001 1.574 1.565
GROW1 0.108 0.188 1.921 0.147 0.078 0.018 -0.374 3.575 25.633
GROW?2 1.820 1.217 12.664 2.050 1.515 1.123 0.555 3.742 21.642
DEBT 0.819 11.233 276.412 0.354 0.161 0.057 0.000 24.376 598.737
VARIAB 37.036 16.394 110 46 32 25 16 1.264 1.577
CASH 11.102 10.981 70.209 15.294 8.025 3.155 0.000 1.886 4,557
DISPERS 55.273 21.348 99.985 71.247 54.175 38.840 5.838 0.062 -0.765
INSTIT 23.665 16.767 78.770 35.890 21.300 9.990 0.000 0.483 -0.567
DIR 7.433 2.531 25 9 7 6 2 1.447 4.585
NONEX 3.174 1.550 10 4 3 2 0 0.972 1.510
NONEXPCT 0.424 0.144 0.857 0.500 0.429 0.333 0.000 -0.048 0.260
IACT 0.120 1.119 22.722 0.000 0.000 0.000 -3.661 14.081 276.736
MKCAP 720.350 3,055.271 39,544 336 87 24 0.31 9.679 105.307
SEQ 228.586 953.304 14,887 125.4 33.852 11.411 -1,034.4 10.744 143.768
AT 559.758 1,961.07 32,572 298.8 81.517 31.730 0.562 9.635 129.445
ANALYSTS 5.814 5.945 27 9 3 1 0 1.086 0.167
LANALYST 1.509 0.948 3.332 2.303 1.386 0.693 0.000 -0.059 -1.085
SIZE1 4.560 1.933 10.585 5.817 4.466 3.178 -1.171 0.268 -0.072
SIZE2 4.646 1.707 10.391 5.700 4.401 3.457 -0.576 0.411 0.246
ROA 3.844 12.960 31.414 8.424 5.643 2.199 -217.692 -9.650 146.947
DUMNEG 0.388 0.488 1 1 0 0 0 0.463 -1.792
CLOSE 0.084 0.277 1 0 0 0 0 3.013 7.101
CADBURY 0.486 0.500 1 1 0 0 0 0.056 -2.003
Panedl B : 1991

Sample

(N=693)

MNPAY 0.375 0.194 0.997 0.481 0.355 0.247 0.000 0.537 0.440
INSBEN 14.412 19.487 79.570 21.370 5.290 0.410 0.000 1.511 1.179
INSNONB 2.166 5.848 50.910 1.150 0.000 0.000 0.000 4.464 24.944
INSIDER 16.578 20.656 79.570 26.640 6.760 0.530 0.000 1.287 0.504
GROW1 0.201 0.218 2.202 0.251 0.152 0.083 -0.260 3.220 18.224
GROW?2 1.421 0.790 9.123 1.622 1.252 0.957 0.420 3.792 24.175
DEBT 0.987 8.247 209.378 0.542 0.248 0.091 0.000 23.611 592.204
VARIAB 40.329 12.973 92 46 38 31 13 1.111 1.457
CASH 10.022 10.373 70.994 13.282 6.973 2.825 0.000 2.073 5.704
DISPERS 50.361 22.333 99.900 65.810 49.160 33.000 0.470 0.163 -0.772
INSTIT 22.667 16.415 90.430 32.900 20.360 9.600 0.000 0.746 0.350
DIR 7.339 2.613 21 9 7 6 3 1.188 2.594
NONEX 2.657 1.716 9 4 2 1 0 0.803 0.710
NONEXPCT 0.349 0.170 0.800 0.462 0.375 0.250 0.000 -0.176 -0.275
IACT 0.093 0.826 6.926 0.000 0.000 0.000 -5.135 1.519 23.079
MKCAP 399.560 1,626.134 25,638 176 46 15 0.54 9.487 114.211
SEQ 199.929 757.814 11,561 96.790 30.442 10.886 -455.883 9.968 128.868
AT 470.385 1,740.742 31,792 218.6 68.556 25.141 1.356 11.042 167.806
ANALYSTS 5.023 5.501 21 8 3 1 0 1.019 -0.192
LANALYST 1.336 0.999 3.091 2.197 1.386 0.693 0.000 0.055 -1.327
SIZE1 3.988 1.882 10.152 5.170 3.829 2.708 -0.616 0.374 0.007
SIZE2 4.423 1.714 10.367 5.387 4.228 3.225 0.305 0.510 0.112
ROA 6.472 6.949 24.885 9.520 6.749 4.362 -49.127  -3.282 21.119
DUMNEG 0.227 0.419 1 0 0 0 0 1.309 -0.286
CLOSE 0.121 0.327 1 0 0 0 0 2.326 3.421

Definitions

MNPAY=5-year meanof the ratio of interim plus final ordinary dividendsdivided by after-tax earningsbefore extraordinaryitems;
INSBEN=Percentag®f the firms's sharescontrolled beneficially by board directors; INSNONB= Percentageof the firm’'s shares
controlledon non-beneficiaktermsby boarddirectors;INSIDER=Sumof INSBEN andINSNONB; GROW1=5-yeaigeometricmeanrate
of growthin total assetsGROW2=marketo book value, definedasmarketcapitalisationof equity plus book value of assetsnminusbook
valueof equity, divided by book value of total assetsDEBT=Total debtdeflatedby marketcapitalisation;VARIAB=5-year volatility of
stockreturns;CASH: 5 yearmeanof the ratio of cashplus cashequivalentsleflatedby total assetsDISPERS=Percentagd the firm’s
sharesowned collectively by entities (non-insiders)with lessthan 3% individual stakes;INSTIT=Percentageof firm’'s sharesowned
collectively by institutionswith 3% or moreof the firm’s stock; DIR=Numberof directorsin the board; NONEX=Numberof external
directorsin the Board; NONEXPCT=Percentagef externaldirectorson the board;|ACT=Sumof consecutivdive yearsof irrecoverable
advanceax deflatedby total assetsMKCAP=Market capitalisationof a firms’s equity as of 31 DecemberSEQ=Bookvalue of equity;
AT=Book value of total assetsANALYSTS; Numberof one year aheadearningsforecastsby analysts,LANALYST=Natural log of
ANALYSTS; SIZE1=Naturalog of thefirms’s marketcapitalisation;SIZE2: Naturallog of the book valueof total assetsROA: five-year
meanreturnon assetsDUMNEG: Dummyof 1 if atleastsomeof the earningsarenegativein the 5-yearperiodand0 otherwise,CLOSE:
Dummytakingthe valueof 1 if the companyhasa closecompanystatusandzerootherwise,CADBURY: Dummytakingthevalueof 1 of
the company complies in full with the Cadbury (1992) Code of Best Practice, and zero otherwise.

Table3
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Beneficial and non-beneficial insider ownership statistics

Ownership 1991 beneficial 1996 1991 non- 1996 non-
Range nr.firms % beneficia % beneficial % beneficial %

nr.firms nr.firms nr.firms
0% 3 04 0 0.0 392 56.6 331 54.4
>0%-5% 335 48.3 337 55.3 216 31.2 206 338
>5%-10% 91 131 79 13.0 36 52 33 54
>10%-15% 57 82 48 7.9 19 2.7 13 21
>15%-20% 29 42 27 44 13 19 7 11
>20%-25% 26 38 26 43 7 1.0 7 11
>25%-30% 25 3.6 18 3.0 4 0.6 2 0.3
>30%-35% 21 3.0 11 18 2 0.3 1 0.2
>35%-40% 13 19 9 15 1 0.1 1 0.2
>40%-45% 12 17 11 18 0 0.0 3 05
>45%-50% 8 12 14 23 2 0.3 2 0.3
>50%-55% 18 2.6 12 20 1 0.1 2 0.3
>55%-60% 21 3.0 7 11 0 0.0 0 0.0
>60%-65% 12 17 6 10 0 0.0 0 0.0
>65%-70% 14 20 2 0.3 0 0.0 1 0.2
>70%-75% 6 0.9 1 0.2 0 0.0 0 0.0
>75% 2 0.3 1 0.2 0 0.0 0 0.0
Total 693  100.0 609  100.0 693  100.0 609  100.0
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Table4
OLS Regression Results: All firms
Dependent variable: Dividend Payout Ratio (MNPAY),

1991 1996
Expect 1) @ ) 4 @ ) 3) 4 ®)
Variable ed Coeffici Coefficie  Coefficie  Coefficie Coefficie  Coeffici Coeffici Coefficie  Coefficien
Sign ent nt nt nt nt ent ent nt t
p-value p-value p-value p-value p-value p-value p-value p-value p-value
INTERCEP **0.54  ***0.589 **0.536  ***0.605 *%0.643 **%0.69 ***0.67 %0703  ***0.7129
T 85 3 2 2 3 42 47 3
0.0001 0.0001 0.0001 0.0001 0.0001 0.0001 0.0001 0.0001 0.0001
INSBEN ) -0.0003 ok ok ok 0.0004 *  *0.0031 **-0.0042  **-0.0039
0.0041 0.0044 0.0049 0.0031
0.5726 0.0019 0.0009 0.0001 0.5445 0.0926 0.0930 0.0107 0.0157
INSBEN? +) *%0.000 ***0.000  ***0.000 **0.000 **0.000 ***%0.000  ***0.0001
1 1 1 1 1 1
0.0018 0.0012 0.0001 0.0368 0.0404 0.0028 0.0045
GROW1 ) ok ok ok ok -0.0316  -0.0190 -0.0229 **-0.0859  **-0.0780
0.1318 0.1182 0.1271 0.1443
0.0001 0.0005 0.0002 0.0001 0.4792 0.6729 0.6092 0.0354 0.0560
GROW?2 ()(+) o e ok 0.0046 0.0027 0.0036 0.0024 0.0097 0.0104
0.0252 0.0237 0.0273
0.0169 0.0240 0.0093 0.6801 0.7366 0.6545 0.7638 0.2237 0.1923
DEBT ) -0.0010 -0.0011 -0.0010 -0.0006 0.0001 0.0000 0.0001 -0.0003 -0.0002
0.2571 0.1878 0.2347 0.4532 0.8703 0.9629 0.9069 0.6390 0.7156
VAR IAB (_) *kk_ *kk_ *kk_ *_0 00 12 *kk_ *kk_ *kk_ *kk_ *kk_
0.0038 0.0039 0.0028 0.0076 0.0077 0.0072 0.0037 0.0036
0.0001 0.0001 0.0001 0.0730 0.0001 0.0001 0.0001 0.0001 0.0001
CASH +) -0.0006 -0.0006 -0.0011 -0.0005 0.0001 0.0001 0.0001 0.0007 0.0007
0.4217 0.3574 0.1178 0.4111 0.9143 0.9042 0.9454 0.3659 0.3295
IACT () **0.018 **0.0173 *0.0163  **0.0197 0.0000  -0.0009 -0.0008 0.0071 0.0080
6
0.0280 0.0394 0.0514 0.0105 0.9980 0.8971 0.9114 0.2784 0.2176
DISPERS +) 0.0008  *0.0008 *0.0009  **0.0010 **0.0014  **0.001 **0.001 **0.0014 **0.0013
4 5
0.1021 0.0936 0.0682 0.0192 0.0200 0.0216 0.0166 0.0109 0.0146
INSTIT ()(+) 0.0005 0.0004 0.0003 0.0005 0.0009 0.0007 0.0008  **0.0014 **0.0014
0.3758 0.4852 0.5605 0.2619 0.1589 0.2300 0.2143 0.0116 0.0097

NONEXPC )+) 0.0566 0.0451 0.0513 0.0470 -0.0174  -0.0360 -0.0327 -0.0087 -0.0431
T

0.1856 0.2907 0.2265 0.2278 0.7707 0.5492 0.5852 0.8717 0.4362
LANALYS ()(+) 0.0208 0.0211 0.0163 0.0076 | **0.0335  **0.034 *0.0326  **0.0376 **0.0340
T 0
0.1237 0.1174 0.2239 0.5419 0.0478 0.0445 0.0534 0.0129 0.0246
SIZE ()(+) -0.0103 *-0.0146  *-0.0142 e ok ok ok ok ok
0.0190 0.0290 0.0329 0.0331 0.0357 0.0381
0.2181 0.0833 0.0899 0.0142 0.0022 0.0007 0.0006 0.0001 0.0001
ROA (_)/(+) ***(0).003 Kok _ **0.001 Hokk_ Kok _
9 0.0116 5 0.0112 0.0111
0.0013 0.0001 0.0420 0.0001 0.0001
DUMNEG (_)/(+) Hokk_ Kok _ Hokk_
0.2762 0.3094 0.3086
0.0001 0.0001 0.0001
ROAX )(+) **0.015 *»*0.012  **0.0120
xDUMNEG 8 0
0.0001 0.0001 0.0001
CADBURY ()(+) **0.0423
0.0163
33 22.54% 23.68% 24.88% 36.71% 32.89% 33.40% 33.88% 47.21% 47.74%
Adjusted R? 18.41% 19.49% 20.64% 32.93% 28.79% 29.21% 29.60% 43.59% 44.06%
N 693 693 693 693 609 609 609 609 609
F 5.462 5.654 5.864 9.711 8.024 7.969 7.909 13.047 12.973
F test for 2.7495 2.7519 2.2381 2.2657 1.6349 1.7009 15779 2.5958 2.6132
signif. of
ind.dummie
s
(p-value) 0.0001 0.0001 0.0010 0.0009 0.0344 0.0244 0.0460 0.0001 0.0001
Estimated
critical - 33.14% 34.26% 31.99% - 23.93% 24.34% 25.37% 25.25%
entrenchme
nt level
(Nr Firms (111 (107) (120) (98) (98) (90) (92
above
critical
level)
*** and *** indicate two-tailed significance at the 10%, 5% and 1% levels, respectively.
Definitions

MNPAY=5-yearmeanof the ratio of interim plus final ordinarydividendsdivided by after-taxearningsbefore
extraordinaryitems; INTERCEP: Intercept term; INSBEN=Percentagef the firms's sharescontrolled on
beneficial terms by board directors; GROW1=5-year geometric mean rate of growth in total assets;
GROW?2=marketo book value,definedas marketcapitalisationof equity plus book value of assetsninusbook
value of equity, divided by book value of total assets;DEBT=Total debt deflated by market capitalisation;
VARIAB=5-year volatility of stock returns; CASH: 5 year meanof the ratio of cashplus cashequivalents
deflatedby total assetsDISPERS=Percentag# thefirm’'s sharesownedcollectively by entities (non-insiders)
with lessthan3% individual stakes]INSTIT=Percentagef firm's sharesownedcollectively by institutionswith
3% or more of the firm’'s stock; NONEXPCT=Percentagef externaldirectorson the board;IACT=Sum of
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consecutivefive years of irrecoverableadvancetax deflated by total assets;LANALYST=Natural log of
ANALYSTS; SIZE=Naturallog of the firms’'s market capitalisation;ROA: five-year meanreturn on assets;
DUMNEG: Dummy of 1 if at leastsomeof the earningsare negativein the 5-year period and O otherwise;
CADBURY: Dummy taking the value of 1 of the companycompliesin full with the Cadbury(1992) Code of
Best Practice,and zero otherwise.The critical entrenchmentevel (last line) is computedas the turning point
wherethe relationshipbetweenthe dividend payoutratio (MNPAY) and beneficialinsider ownershipchanges
from negative to positive, as implied by the estimated coefficients for INSBEN and INSBEN
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Tableb

Critical Entrenchment levels: Small (below median size) versuslarge (above median size) firms
Panel A: estimates from the inclusion of an interactive term between a size dummy and beneficial insider

ownership (INSBEN) variables

Panel B: estimates from restricting the regression to either large or small firms

1991 1996
Estimated p-value of p-value Estimated p-value p-value
critical INSBEN INSBEN? critical of of
level Level INSBEN  INSBEN
2
Panel A
All 31.99% 0.0001 0.0001 25.25% 0.0157 0.0045
firms
Small 32.03% 0.0017 0.0011 16.48% 0.4688 0.1989
Large 31.45% 0.0014 0.0044 32.08% 0.0003 0.0181
Panel B
Small 30.92% 0.0142 0.0062 20.44% 0.1707 0.0406
Large 31.07% 0.0030 0.0037 33.40% 0.0072 0.0251

The model used in Panel A is
MNPAY [0 JINSBEN 0o 2INSBEN2 oo JINSBEN 0 DUMMYLARGE 000 4INBEN2 0 DUMMYLARGE [ control variables

where DUMMYLARGE =1if SIZE > median SIZE, dse DUMMYLARGE =0

Expected coefficient on INSBEN:
-for small firms: [,

-for largefirms: 0,00,
Expected coefficient ON | NSBEN?;
- for smal | firms: 0,
-for largefirms: 0,00,

P-values are obtained from computing the following t-statistics:

0,00, 0,00,
STo@,00,) ™ smo@, oo,
where STD = gandard deviation, and
sto@, 00,) 0. VARD,)OVARD )020cov(@, 0 )
VARI variance
CoV [l covariance
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Table6

OLS regression results with insider ownership defined as total (beneficial and non-beneficial)
(models 1 and 2) and with the restriction that INSBEN<turning points (models 3 and 4)

Dependent Variable: MNPAY

1991 1996 1991 1996

@ @ ) 4

Variable Expected Sign  Estim.Coefficient ~Estim.Coefficient Estim.Coefficient Estim.Coefficient
p-value p-value p-value p-value

Restriction on INSBEN None None <35% <29%
INTERCEP ***0.6509 ***0.7282 ***0.6993 ***0.7419
0.0001 0.0001 0.0001 0.0001

INSIDER ) ***.0.0053 **.0.0036 ***.0.0068 **.0.0043
0.0001 0.0140 0.0005 0.0169

INSIDER? ) **0.0001 **0.0001 *0.0001 *0.0001
0.0001 0.0097 0.0569 0.0751

GROW1 ) **%.0.1439 **.0.0804 **%.0.1376 -0.0615
0.0001 0.0482 0.0001 0.1562

GROW2 )(+) 0.0038 0.0107 -0.0034 *0.0159
0.7328 0.1795 0.7899 0.0687

DEBT ) -0.0006 -0.0003 -0.0006 -0.0002
0.3970 0.7047 0.4165 0.7472

VARIAB ) **.0.0014 ***.0.0036 **.0.0019 **%.0.0041
0.0417 0.0001 0.0159 0.0001

CASH +) -0.0005 0.0007 -0.0008 -0.0001
0.4541 0.3601 0.2748 0.8826

IACT ) **0.0197 0.0080 **0.0205 0.0085
0.0101 0.2189 0.0169 0.1939

DISPERS +) 0.0008 **0.0012 *0.0008 *0.0011
0.1010 0.0486 0.0931 0.0683

INSTIT )(+) 0.0002 **0.0012 0.0001 *0.0011
0.6743 0.0391 0.8255 0.0774

NONEXPCT )+) 0.0421 -0.0373 0.0363 -0.0274
0.2776 0.5005 0.3982 0.6513

LANALYST )(+) 0.0069 **0.0351 0.0045 ***0.0431
0.5741 0.0202 0.7416 0.0083

SIZE1 )(+) **.0.0198 ***.0.0383 **.0.0218 ***-0.0416
0.0103 0.0001 0.0118 0.0001

ROA )(+) ***.0.0114 ***.0.0110 **%.0.0113 ***-0.0098
0.0001 0.0001 0.0001 0.0014

DUMNEG )(+) **%.0.2752 ***.0.3080 **%.0.2787 ***.0.2851
0.0001 0.0001 0.0001 0.0001

ROAXDUMNEG )(+) **0.0154 **0.0120 ***0.0147 **0.0105
0.0001 0.0001 0.0001 0.0009

CADBURY )(+) **0.0399 **0.0424
0.0243 0.0253

R 37.14% 47.60% 39.00% 48.44%
Adjusted R? 33.39% 43.91% 34.65% 44.25%
N 693 609 587 533
F 9.895 12.899 8.967 11.555
Estimated critical entrenchment 36.43% 30.47% 37.90% 33.76%
level (124) (99) (16) (18)

(Nr. Firms above critical level)

* ** and *** indicate two-tailed significance at the 10%, 5% and 1% levels, respectively.

Definitions

MNPAY=5-yearmeanof the ratio of interim plus final ordinarydividendsdivided by after-taxearningsbefore
extraordinaryitems; INTERCEP: Intercept term; INSIDER=Percentag®f the firms’'s sharescontrolled on
beneficialandnon beneficialtermsby boarddirectors;GROW1=5-yeageometricmeanrate of growth in total
assetsGROW?2=marketo bookvalue,definedasmarketcapitalisatiorof equity plus bookvalueof assetsninus
bookvalue of equity, divided by book value of total assetsDEBT=Total debtdeflatedby marketcapitalisation;
VARIAB=5-year volatility of stock returns; CASH: 5 year meanof the ratio of cashplus cashequivalents
deflatedby total assetsDISPERS=Percentag# thefirm’'s sharesownedcollectively by entities(non-insiders)
with lessthan3% individual stakesINSTIT=Percentagef firm's sharesownedcollectively by institutionswith
3% or more of the firm’s stock; NONEXPCT=Percentagef externaldirectorson the board;IACT=Sum of
consecutivefive years of irrecoverableadvancetax deflated by total assets;LANALYST=Natural log of
ANALYSTS; SIZE=Naturallog of the firms’'s market capitalisation;ROA: five-year meanreturn on assets;
DUMNEG: Dummy of 1 if at leastsomeof the earningsare negativein the 5-year period and O otherwise;
CADBURY: Dummy taking the value of 1 of the companycompliesin full with the Cadbury(1992) Code of
Best Practice,and zero otherwise.The critical entrenchmentevel (last line) is computedas the turning point
where the relationship between the dividend payout ratio (MNPAY) and insider ownership changes from negative
to positive, as implied by the estimated coefficients for INSIDER and INSIDER
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! In the UK, dividendsareproposedy directorsandno dividendscanbe approvedoy shareholder# theyexceedhe
amount proposed (see Companies Act 1985, Table A, article 102).

2 For an analysis of the Cadbury (1992) report in the context of UK corporate governance see Sheikh and Rees (1995).
® DeAngeloet al (1992)point out that, consistenwith argumentsy Modigliani andMiller (1959),discardingunusual
income items provides a better explanation for firm’s dividend decisions.

* An attempt was also made to use annual cross-sections as an alternative to the specification above. As predicted, the
noisiness of dividend payout ratios in the short term reduced dramatically the overall significance of the equation.
Results became, however, closer to those presented in the text (albeit with much lower significance levels), when
annual regressions were restricted so as to exclude firms whose short-term earnings were more volatile.

® In a questionnairesurveyof companiesreasongor not paying dividends,Baker (1989) observeghat growth and
expansion through investment is a reason listed by 76% of the respondents.

¢ Baker(1989)documentghat 22% of companiesnquiredon the reasondor payingno dividendscite debtcovenants
and restrictions.

" SurplusACT canarisewhendividendsarepaidin excesof the maximumamountof taxableprofits thatthe UK tax
systemallowed ACT to be setagainst.This surpluscan be the result of a variety of situations,namely when the
companypaysdividendsout of reserveswhenthe tax systemallows capitalto be written off at a different ratethan

that usedin the accountsor whendividendsare paid out of foreign income.Although this surpluscan, with some
limitations, be relieved by carrying it back or forward, permanentdifferencesbetweendividends paid and taxable
profits canoccurthatleadto structuralirrecoverableACT surplus.SeeFreemarand Griffith (1993)for a description

of the mechanics of ACT.

8 It should be noted, however, that one cannot reject the possibility of inverse causality.

® Using or benchmarks set at 0.5, 1, or 2 p.p. below estimated entrenchment levels yielded similar results.

1% For a description of this tax condition see, for instance, Whitehouse et al (1993), pp.514-518.

1 Also, in a (unreportedmoredetailedanalysisof the sample comparisorbetweerfirms in the LSPD-LondonShare
Price Databasgexcludingutilities and financials)suggestghat the proportionof small firms in the sampleis lower
than in the LSPD, although firms from basically all size categories are present.



