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GCC Markets

Abstract

This paper examines the dividend smoothing behaviour in Gulf Cooperation Council
(GCC) countries, in emerging markets where the response to news and the economic
environment are different from those of developed countries. We examine the effect
of share price informativeness on dividend smoothing in the (GCC) markets, using an
unbalanced panel data for a sample of 628 GCC-listed firms during 1994-2016. For
the regression analysis, the hypotheses are tested using panel regressions and GMM
estimation. The empirical results can be summarised in the following manner: First,
the Lintner model shows that the dividend smoothing degree in GCC firms is
comparable to that of a developed market. Second, and importantly, the results reveal
that the dividend smoothing in GCC firms is sensitive to private information of share
prices. Finally, the findings indicate that information asymmetry and agency-based

models affect the tendency to smooth dividends in the GCC markets.

Keywords: Dividend smoothing, share price informativeness, information asymmetry,

GCC.
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1. Introduction

1.1 Background

Dividends reduce investors’ uncertainty, causing them to discount a firm’s future
earnings at a lower rate, thereby increasing the firm’s value (Kustono et al., 2021). As
shareholders are significantly concerned about dividend payments, corporate
managers realized early the importance of dividend payments in satisfying
shareholders expectations. They often smoothed dividends over time believing that
dividend reductions might have unfavourable effects on share price and therefore,
used dividends as a device to signal information to the market. According to Lintner
(1956), managers believe that the shareholders deserve a fair share of the firm’s
earnings through dividends and that shareholders prefer to receive a stable dividend
payment. While firms are reluctant to downturn their dividends even if they have
earnings’ decline, they do not increase dividends until they are confident that there is
a permanent sustainable increase in earnings (Chemmanur et al., 2010). Consequently,
managers tend to prevent making changes to their dividend rates that may have to be
reversed in the future. As a result, they make partial adjustments towards a target
payout ratio to smooth dividend payments'. Several justifications explain managers’
tendency to smooth dividends. For instance, shareholders evaluate firms based on
their dividend behaviour that is characterized by dividend stability.

According to Karpavicius (2014), the firm’s wealth and share prices may be boosted
through dividend smoothing (DS, hereafter). This is because steady dividend
payments have a positive influence on share prices?>. According to the information
asymmetry (IA, hereafter) and agency costs models of dividends, DS may help reduce
the costs of agency conflicts between managers and outside shareholders by exposing
the firm to the discipline of monitoring investors. Managers utilise dividends to attract
institutional investors who are highly valued because of their monitoring capabilities

(Guttman et al., 2010). The attracted institutional investors can impose large penalties

! Lintner (1956) proposed a partial adjustment model where the firms may be unable to make instant
returns on their targets due to the existence of adjustment costs, but smooth changes to their dividends
by gradually adjusting their dividends commensurate with earnings toward their target ratios. As a
result, the partial adjustment mechanism permits a given firm’s observed dividend ratio to be not
always equal to its target level.

2 When firms reduce their dividend payments to accumulate internal funding for future projects,
investors may not perceive such actions as a good sign for their investments. To obtain high share
prices, companies should be able to maintain a proper balance between dividend and the retention of
funds for future investments.
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in response to cuts in dividends. Therefore, managers are forced to smooth dividends
to avoid these implications (Leary and Michaely, 2011). The IA degree between an
investor and the firm influences DS. Firms facing greater IA and less investor
cognizance will need to smooth more to allow investors to assess the firm's earnings

ability and value (Guttman et al., 2010).

1.2 Motivation

The extent of DS is affected by the uncertainty facing the firm. Previous studies report
that higher degrees of IA intensify DS. Firms facing greater IA and less investor
knowledge will need to smooth their dividends more to allow investors to assess the
firm's earnings ability and value. Firm size, profitability, cash dividends and growth
opportunities are examples of public information factors influencing dividend policy
(Fama and French, 2001; Grullon and Michaely, 2002). De Cesari and Huang-Meier
(2015) confirm that the private information conveyed by stock prices changes. Share
price informativeness (SPI, hereafter) is considered as an important determinant of
dividend policy. IA is inversely proportional to SPI, as shown in Withisuphakorn and
Jiraporn (2017) and Hu et al. (2019), suggesting that more powerful CEOs are less
likely to disclose information, resulting in high IA and therefore SPI. However, since
an absence of corporate governance mechanisms characterizes emerging markets, a

negative relationship between SPI and DS is stronger for GCC? markets.

We highlight plausible determinants (proxies of SPI) of DS that have not been
examined and investigate their impact on DS: (1) firm-specific return variation, (2)
bid-ask spread, and (3) private information trading measure. This study aims to fill
this gap by analysing the influence of SPI on DS. Thus, this research seeks to answer

the following question: “Is SPI a determinant of DS?”.

Several studies have looked at the determinants of DS investigating factors at the firm
level, such as firm size (DeAngelo et al., 2004), corporate governance (Javakhadze et
al., 2014), growth opportunities (Chemmanur et al., 2010), cash flows (Al-Najjar and
Belghitar, 2012) and business risk (Leary and Michaely, 2011). Others examined the

3 GCC is a regional intergovernmental political and economic union consisting of all Arab states of the
Persian Gulf. Its member states are Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, and the United Arab
Emirates. These members share similar economic, geographical, demographic, social, and religious
features (Jamaani & Roca, 2015). Also, GCC economies remain highly dependent on oil and are less
diversified (Khoja et al., 2016).
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effect of market-wide and country-specific factors, such as inflation (Basse and
Reddemann, 2011), interest rate (Jeong, 2013), investor protection and national
cultural identity (Javakhadze et al., 2014). The impact of these factors varies from one
country to another because of different economic conditions, policies, regulations,

efficiency of the financial markets and cultural background.

In the GCC countries, there are not personal taxes levied on either capital gains or
dividends (Al-Malkawi et al., 2014; Rezvanian et al., 2015); hence, investors should
be indifferent to capital gains or cash dividends are given the absence of personal
taxes. However, the GCC stock markets are less mature, less liberal (Arouri et al.,
2011; Al-Ajmi and Kim, 2011) and less efficient (Jamaani and Roca, 2015) than
developed markets making them more volatile and entail a higher degree of IA (Sahut
and Teulon, 2017). GCC firms also have weak corporate governance (Al-Malkawi et
al., 2014), low transparency levels (Pillai and Al-Malkawi, 2018) and a high
concentration of government ownership (Al-Kuwari, 2009). These features of the
GCC markets in terms of IA, corporate governance guidelines, transparency and
disclosure regulations, are expected to reduce the levels of SPI and increase the

uncertainty surrounding the expected future cash flows.

High TA and low SPI in GCC firms would induce investors’ preference towards
receiving cash dividends. From the perspective of management, DS is adequate
practice to ensure the perseverance of cash dividends to investors. According to the
IA arguments, DS will be more common in those industries where there is greater
uncertainty or opacity about the firm value (Javakhadze et al., 2014). This is because
regular cash dividends can help resolve any potential conflicts that might arise from
the TA. We expect to observe high DS in the GCC markets where IA is higher and SPI
is lower than in developed markets. Further investigation of the level of DS as well as
its determinants for GCC i1s required. This raises the following research question: 7o
what extent do GCC firms smooth their dividends? 1f so, "What are the determinants
of DS behaviour in GCC firms?" In this paper, we extend the work of previous studies
by analysing a comprehensive data set of the GCC markets to examine if firms from

GCC countries are smoothing and determine firms’ propensity to smooth?.

4According to Felimban et al. (2018, p.227) "Further research should examine if firms from GCC
countries are smoothing and determine firms’ propensity to smooth".

4
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Our study contributes in several ways to the existing literature. First, we measure the
degree of DS using data for all GCC countries. Second, we empirically investigate the
importance of SPI as a new determinant of DS that has not been explored before. At a
higher degree of IA (lower SPI), there is more need for dividends smoothing. Third,
we identify other determinants of DS behaviour and test the agency and IA
explanations for DS in GCC listed firms. The results reported in this study may help
financial analysts to use the SPI as an indicator for the presence of the IA. If A exists
and is high, then firm tends to smooth its dividend to reduce the IA degree. The

results help analysts in understanding the relationship between DS and SPI.

The remainder of the paper is organised as follows. Section 2 reviews the theoretical
and empirical literature. Section 3 describes data sources and presents the research
methodology. Section 4 presents the empirical results, while Section 5 summarises the

findings and includes concluding remarks.

2. Theoretical framework and literature review

Most of the dividend smoothing papers (e.g. Chemmanur et al., 2010; Leary and
Michaely, 2011; Jeong, 2013 and Javakhadze et al., 2014) measure the DS and
identify its determinants following Lintner’s model of DS through partial adjustments
upon a target payout ratio. Some studies reformulated the Lintner model. Benartzi et
al. (1997) recommend the use of the original Lintner model as the best DS process.

Following Table 1, we notice few studies of emerging GCC markets.
“Insert Table 1-about here”

There are several studies on DS in developed markets (Javakhadze et al., 2014; Rhee
and Park 2018; Fliers, 2019, Nguyen, 2020, and Asimakopoulos et al., 2021) and
emerging markets (Adaoglu, 2000; Chemmanur et al., 2010; Benavides et al., 2016,
and Al-Malkawi and Bhatti, 2020). However, very few studies examined the practice
of DS across the GCC markets; see Al-Yahyaee et al. (2011) and Al-Malkawi et al.
(2014). Also, no previous studies considered all GCC countries as a single market. To
the best of our knowledge, this is the first empirical paper on DS using data from all

GCC markets.
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Although DS is a key element of the dividend policy, there is limited empirical
evidence as to why firms do smoothing. Javakhadze et al. (2014) examine the
determinants of the DS across countries. However, the effect of private information
conveyed by share prices on DS has been largely ignored. De Cesari and Huang Meier
(2015) confirm that SPI is an important determinant of dividend policy and find that
the quarterly dividends changes are positively related to abnormal returns; also, they
report that this relationship is stronger when stock returns are more likely to convey
new private information to managers. Our study differs from their research in that
their focus is on how the sensitivity of dividend changes to abnormal returns depends
on the SPI. We, however, focus on the direct effect of SPI on dividend policy by
studying its impact on dividend policy behaviour. Further, previous research has
shown that financial and non-financial industries have different practical
characteristics regarding capital structure, the concept of management, and leverage
ratio. However, all existing GCC studies ignore this. Therefore, we compare GCC
financial and non-financial firms to analyse how differently dividend policy work in

the two types of industries.

3. Research Questions and Hypotheses

We consider the following objectives: first, we measure the degree of DS in the GCC
markets. Then, we examine SPI as a new determinant of DS and verify if the
determinants of DS from previous studies apply to our data set. To verify that DS is
prominent in the GCC markets, as in developed markets, and validate our sample, we
investigate the pattern of DS in GCC firms. We empirically test the following
hypothesis:

HI: The Firms of GCC markets smooth their dividends

A high speed of dividend adjustment (SOA, hereafter) is expected to yield low IA.

Hence, we conjecture that high firms-specific returns variation leads to less DS.

H?2: The coefficients of the () is expected to correlate positively (negatively)
to the SOA (DS).

We also use the bid-ask price spread (BAPS) as a measure of SPI. We compute BAPS
as the annual average of the quoted bid-ask spread (the difference between the bid and

ask prices divided the by midpoint). A larger BAPS can signal higher IA (Loureiro

6

Page 6 of 36



Page 7 of 36

oNOYTULT D WN =

Journal of Economic Studies

and Taboada, 2012). Firms with high IA tend to smooth their dividend more, so we

assume that there is a positive (negative) correlation between BAPS and DS (SOA).

H3: The BAPS is expected to be negatively (positively) correlated to the SOA
(DS).

For firms with low IA, private information trading (PIT, hereafter) tends to be
negative since more volume indicates liquidity-based trading, and the stock exhibits
negative return autocorrelation. Since the PIT (y) correlates positively with IA, it is

expected to intensify DS.

H4: The (y) coefficient is expected to correlate negatively (positively) with
S04 (DS).

Summary of estimations results for the research hypotheses of the SPI, IA and DS is
given in Table 2.

“Insert Table 2-about here”

4. Methodology and Data

3.1 Methodology

This paper employs two main regression models as shown below to analyse the
smoothness of dividend in GCC listed firms. The first model measures the degree of
DS in our context. The second model examines the relationship between SPI and DS
policy and the determinants of dividend smoothing. The methodology part is divided
into three parts: (1) Lintner model, (2) the models of SPI proxies, and (3) control

variables.

3.1.1 Lintner model

We measure DS by using the partial adjustment model to estimate the SOA
coefficient (Javakhadze et al., 2014). Lintner’s model represents one of the first

attempts to test the dividend stability of firms.

Dy = ay + P1Ey + B2Di—1 + & 0
1

B1= c;r; is the target payout ratio; f,= 1- ¢; (speed of adjustment)
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D;; is the dividend per share by firm i in the year t. E;; is the net earnings in that year
t. D1 1s the lagged dividend per share. The intercept term a; for some firms is
expected to be zero but, generally, it will be positive to reflect the management’s
reluctance to either reduce or cut dividends. c; is the SOA coefficient with 0 < ¢; <1
and ¢;; 1s an error-term. A higher SOA c¢; and lower r; signify either instability or
absence of smoothing. Conversely, a higher r; and low SOA coefficient means that
listed firms’ corporate managers are motivated by smoothing of dividends. Higher
value of c; indicates less smoothing in dividends; namely, less stability in dividend
policy. Consequently, the SOA relates inversely to DS. r; is a target of cash dividends
as a fraction of earnings in a given year. Briefly, this is a ratio that the management
should maintain. In line with Leary and Michaely (2011), the firm’s median payout

ratio, measured over the sample period, is used to represent the r;.

3.1.2  Share price informativeness (SPI) measures

- Firm-specific stock return variation or "price non-synchronicity"

We use firm-specific stock return variation (i) as the first proxy for SPI (De Cesari
and Huang-Meier, 2015). A higher y reflects a lower correlation between stock
returns and the market as well as industry returns. This suggests that share prices are
more likely to reflect firm-specific information. Hence, share prices are less
synchronous with market return and industry return. For generic stock 7, i can be

defined as:

1—R?,
(ll)) =In
i.t
(2)

Higher values of i indicate higher firm-specific stock return variation relative to
market-wide and industry-wide variation, i.e., lower synchronicity (a monotonically
increasing function of R?) with the market and the industry. R? is estimated from the
following regression for each firm and year (Haggard et al., 2008; Ferreira et al.,

2011; and Tan et al., 2017):

Tije = G+ bimTne T byt + &
3)
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Tij¢ 18 the return for firm i that is part of industry j at time t. r,,, ; represents the market
return at time t. ;. is the return for industry j at time t. We regress the weekly stock
return of each firm in our sample on the current and prior week’s value-weighted
market return as well as the current and previous week’s value-weighted industry
return as in Brockman and Yan (2009), Ben-Nasr and Cosset (2014), and De Cesari
and Huang-Meier (2015).

- Bid-Ask Spread

We use the BAPS as the second measure of SPI. We compute the bid-ask spread as
the yearly average of weekly quoted bid-ask (the difference between the bid and ask
prices divided by the midpoint). More trading is shown to reduce the bid-ask spread as
a result of more information awareness and low IA level among various market
participants. BAPS bid-ask percentage spreads (see, Loureiro and Taboada, 2012)

were calculated as follows:

(4)

where Ask; 4 and Bid; 4 are, respectively, the ask and bid prices of stock 7 at day d, and

D is the number of trading days.

- The Private information trading (PIT)

The third proxy of SPI is the PIT measure; this is based on stock return
autocorrelation conditional on trading volume. We estimate calendar-year regressions
for each firm in our sample (Ben-Nasr and Cosset, 2014; De Cesari and Huang-Meier,

2015) as follows:

Tie = Q+ biTipq +Cilpme + Vi(rig—1 X Vieq) + &4 -

where r;; 1s weekly returns, r,,¢1s the market return, and V;,_ {represents the

logarithm of firm i’s weekly turnover, detrended by subtracting its 26-week moving
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average’. The amount of PIT is given by the regression coefficient y; on the
interaction between trading volume and asset returns. Stocks with positive y; are
associated with speculative trade® (high amount of PIT), while stocks with negative y;
are associated with hedging trade’ (low amount of PIT). For firms with considerable
IA, the coefficient y; tends to be positive since more volume indicates more
information-based trading and the stock exhibits positive return autocorrelation. For
firms with low IA, the coefficient y; tends to be negative since more volume indicates

liquidity-based trading and the stock exhibits negative return autocorrelation.

3.1.3 Control variables

In the regression model for investigating the determinants of DS, we include several
control variables that potentially affect corporate dividend policy. Following
Chintrakarn et al. (2021) and Hu (2021), we include a large number of control
variables that likely influence DS. Following the literature, the control variables are:
Age, firm size, leverage, financial slack, MTBYV, Earnings volatility, Return volatility,
Investors horizon and Dividend level. Furthermore, to examine the impact of
abnormal returns on DS. We use the market adjusted model of abnormal returns; it is
estimated as the individual stock return in excess of the index return. Table 3 shows
the definitions of all the variables considered, including the dependent variable

(SOA), the proxies of SPI and the control variables.

6«

nsert Table 3-about here”

In this paper, we follow Leary and Michaely (2011) and Javakhadze et al. (2014) to

capture the determinants of DS. We use the following model:

N N
SOA;, = a;; + B1SPly + BoFS;; + ﬁj MARKET; ; ; + BrINDUSTRY), ;¢ & ¢
j=1 k=1

(6)

Where: SOA;; = speed of adjustment; SPI;; = share price informativeness; FS;; =
firm-specific variables; MARKET ;;, denotes market dummy; INDUSTRY;; denotes

industry dummy, and € = error term.

3> To avoid the problem of zero trading volume, we add a small constant (0.00000255) to the turnover
before taking logs. The value of the constant is chosen to maximize the normality of the distribution of
daily trading volume.

6 Speculative trades are defined as trades initiated by investors to speculate on their private information.
7 Hedging trades are defined as trades initiated by investors to rebalance their portfolios for risk
sharing.

10
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Following Andres et al. (2015), Bremberger et al. (2016), Al-Najjar and Kilincarslan
(2017) and Al-Malkawi and Bhatti (2020), we employ three alternative empirical
methods® to estimate the associations to provide more valid, consistent, and robust
results: the pooled least squares (OLS) method; fixed effects (FE) or random effects
(RE); and the Generalised Method of Moments (GMM). Furthermore, several events
impacting global economies occurred during the study period, specifically the global
financial crisis (2008—2009) and the Arab spring crisis (2011-2012). To examine the
impact of the global financial crisis (GFC) and Arab Spring event (ASev) on dividend
stability, we extended the models by adding dummy variables. The GFC dummy
variable is 1 for 2008-2009 period and zero otherwise, in line with Malkawi et al.
(2014), Forti and Schiozer (2015), Mehdi et al. (2017) and Caporale et al. (2018).
Dummy variable for ASev takes the value 1 for 2011-2012 period and zero otherwise,

following ElBannan (2020) and Budagaga (2020).

3.2 Data description

Our sample includes data for listed firms in six GCC markets during 1994-2016. The
unbalanced panel dataset includes 628 listed GCC firms with 8,662 firm-year
observations. We construct our initial sample from DataStream, Bloomberg and Gulf
Base (www.gultbase.com). The firms should have at least five years of non-zero
dividends (both at the current and previous years) and earnings; otherwise, they are
excluded. The reason for this exclusion is that the firms do not have a trend of cash

dividend payments for testing dividend stability.

Table 4 reveals that the paper contains a total of 8,662 firm-year observations; 46%

are financial, while 54% are non-financial firms.
“Insert Table 4-about here”

Table 5 presents the descriptive statistics of the variables used. Accordingly, the GCC
firms’ average v is equal to 0.0023. The firms’ mean age is 8 years, with a maximum
age of 23 years. In terms of log (total assets), the firms’ average size is equal to 2.57.

We find that the mean return volatility of our sample firms is about 0.04, the mean

8 We use the pooled OLS method to capture the effect of time-varying factors on response variables.
FE and RE effect estimation deals with the heterogeneity issue. These methods assume unobserved
heterogeneity between individuals. FE method assumes that the unobserved heterogeneity is correlated
with the independent variables. Although the panel data regression (FE and RE) models solve the
problem of heterogeneity, GMM controls the issue of endogeneity.

11
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investment horizon is 3, while the payrat reveals that firms had an average of 54.8%.
Moreover, the means of DEBT show that firms included about 18.6% of debt
financing in their capital structures. On average, GCC firms had a good prospect of
growth, as MTBV shows a mean market-to-book ratio of 1.9; also, the mean of

Abnormal returns is 10.3%.
“Insert Table 5-about here”

Table 6 reports the Pearson correlation coefficients between the main variables used
in the study, as well as their degrees of significance. The pairwise correlation
coefficients between the key regression variables are low, indicating that

multicollinearity is not likely to affect our multivariate regression results.

“Insert Table 6-about here”

5. Empirical Results

This part of the paper exhibits the main empirical findings which are divided into the
following two parts: (1) the degree of DS of GCC listed firms; and (2) the main
determinants of DS of GCC listed firms.

4.1 The partial adjustment model (Lintner model)

Table 7 presents the regression results of the baseline the partial adjustment model.
For this, we use pooled OLS, FE and GMM as the three alternative estimation
methods. We further use the Linter model to examine whether GCC firms follow
stable dividend policies. Consequently, we are interested in the SOA, which reflects
how quickly the firms adjust dividends towards the target ratio, the higher the SOA,
the less the smoothness and the less stability in dividends. Table 7 shows that the
Lintner model estimation for all GCC sectors indicates that their firms have followed
a stable dividend policy, and their firms are reluctant to cut dividends. The
coefficients of models for both EPS and DPS,_; are positive and highly significant.
Hence, current earnings and past dividends are important factors for dividend decision
of companies listed on GCC. The results are consistent with Lintner's original model,
implying that GCC firms are reluctant to reduce than to raise dividends. Therefore, we

support H1.

“Insert Table 7 about here”

12

Page 12 of 36



Page 13 of 36

oNOYTULT D WN =

Journal of Economic Studies

In comparison to prior studies shown in Table 8, the SOA figure of GCC is 0.3445,
which indicates that GCC firms do smooth their dividends. This is close to 0.30 for
the US firms reported by Lintner (1956). The SOA figure based on the FE model is
equal to 0.3445 which is comparable to the 0.33 for Germany and 0.34 for South
Africa reported by Javakhadze et al. (2014). However, our results for SOA are slightly
lower than those of the emerging markets reported by Benavides et al. (2016).

We also report DS behaviour at country level to verify that our GCC findings are not
the result of some countries dominating the whole sample. The SOAs across the GCC
countries do not vary substantially as shown in Table 8 and are positive for all six
markets. Hence, we conclude that firms across all GCC markets implement DS in
their dividend policy. This is consistent with previous studies including Leary and
Michaely (2011), Jeong (2013), Al-Malkawi et al. (2014), Javakhadze et al. (2014),
and Benavides et al. (2016). Similarly, we find that GCC firms have a target payout
ratio of 0.38-037. This value is much lower than 0.50, which is reported by Lintner
(1956) and Fama and Babiak (1968) for US firms.

“Insert Table 8 about here”

- The impact of Global Financial Crisis (GFC) and Arab spring event
(ASev) on dividend stability
The sample period includes 2 considerable financial challenges: the GFC and the
changes in the political regimes of many Arab countries (the Arab Spring). The
findings in Table 7 show that the yearly dummy for the GFC (2008-2009) has no
significant effect on the dividend payment decision of firms listed in the GCC region;
in line with Al-Malkawi et al. (2014). Hence, GFC had no significant effect on
dividend policy of GCC firms. GCC firms are more concerned about their reputation
and do not change their dividend payout policy. Also, despite the GFC, GCC firms
continue to follow stable dividend policy in order to send signal to the market about

their future earnings.

While the yearly dummy for the Arabic spring crisis (2011-20112) has a significant
positive effect, this suggests that the dividend per share has increased during the ASev

period. This result is consistent with EIBannan (2020).

13



oNOYTULT D WN =

Journal of Economic Studies

4.1.1 Further analysis (financial and non-financial firms)

Table 9 compares the SOA values of GCC firms based on the industry. As can be
seen, in the financial sector, the coefficient on lagged dividends f3,, namely DS, varies

from 0.6335 (FE) to 0.7822 (OLS) and thus, the SOA c; ranges between 0.217 and

0.366. These results are lower than the SOA figures for the non-financial sectors,
which range between 0.421 (OLS) and 0.573 (FE). This is due to the differences in
the firms’ policies. In addition, the coefficient of EPS for non-financial firms ranges
between 0.2631 (OLS) and 0.3178 (GMM); further, target payout ratios range
between 0.482 (FE) and 0.652 (GMM). These are higher than the ones from the
financial sector, which are 0.293 (FE) and 0.368 (OLS). All estimated coefficients
are significant at 1% level. The autocorrelation tests for second-order correlation in
the residuals as well as the two-step Sargan-Hansen statistic (testing the joint of the
instrument’s validity) suggest that our estimates are valid. The findings support

previous research (Yahyaee, 2006; Osman and Mohammed, 2010).

“Insert Table 9 about here”

4.2 Determinants of dividend smoothing

To analyse the statistical impact of SPI, we use multiple regression analysis and
GMM-based estimations. The dependent variable (i.e. SOA) is the same in all cases
(models), while the numbers of independent variables change. Table 10 presents in
each column the results of AR(1), AR(2) and the Sargen and Hansen test. The results
show that AR(1) is significant, while AR(2) is insignificant for all cases. This
indicates that errors are not autocorrelated at the 2nd differential level. Moreover, the
results of Sargen and Hansen tests of over-identifying restrictions. In all cases, the
Sargan test rejects the hypothesis that instruments are valid. When considering the
Sargan and Hansen test results, it is found that applied instruments are valid.
Herewith, we use the Hansen test as the main measure of testing the validity
identification of restrictions. All variables are winsorized at the Ist and 99th
percentile. Table 10 evaluates a total of 4 models which apply the panel regression
models and GMM estimation, respectively. The individual tests (each SPI proxy with
control variables) are performed in models (1), (2) and (3). Model (4) evaluates the

relationship between firm characteristics and SOA (DS).

14
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The result from Model (1) shows that 1 has a positive and significant impact on SOA
while BAPS and vy has a negative and significant impact on SOA in Model (2) and (3).
These results indicate that an increase in the firm’s annual specific return variation is
associated with a reduction in DS; also, increases in BAPS means that y raises the DS.
Looking at other control variables, it is found that size, the investment horizon and
earning volatility have both negative (positive) and significant impact on DS (SOA).
On the other hand, age, return volatility, leverage, growth, financial slack, and
abnormal return have both positive (negative) and significant impact on DS (SOA).
The findings from the comprehensive models 1, 2, 3, and 4 support both explanations
of TA and agency theory for DS. Further, Table 10 presents the results of the model
using the two-step GMM system method.

“Insert Table 10 about here”

From Table 10, the result obtained from model (1) of Panel regression and GMM
estimation shows that the firm-specific return variation 1 has a statistically significant
impact on SOA while controlling firm characteristics. The impact of annual i is
statistically significant. The direction of the relationship between 1 and SOA is
positive. Firms’ greater stock return synchronicity (R?) is due to the lack of firm-
specific information incorporated in the share prices, and hence, a negative correlation
is expected between 1P and IA. Accordingly, firms with high value of 1 smooth less.
These results suggest that hypothesis H2 is accepted, i.e. there is an impact of the

firm-specific return variation y the SOA.

The result of model (2) shows that (BAPS) has a statistically significant negative
impact on SOA. Previous literature has confirmed a significant association between
BAPS (liquidity) and a positive impact on dividend payout (Amidu and Abor, 2006);
this justifies BAPS’ negative impact on SOA. Our result indicates that a larger BAPS
can signal more IA (Loureiro and Taboada, 2012). Research shows that a higher
percentage of BAPS is directly associated with IA (Luo, 2017). Firms, experiencing
less investor knowledge and greater informational asymmetry, require greater DS to
allow investors to evaluate the firm’s value and earnings ability (Guttman et al.,
2010). Therefore, we support the H3, i.e. that BAPS has a significant impact on SOA.
When BAPS increases, higher IA is expected. Therefore, there is a positive correlation

between BAPS and DS.
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According to model (3), y has a statistically significant negative impact on (SOA).
This supports our hypothesis H4 and is consistent with the work of Javakhadze et al.
(2014), who report that firms smooth more as the information environment becomes
opaquer. This is because y has a significant impact on SOA since the increase in y’s
value is related to more share prices’ private information (De Cesari and Huang-
Meier, 2015). It is observed that DS can arise when managers have private
information related to the firm’s value (Leary and Michaely, 2009). In other words,
private information is one of the determinants of DS, it suggests that y has a positive

influence on DS.

The current findings provide clear support for the relevance of SPI. By using the
measures of SPI, we determine that GCC firms with a low 1, but high levels of BAPS
and y are more inclined to smooth dividends. This confirms that SPI impacts on the

practice of DS.

Moreover, by using the measures of IA as control variables, we determine that the
small GCC firms that have a high level of return volatility and high growth
opportunities are more inclined to smooth dividends. Our results are most consistent
with the high abnormal returns simultaneous presence of the effects of 1A in the
decisions to smooth dividends. These findings are consistent with the study of Jeong
(2013) on IA theory, i.e. firms with higher degrees of IA are more likely to smooth
dividends. Furthermore, our results indicate that firms subject to agency conflicts
smooth the most. Older firms, those with greater financial slack and high dividend
payout, smooth more. We suggest the presence of agency effects in the firms’
decisions to smooth their dividends. These findings are consistent with the work of
Jensen (1986) on agency cost theory; hence, managers pay dividends from free cash
flow to reduce agency conflicts. According to Table 10, there are observed significant
and negative coefficients for the past abnormal returns, this indicates that, as the
abnormal returns rise, dividend smooth rises too. Thus, from an IA point of view,
there should be a positive correlation between abnormal returns and DS. Firm’s
managers may consider the past abnormal stock returns when deciding on the revision
of cash dividend payments (De Cesari and Huang-Meier, 2015). This is because
unexpected changes in asset values should reflect and, thus, convey news about cash

flows.
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- The impact of GFC and ASev on dividend smoothing

Table 10 shows that the GFC coefficient is negative (positive) and significant,
whereas the ASev coefficient is positive (negative) and significant with the DS
(SOA). The GFC dummy variable is positive and statistically significant at the 1%
level; GFC period (2008-2009) had a negative impact on DS in GCC firms. This
indicates that GCC firms during the GFC were less likely to smooth their cash
dividends. In other words, GCC firms used conservative policies and focussed on

retaining cash rather than on the distribution of cash as dividends.

Further, the Arab Spring crisis (2011-2012) had a positive impact on DS in GCC
firms. This indicates that during the Arab spring period, GCC firms prefer to pay
dividends to shareholders rather than capitalize on themselves. In general, from our
results (Tables 7 and 10), we understand that during Arab Spring, the GCC firms
maintain steady dividend or increase it. This result is consistent with the agency

theory; managers care about the shareholders’ satisfaction.

Final, the paper’s results are compared to the theoretical expectations as well as the
results from relevant studies in Table 11. We report: relevant firm characteristics,
empirical proxy used for each characteristic described, predicted relationship between
our smoothing measures and the proxy, the sign and significance of the empirical

relationship reported.

“Insert Table 11 -about here”

6. Conclusions

We contribute to the literature by analysing the DS behaviour of firms in six GCC
countries. To the best of our knowledge, none of the past studies has collectively
examined all GCC stock market. The study employs data from 628 listed firms
covering the period from 1994 to 2016. The empirical analysis using both panel
regression and GMM estimations shows that IA can explain the DS behaviour of
firms. First, we examined the DS of listed firms in the GCC using Lintner’s (1956)
partial adjustment model. The estimation of the Lintner model for all GCC sectors
indicates that their firms have smoothed their dividends and are reluctant to cut them.

Our results show that financial firms smooth their dividends to a greater extent than
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non-financial firms. Inversely, the non-financial sector’s payout ratio is higher than

for the financial sector.

Moreover, we investigate the determinants of the DS behaviour of GCC firms. Our
findings regarding control variables show that smoothing is more prevalent when
agency costs are high: older firms, higher financial slack firms, and firms with high
dividend levels exhibit more smoothing than their counterparts. We also find that
firms that are more likely to suffer from IA (small firms with high growth and
abnormal returns) smooth more. More importantly, we show that all SPI factors
proposed in this study are influencing factors of dividend policy. Specifically, our
findings suggest that the private information learned from share price movements can
play a critical role in understanding the DS behaviour in the GCC. Finally, we report a

significant effect of the GFC and ASev crisis on the link between SPI and DS.

The findings of our study have important policy implications. First, dividend
policymakers in the emerging GCC stock market tend to make more stable dividend
payments and adjust their target payout ratios at a lower speed. Adopting more stable
dividend policies supports the view that policymakers regard such corporate decisions
as signalling mechanisms. This also implies that dividend policymakers only increase
dividend payments when they believe that earnings can permanently sustain higher
dividend levels. They are also reluctant to drastically decrease or cut dividends, since
these are bad signals regarding the firm’s future prospects that the market receives,
especially in emerging economies where financial markets are much less stable
compared to developed economies. Second, we shed some light on the importance of
SPI in determining dividends smoothing. We show that SPI is amongst the important
determinants of the smoothness of dividends. Moreover, these results should be
beneficial to researchers in understanding dividend differences between firms, even in
the same industry. That is, the level of SPI may propose an additional explanation for
these differences. In addition, SPI has significant effects on DS, which could help
firms make better decisions concerning their dividend policies. Specifically, to the
extent that stock prices incorporate more information about the firm fundamentals, the
need for dividends as a signalling mechanism reduces. Firms with higher SPI are
more subject to the scrutiny and monitoring of the capital markets. Hence, they have a

lesser need to use dividends as a disciplining mechanism.
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Table 2: Summary of estimations results for the research hypotheses

Share Price
Informativeness
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The relationship with the
information asymmetry (IA)
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n variation ()

12 dividends more.
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16 the private A larger (y) could signal
17 information trading T (L SPI) =2 (TIA) higher IA: firms need to
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Table 3: Description of variables used
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Note: the table presents the definitions for the dependent variable, all the independent variables and all control

variables.
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1

2

z Table 4: Total number of firms based on each sample of the GCC member states
5 (1994 - 2016)

6

7

8 Financial .Non-. Total

o Financial

10 UAE | Obs 829 580 1409

11 FIRMS 62 44 106

12 SA Obs 611 1492 2103

13 FIRMS 55 113 168

14 QA Obs 291 267 558

15 FIRMS 22 21 43

16 OM Obs 475 1155 1630

17 FIRMS 28 82 110

18 KU Obs 1408 861 2269

19 FIRMS 99 60 159

20 BA Obs 400 293 693

21 FIRMS 25 17 42

22 GCC | Obs 4014 4648 8662

;j FIRMS 291 337 628

25

26

27

28

29

2(1) Table 5: Descriptive statistics for all variables (1994 - 2016)

32

33 Mean Std. Dev. Min Max Obs
34 SOA .3265 3495571 0 1 8662
35 P 2.2528 9528494 -.4587 4.1734 8662
36 BAPS .03298 .0398469  .0019058 2119 8662
37 ) 00232 0212279  -07117  .1221 8662
38 age 8.2676 5.150362 1 23 8662
39 size 2.5778 9729111 77215 5.6131 8662
40 EAR VOL 43.7131  86.85344 0 269.4571 8662
41 payrat 54763 8182537 0 6.49359 8662
42 RET VOL 0381 0325865 0 1473 8662
43 inves_horiz | 29811  9.130274 0 69.1457 8662
P deb_a 18.56498  19.32623 0 75.617 8662
46 MTBV 1.896749 1.740145 1819 11.3094 8662
47 CashT 4164379  1236.967 .0208 7950.185 8662
48 Abr 1028337 1567062 0 8751415 8662
49

50 Note: the table reports the summary statistics of variables used in our study for the speed of adjustment (SOA4), firm-
51 specific return variation (y), bid-ask percentage spread (BAPS), the PIT (y), firm age (age), Firm size (size), Earning
52 volatility (EAR_VOL ), payout ratio (payrat), Return volatility (RET_VOL), Investment horizon (inves_horiz), Debt
53 (deb_a), market-to-book-value (MTBYV), cash to the asset (CashT) and abnormal return (4br). The variables are
54 summarised across all firm-years.

55

56
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59
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Table 6: The correlation matrix for all explanatory variables used in the analysis

oNOYTULT D WN =

S04 ABR P BAPS ¥ age size EA;‘&E_F pavrat R%{;_ J w Dej o Ea i
S04 1.000
ABR -0.1084  1.000
i 00948 -04450 1.000
BAPS -0.033 0.031 -0.028 1.000
Y -0.0362 00772 -0.1511 -0.023 1.000
age 0012 -0.022  -00531 0027 0.017 1.000
size 01351 -0.0636 00649 01922 0022 0259 1.000
EAR VOL | 0.019 -0.027 0028 -0.0411 -0019 00421 0.1195 1.000
payrat 0.1614 -0.0548 0.011 -0.015  -0.019 00329 0.024 -0.008 1.000
RET VOL | -0.0519 02095 0.1853 -0.0807 0016 0179 01210 0.0564 -0.0862 1.000
inves horiz | -0.0607 00627 01903 -0.0907 -0.024 -0.0799 -0.1232 -0.032 -0.0393 03524 1.000
Debt/T4 | -0.0487 00526 -0.0497 0028 0.007 0011 0.1443 00892 00763 00341 -0.1136 1.000
MIBV 0.005 -0.2259 03685 0.0965 -0.0711 -0.1359 -0.013 0001 00462 00798 02875 -0.0864
Cash/TA 0.0867 -0.1033 0.1289 00907 0014 02065 06340 00451 -0.004 0005 -00874 0.004

Note: The table presents the correlation matrix for the speed of adjustment (504), firm-specific return variation (), bid-ask percentage spread (54PS), the private information trading (), firm
age (age). Firm size (size), Earning volatility (E4R_TOL ), pavout ratio (pgyral). Return volatility (RET_IFOL). Investment horizon (fnves horiz), Debt ratio {dgh_ g). market-to-book-value

(MTET), cash to the asset (Cashl) and abnormal return (4570,
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Table 7: Lintner model regression estimates for GCC firms during the GFC and

ASev
Dependent Panel :
variable=DP5 Pooled OLS regression MM
EPS A5 15 T 13 14%%* 273 e
4224 398 406
DPS;_4 5554 %k T 6554225
84.30 0.86 12.12
GFC 0010129 0010129 0019973
0.18 0.20 0.36
ASev 0086* 0086** 0065*
166 215 1.67
Constant 0184 %% 0184%%* - Q279x%*
816 448 -0.62
504 (e) 0.3445 0.3445 0.3445
¥ 038 0.38 0.37
Adi R? 0.8160 0.8161
fstat p 0.0000 0.0000
Hausman p 0.0000
AR(1) p - 0.017
ARZ) p - 0.096
Sargan p - 0.000
Hansen p - 0.136
Mark EFF Yes Yes Yes
No. af Obs 8033 8033 7207

Notes: *** ** and * indicate significance at the 1, 5, and 10% levels, respectively.
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Table 8: Estimates of speed of adjustment (SOA)

! - Moot
Author Country Period | o 504
e T TEA 10852005 | 1335 | 0.4
Teoez (0TT) oz 05 ) b I L
O Tl=m 2l (2005 Timan ) ) L D U R
Tl GRS
Austria 6 | 036
Beruds & | 08
Caypaan Tsland o | os6s
China 11 | 06
Dermark 6§ | o
Finland 11| 05
Cremmany 15 0.33
Hong Kong 44 048
India 0 | 043
Tralard = 7 | 036
Tavalhagze et al (2014) ﬁla 3 e e
Wetheriands =4 24 0.54
Wew Zealand : 0.4
Migeria i | om
Maorway 14 | 047
Dakistar 7 | oe
Sinzapors 4| o4
South Africa 16 | 067
South Karea 10 | 034
Sweden 31 | 03
Swvitzeslmd 11 | 03
United Kin=dom 140 | 028
Trgenting B | 048
Brazil o 39 | o047
] . Chile = 141 | a7
el ol Colombia = 19 | 043
Magico = 6 | 04
Der: 7 | oss
o PR [ 0.
Biahrzin r 1 | 033
Kzt = 150 | 033
Currsnt Shady Qe o 1o | e
Qatar ] 3 | o3
Saudi Arabiz 168 | 02
UAE 06 | 03s

32

Page 32 of 36



Page 33 of 36

oNOYTULT D WN =

Journal of Economic Studies

Table 9: Robustness Check for the Lintner model (1994-2016)

Dependent Financial Non-Financial
"igﬁ’sle (OLS) (FE) (GMM) (OLS) (FE) (GMM)
EPS .0803%** 1075%** 1134%%* .263]%** 2769%%* (3178%%*
23.22 20.78 37.43 39.19 32.98 22.16
7822k E* (633 5%%* .6403%** L5782 %k A26TH** (5133%%*
DPS;4 72.10 50.21 45.12 54.69 35.81 12.95
00Q72%** Q159%*=* Q07 5H* 0294 #%*
Congiary 3.21 6.15 - 3.38 10.51 -
SOA (c) 0.217 0.366 0.359 0.421 0.573 0.486
(r) 0.368 0.293 0.315 0.624 0.482 0.652
Adj R 0.8960 0.893 - 0.8439 0.841 -
J-stat p 0.0000 0.000 - 0.0000 0.000 -
Hausman p 0.0000 0.0000
AR(1) p - - 0.029 - - 0.046
AR(2)p - - 0.279 - - 0.123
Sargan p - - 0.000 - - 0.000
Hansen p - - 0.125 - - 0.699
Mark EFF Yes Yes Yes Yes Yes Yes
No. of Obs 3724 3724 3363 4309 4309 3844

Notes: *** ** and * indicate significance at the 1, 5, and 10% levels, respectively.
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Table 10: Panel regressions and GMM estimations for dividend smoothing during GFC and ASev

-,

PANEL REGRESSIONS
DEP=S0A 1 3 3 3 i 3 3 3
v e DR
190 1071
BAPS 1405 - 13550
197 245
y S -5150 wer
281 30
AGE 0009461 0013565 001234 0011683 0085+ -0051%** - 007gees .0077%ee
0.8 118 115 1.09 401 47 806 718
SIZE 04300 0740 00450+ 09300 143004 14170 1412ee 13080
1157 793 1159 1151 1130 13.03 1183 1016
EAR VOL 4.04e-07 -133006 1.056-06 9.13e-07 307606 3 66e-07 471e 06" 335806%
01 038 031 027 14 0.68 3% 218
PAYRAT 05130 41 70e 05000+ 05140+ 0087+ - 0150+ 0097+ - 0023%+*
931 681 023 931 205 566 204 260
RET_VOL 4687w - E37gwe - 2638836 -2075231 L7937wee L2375% 0134660 0321368
238 285 -133 -151 535 216 011 024
INVES_HORIZ 000553 0002173 0003155 : I 00110e 00120% 00130
087 033 049 0n 5.59 344 351 3.50
DEB_A 0017+ee - 0014%** -0017ee -0017%ee -0006> -0015%** - 0016v*r -0015%**
462 480 564 56 251 355 437 35
MTBYV 0051632 0083ee 0089~ 0072 -0150%* 01020 0015022 0028181
163 261 224 133 £01 405 0.70 102
CASHT - 00001 %+ £82e08* - 00001+ - 00001 +++ - 00003 %+ -1.69e-06 -1.25e-06 2 90e-06
341 185 a4 al5 480 231 on 045
ABR - 1106w+ - 1384%es -1382%% - 1606%e* 0830 - 10830+ - 0981 +es 095G
328 531 465 47 367 507 46 421
GFC 055300 07160 0500 080G 0181+ 036300 0207ee 02530e
440 5.06 454 461 157 5.61 447 386
ASEV - 0126993 .011° - 0147157 - 0144410 0168 -0134ees 0215w -0182%es
107 170 125 an 289 331 £y an
c 08340+ 188700 11620+ 11000+ - 0629309 - 0000124 18350% Nageee
) 264 557 400 410 152 .00 438 531
HAUSMAN TEST 0.0000 3.0000 3.0000 3.0000
ADJ R-SQUARED 0.0808 0.0758 0.0807 0.07%6
PROB > F 0.0000 0.0000 0.0000 0.0000
AR()P 0.0000 0.0000 00000 0.0000
ARQ)P 0210 0242 0.176 0.175
HANSENP 0.103 0.205 0.268 0263
MARK, IND EFF YES YES YES YES YES YES YES YES
OBS 8682 3662 8662 8662 3662 8662 3662 8682
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Notes: *** ** and * indicate significance at the 1, 5, and 10% levels, respectively.
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Table 11: Comparison of reported results

Journal of Economic Studies

Fimm . _ Hypothesised The Le_aly and Jeong Javakhadz Mltller and
Char Empirical proxy Sign results Michaely (2013) et al. Svensson
] ' (2011) (2014) (2014)
(The firm-specific
return variation () i * 0 0 0 0
Bid Ask spread
SPI ( - - 0 0 0 0
(BAPS)
(the private

information trading (v) 0 0 0 0
Firm age Age + - - 0 - -
Firm size Size + + - - - -

. . + + -

Dividend level The payout ratio +
Investors horizon Stock tumover - + + - -
. ~ - - s 2 +
Growth opportunities MTBV n N n + n
Cash to asset CASH - - + + +
Leverage LEVER + - - +
Eaming volatility SD (EBIT) + + - +
Return volatility SD (Return) - - + +, - +
Abnormal refum Abr - -
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