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Abstract

This study evaluates the impact of managerial ownership on the firm’s performance and financial
policies in the context of Pakistani market for sixty non-financial firms included in KSE 100 index for
the period of 2000 to 2007. The analysis support that the concentration of managerial ownership affects
the firms financial policies, mainly the leverage and dividend policies. The empirical analysis find out
that leverage policy variable influenced managerial ownership negatively, supporting that the lower
leverage level leads to high profitability firms engage in low managers’ ownership program. The result
also determines a negative and significant association among the mangers ownership concentration and
dividend policy of the firms. This result is supported by the agency theory prediction suggesting that as
a firm has high managerial ownership, the asymmetric information will decrease and directly decrease
the effectiveness of the dividend policy. Beside this the firms with higher managerial ownership
decrease their perquisites, so the conflict between manager’s shareholders can be settled. It is also
observed that the managers’ ownership concentration in general has a positive relationship with the
performance in the corporate culture of Pakistan, where major firms are the family oriented. When the
managerial ownership is divided in three levels, low level (0 -5%), moderate level (5%-25% and high
concentrated (above 25%), the performance positively affect only at low and moderate level. The
ownership beyond 25% has a negative association with performance and support the entrenchment
theory

Key words: Managerial ownership, leverage, dividend, agency theory, entrenchment theory.

1. Introduction

The literature on corporate governance presumes a fundamental tension between shareholders and
corporate managers (Berle and Means, 1932 and Jensen and Meckling, 1976). While the objective of a
corporation's shareholders is a return on their investment, managers are likely to have other goals, such
as the power and prestige of running a large and powerful organization, or entertainment and other
perquisites of their position. In this situation, managers' superior access to inside information and the
relatively powerless position of the numerous and dispersed shareholders means that managers are
likely to have the upper hand. The researchers have offered a number of solutions for this agency
problem between shareholders and managers which fall under the categories of incentive alignment,
monitoring, and discipline. Incentives of managers and shareholders can be aligned through practices
such as stock options or other market-based compensation (Fama and Jensen, 1983). Monitoring by an
independent and engaged board of directors assures that managers behave in the best interests of the
shareholders (Fama and Jensen, 1983). Chief Executive Officer (CEO)'s who fail to maximize
shareholder interests can be removed by concerned boards of directors, and a firm that neglects
shareholder value is disciplined by the market through hostile takeover (Jensen and Ruback, 1983).
The influential work of Jensen and Meckling (1976) has given momentum to the corporate ownership
literature by focusing on the separation of ownership control that gives rise to potential conflicts
between principals and agents. Jensen and Meckling (1976) argue that managerial ownership in a firm
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helps to align the interest of owner and managers and therefore justifying agency problems. An
alternative argument is that managers get entrenched when there is high managerial ownership thereby
exacerbating the agency problems (Demsetz, 1983; Fama and Jensen, 1983)

The agency costs of equity can be reduced by the third party (debt-holders) to participate in
monitoring management while at the same time providing the more structured decision-making by
means of contract. Trade off between agency cost of equity and agency costs of debt can be adjusted
through dividend and leverage mechanism called as a balancing model of agency cost. Leverage policy
is taken to share the agency cost previously borne by stockholders to debt holders so agency cost of
equity declines, but compensated with the presence of agency cost of debt. Decision making in
dividend and financial policies then affect agency costs borne by the stockholders and debt holders.
Agency cost can be controlled through interdependence mechanism between dividend and leverage
policies. Copeland and Weston (1992) suggest that when leverage increases, agency costs of debt rises.
The higher the leverage level, the more likely for a firm to fill for bankruptcy and debt-holders require
additional return to compensate the additional financial risk. The firms are mixture of outside debt and
equity financing, where as dividends reduce the costs of these agency conflicts. While leverage reduces
the conflict of outside equity, managerial ownership and dividend are important because they reduce
the conflict of interest between managers and outside shareholders. Crutchley and Hansen (1989),
Leland and Pyle (1977) and Ross (1977) present hypothesis the managerial ownership and financial
policies help resolve information asymmetry managers and external investors.

The problems in decision making especially with aligned of interest between agent and
principal will leads to appalling decreasing value of the firm. Decision making policy such as dividend
and leverage will increase value of the firm as long as the policy able to aligned the self-interest
behavior between parties. Separation between ownership and control arise agency problem. Managerial
ownership on the other side, try to decrease agency problem by pooling back the ownership structure
and control mechanism of the firm. Agrawal and Knoeber (1996) describe the importance of ownership
structure as control mechanism in agency problem. They investigate firm performance and mechanism
to control agency problems. Their findings support managerial ownership as mechanism of control and
affect firm performance. In addition, concentration shareholding by institutional or by block holders
can increase managerial monitoring and improve firm performance, as can outside representation on
corporate bonds. The use of debt financing can improve performance by inducing monitoring by
lenders.

The relationship between manager’s shareholding and firm’s performance report mixed
empirical findings. Two important evidences emerge from the empirical literature'. First most of these
studies provide evidence that insider ownership actually affect firm’s value, although the relationship
doesn’t seem to be monotonic. A positive impact of insider ownership on firm value can be explained
by the convergence of interest hypothesis, stating that large equity shares of insider should be
associated with higher market valuation due to lower agency costs. In contrast, a negative relationship
can be explained by the entrenchment hypothesis, predicating that insider ownership above a certain
threshold will have a value destroying effect due to the inherent conflict between large block holders
(in this case the management) and the dispersed shareholders. These two hypothesis serve as an
explanation for the bell-shaped relationship between insider ownership and firm value find by
McConnell and Servaes (1990) or the piecewise linear relationship discover by Moreck et al. (1988).

The code of corporate governance introduced by SECP in early 2002 is the major step in
corporate governance reforms in Pakistan. The code includes many recommendations in line with
international good practice. The major areas of enforcement include reforms of board of directors in

! For example Oswlad and Jahera (1991), Mehran (1995). Holthausan and Lacker (1996), Cole and Mehran (1998) find a
positive relationship between managerial ownership and performance, Jarrell and Poulsen (1988), Slovin and Sushka (1993)
find a negative relationship whilst Morck et al. (1988), Herman and Weishbach (1991) document a non-linear relationship.
Other empirical evidence shows that this relationship is statistically insignificant (Demsetz and Lehn 1985; Deserts and
Villalonga., 2001).
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order to make it accountable to all shareholders and better disclosure including improved internal and
external audits for listed companies. However, the code’s limited provisions on director’s
independence remain voluntary and provide no guidance on internal controls, risk management and
board compensation policies. In Pakistan manufacturing sector 59 percent of the firms are family
owned companies and the major shares of these companies are by the owners and managers of the
firms (Cheema et. al, 2003). Beside this these firm’s have pyramid structure and cross holding
ownership structure which leads to agency conflict and the outsiders especially in case of business
groups face difficulty to understand the ownership structure of these companies. The family owned
companies are typically managed by owners themselves. In case of state owned enterprises and
multinationals there is often direct relationship between state/foreign owners and management again
bypassing the boards and many important corporate decisions are not made on Boards Annual General
Meetings (AGMs) level. The code explicit mentions director’s duties to act with objective and
independent judgment and in the best interest of company. In business groups boards are dominated by
executives and non-executives members of controlling family and by proxy directors appointed to act
their behalf. Inter-locking directorships are often used to retain majority control. Family dominated
boards are less able to protect minority shareholders right and risk a loss of competitiveness as other
boards become more professional.

The main focus of the present study is to examine that financial decisions (leverage and
dividend) are affected by managerial ownership. The study also investigate what factors determines the
managerial ownership in case of KSE listed non-financial firms The affect of managerial ownership on
firm’s performance is examined as the managerial ownership and financial policies help resolve
information asymmetry between managers and external investors.

The plan of the study is as follows. The second section briefly reviews the empirical literature
review. The methodology and data are discussed in section three. The empirical results are presented in
section four and last section concludes the study.

2 Literature Review

There is large body of empirical literature that links the relationship between the ownership structures,
firm’s value and the financial policies of the firms. The empirical studies about the role of block
shareholders strongly emphasize that external block holders have incentives to monitor and influence
management appropriately to protect their significant investments (Friend and Lang, 1988). Due to the
large economic venture, the investors need to look over the management closely, that the managers don’t
engage in activities that are unfavorable to the wealth of shareholders. External shareholders reduce the
scope of managerial opportunism, resulting in lower direct agency conflicts between management and
shareholders (Shleifer and Vishny, 1986). Same evidence is obtained by Shome and Singh (1995) while
examining the market reaction to the announcement of acquisitions of large share parcels using event
study methodology. They report significant positive abnormal returns related with announcements of
block acquisitions by the external share holders and the abnormal returns are positively associated with a
reduction in agency costs (through proxy variables). Furthermore, Bethel e al. (1998) find that long term
operating performance of firms improves subsequent to the acquisition of a block by activist
shareholders.

De Anglo and Masulis (1980) find that leverage and dividend are relevant if tax and non-
equilibrium condition exist. Koch and Shoney (1999) observe that there is interdependence between
leverage and dividend policies concurrently having a significant effect on future cash leverage policy.
Harton and Ratnaningsih (2003) show that dividend policy serves as a mechanism affecting leverage
policy. Solberg and Zorn (1992) scrutinize interdependence among three policies, leverage, dividend,
and insider ownership and find that leverage and dividend do affect managerial ownership, while
managerial ownership affects financing and dividend policy. Crutchley and Hansen (1989) finding
supports agency theory arguing that agency costs of equity and agency costs of debt can be managed
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and controlled by means of interdependence between leverage, dividend and insider ownership. Healy
and Palepu (1989) outline, the two decisions of managers that generally have significant impact on
stock prices are: choice of how much debt to hold in the firm’s capital structure, and choice of how
much of earnings to pay out as dividends. Rozeff (1982) reports that managerial ownership act as
substitute for dividend as an agency cost reducing benefit. Gerald, Donald and Tomas (1992) conclude
that level of insider ownership has negative influence on a firm’s debt and dividend levels. Insider
ownership itself is related to variables that proxy for the wealth gains from the control potential of the
firm. Their result suggests that agency costs and bankruptcy costs also affect a firm’s financing
decisions. Bathala er al. (1994) support the notion that institutional investors serve as effective
monitoring agents and help in mitigating agency cost and they find that the debt ratio is inversely
related to managerial equity ownership, R&D expenses and growth. Dutta (1999) find that in spite of
regulation, insider ownership still serves as substitute signal for dividends, alternately banks with
higher levels of managerial equity ownership may systematically choose to pay lower levels of
dividends, as managers wish to avoid incurring the penalty of double taxation. It is also possible that
higher levels of insider ownership may lead banks to retain more cash flows for other purpose.
Mahadwartha (2002) shows that lower dividend level leads to higher probability firms engaging in
managerial ownership programs to maintain the effectiveness of reducing agency cost of equity. Hence
there 1s managerial ownership; the usefulness of dividend policy to control agency cost of equity will
be lower.

The association between ownership structure and firms performance has been the subject of
important and ongoing debate in the corporate finance literature. Agrawal and Mandelker (1990)
examine the association between ownership structure and performance measured as cumulative
abnormal returns (CAR) by the firm and find that there is significant negative relationship between
CAR and anti takeover amendments adoption and the positive relationship between CAR and
institutional ownership, concentration of institutional ownership and ownership by 5% block holders.
However, insider ownership at any level has no effect on CAR. McConnell and Servaes (1990, 1995)
show that there is positive affect of block holder’s ownership on Tobin’s Q. Himmelberg et al. (1999)
study the determents of managerial ownership and the extent to which his ownership is endogenously
determined by the contracting environment. The study concludes that managerial ownership and firm
performance are determined by common characteristics some of which are unobservable to
econometrician. Kaserer and Moldenhaure (2007) provide the evidence outside block ownership as
well as more concentration insider ownership have positive impact on corporate performance in case of
German firms. Hanson and Song (1999) results are consistent with the notion that effective internal
control system requires unaffiliated outside directors to monitor managers and stock ownership by
chief executive officer to align the interest of decision making with shareholders. Khanna (2007)
document that managerial ownership has a significant relationship with firm value controlling for firm
fixed effects. The firm’s value is impacted by managerial ownership through managerial actions of
higher labor expenses, accrual management and conservative capital structure. Fahlenbrach and Stulz
(2008) find that managers are more likely to significantly decrease their ownership when their firms are
performing well and more likely to increase their ownership when their firms become financially
constrained. The results also suggest that large increase in managerial ownership increase Tobin’s q,
and find no evidence that large decrease in ownership has an adverse impact on firm value. Li et al.
(2007) find that firms where managerial ownership is high appear to control the growth of their assets
more carefully in relation to their profit growth, so the return on assets exhibits a lower decline relative
to other firms.

The relation between managerial ownership and the market value of a firm is not a linear
relationship, as investigated by Mrock et al. (1988) and find that the market value of the firm first
increases as insider holdings increase from 0 to 5%, then, as insider holdings increase from 5 to 25%
the market value of the firm decrease. Finally, as managerial ownership increased beyond 25% the
market value of the decrease. This result provides an evidence of managerial entrenchment. While
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lower and higher levels of insider holdings support the notion of insider holdings leading to lower
agency costs, the middle level of ownership is a range over which the benefits of net value maximizing
behavior on the part of managers exceeds the costs incurred by the lower market price of their equity
holding. Welch (2003) and Kahn ef al. (2007) develop a general non-linear model based on the study
of Mrock et al. (1988), but they fail to find any significant relationship. Craswell et al. (1997) find
significant curvilinear relationship only for large firms with a turning point of around managerial
ownership of 50%. For the piecewise regression, they use the thresholds used by Morck et al. (1988) as
well as some other thresholds but they fail to find any significant relationship. The findings by Chen et
al. (1993) are consistent with the prediction that at a low level of management ownership, both external
and internal factors, market for corporate control and management’s opposition to takeovers all
operative to guarantee a positive relationship between managerial ownership and firm value. Short and
Keasey (1999) find out that there is positive significant effect of director ownership and cubic
ownership but has a significant negative effect of squared ownership. The polynomials reach its
maximum at 16% and its minimum at 42% ownership. The significant control variables are size and
growth.

3 Methodological Framework and Data

3.1 Managerial Ownership and Financial Polices

The conflict of agency cost between the managers and shareholder are genuine and very difficult to
efficiently reduce. One of the ways to control this matter is for the firm is to issue debt. Leverage
policy act as a bonding force for the managers to communicate their good intentions to outside
shareholders. Because taking on the debt validate that managers are willing to risk losing control of
their firm if they fail to perform effectively. As bonding mechanism, leverage policy will decrease
agency conflict of equity but increase the agency cost of debt (Megginson, 1997).

Mahadwarth and Hartono (2002) find a negative relationship between managerial ownership
and leverage policy. The firms have managerial ownership program will trend to lower their debt level
to reduced the agency conflict. These results also support by the Friend and Lang (1988). The
association between leverage policies and managerial ownership program is expected to be negative.
Less leverage will increase the probability of a firm to engaging managerial ownership program to
multiply the effect the agency cost. Therefore, the following hypothesis is tested:

H;. There is a negative relationship between leverage and managerial ownership.

Titman and Wessels (1988) argue that a high growth rate indicates greater flexibility in future
investments and offers greater opportunities for expropriating wealth from debt holders. Secondly, a
high growth rate indicates the probability and success of the firm in investing more resources into the
firm. This in turn could be associated with lower information asymmetry costs of equity and hence a
preference for equity over debt financing. Myers and Mujlaf (1999) have suggested a negative
coefficient for the growth variables. In this study book to market value of equity is defined as growth
and used as the proxy of investment opportunity. The hypothesis becomes:

H,. There is a positive relationship between leverage and Growth.

According to the agency theory framework, the interest of managers of the firms having high
managerial ownership, support the interest of the outside share holders and reduced the role of the debt
as an agency conflict mitigating devices. Agency theory argues that dividend policy as bonding
mechanism to control expropriation of firm’s cash flows. Dividend payment avoids management from
undergoing perquisites action since cash flow is absorbed to pay dividend for stockholders. Firms with
established bonding mechanism and dispersed ownership structure are usually big firms that trend to
pay dividend to reduced agency conflict between management and shareholders. On the other hand,
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small firms with concentration of ownership structure to certain persons or institution tend to have
lower dividend due to relatively less agency conflict (Megginson.1997) thus firm’s size matter in
controlling dividend effect to management ownership. If management has ownership of firms’ share
then dividend will decrease. Another argument is dividend payment reduces firm’s asymmetric
information. However if firm already has managerial ownership, asymmetric information by definition
declines and less dividend is needed for information (Megginson, 1997). Zorn (1982) and Rozaff
(1982) find that dividend policy is affected by firms’ ownership structure negatively. The hypotheses
that we are going to test becomes:

Hj: There is a negative relationship between managerial ownership and dividend.

To some extent the past asset growth predict the future profitability, and the growth potential managers
would be less resultant to invest in the firms’ equity. The managers could take the advantage of the
internal information about the growth prospects of the firm. Managers due to their best knowledge of
the projects being commenced by the firms will be more inclined than the external investors to be on
the growth prospects. Se we develop hypothesis that:

Hy: There is a positive relationship between managerial ownership and growth.

Emmery and Finnerty (1997) suggest that firms with higher dividend level will need additional funds
from debt holders. Miller and Rock (1985) also support this argument that higher dividend is a signal
of firms increasing profitability in the future. Management sign positive signal through dividend
payment that investors realize there is promising investment opportunity which will increase firm’s
value. In addition, higher payment indicates that firms utilize more leverage to fund investment to keep
their capital structure optimum. In the same way Rozeff (1985) argues that higher dividends payments
reduce agency conflict between managers and shareholders and finds evidence of relationship among
growth, profitability and dividend. Moreover, the documented empirical relationships between
dividends and profitability suggest that profitability could help to capture real difference among firms.
Investment and growth opportunities affect the dividend policy of the firms. Brook (1984) indicates
that if agency cost is high, shareholders invite third party to bear the costs. Debt holders monitor the
use of their fund and usually through what is called as debt covenant. Hartono and Ratanningsih (2003)
argue that dividend policy positively affects firms leverage policy; on contrast to leverage policy
doesn’t affect dividend policy. We test the following hypothesis:

Hs. There is a positive relationship between dividend and leverage.

In this study we take growth as proxy of the investment opportunity set (Kallapur and Trombley,
1999). High growth firms have to choose either to pay dividend or to implement capital expenditure
related to existing investment opportunity. Imperfect capital market leads to some kind of competition
between dividend policy and investment funding in using existing internal cash flows. Free cash flows
hypothesis suggest that firms with higher growth pay fewer dividends since most of retained earnings
have already been used for dividend increase reflects management confidence about favorable
prospects in the future given the sticky dividend assumption. The decision to choose the proportion of
dividend paid for outside stockholders is expected to support the hypothesis that in a situation in which
managerial ownership exists, signaling hypothesis cannot explain dividend policy phenomenon.

Hg. There is a positive relationship between dividend and growth.

The main issue in estimating the econometric relationship between managerial ownership and financial
polices is due to the problem of endogenty. Keeping in view the problem of endogenty the
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simultaneous regression equations are derived to explain the effect of managerial ownership on the
firms’ financial policies. To test the above hypothesis the empirical specification of the model
proposed by Jensen et al. (1992) is used:

LEV, =a, +a, MO, +a,DIV, + a,G, + a,NE, + o, SIZE; + ¢, (1)
MO, = B, + BLEV, + p,DIV, + G, + B,NE, + 5 SIZE, + ¢, 2)
DIV, =y, +y MO, +y,LEV, + y,G, + ysNE, + y SIZE. + ¢, 3)

Two Stage Least Square (2SLS) is adopted as estimation technique and first lag of dependent and
independent variables are used as instruments. The simultaneous equation model is estimated with
2SLS in a system comprising of interdependent endogenous variables. The 2SLS method is preferred
over the Ordinary Least Square (OLS) method as the latter would lead to biased and inconsistent
parameter estimates

3.2 Managerial Ownership and Firm’s Performance

Large empirical literature investigates the relationship between managerial ownership and firm’s
performance and provides mixed evidence. Wruck (1989) finds non-linear relationship between
managerial ownership and firm’s performance. Similarly Berle and Means (1932) provide the evidence
that an inverse relationship exist between managerial ownership and firm’s performance. Jensen and
Meckling (1976) argue that agency cost and managerial ownership are negatively related and have
positive relationship between managerial ownership and firm’s performance. The convergence of
interest hypothesis suggests a positive relationship between managerial ownership and firm’s
performance due to lower agency cost. While a negative relationship between managerial ownership
and firm’s performance is suggested by the entrenchment hypothesis, explaining that managerial
ownership above a certain threshold will have destroying effect due to the conflict between large block
holders. The above two hypothesis suggest a bell-shaped relationship between managerial ownership
and firm’s performance. Higher managerial ownership in the firm motivates the managers to perform
well due to the incentive alignment. A manager owning the large fraction of the shares in the firm bears
the consequences of managerial action that either create or destroy the performance. As consequences
with managers shareholders are likely to work hard and create better investment decisions and high
managerial ownership firms should perform better. This study follows the agency theory frame work
and following null hypothesis is proposed:

H;. There is a positive relationship between managerial ownership and firm’s performance

Among different ownership pattern managerial ownership seems to be the most controversial as it has
ambivalent effects on firm performance. On the one hand, it is considered as a tool for alignment of
managerial interest with those of shareholders. Managerial ownership provides managers with
monetary incentives to maximize profit and thus improve company performance (Jenson and
Meckling, 1976). On the other hand, managerial ownership promotes entrenchment of managers which
is especially costly when they have low qualification or prefer to live an easy life (Morck et al., 1988
and. Stultz, 1988). On these findings we develop the following hypothesis:

Hg: Only a moderate level of managerial shareholding can affect firm performance positively.

Managerial share ownership can be reduced managerial incentives to consume perquisites, expropriate
shareholder’s wealth and to go engage in other non-maximizing behavior and thereby helps in aligning
between management and shareholders. This is the convergence of interest hypothesis which is
challenged by Fama and Jensen (1983) and Deserts (1983). They advocate that managerial share
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ownership may have adverse effects on agency conflicts between management and shareholders due to
the costs of significant managerial share ownership. They argue that instead of reducing managerial
incentive problems, managerial share ownership may establish the in office management team, leading
to an increase in managerial opportunism. According to Fama (1980), there are incentives for the
managers to control the rest of the managerial team members. On the one hand, there is competition
among the top managerial team to achieve the highest and most prestigious positions in the company.
This competition encourages monitoring amongst managers, since non-value enhancing activities by
other members of the managerial team could give some advantage to the rest of the managers to
achieve top positions. On the other hand, the managerial labor market motivates managers to supervise
each other’s actions. Non-value maximizing activities by a member of the managerial team can have a
negative impact on the firm’s market value, which in turn can reduce the value of the whole group of
managers in the managerial labor market. The expansion of the negative consequences of an
individual’s opportunistic actions to the rest of the managerial team encourages mutual monitoring
amongst managers.

The capability of the managers to perform mutual monitoring depends on the dispersion of
managerial power, a mutual monitoring system being more difficult to establish when there is a clear
concentration of power in the hands of a single manager. If a single member of the managerial team
clearly dominates the others, the rest of the managers could lack the power or even the information to
control the head of the organization. Fernandez and Arrondo (2005) and Stultz (1988) show that
sufficiently high managerial ownership by allowing managers to block takeover bids, can lower firm
value. Morck et al. (1988); McConnell and Servaes (1990, 1995); Hermalin and Weisbch (1991); and
Holderness et al. (1999) find firm value to rise with low levels of managerial ownership and to fall
with higher levels of managerial ownership. The combination of the convergence of interests and
entrenchment hypotheses suggest a curvilinear relationship between managerial share ownership and
corporate value. Studies such as Morck et al. (1988), McConnell and Servaes (1990) and McConnell
and Servaes (1995) find a non-linear relationship between managerial share ownership and firm value.
These studies recommend that at low levels of managerial share ownership, managerial hare ownership
increases firm value due to the convergence of interests effect. The hypothesis becomes:

Hy: There is non-linear relationship between managerial ownership and firms performances.

To test the above mentioned hypothesis three performance measures are used: return on asset (ROA),
return on equity (ROE) and Tobin Q. The performance measures are regressed on managerial
ownership shares and a set of control variables following Chen and Hu (1993). This leads to the
estimation of following equations:

ROA, = a, + MO, +a,DIV, + a,LEV, + ,G, + asNE, + a SIZE, + ¢, @
ROE, =a, +a,MO, +a,DIV, + a,LEV, + ,G, + a;NE, + o SIZE, + ¢, 5
0 =a,+aMO, +a,DIV. + a,LEV, + a,G, + asNE, + a,SIZE, + ¢, 6)

The estimation procedure for the test of hypothesis is regression framework of panel data estimation
technique. The techniques of pooled time series of cross sectional are applicable in situation in which
the observations are on N firms for ¢ points in time such as yearly in our case. There are two
approaches for estimation of the panel data; the fixed effects model (FEM) and the random effect
model (REM). The panel data estimation technique takes account of endogeniety and hetroskedasticity
in the data.

3.3 Data and Sample Selection



To perform econometric estimation, the sample includes non-financial firms of KSE 100 index for the
period 2000 to 2007. KSE 100 index consists of 100 firms, financial and non-financial companies out
of which there are 67 non-financial listed companies. Initially we start with 67 firms listed in different
sectors, however, due to unavailability of published reports for some firms we exclude seven firms
from our sample. At the end we get sample of 60 firms representing manufacturing sector of KSE 100
index. The selected firms cover 80% of market capitalization in year 2008. Most of the variables are
obtained from Balance Sheet Analysis of listed firms published by the State Bank of Pakistan’. While
the ownership variables are calculated from the annual reports of the selected companies. According to
rules and regulation of Security Exchange Commission of Pakistan (SECP) the firms are bounded to
publish ownership pattern in their annual reports.

4. Empirical Results

The summary statistics of the data is presented in Appendix Table A2, A3 and A4 for sample firms for
the period 2000 to 2007. The results show the mean value of the total asset is 13347.76 (million) and
the standard deviation is very high showing that we have very larger sized firm and small sized firms in
the sample. The value of dividend paid per share ranges from 254.1 to 17.0. The sales growth is
maximum 1345.2 and it ranges to a minimum level -100.0 (millions). The net income per share of the
firms in the sample is 12.60 (Rs) and the maximum income earned per share by the firms is 63.00 Rs.
Similarly the average level of manager shareholding in our sample is 14.74 percent which determine
the most firms in our sample have manager holding more than 15%. While the maximum managerial
holding in our sample 75.27%. Table A2 presents the summary statistics of the measures of
performance: Return on Asset, return on equity and Tobin’s ratio. The ROA and ROE is accounting
measurement of the performance of the firm while the Tobin’s Q is value based measurement of the
performance. The average value of the ROA is 11.48%, the ROA mean value 27.11% and Tobin’s Q
average value is 0.57%. The correlation analysis shows that both performance variables ROA and ROE
have positive and significant value with the dividend, growth and net income respectively, except the
Tobin’s Q. This analysis shows that their no multicollinearity among the variables.

4.1 Relationship between Managerial Ownership and Debt Policy

To analyze the relationship between managerial ownership and firm’s debt policy, leverage is
regressed on the managerial ownership with set of explanatory variables: growth, total asset and net
income. To cope with endogeniety problem 2SLS is used as estimation technique. The first lag of
explanatory variables are used as instrument variables. We observe a strong negative relation between
the leverage and managerial ownership as presented in the Table 1 column 1. This result supports the
hypothesis that there is negative relationship between leverage policy of the firm and managerial
ownership. As regards other variables, the result indicates that the leverage has negative and significant
effect on the net income; this implies that the lower level of leverage leads to higher profitability in
case of firms engage in managerial ownership program. This result supports the evidence that the
profitable firms use less debt. The results also shows that the leverage effect the size of the firm
positively. The results suggest that the firms set their leverage policy to take advantage of the retained
earnings. Therefore we can say that the firms go for leverage to invest in the fixed assets to increase
their profitability rather to achieve the investment opportunities. The analysis shows that leverage
policy of the firms negatively affect the firm growth. These findings suggest that the mangers of the
firms struggle to perform, adopt such policies to increase market value of the equity. These findings are
confirmed by Titman and Wessels (1988) and Myres and Majluf (1984).

4.2 Relation between Managerial Ownership and Financial Policies

? List of variables is provided in Appendix Table Al.



Using the 2SLS regression framework, managerial ownership is used as dependent variable and
regressed on the leverage and dividend with other explanatory variables: growth, total asset and net
income. The results are documented at. Table 1 column 2. Managerial ownership and dividend have
negative and significant relationship which supports the hypothesis that there is negative relationship
between managerial ownership and dividend policy. This finding also supports agency theory
prediction suggesting that managerial ownership decrease agency cost of equity. Managerial ownership
is a self monitoring mechanism and also a bonding mechanism. Managerial ownership is bonded
management personal wealth to firm value (shareholders wealth). Secondly, the higher level of
managerial ownership leads the situation in personal wealth of management so that it becomes closely
tied to firm’s wealth, so that management attempts to decrease the risk of losing wealth in this case.
We can say that if management has a portion of firm share then dividend will decrease. Empirical
evidence in the literature suggests that dividend payment decrease asymmetric information occur
within the firms. However, if a firm has managerial ownership program, the asymmetric information
by definition will decrease and the effectiveness of dividend policy will decrease. This evidence is also
supported by the Pautu (2002) and Amitabh (1999). The results also document a negative but
insignificant relation among the managerial ownership and growth of the firms. Managers are risk
averse, if the firm has high managerial ownership, the mangers of that firm do not avail the investment
opportunity due to risk of loss of their wealth. The same results are confirmed by the Jensen at el.
(1992). There is a negative and highly significant relation between the managerial ownership and size
of the firm. The negative coefficient on size is consistent with the hypothesis that managerial
ownership takes larger position in the firm where they can exercise the most control. Smaller firms are
more focused on the operations, which might give managers greater control of the operations. Similarly
the negative coefficient on the size variable exists at least partially because for less wealth is required
to win a given percentage of a small firm.

4.3 Relation between Managerial Ownership and Dividend Policy

To find the empirical relationship among the managerial ownership and the firm’s financial policies the
third step of the study used dividend as dependent variable and regressed on the leverage and managers
holding with other explanatory variables growth, size and net income. The results are reported in Table
1 column 3. The empirical result indicates negative and highly significant effect of dividend on the
leverage policy of the firms. The result provides the evidence that there is trade-off between agency
cost and agency equity and align with the contacting model of the dividend. The increasing level of
dividend payout indicates that firm’s trend to use leverage to fund its investment since internal cash
flows already are used to pay dividend. This result also supports free cash flow hypothesis and suggest
that the firm’s internal cash flows are used to pay dividend and as a result firms need additional
external fund in for of leverage. It also suggests that shareholders of Pakistan do not have any strong
contract to force the firms in order not to pay dividend before meeting its debt obligations.

There is a positive and highly significant effect of dividend on the income of the firms,
which suggest that the dividend paying firms have earned high profit on their shares. This result
indicates that firms generating more earnings pay high dividends. The analysis also finds positive and
significant association among the size and the dividend. The results indicate that growth of the firm is
negatively and insignificantly related with dividend. Therefore, the investment opportunities do not
affect significantly the firm’s dividend policy. These results are supported by the finding of the Jensen
et al. (1992) and Bathala et al. (1994).

Table 1: Relationship between Managerial Ownership, Debt and Dividend Polices

Variable Model 1 Model 2 Model 3
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Managerial ownership
Dividend

Leverage

Growth

Size

Net income

Constant

R2
F-statistic
DW

-0.40%
(-2.66)
0.11
(1.22)

0.91%
(-2.58)
0.63*
(2.27)
-0.09
(-2.99)
-5.40%
(-2.14)
0.44

49.92

0.23%*
(-1.97)
-0.04%
(-2.60)

-0.40

(-0.74)
1.27%
(-5.54)

0.12
(3.40)
11.9%
(5.29

0.62

99.66
1.79

0.60%*
(1.80)

-0.01
(-3.42)
-1.66%*
(1.87)
1.58%
(2.24)
1.96%
(2.32)
371
(-0.62)
0.49

15.66
1.93

Note: Two-stage linear regression is used to cope with the endogenity. Dependent variables are debt, managerial ownership
and dividend in Model 1, 2 and 3 respectively. The * indicates significant at 1%, ** indicates significant at 5% and ***

indicates significant at 10%

4.4 Managerial Ownership the Firms Performance

To examine the empirical relationship between managerial ownership and firm’s performance, the

firm’s performance is measured by the three variables ROA, ROE and Tobin’s Q. The three
performance variables are regressed against the managerial ownership and with other control variables

size, dividend, net income and growth of the firms. The panel data estimation technique is used which
takes account of the problem of endogeniety and hetroskedasticity. The fixed and random effect

models are estimated.

Table 2: Impact of Managerial Ownership on Firm Performance

ROA ROE Tobin’s Q
Variable Fixed Random Fixed Random Fixed Random
10.51%* -0.27* 0.16%
C (8.50) (-2.6) 2.34
Managerial 0.02 -0.09%* 0.02 -0.03* 0.003 0.001
ownership (0.21) (-2.5) (0.069) (-2.8) (-0.08) (-0.70)
0.16* 0.21% 0.64* 0.95* 0.001%#% 0.001%*
Dividend (3.33) (5.07) (3.63) (7.47) (1.32) (1.59)
0.000 0.00 0.00 0.00 0.000 0.000
Leverage (-1.05) (-1.90) (-2.2)" (29" (2.70)" (2.99)"
0.02% 0.02% 0.047%% 0.03 % 0.002 -0.001
Growth (2.99) (2.62) (1.52) (1.49) (-0.96) (-0.84)
0.01%* 0.01%* 0.51 1.57%% 0.06* 0.05%*
Size (-5.1) (-6.37) (0.29) (1.42) (7.39) (6.65)
0.24% 0.25%* 0.60% 0.62%* -0.003 -0.002*
Net Income (1.57) (8.55) (5.07) (6.31) (4.72) (-4.70)
R’ 0.68 0.66 0.524 0.47 0.66 0.59
Adjusted R* 0.63 0.65 0.48 0.46 0.61 0.41
F-statistic 170.30 87.158 156.42
DW Stat 1.59 1.82 2.0 1.83 1.79 1.79
observations 461 461 460 460 460 460

Note: Panel Regression both the fixed and random models are used. Dependent variable are ROA, ROE and Q
(Performance measures). The * indicates significant at 1%, ** indicates significant at 5% and *** indicates significant at

10%
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The regression results reported in Table 2 document that the ROA and ROE both have a
positive and insignificant affect the managerial ownership in the fixed effect model. Therefore, we can
say that the ownership concentration do not affect the firm’s performance. When the random effect
model is applied the finding are contradictory with the fixed effect model. The regression results
document negative and significant coefficient of managerial ownership with the ROA and ROE. Our
results are supporting the entrenchment hypothesis which suggests a negative relationship managerial
ownership and firm’s performance, explaining that managerial ownership above a certain threshold
destroys this effect due the conflict between manager and large block holders. The entrenchment theory
emphasize that the mangers of the firm use the resource for their personal benefit, and decrease the
firm’s performance. However, these results do not support our hypothesis that there is positive
relationship between managerial ownership and performance of the firm and our hypothesis do not
support the agency theory. Our finding contradicts with the agency theory that as the managerial
ownership increases the performance also increases. The agency theory argue as the consequences with
managers shareholders are likely to work hard and create better investment decisions and high
managerial ownership firms should perform better.

To sum up, our findings do not support by the agency theory and also deviate for the findings
of Jensen and Meckling (1976). However, this finding is supported by the Morck and Vishny (1987)
that the effective control of managers leads to indulge their preferences for non-maximization
behavior, although to more limited extent than if they have effective control but no claim on the firm’s
cash flow. The relationship between the managerial ownership and the performance variables Tobin’s
Q is ambiguous and contradicting. The literature documents both and positive and negative relation
between Tobin’s Q and management ownership. The findings show a negative and significant
relationship in both fixed and random effect models. Our findings are supported by the results
document by the Chen (1993) that a firm performance is positively related with Q when the ownership
is low and when the ownership level reaches beyond 5% the relationship becomes negative due the
management entrenchment factor become more prominent at this point. The results also relate with the
findings of Khan (2007) who shows the negative and significant relation among the Q and managerial
ownership form Australian capital market.

4.5 Threshold Level of Managerial Ownership on the Firm’s Performance

The level of ownership concentration stake by manager’s effect the firm’s performance is a debatable
issue in the finance literature. Different studies use different levels of managerial ownership stakes and
documented different impact for the level of mangers ownership concentration on the firm’s
performance. To elaborate this issue in view of the predominance of family based firms in the Pakistan
capital market scenario, mangers are usually part of the controlling family, the share holding of these
officers and directors might have different effect on the firm’s performance. At any given ownership
concentration, some board members might influence on the corporate decision making than the others.
e.g. leadership by the firm’s founders or by their descendants might have different effects on
performance than professional managers or by officers who are not related to founders. To investigate
the impact of this ownership concentration on firm value, the level of managerial ownership is divided
in to the threshold. 0% to 5% as low level of managerial ownership, 5% to 25% moderate level of
managerial ownership and above 25% concentrated level of managerial ownership.

The results are presented in Table 3 and provide the evidence that mangers share ownership
effect the firms performance at the level of concentration from 0% to 5%, both the performance
indicators ROA and ROE have positive and significant association with ownership. But again the
performance variable Q shows negative and significant value in both the fixed and random effect. The
finding for Tobin’ Q are consistent with the findings of Khan (2007), who also come up with same
conclusion in case of Thai Market for low level of managerial ownership. Similarly moderate level of
managerial ownership .i.e. 5% to 25% we also have positive and significant association of managerial
ownership with performance of the firms. The third performance variable that is Tobin’s Q also shows
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positive and significant values means that at moderate level manager’s ownership concentration have
positive effect using Q performance measure of the firm.

When the high level of managerial ownership is taken with the performance measurements the
results are consistent because all the performance variables exhibit negative association with
managerial ownership above 25%. This supports the entrenchment theory and convergence theory
because as the managerial ownership exceeds above 25 percent the managers become self centered and
use firm’s wealth for personal benefits rather increasing the value of the firm from shareholders point
of view. Therefore, the results support our hypothesis that the firm’s performance is positively
associated with managerial ownership at moderate level of managerial ownership from 5% to 25%. In
the Pakistani equity market scenario where major of the firms are family owned, and the family
members are the officer and directors of the firm and the major shareholders. These major shareholders
become self centered and use the resource for their personal benefit rather for the stock-holders. This
can also supported by the entrenchment and convergence theory that managerial ownership above a
certain threshold will destroy the firm’s performance due to the conflict between large block holders
and minor share holders. This also explain that at certain threshold managerial ownership (above 25%)
the managers of that firms become conservative and entrenched the firms resources for their personal
benefits and don’t avail the investment opportunism and they are no risk takers due to their self
interest. Our study also concludes that there is non-linear relation between the managers share holding
and firm’s performance in the Pakistani equity market.

Table 3: Evidence onThreshold Level of Managerial Ownership and Firm Performance

ROA ROE Tobin’s Q
Variable FIX RAM FAX RAM FAX RAM
6.96* 4.58% 7.04% 6.42% -0.04%* -0.04%*
MO (0% to 5%) (4.08) (3.80) (3.93) (2.40) (-3.909) (-1.68)
1.92% 1.06% 1.56%* 4.32% 0.01 %% 0.047%%*
MO (5% to 25%) (3.26) (2.85) (1.71) (2.93) (1.42) (1.77)
0.0l (- | -0.04 (- | -0.21(- -1.03 -0.002* -001
MO (Above 25%) 0.43) 1.05) (1.13) (-1.20) (-1.97) (-0.04)
0.16% 0.21% 0.64* 0.95%* 0.001 %% 0.001%7*
Dividend (3.33) (5.07) (3.63) (7.47) (1.32) (1.59)
0.01 0.001*% | 0.002* 0.001°* 0.01%* 0.002*
Leverage (-1.05) (-1.90) (-2.2) (-2.9) (2.70) (2.99)
0.02% 0.02% 0.04%%% | (,03%%* 0.002 -0.01
Growth (2.99) (2.62) (1.52) (1.49) (-0.96) (-0.84)
0.001* 0.001* 0.51 1.57%% 0.06* 0.05
Size (-5.1) (-6.37) (0.29) (1.42) (7.39) (6.65)
0.24* 0.25% 0.60* 0.62%* -0.003* -0.002*
Net Income (1.57) (8.55) (5.07) (6.31) (4.72) (-4.7
R’ 0.76
Adjusted R* 0.75
D. W. Stat 1.73

Note: The * indicates significant at 1%, ** indicates significant at 5% and *** indicates significant at 10% level

5 Summary and Conclusions

The present study elaborates the empirical impact of managerial ownership on the firm’s performance
as well as the firm financial policies focusing the listed non-financial firms of Pakistan. All the
previous studies are focused on the agency theory and suggest that firm’s performance can be
positively affected by the agency conflict between management and shareholders, however this study
extend the analysis and focus both the entrenchment and agency theory. The sample consists of sixty
non-financial firm of the KSE 100 index and the period of the study cover 2000 to 2007. The main
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issue in our estimation procedure is the endogenity which is taken account of by using 2SLS and panel
data estimation techniques.

The analysis support that concentration of managerial ownership affects the firms financial
policies, mainly the leverage and dividend policies. The empirical analysis find out that leverage policy
variable influence managerial ownership negatively, supporting that the lower leverage level leads to
high profitability for firms engage low managers’ ownership program. The result also determines a
negative and significant association among the mangers ownership concentration and dividend policy
of the firm. This result is supported by the agency theory prediction suggesting that a firm has high
managerial ownership program, the asymmetric information will decrease and directly decrease the
effectiveness of the dividend policy. Beside this the firms with higher managerial ownership decrease
their perquisites, so the conflict between manager’s shareholders can be settled.

Secondly it is observed that in general the managerial ownership positively affect the firm’s
performance in the corporate culture of Pakistan where major firms are the family owned and the
members of family are the officers and managing director of these firms. The director and family
mangers have great influence on corporate decision making than the others.

Thirdly, when the ownership level of mangers is a segregated and check out their influence on
the corporate performance, the threshold of mangers ownership from 0% to 5% affect the firm’s
performance positively. Likely when the managers’ ownership is form 5% to 25% also affect the firms
positively and support the entrenchment theory that at moderate level mangers ownership affect the
firms performance positively. When the ownership is above 25% it negatively effect firms performance
due the conservation and self-centered and entrenchment of the mangers. We also find out there is bell-
shaped/non-linear relationship between managers share holding and the firm’s performance in the
equity market of the Pakistan. Our results are confirmed with Kumar (2002) for Indian Market that the
directors /mangers influence the performance of the firm beyond a certain threshold and which is
consistent with the fact that many Indian corporate are family dominated enterprises. The implication
is that managerial ownership structure related to financial policies of the firm and hence decision
regarding the issues of equity. In Pakistan’s corporate structure, with concentrated ownership managers
play an important role in increasing the value of the firm.
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Appendix
TableA1l: Set of Variables
Financial Explanatory Variables
Characteristics
Managerial Ownership MO Percentage of ordinary share owned by Managers and
directors of the firm
Dividend DIV Dividend paid per share
Leverage LEV Long term debt divided by total long term debt plus
market value of the common stock outsiders own
Size SIZE | Natural log of total assets
Growth G Book to market value of equity
Net income NE Net income over net sales
Return on Asset ROA | Profit before depreciation, interest and tax (PBDIT)/
total assets.
Return on equity capital | ROE | PBIT / the total outstanding paid up equity capital of the
firm
Tobin’s Q Q Total Borrowings + Market Value Equity) / Total assets
Table: A2 Descriptive statistics
DIVID GROW LVRGE MO NE TASSET
Mean 10.18 20.52 256.18 1474 | 12.61 13347.76
Median 6.20 12.30 138.80 0.01 63.00 5556.90
Maxim 254.1 1345.2 30980.0 75.27 | 20.70 150655.7
Minim 17.0 -100.00 -2753.60 0.00 |-106.40 0.00
Std. Dev. | 20.05 68.86 1459.85 2098 | 21.81 22809.59
Skewness | 6.75 15.40 19.95 1.02 2.68 3.53
Kurtosis | 65.33 294.024 420.175 2.460 | 20.49 17.62
Obser 469 469 469 469 469 469
Table: A3 Descriptive statistics of performance variables
ROA ROE TOBNSQ
Mean 11.48 27.11 0.57
Median 10.40 25.90 0.58
Maximum 50.10 302.75 1.78
Minimum -114.40 -293.61 -0.15
Std. Dev. 15.05 43.69 0.24
Skewness -1.08 0.099 0.52
Kurtosis 12.94 17.13 5.83
Obser 469 469 469

Table: A4 Correlation Matrix

Yiu Ka Fung, Wing Kong (1999)."Profitability, Ownership Structure and Technical Efficiency
of Enterprises in the People's Republic of China: A Case of Manufacturing Industries in
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DIV G LEV MO NE ROA | ROE Q SIZE
DIV 1
G 0.02 1
LEV -0.01 | -0.08 1
MO 0.03 -0.04 | -0.03 1
NE 0.55 0.04 -0.05 | -0.04 1
ROA 0.44 0.10 -0.13 | -0.09 0.55 1
ROE 0.47 0.06 -0.14 | -0.01 0.51 0.56 1
Q -0.04 | -0.05 0.15 0.08 -0.19 | -043 | -0.03 1
SIZE 0.06 | -0.06 | -0.07 | -0.10 | 0.07 -0.06 | 0.12 0.01 1
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