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ABSTRACT

This study provides the evidence on the effect ahagerial ownership
on the firm's performance and financial policieelftl and dividend) for 140
listed manufacturing firms of Pakistan. Firstlyfeet of managerial ownership
on dividend and leverage policies of the firm areeistigated by simultaneous
equation model. The results indicate that high ll@femanagerial ownership
decreases the tendency of firms to go for debtnfimay. Similarly in firms
having high financial leverage probability to engag managerial ownership
programmes decreases. As managerial ownershipasesethe firm chose to
distribute less to shareholders. These resultsastipipe predictions of agency
theory which is of the view that managerial owngrgiesults in the decrease in
asymmetric information. Secondly, the impact of agerial ownership on the
performance is examined. The study finds conclusiidence that managerial
ownership exerts positive and significant on perfance only up to a moderate
level. The relationship revolves around the cubimction of managerial
ownership and firm performance by following conwerge of interests
(incentive alignment theory) and entrenchment tiesor Thirdly, the response
of managerial share ownership to the agency costoisidered and result
indicate that managerial ownership is an importasitrument to reduce agency
cost in-case of manufacturing sector of Pakistan.

Keywords: Managerial Ownership, Leverage, Dividend, AgencystC
Entrenchment Theory, Incentive Alignment Theory



1. INTRODUCTION

Since the late 1990s, in an emerging economy li&kisPan, corporate
governance and ownership structure of the firmsehaeen one of the most
contentious and attention grabbing issues. Corisigl¢éhe fact that a number of
researches have been conducted in the past orwtherghip structure of cos
that explores, in the Asian economies, the ownprishprofoundly concentrated.
Particularly India; families and groups mostly aohthe corporate businesses.
Pakistan’s case is not too different, a larger wdrthe Pakistan’s corporate
shareholding structure has concentration of famoilynership, in which the
mainstream shareholders not only maintain the obritut are also betrothed in
managing it* As suggested by the definition of ownership cotgion,
ownership control is concentrated in the hands srhall number of individuals,
families, managers, directors, holding companiesnkb and/or other non-
financial corporations. These individuals or groaps also called “insiders” as
they often manage, control or strongly influence tiperation of a company.
Accordingly, concentrated ownership structures eeferred to as “insider
systems”.

Although, it has been a long quest of financialrexuists to figure out
the association between managerial ownership andndial policies to
comprehend its impact on the performance of erigagr Still there exists an
ambiguity and no consensus has been developed aresegrchers regarding
the multidimensional role played by managerial oshg in corporate
literature.

Many researchers highlighted the conflict of ing¢rbetween managers
and shareholders; managerial ownership has beegestggl for alleviation of
agency problem [Jensen and Meckling (1976)], howévere are contradicting
views on this suggestion. As far as the impact ahagerial ownership on firm
performance is concerned some studies proposeirtbaasing management
equity shares result in better alignment of monetarcentives between
managers and other shareholders (incentive alighargument). On the other
hand some studies support entrenchment argumemhvergues that relation
between managerial ownership and firm performarcanggative [Demsetz
(1983) and Fama and Jensen (1983)]. In disputakietween these two
arguments Morck,et al. (1988) combined argument and Stultz’'s (1990)
integrated theory arises. These arguments are ®fvibw that corporate

See Shareholding pattern of corporate sector iisRak(2011).
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performance is a non-monotonous function of manag¢nownership. Many
studies also have proved that there is no associdtetween managerial
ownership and firm performance (Natural Selectioguinent).

Management ownership has also proved to have mignifimpact on
financial policies of firms (dividend and leveragehhis channel usually
operates through agency cost mechanism, as debdigidénd can be used to
resolve agency issues arising among managers ahdr atockholders
[Grossman and Hart (1982), Jensen (1986) and Sti#88)]. Interdependent
relationship between managerial ownership and dgists. As when firms go
for debt, equity financing is reduced which in wirreduce conflict between
managers and stock holders but it may also leatctease agency cost of debt.
The direction of relationship between leverage @nachagerial ownership is still
a subject of debate. As far as dividends are coecethey are paid mostly to
reduce agency conflict, managerial ownership akswes the same purpose
[Rozeff (1982)]. Therefore, when managerial owngrsincreases it may
become responsible for decreasing dividend paysuthe effectiveness of
dividend policy is a bridged.

The present study focuses on the role of managesalership and
financial polices to control agency costs and iasiieg firm performance. The
study examines the interdependence between maahgewnership and
financial policies namely leverage and dividend. dimalyse the impact of
managerial ownership on firm performance and tafwéiow firm performance
varies with different levels of managerial ownepsig also investigated. The
non-linear relationship between firm performanced amanagerial ownership is
examined. The study also examines the relationisbtpreen agency costs and
managerial ownership and figure out how agencyscwaties with different
levels of managerial share ownership.

Most of the research in this field has focused emetbped countries.
This issue is less researched for developing msiikegeneral and particularly
for Pakistan there is lack of research. In Pakistridend payments are
voluntary, the firms are generally more leveragpemelent and also about 60
percent ofthe firms are family owned and are tyjbhicananaged by owners
themselves. Usually, it is considered that familjpjegated boards pay less
attention to defend marginal shareholders’ rigghdemaet al. (2003)].

This study contributes to the existing body of emapi literature on
insider ownership in manufacturing sector of PakistThis study not only
segregates the insider ownership into differengélieto check its impact on firm
performance and agency costs but also extends miadystés beyond the
entrenchment theory in order to capture the behaviof curve-linear
relationship of managerial equity ownership andfgrerance of the firms.
Moreover, it examine the effect of inside ownership agency conflict with
shareholders, to ensure the optimal decision-maigggrding financial policies
(dividend and leverage) of a firm.
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The plan of the study is as follows. After introtlan, Section 2 presents
the literature review; Section 3 gives theoretltatkground and formulation of
hypothesis; Section 4 explains the methodologicaméwork and data. The
empirical results and discussion are presente@dtic 5 and last section offers
conclusion and implications.

2. REVIEW OF LITERATURE

This section provides brief overview of literate the role of managerial
ownership in determining firm performance andiitarficial policies.

2.1. Managerial Ownership and Firm Performance

Agency model forwarded by Jensen and Meckling ifi6l8tates that the
separation of ownership and management in moddenises gives rise to the
conflict of interest between the two stakehold&anagers often engage in an
opportunistic behaviour which maximises their owterests rather than that of
firm because they obtain the full reimbursemenswéh activity but stand far
less than their full share of the costs. They amesiered as pioneer to shed
light on the role of managerial in determining fipperformance. They have
suggested that managerial ownership is a deviaégn the interests of mangers
and shareholders. They anticipate a positive agtoei among managerial
ownership and firm performance (interest convergdngothesis).

Again it was Jensen (1986) to explore that manaberivnership have
negative association with firm performance at jahigh levels of managerial
ownership (managerial entrenchment hypothesis).il&ipn many researchers
recognised a non-monotonic relation among differaeisures of firm value
e.g. Tobin’s Q and managerial share ownership;égfitad-U” or “hump-shaped”
relationship between Tobin’s Q and the level of agerial ownership.

To further strengthen above mentioned argumengen$en, Ruaret al.
(2006) have provided empirical evidence on ‘“interesnvergence” and
“entrenchment” effects of managerial ownership,oatlsund that nonlinear
relationship exists among managerial ownership #re value of a firm.
Managerial ownership drives the leverage into dinear shape. Results of the
study have suggested that firstly it is manageoaiership which affects
leverage, which in turn impacts the value of a fifirm value increases as
managerial ownership rises from 0 to 18 per cdigy #hat it decreases until it
reaches 64 percent. For managerial ownership lealatsre 64 percent firm
value again increases. Similarly when managerialership is in the range of
17.8 to 46.4 percent, there is a positive assacigtmong managerial ownership
and leverage ratios and negative relation othenmsthis study leverage is also
incorporated to check its impact on firm's Q rédtiat the results have proved to
be insignificant. However managerial ownership digantly affects capital
structure and capital structure effect firm value.



Another important research which has studied tliecefof managerial
ownership on performance as well as tried to epltdre determinants of
managerial ownership for small and medium-sizedigbei companies is by
Mueller and Oener (2001). Study has used a largelmd 1300 firms operating
in the German business-related service sectohfoyears 1997-2000. Analysis
finds a positive effect of managerial ownershipreh#p to around 80 percent on
firm performance, for managerial ownership beyor@ f&rcent this effect
becomes negative. Performance improves in thos@anies which are entirely
owned by managers. The study has failed to repayt gain as a result of
monitoring done by outsiders. As far as determimaritmanagerial ownership
are concerned firm’'s business risk influence thell®f managerial ownership
in a non-linear way.

Pant and Pattanayak (2007) have stated that Ipitimhen the stock
ownership by managers increases it contributeadiease firm value. Increase
in value may result due to the fact that initialtyanagers do not get entrenched
as market disciplines force them to pursue valugimmaing goals they also
prefer to show their performance so that they matyget targeted by superior
management for takeover. According to this studgmthe level of managerial
ownership exceeds 20 percent it becomes reasoenblegyh for them to pursue
value non-maximising goals without fearing any detation in their position in
the firm. Increase in ownership stake above 49eqrtheir interests converge
with those of firms as they have elevated inteireshe firm because they will
have to stand loss for each dollar loss in firmugalFor ownership between 0
and 20 percent each one percentage point increass to increase firm value
by an average 0.005 and for each lpercent incieasenership from 20 per
cent to 49 percent, firm value declines by 0.00intso

Thomsen and Pedersen (1999) have selected a safripies in 12 EU
countries ranging from the year 1990 and 1993. @s®turn on equity to
measure performance results reveal that performaasenegative relation with
ownership concentration however it is not significaPerformance when
measured by Tobin's Q decreases with ownership byr520 largest
shareholders or the Herfindal index but the resal$ insignificant. A different
approach to analyse the role played by managevisecship is adopted by
Zhou and Hu (2007). Study compared the performafid@ms having insider
ownership with those not having insider share owimgr Using matching-
sample comparisons research finds that firms hasirgignificant managerial
ownership succeed to perform better than firms fg@vio managerial stock
ownership. The positive effect of managerial owhgrss robust and strong.

Abdullah, et al. (2011) have studied the impact of corporate oslmpr
structure on firm performance. Using a sample &8 K&E listed firms for the
period 2003-2008. They use OLS and 2SLS regressiodels. Market-based
measure Tobin’s Q and accounting-based measures ®W@AROE of firm
performance both were employed and found to be tivedya related to the
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ownership shares of managers. Tangibility of asaats growth opportunities
leads to increase Tobin's Q, whereas it decreassfiim size, market risk,
firm-specific risk, and institutional shareholdingBheir results indicate that
Tobin’s Q is significantly higher in firms whereettpercentage ownership of
associated holdings and block holdings is aboveir thespective 50th
percentiles. Empirical results of the research eued the view that block
holdings reduce agency costs, and create posiiyaling effect. Firms with
high sales turnover ratios in other words largem$ have increased values of
Tobin’s Q meaning that performance increases vizth s

Javid and Igbal (2007) investigate the major deteams of ownership
concentration, and its relationship with corpona¢gformance. Fifty firms were
taken as sample from manufacturing sectors of Raki®r the period of 2003
to 2008. Corporations have more concentrated owigershich may be due to
weak legal environment in Pakistan. Ownership cotration leads to increase
firms’ profitability and performance. Moreover cormate governance practices
namely transparency and disclosures have negagifation with managerial
ownership concentration. The study also proves ghate firm specific factors
also affect ownership concentration e.g. more imueat opportunities acts as
attraction for managers to increase concentratfotheir ownership. Firm size
has opposite effect and leads to delusion of oviiyers

Bathala, et al. (1994) have focused on the relationship between
institutional ownership, managerial ownership aedetage level of the firm.
They conclude that the institutional ownership égatively associated with the
level of leverage and managerial shareholding i@ finms. Simultaneous
equation system is used and two stage least saquoetteod (2SLS) techniques
are used to incorporate the problem of endogenéitye evidence that
institutional holdings have negative impact on ngganeal equity ownership is
quite weak. Obtained results support that instihdl investors’ act as
monitoring agents effectively which leads to allei agency cost. R&D
expenses and growth are also inversely relatecekt dhtios. This study also
proves that the leverage levels and manageriak stadership are negatively
related. This evidence support agency theory ptiedi as increases in the level
of managerial ownership is found to be coupled \itfher level of growth and
R&D which suggest the existence of high agencyscost

Kaserer and Moldenhaure (2008) taking a sample48f ®erman listed
firms covering the years 2003 to 2007 have triedxjplore the impact of insider
ownership on firm performance. Empirical evidencgports the existence of
positive and very significant relationship among tiwo variables. Corporate
performance is measured using different proxies e stock price, market-to-
book ratio and return on asset (ROA). Two techrsqokestimation are used.
Firstly in order to achieve a more wide-rangingcegtion of the usefulness of
managerial ownership as a corporate governanceanesh to control agency
costs, OLS is used. Secondly as the relationshipd®® insider ownership and
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firm performance are endogenous study further usietliltaneous equation
system to control for the problem of endogenitythe data set. Results of the
study show that level of insider ownership remaitable overtime and affects
corporate performance positively. These resultsalest as it holds for all the
performance measures used in the study but whek gidces are used to
measure performance the evidence become strongemgsared to when they
used to market-to-book ratios and ROA. More impttiya signs and
significance of all the relationship remained taens even after accounting for
endogenity by using 2SLS approach of regressiotysisa Results show that
ownership concentration of any type whether it&dieisor any other form leads
to improve the corporate performance. This studychales that ownership is a
very important variable in determining the valueadfrm.

Lim, et al. (2007) have examined the relationship between genia
ownership and firm performance. The sample includ&8 firms listed on
Shenzhen stock exchange and Shanghai stock exch@iga. Managerial
ownership is computed as no of shares owned byitimés director and top
executives as percentage of total number of shdtage proxies are used to
measure firm performance these are return on galeyn on asset and
normalised real profits. Four variables which asedito control agency effect
are age, CEO duality, firm size and leverage. Stuslyd a dummy variable
that equals 1 if the firm is listed in Shanghaicktexchange and 0 if it is listed
in Shenzhen stock exchange. Results have suggesi@d managerial
ownership is associated with profitability. Firmsaving high levels of
managerial share holdings better control the grosftiotal assets relative to
the profit growth.

Fahlenbrach and Stulz (2008) taking a sample ofii&d firms explored
the association of managerial ownership and firvalsie. Managerial ownership
is measured to include the ownership of firm's ebaby its directors and
officers. Fixed effect regression model is used ahdnges in Q on lagged
ownership changes are the variables measured. @ibdependent variables
included in the study are the log of (book valueas$ets, property, plants and
equipment as ratio to total assets), R& D expenglitwolatility, free cash flow
and Dummy variable which equals 1 if the firm dosst make any R&D
expenditure and 0 otherwise, change of CEO andatapipenditure. This study
comes to the conclusion that managers significadglyrease their ownership of
firm's shares when firms are performing better anel more probable to raise
their ownership when financial conditions of firnase not satisfactory i.e.
become financially constrained. Another findinghat in US firms, on average
the change in insider ownership is significantlgatéve. The results also show
that when there is a big increase in insider ownipré leads to increase in
firm’'s Tobin’s Q ratio. However, no satisfactoryigence is found that big
decline in ownership exerts unfavourable impacth@nvalue of a firm.
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Chan,et al. (1993) have focused on the period 1976 to 1984idinng US
corporations. The study examines the associatioovafership structure and
corporate value. Study focuses only on those fitraging net annual sales
greater than those of the smallest 500 firms dutivegperiod of analysis. To
measure corporate value Tobin’s Q is used. Othaahlas possibly affecting
firm value other than ownership structure are idelilito be leverage ratio, firm
size, advertising and R&D expenditures and othéustry specific variables are
also used to eliminate the disparity in the depahdariable. Results find that
corporate value depends on managerial ownershipfisintly. Q ratio of firm
increases when managerial ownership lies betweper€ent and 5-7 percent.
However, it falls when the level of ownership inases up to 10-12 percent.
The findings show that low level of managerial oveléps is associated with
firm value positively. This may be due to the opieraof many peripheral and
inner factors for example effective opposition ohmagement to takeovers
attempts by the market of corporate control.

The chain of mechanisms between managerial owipersfirm
performance and financial policies operates thraaggncy theory framework.

2.2. Managerial Ownership and Firms Financial Pokies

Findings of Crutchley and Hansen (1989) support phedictions of
agency theory in regard to common stock ownerstiipidend and leverage
policies. They conclude that managerial ownershipegatively associated with
the diversification of common stock. Study indicateat manager’s surrogate
between different alternatives of the policies iway to reduce agency costs in
other words managers choose ownership, leveragediadends rationally to
control agency costs.

Working on the same lines of research Jeneea, (1992) examine the
determinants of insider ownership, debt, and divtigolicies. As across
different firm levels of insider ownership differsirms with high insider
ownership go for low levels of leverage and dividenResults support modified
“pecking order” theory when impact of firm specificariables growth
profitability, and investment spending these twdigies are considered. Their
results further proved that not only level of owsteép has significant impact on
financial decisions but also financial decisionsd ainsider ownership are
interrelated.

In favour of the argument that financial decisiang not only affected by
managerial ownership but also have their impactemel of stocks hold by
managers; are the findings of De Miguetlal. (2004). When leverage increases
the managers and outside owners reduce the riskkdbar by reducing their
holdings of firm shares, means leverage leads tuateon in managerial
ownership. When dividend increases managers inerélasir stake in firm.
Research further stated that the levels of manalgeriwnership and its
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concentration increases with new investment prdjeasitive impact of growth
on MSO). Positive relation between dividends ansidier ownership is also
observed. Tobin’s q has a positive influence whigbans that managers of
those firms which have superior opportunities ofeistment usually hold a
bigger portion of their firms’ shares. Larger firrage characterised with lower
levels of insider ownership and ownership concéigimawhich was consistent
with the findings of Mahadwartha (2004) as thisdstwalso found that there
exists negative association between size and maabhgenership as when size
is small the probability increases the firm willgage in managerial ownership
as management only requires a minute portion of tagital to acquire a major
segment of firm shares. So the study has proved rttzanagerial ownership
programme is more useful for small firms. Anothiedding of this research is
associated with investment opportunities; high @&mrent opportunities are
induce managers to acquire more shares of firm fugb that leverage and
dividend policies can be used to predict probabiit managers to engage in
managerial ownership programme. Empirical resealds proved the
importance of the role played by managerial owrpréh controlling agency
costs. Leverage and dividend can also be used rasolimg mechanism for
agency costs. Low level of leverage increases §irprobability to engage in
managerial ownership which multiplies the impacdetreased agency cost of
debt with reduction in agency cost of equity.

Consistent with these results are the findings afviing (2007) which
has proved that relationship among managerial ostier and leverage.
Moreover leverage and firm value are found to bfuémced jointly and
positively. Non-linear U-shaped relationship betavdéanagerial ownership and
firm performance is observed which is consisterihwither studies. An inverse
U-shape relation between Tobin’s Q and manageralesship supported the
alignment of interest hypothesis for low level ochmagerial ownership and that
of entrenchment hypothesis for high level of mamayj@wnership. Research
results also recommended that external monitordt¢ds) are helpful in
reducing agency costs and increasing investmeitiegf€y which will further
result in improved market value of a firm.

Yarram (2010) has analysed the relationship betwsarership structure
and leverage of a sample of 465 Australian firmstifi@ period 2004 to 2010.
Pooled OLS analysis shows evidence of significaob-imear relationship
between ownership structure and capital structdleck holding of shares has
positive impact on leverage level but as it getseanmoncentrated the impact
becomes negative. Managerial ownership is proveldate influence only on
short-term debt levels.

When talking about financial policies dividends eanbe ignored; so it is
imperative to check evidence related to the refatiip between managerial
ownership, agency cost and dividends. Manageriahepghip acts as an
alternative for dividend as it serves to reducenagecosts, Rozeff (1982). The
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relationship between insider ownership and dividendlso reported to be two
way; stock ownership by managers also affect fidmsision to pay dividends.
Taleb (2012) examine dividend policy of industrfiims in Jordan. The

evidence from regression analysis this provided hmsigpport for the inverse
impact of agency cost on dividend. Leverage is tbtmbe affected positively
and significantly by free cash flows. When useegslanatory variable agency
cost found to exert negative influence on dividgrayouts and profitability

measures increased dividend payments in firms.

Al-Gharaibehsgt al. (2013) have tried to examine the impact of owmiers
structure on corporation dividend policy. Study dissample of 35 Jordanian
corporations listed on the Amman Stock Exchange theeperiod 2005-2010. To
examine the relationship between dividend policy aranagerial ownership both
full Adjustment and Partial adjustment models wesed. Full Adjustment Model
proved to better explain the dividend behavioucsiit explained 61.57 percent of
the variation in dividend on the other hand Pawdjustment Model explained
only 20.65 percent of variation. Using Partial Astjnent Model negative and
significant coefficient for managerial ownership @btained whereas Full
Adjustment Model provided an unexpected but sigaift sign. The reason for
unexpected sign of MSO may be that firms in Jomdiamot depend on dividend
policy in order to alleviate the agency conflicttbeen managers and
shareholders. Similar are the findings of Ahmed Ragdlan (2012) which also
explored the association of ownership types andctstres with dividend
payments. To analyse 100 firms listed on the maard of Bursa Malaysia, the
study used the full adjustment and the partial stdjent model. It incorporated
foreign ownership, ownership dispersion, institaéib ownership, managerial
ownership and ownership concentration. Dividendabihur of firms is only
affected by ownership concentration significantiybioth partial adjustment and
full adjustment model. Research findings suppoenayg theory predictions as
increase in payment of dividends results in exténgaonflicts as dividends acts
as an alternative to monitoring done by sharehsldeontradicting to the findings
of Al-Gharaibehgt al. (2011) results of this study revealed that platifustment
model better explains the variation in dividend dgbur as compared to the full
adjustment model.

For the case of Pakistan Hamig,al. (2011) have studied the factors
which determines the dividend payment behavioirofs, keeping in view the
agency theoretic approach. Taking data for eight yeeriod including seventy
KSE-listed firms, multiple regressions techniqueeistigated the relationship of
ownership structure and dividend policy. Resultggast negative association
among dividend policy and the level of manageriahership. The reason for
existence of negative relation between MSO andddivi is that; the presence
of insider ownership decreases effectiveness atfieind policy in controlling
conflicts between managers and shareholders, se atiarnative tool should be
used to lessen the agency problem.
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Ellili (2009) has determined the association betwperformance of the
firm financial policies and ownership structure. MAgerial ownership is
modelled as an endogenous variable. Using simutanequation model for 33
companies study proved that entrenched managepsdiay from leverage to
escape the pressure of good performance and alsalén to protect their own
interests. This study also establishes that thedistse negative association
between leverage and managerial ownership andiyesssociation of firm
performance with MSO. Larger firms were found tovéndnigh levels of both
debt and managerial share ownership. Along with M&®study further added
squared and cubic managerial ownership which amadioto be significant
showing the nonlinear impact of MSO on the perfarogaof companies. The
negative coefficients of managerial ownership aunblic managerial ownership
and a positive coefficient of the squared manaberianership confirmed the
existence of both convergence of the interest polnment effect of MSO at the
same time. Entrenchment effect dominates for ovimgrevels of higher than
51.76 percent or lower than 10.82 percent. It imtbthat the managers do not
act in value maximising way if he/she hold an owhg lower than 10.82
percent or higher than 51.76 percent managers.

It has been a subject of prolonged debate thatheghahe ownership
structure and debt policy resolves the conflicimiérest between stockholders
and managers or not. Fatma and Chichti (2011)riebtb answer this question
by estimating three stage least square simultanemg®l for 35 non-financial
Tunisian listed companies for the period 1999-2@®&pirical results of the
study are consistent with the theory of free casfwérded by Jensen (1986).
This theory states that leverage acts as a commstiument to control the risk
associated with free cash flows. Major finding Hatt insider ownership
contributes to bring down the conflict of interassociated with free cash flow.
Concentration of ownership leads to boost the liszerlated to free cash flow
and the problem of overinvestment can be reducedingyeasing debt
component and by raising the level of manageriahership. Bradfordet al.
(2012) has studied the relationship between mar@gewnership, firm
performance and agency costs. They conclude tlca¢ase in the number of
owners does not have any positive effect on firlueaThe findings of research
prove that agency costs decreases as the equitgrship of managers in the
firm increases. They also prove that managers adidjher fraction of the firm
shares when they expect better performance in dug they have insider
information regarding future performance of theegpitise.

In context of the Pakistani market which is alse thrget of this study Din
and Javid (2011) have evaluated the effect of émsmvnership on the debt and
dividend policies and firm's performance takingamngle of sixty KSE listed firms
and covering the period of seven years. Their rekeaupported the view point that
the increase in managerial ownership has greatcmpa the firm’s financial
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policies both leverage and dividend. Using the 2&@ession framework results
revealed that leverage is negatively associatedd MBO. Similarly the association
of managerial ownership concentration and dividpoticy are observed to be
negative and significant. The findings maintain gredictions of agency theory
suggesting that as the level of insider ownerstgpeases, asymmetric information
will reduce which will unswervingly shrink the effency of the dividend policy.
MSO is divided into three levels, (0-5 percent) alhis a low level of MSO,
moderate level ranges from 5 percent-25 percent lagd level represents
concentration above 25 percent. Findings suggasbtily low and a moderate level
of MSO effects firm performance in a positive wayhen the level of MSO
increases above 25 percent it has a negative ingragierformance which is
supported by the entrenchment argument, Matck, (1988).

Ahmed (2008) has used logit model in order to chixekassociation of
managerial ownership and agency cost. Coveringriagoef 5 years from 1997
through 2000 on the 100 blue-chip stocks, the dogbifindings suggest a
positive association among MSO and level of riglefey costs) but high levels of
risk and insider ownership are negatively relateslierage acts as a monitoring
alternate to control agency conflict. Dividend pgliwhich also acts as a
monitoring device to reduce agency clash among geeaand equity providers,
does not proved to have a significant role in deteing managerial ownership.

Ang, et al. (2000) utilising a data on 1,708 small corporai@xamined
the factors affecting agency costs. They have fdrrabsolute and relative
measures of agency costs for the firms with difierewnership structures.
Comparing the efficiency of those firms which aramaged by shareholders
with those managed by outsiders study revealedatamncy costs are higher in
case of outsider managers. These results supporarguments of Fama and
Jensen (1983a) and Jensen and Meckling (1976)y'Stuthjor finding states
that agency costs have converse association wighviBO, and as number of
non-manager shares increases it leads to incregsecy costs. However,
monitoring by banks contributes positively in tleeluction of agency costs.

When it comes to the interdependent relation betwtbe variable of
interest Li and Cui (2003) further strengthen irg&tionship among leverage
and agency costs. Studying 211 non-financial Cleitisged firms for the period
1999-2001, the research suggests that firms halvigly leverage levels also
have high annual sales to total assets ratios etndnron-equity is also high in
these firms. Findings suggest that there existstipesassociation between
managerial ownership and the ROE. They give a tfeat the owner managers
have a deep concerns regarding firm value and fiiverbave keenness to trim
down agency costs. They also use an industry dutarmcorporate differential
industry effects of managerial ownership. Out of ihdustries five industry
coefficients are significant with asset turnoveirnfsize turned out to have
positive connection with the performance measur&RO
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Jiang, et al. (2005) using new firm level database study focusedhe
factors having influence on financial decisiongtaf firms in China. The study
explored the relationship between ownership strecand financing choices.
All manufacturing firms covered by NBS over the ipdr 2000-2003 are
included in the study. Study’s results show thahfage, asset maturity and state
ownership are positively associated with total fage. The factors which have
negative influence on total leverage are profitgbdnd foreign ownership. The
study also discusses the impact of macroecononmiabla on capital structure.
It is found that an increase in regional GDP leténcrease leverage ratios.
When it comes to short-term debt, it is found toibuenced positively by
private ownership. The level of long-term debt shgeesitive and significant
association with state ownership and negative &ssme with foreign and
domestic ownership. Moreover the economies whicé growing rapidly
usually borrow short-term debts. Growth rate of rewoy is negatively
associated with the debt maturity of firms. Firmbich are located in the
regions having strong legal environment have loeeel of leverage.

Jensenet al. (1992) using a three stage least squares (3SLK)riinise
the determinants of managerial ownership and tlieige of debt and dividend.
The vector of explanatory variables capturing padiiity, business risk, R&D
and fixed assets was used to estimate a systetnuofusal equations for debt,
dividends and insider ownership. Study finds andence of interdependent
relationship among leverage, dividend and the leselinsider ownership.
Insider ownership is negatively linked with botte tliebt and dividend levels of
firms. Agency costs and bankruptcy costs are fotmdnfluence financial
decisions of firms as suggested by modified versiathe pecking order theory.

Most of the research in this area is done on deesloeconomies
ignoring the emerging and transiting economiesfakas the case of Pakistan is
considered, only one study has been done so faraBihJavid (2011) which
incorporates a detailed analysis of the associatimiween managerial
ownership and financial policies of Pakistani norahcial firms. However, the
relationship between managerial ownership and ageost is not even touched
in this study too. Moreover, financial policies dividend and leverage have
significant impact on agency cost but this sidehef coin is also neglected by
the researchers especially for Pakistani market.

3. THEORETICAL FRAMEWORK AND WORKING HYPOTHESIS
3.1. Theoretical Background

3.1.1. Managerial Ownership and Financial Policies (Levega and Dividend)

Grossman and Hart (1980), Jensen (1986) and St#38) argue that
leverage can act as a pre-commitment tool to altevagency issues. Firms
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having high levels of managerial ownership showdd less debt and vice-versa,
if managerial ownership and debt serve as alterdateiplining mechanisms.

According to this view point level of debt and mgedal ownership are

interdependent as debt level is a determinant ohagerial ownership and

managerial ownership also determines what levekot a firm will go for.

When more debt is used by a firm it reduces tajaitg financing, which
in turn shrink the possibility of the conflict beten management and
stockholders. However, conflicts of interest betwsbareholders and creditors
arise due to debt financing which introduces dejgnay costs. It is a major
concern of bondholders that stockholders may trfirtd a way to confiscate
their capital by opting for investment decisionsiieth increase their risk. If the
firm is having discretionary investments, anothgyet of conflict will arise as
when some discretion lies with managers they pbssibl abstain from those
investments which mainly increase bondholders’ theahther than that of
stockholders’.

Firms with towering levels of managerial ownerslaften trim down
dividend payouts as the rationale of managerialeyahip is almost identical to
that of dividend policy that is both leads to reglugency cost related with
equity financing. It will turn out to be unprodugti to use both the tools at the
same time for the alleviation of same problem. Loww®idend increases the
likelihood of firm to engage in managerial ownepsand will be effectual in the
lessening of agency costs.

The Signalling Theory

Leland and Pyle (1976) and Ross (1981) developedryhof signalling.
Managers have greater insider information concerrime firm than other
investors, but they are always unwilling in giviregcess to transparent
information. They usually try to hide informatiorofn other equity providers.
So investors interpret the dividend policy as infation, in other words we can
say that it act as a signal for future projectiohthe enterprise.

The Agency Theory

Jensen and Meckling (1976) forwarded agency thedrigh argued that
conflicts take place when the owners appoint agentsxecute some of their
duties on their behalf. As the interests of the agmms and owners are
conflicting there arise agency costs. Accordingtmrt,et al. (2002) dividend
policy has a crucial role in the lessening of ageissues arising from the
conflicting interests of both the parties. SimyarRozeff (1982) also regarded
dividend payment as a device to control agency. cost

As far as the association among managerial owngrahd dividend
policy is concerned Jensen (1986) has suggestedvthanever there is
elevated level of managerial ownership, paymentdiefdend is reduced.
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This is due to the fact that dividend payment megate conflicts between
the managers and shareholders as managers ardyusuake willing to
retain capital instead of paying it in the formdi¥idends. Mostly managers
prefer to follow the growth strategies because ittwease in growth of a
firm will provide them with added power to contrtile resources. On the
other hand, shareholders favour dividends as dinddds a direct
compensation made to shareholders. If profits acg paid to the
shareholders and free cash flows lies with the comgpthere is a possibility
that the managers might alter their intentions talgathe remuneration of
the management. They can also slot in the retaie@adnings into
unprofitable projects if the earnings are not pasddividends. All of these
contribute to increase the interest conflict amahgm, which can be
controlled through dividend payout policy. TherefpRozeff (1982) also
regarded dividend payment as a mechanism to redgeBcy costs.

3.1.2. Relationship between Management Ownership and Fioat
Performance

Incentive Alignment Argument

The proponents of this hypothesis are of the vieat increase in equity
ownership by managers leads to the boost in firfopmance due to alignment
of interests (mostly through monetary inducemeatapng managers and other
shareholders. This argument depicts performancanascreasing function of
managerial ownership. In other words incentive ratignt hypothesis suggest
positive relation connecting managerial ownershipd dirm performance.
According to Jensen and Meckling (1976) when equitnanagement increases
it acts as a device to decrease agency costs vididne to the decrease in
divergence of interest among shareholders and neasiag

Entrenchment Argument

The view that performance is a decreasing functddnmanagerial
ownership is known as entrenchment argument. Adegrdéo Morck et al.
(1988) additional stock ownership by managers letmlsreduce financial
performance of firm as when the ownership stakemamagers are large they
become too commanding that they do not even givehmattention to the
interests of other shareholders. Moreover, as theyout to be so wealthy that
they no more act in a profit maximising way, bueyhget more utility by
maximising market share. Another fact related ts ttegative relationship is
that; managements may cause control problems &t lbigels of ownership.
Shareholders become unable to dispense managersfaliey do not perform
efficiently, which results in the form of increasagency cost.
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Takeover Premium Argument

This argument also suggest that managerial owrgerghipositively
related to corporate performance, as the managemare competent to oppose
any threat of takeover from the corporate contrarkat. According to Stulz
(1988) the raiders in the market of corporate ainiwill have to give
more takeover premiums.

Stulz’s Integrated Theory

A model explaining a roof shaped relationship betvemanagerial
ownership and firm performance is presented byzS{wB88). This model
incorporates both the takeover premium hypothesisl antrenchment
hypothesis in a single theory.

Morck, et al. Combined Argument

Both the existence of incentive alignment and emienent effect is
forwarded by Morcket al. (1988). When the level of managerial ownership is
lower the incentive alignment effect dominates éh&renchment effect. Around
5 percent managerial ownership, the situation V&rited and for further high
levels of ownership (30 percent) again the relattmmnecting managerial
ownership and financial performance become positime other words, the
dominant effect is only for medium concentrated elsvof management
ownership.

Fig. 1. Relationship between Firm Performance antanagerial
Regarding Some Argument$

Performance Incentive Theory

r

Morck, et al. Argument

------------- Entrenchment Argument

Ownership
Source: Salehi and Baezegar (2011).

See Salehi and Baezegar (2011).
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Cost of Capital Argument

This argument is of the view that an increase imceatration of
whichever sort of ownership decreases firm perforweaas it contributes to lift
up firm’'s costs associated with capital [Fama aedsén (1983)]. From an
investor's perspective market liquidity and oppoities of diversification
decrease as a result of ownership concentratioichwbecome a reason of
increased cost of capital and low performance wteds.

Monitoring Argument

Another proponent of positive relation of manadensnership and
financial performance Shliefer and Vishny (198697 Pstates that block owners
are more capable to control and monitor the a@wibf management, which
contributes to better corporate performance.

Fig. 2. Non-Linear Relation between Managerial Owership and
Firm Performance

Apologise
Non-Linearity between Managerial Ownership and Firfperformance
Y
Firm &

Value

0 Z1 z2 Percent of y
Convergence \/ Convergence Insider Share
of Interest Entrench- of Interest
ment

Source: Pant and Pattanayak (2007).

The combined existence of both incentive alignmeaiftect and
entrenchment effect suggest that the relationsldfwden managerial share
ownership and corporate value is curvilinear. $tsdsuch as Morcket al.
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(1988) have found nonlinear or inverted U-shapethtionship between
managerial ownership and firm performance, sugggsthat at low levels
managerial share ownership increases firm value tduthe convergence of
interests between managers and shareholders. Titemuarease in the level of
managerial ownership in the overall structure effirm, the performance of the
firm starts declining because of the fact thatrti@nagers start expropriation. In
simple words, managers become powerful enough tantdexploiting the rights
of minority shareholders. As they only take carethwdir own benefits. This
biasedness results in a decrease in the firm peaioce due to the entrenchment
effect. But when managerial ownership reaches el high levels then they
start behaving in a value maximising way and woubd undertake any risky
and non-profitable decisions as by now they hale to bear considerable loss
resulting from non-optimal actions because tkbare will be huge in case of
any possible loss or gain. It would have a diregiact on their own-selves.

3.1.3. Managerial Ownership and Agency Cost

Agency cost refers to conflict of interest among nagers and
stockholders. These costs are result of separatiownership and management
and arise when management do not act for the Btteyk shareholders. To
control agency costs various solutions have beggested by researchers, one
of which is to increase management share ownershipease in managerial
ownership leads to decrease agency cost as rekdtigmment of interest
between managers and other shareholders. When eranagn considerable
stock of firm’s equity they act in a profit maxinmg way as it results in
increased personal wealth of them. So the condfighterest decreases between
managers and other shareholders. But when manhgavizership increases
beyond a certain level it may results in increaagdncy costs. As managers
become more powerful they may take decisions fairtpersonal benefits,
ignoring the interests of other shareholders. Migoshareholders often get
exploited whenever managerial ownership exceedsraia limit. In short we
can say that managerial ownership of only modetatel contributes to
decrease agency costs.

3.2. Hypothesis

The above mentioned theoretical framework leadscoostruct the
following hypothesis for the managerial share owhar with financial policy
variables, firm performance and agency cost.

The following hypotheses are developed to testréfeionship between
managerial ownership and financial polices:

Hq: All else equal there is a negative impact of nganil ownership on
leverage.
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H,: All else equal there is a negative influence @agerial ownership
on dividend.

Hs: All else equal there is a negative effect of ficial policies (leverage
and dividend) on managerial ownership.

Regarding performance the following hypothesesarstructed:

H4 There is a relationship between managerial ovimgrand firm
performance, other things remaining the same.

The sub-hypothesis are as follows:

H..: Managerial ownership affects firm performance pesiy.

H4: Only a moderate level of ownership has positiveaffon firm
performance.

H4: There exist non-linear association among firm penénce and
managerial ownership.

For agency cost following hypotheses are framed:

Hs: All else remains the same there is relationshiggvéen managerial
ownership and agency cost.

The sub-hypothesis are as follows:

Hsa: There is a negative relationship between managevialership and
agency cost.

Hsp: There is negative relation between leverage and@geost.

Hse There is negative relation between dividend andhegeost.

4. METHODOLOGY AND DATA

4.1. Methodological Framework

4.1.1. Managerial Ownership and Financial Policies

is

As the relationship between managerial ownership farancial policies

interdependent therefore relationship is estihaty estimating the

simultaneous equation system. This analysis is\gryo explain the effect of
managerial ownership on the financial policieslofeing Din and Javid (2011)
the reduced form equations are as follows.

DIV, =a,MS0, +a,9ZE, +a,LEV, +a G, +a NI, +g, ... (4.1.1)
LEV, =B,MSO, +B,SZE, +B,DIV, +BG, +BNI, +&, ... (4.1.2)

Mg)it = leI\/It +VZSZEit +y3LE\/it +y4Git +y5N|it +8it (413)
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Where managerial ownership (MSO), dividend (DIVY deverage (LEV) and the
control variables included are Growth (G), net meqNI) and firm size (SIZE).

4.1.2. Managerial Ownership and Firm’s Performance

In order to test the hypothesis of relationshiwleen firm performance and
managerial ownership this study is taking threefedifit proxies for firm
performance namely return on assets (ROA), remrequity (ROE) and Tobin’s Q.
Besides managerial ownership (MSO), dividend (D&nd leverage (LEV) the
control variables included are Growth (G), net meqNI) and firm size (SIZE).

FP =3, +3MS0, +8,9ZE, +3,DIV, +3,LEV, +8G, +3 NI, +¢, (4.1.4)

To capture non-linearity the following specificatics used, where all the
variables remained the same

FP =y, +V,MSO, +Y,MSO; +y MSO’, +y,SZE +A PIV,
+Y;LEV, +V,G, + Y NI, +&, ... (4.15)

4.1.3. Managerial Ownership and Agency Cost

Agency costs which arise due to the conflict ofeiest between
management and owners depends upon many factonmanggerial ownership
(MSO), dividend (DIV) and leverage (LEV) the contr@riables included are
Growth (G), net income (NI) and firm size (SIZE)o Telate agency cost with
managerial ownership asset utilisation ratio (AUsSued as proxy of agency
cost. Again three levels of managerial ownershigy,Imoderate and high are
considered. The empirical specification takes feitay form:

AUR =, + I, MSO, + U, SIZE +u DIV, + P LEV, +u G, +U NI €, (4.1.6)

4.2. Estimation Techniques

This study covers the data of 140 firms for thegaeof nine years; therefore
it is appropriate to use panel data estimationnigcie. In panel data observations
on different cross-sectional units over severattpariods are pooled together which
allows to increase the sample size and increasendegrees of freedom.

4.2.1. Estimation Technique for Simultaneous Equation Molde

For estimating the panel data simultaneous equatimel, which
describes the relationship of managerial ownerahibfinancial policies, GMM
estimation technique is used to overcome the pnablef endogenity and
simultaneity which is present among the variabléshe study managerial
ownership, dividend and leverage. The lag explagatariables are used as
instruments and Sargan J test is applied to testahidity of the instruments.
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4.2.2. Estimation Technique for Performance Model and AgenCost Model

Three approaches are used for estimation of thel ghata, the common
effect model, fixed effect model and random effewtdel is estimated. To
compare between common effect model and fixed effexdel F test is used.
For that purpose two models are estimated sepgratemmon effect model;
that constant term are all equal and fixed effeotlel intercepts are different.
Then F test is applied to check the null hypoth#sas there is no difference in
common effect model and fixed effect model. Hausnesh is used to compare
the fixed effect and random effect model This tefsttistic is asymptotically
distributed as chi-square undery: HHorrelation between stochastic error term
and explanatory variables is zero. If so, then oame:ffect model is preferred
over fixed effect model.

4.3. Data and Sample Selection

The data of 140 firms is derived from Balance Shemalysis of KSE
listed non-financial firms of the manufacturing ®egoublished by State Bank
of Pakistan and Annual Reports of included compan@vering the nine year
period; 2003 to 2011. The following table gives tis¢ of variables, definition
and the source of data.

Table
List of Variables
Variables Description Source
Managerial Share Number of shares held by the company’s top fiénancial Reports of the
Ownership executives divided by the number of common companies

shares outstanding
Financial policies

Leverage Debt /Equity Balance Sheet Analysis

Dividend Dividend paid per share Balance Sheet ysisl
Firm performance

Return on Asset Net profit before tax / total asset Balance Sheet Analysis

Return on equity  PBIT / the total outstanding paid up equity capitBhlance Sheet Analysis
capital of the firm

Tobin’s Q (Total Borrowings + Market Value EquityJotal Balance Sheet Analysis
assets
Agency Cost
Assets utilisation  The ratio of annual sales to total assets Balaheet3Analysis
ratio
Control Variables

Growth Book to market value of equity Balance Sheslysis
Net income Net income over net sales Balance Skreysis

KSE the biggest and the most liquid stock exchamdrakistan. It has been declared as one
of the best performing stock exchanges in Pakidas ness Week (2002)].
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5. RESULT AND DISCUSSION
5.1. Data Description and Tests

5.1.1. Summary Statistics

Appendix Table Al provides summary statistics afeagutilisation ratio,
dividend paid per share, sales growth, leveragecepéage shareholding of
managers, net income, ROA, ROE and size of the leaghfppms for the period
2003 to 2011. In order to test the problem of roaltinearity, the correlation
coefficients between the explanatory variables Haen examined. The results
of the correlation coefficients are presented irpéqdix Table A2. It is found
that most of the coefficients measuring correlattmtween the explanatory
variables are found to be less than 0.50. So,ntbesaid that the problem of
multicollinearity doesn't exist.

5.1.2. Panel Unit Root Test

The first step is to check that whether the datstationary or having a
unit root. The Levin, Lin and Chu (LLC) test hasheused in the study. The
results reported in Appendix Table A3 show thatdht is stationary at level.

5.2. Regression Results

Managerial Ownership and Financial Policies of a Fn

In this section the relationship between managemalership and firm’'s
financial policies is analysed using simultaneogsation model given by the
Equations 4.3.1, 4.3.2 and 4.3.3. To cope up, thithissues of endogenity and
simultaneity GMM technique of estimation is usedhe system of equations.
The lag explanatory variables are used as instrtsreerd Sargan J test is used
to check the validity of instruments. The resultste system of equations are
reported in Table 1.

The results of Model 1 empirically evaluate the awip of managerial
ownership on leverage and dividend and other tboe¢rol variables namely net
income, size and growth. Columnl of Table 1 sumsearthe regression results.

The managerial ownership has turned out to hawegative and significant
association with the financing structure, showihgttincrease in managerial
ownership have a deteriorating impact on the liagd of a firm to go for
additional debt. This outcome is in line with dwpothesis which states that
existence of managerial ownership lessen the teveébt in a firm as both serves
the same purpose of controlling agency cost. Ma@edhe result is consistent to
the findings of Ellili (2009) and Din and Javid ). The dividend has
significant and positive effect on leverage, whitly be due to the fact that
when firms pay dividends to its shareholdehgn it becomesnevitable to
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Table 1
GMM Results, Dependent Variables: LEV, DIV and MSO
Model 1 Model 2 Model 3
Explanatory Variables LEV DIV MSO
MSO —0.06***  —0.043*** -
(0.002) (0.005)
DIV 0.212%* - —0.255%**
(0.039) (0.040)
LEV - —0.464*+*  —(0.213***
(0.820) (0.024)
SIZE 0.955** 1.064*** —0.295***
(0.0412) (0.067) (0.044)
NI —1.028***  0.268*** —0.219%**
(0.029) (0.073) (0.022)
G 0.441 % 1.626*** 1.751***
(0.145) (0.370) (0.511)
R? 0.30 0.31 0.31
Sargan (P value) 0.920 0.816 0.639

Notes: Significant at 1 percent, 5 percent and 10 peraemtdenoted by ***, ** and * respectively.
Standard error in parenthesis.

depend on external financing to undertake investrogportunities, as a large
part of internally generated funds are exhaustegbatodividends. This result is
also supported by the findings of Din and Javid1(®0 Among the control
variables, size is positively and significantlyateld to leverage level. This is an
evidence to support the hypothesis that firms lwitore total assets use them
as collateral to obtain funds from financial maské&this result is consistent with
the findings of Mueller and Oener (2006). Furtheet income shows the
negative sign with leverage and significant as waplying that an increase in
income after tax decreases the debt componentirsficapital structure. These
finding points to the fact that firms prefer to us¢ernally generated funds to
finance investment in Pakistan. This result is &iaat with pecking order
hypothesis and the findings of Frank and Goyal @0ind Gill, et al. (2009)
and Prahalathan (2010). Finally, growth as postind significant coefficient in
this model. As growing firms have more investmeppartunities available to
them, so in addition to the use of internally geted funds firms have to go for
debt financing to take the full benefit of businespansion. Studies like those
of Ahmed (2009) and Jamest,al. (2000) reported similar results.
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Column 2 represents the results of Model 2, regyaessf dividend
variable on MSO, leverage and a set of control abdeis. The negative
relationship of managerial ownership with divideigl obtained and it is
consistent to the hypothesis with the negative sigthificant coefficient of
managerial ownership, showing that dividend paynierguite reduced in the
firms having high levels of managerial ownerships Aividend payment
contributes to control agency problems, the eféectéss of this tool decreases
when the firm is already involved in managerial evship structure. Crutchley
and Hansen (1989), Jensenal. (1992) and Taleb (2011) Din and Javid (2011)
also concluded with the same results. In Pakistastignfirms facing financial
distress depends more on leverage. The negativiicoe® of leverage is
consistent with the findings of Grossman and Hdr®8Q), Stulz (1990).
Similarly, Meckling (1970) and Jensen (1986) alsmgest that firms with
higher level of leverage have negative impact oriddnds because of debt
covenants and restrictions imposed by debt holders.

In control variable size has a positive impact d@vidénd payment of
firms which is consistent with the findings of Javand Igbal (2009). Large
firms pay more dividends as compared to small firm$akistan as they are
expected to have easier excess to external capiakets and are in good
position to borrow on better conditions. The mamadereholder conflict is
also more severe in larger firms which indicate taeger firms should be more
inclined to make dividend payments and more immiifadue to the fact that
larger firms have more cash flows and creditorsb{deroviders) are also
monitoring their activities, so management choosgay more dividend in order
to disperse their free cash flows. Net income entiie regression to be
positively affecting dividend payment depicting tthghen net income increases
more cash flows are available with firm to pay demds to the shareholders.
Result implies that firms having stable earninge aapable to pay more
dividends. The evidence of significance of earnimgformulation of dividend
policy is supported by Priestley and Garrett (20®0Qjn and Ettredge (1992),
Adaoglu (2000), Bhattacharya (2003) and Wilsenal. (2006) and Din Javid
and (2011). Finally growth turns to have a positimpact on dividend
payment, using sales growth as a proxy variablerékelts are consistent with
the findings of Amitabh (1999) and Rozeff (1982)iethconfirms that growing
firm pay more dividends. Signalling theory statbésttfirms achieving high
growths are competent to pay dividends to the $lwdders, as high earnings
ensure the ability to pay more dividends.

Third equation in the system examines the effectfimdincial policy
variables and control variables on managerial oghiprof the firm and results are
reported in column 3. Firstly, negative and siguaifit coefficient of leverage
confirms agency theory predictions and is alsoirie with our hypothesis of
negative relation between managerial ownershipthisdpolicy variable of firm.
This finding is aligned with those of Fama and éend983), Al-Gharaibelgt al.
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(2013), Torre (2004). Leverage is a bonding meisinao control agency costs,
one of the reasons is increased monitoring on #re qf third party (the debt
provider). So the firms having higher level of debtden tend to engage in low
managerial ownership as there remains less neednteol agency costs through
increased managerial ownership. The negative cieifi of dividend is also
supported by Rozeff (1982), Taleb (2011), AmitabB90), Jenseret al. (1992)
and Din and Javid (2011). The dividend payment efsgs asymmetric
information however, if a firm is already usingsthool to control agency cost it
will reduce the need for managerial ownership mogne on the part of firm.
Size enters our regression to be negatively agedcigith managerial ownership
because when size is small the probability inciedbe firm will engage in
managerial ownership as management only requiresnate portion of their
capital to acquire a major segment of firm shafs.the study proved that
managerial ownership program is more useful forlisfinms, same findings are
reported by Mahadwartha (2004) and Din and Javiid1® Finally growth is
detected to have positive impact on managerial ocstig Above documented
positive effect of growth on managerial ownerstgpin accordance with the
theory. It confirms that managers prefer to inwesheir firms if it is growing fast.
Same findings are reported by Bathatal. (1994) and Din and Javid (2011).

5.3. Managerial-Ownership and Firm-Performance

5.3.1. Relationship between Managerial-Ownership ah
Firm-Performance (Overall)

First the empirical findings related to accountmgasures of performance
ROA and ROE, and then market measure of performBoisia’s Q are analysed.

In Table 2 the column 1 and 2 present the restilé&&oounting measures
of performance which are return on assets andmrredarequity and column 3
with market measure Tobin Q, when regressed insidaership and other
control variables. Panel data estimation techniguaised employing fixed,
random and common effect models by applying OLS: Hausman supports
the fixed effect model therefore results of fixdéfitet model are reported

In contrast to the findings of Jensen and Meckl{@a§76) this study
reports insignificant impact of inside ownershigldinm performance for all the
three performance measures. Nevertheless, it isistent with Morck and
Vishny (1988) leading to the fact that level of idles ownership is not a
significant determinant of firm performance in Pd#ih. This result does not
support the hypothesis that inside ownership afefitm performance
positively. It is also contradicting the predictioof agency theory. As the result
is insignificant the study does not find it suppatenough to conclude that
managers use the resources to avail their persé@mafits and thus decreasing
firm value, in case of Pakistan.
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Table 2
Results of Impact of Inside Ownership on Firm Performance (Overall MSO)
Explanatory Variables ROA ROE Tobin Q
C 0.344**  0.677** 0.514%**

(9.414)  (7.178)  (6.682)

MSO -0.01 0.011 0.010
(-0.377)  (0.647) (0.366)

SIZE -0.074%*  -0.145%*  0.006
(-15.389) (-11.660)  (0.660)
DIV 0.0140%*  0.019*  -0.010*
(4.168)  (2.245)  (-1.544)
LEV -0.058%*  -0.074*  0.947**
(-4.574)  (-2.237)  (35.128)
NI 0.063**  0.131%*  -0.013*

(18.879)  (15.180)  (-1.872)
0.01%*  0.01%*  -0.010%*

G (11.278) (7.855) (-4.449)
R-squared 0.32 0.32 0.33
Hausman Test (p value) 0.02 0.00 0.003

Notes: Significant at 1 percent, 5 percent and 10 peraemtdenoted by ***, ** and * respectively.
The t-Statistics in parenthesis and based on #mlatd errors adjusted for heteroscedasticity
using White's (1980) heteroscedasticity-consistenariance matrix.

Now coming to control variables, negative coeffitief size with ROA
and ROE shows that increase in size contributesvéakening of financial
performance of firms. Increase in size may leadrtderutilisation of resources
in Pakistani manufacturing firms. This finding is accordance with the many
studies such as that of Mahadwartha (2004) andaBihJavid (2011). Important
implication that can be derived from this resulttigt, in order to remain
profitable firms should not increase their totalsets unchecked. The
insignificant coefficient of size which emphasigkat size possibly has no role
to play in determining firm's Q ratio.

The positive and significant relationship of dividewith ROA and ROE
is consistent with the results reported by KharD{@d0It gives an indication to
the fact that dividend payment improves the firnmf@enance as it reduces the
conflict between shareholders and managers. Ddedrease in agency cost of
equity, firm performance is improved; the reasory i@ more dedicated efforts
of the managers as a result of decreased confliciterests with shareholders.
Results suggest that if used effectively, dividpagment is beneficial for firms
aiming to improve their value and performance. @ividend does not affect the
market performance measured by Tobin Q
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The negative and significant association of leveragth ROA and ROE
shows that leverage effect performance negativeijclivmay be due to the
overdependence of Pakistani firms on debt. Thetfadtan increase in level of
debt decreases accounting performance suggesis ihaot profitable for firms
to increase the proportion of debt in their finawgestructure in case of Pakistan.
So firms should use debt only as a last resort. élew leverage enters the
regression confirming its positive association wittbin’s Q. It strengthens the
view that taking on debt goes as a positive sigmahvestors regarding firm’s
future cash flows, which in turn contributes in ihgorovement of firm value.
Moreover, net income and growth turned out to hay®sitive and significant
association with firm performance as expectedlithal three models. Whenever
the earnings and growth of the firm increases fea$ firm performance
positively.

5.3.2. Impact of Different Levels of Managerial Ownershipn Firm
Performance

As impact of managerial ownership on firm perforecawaries with the
levels of ownership, this study has divided the ganmto three parts. First, the
analysis includes firms having level of managew&nership less than 10
percent, Second part comprises of those firms Igalévels of managerial
ownership ranging between (10-25) percent, fintily last division of sample
includes firms with relatively high managerial owsigip i.e. above 25 percent
following Zhou and Hu (2007), Abdullakt al. (2009) and Pant and Pattanayak
(2007). Then the study runs separate regressioresaoin group to empirically
evaluate the relationship.

First of all, the sample with lower level of mandgkownership (less
than 10 percent) is regressed by using commontefiged effect and random
effect models. The results are presented in thdeTalfor three performance
measures below:

The results show that low level (<10 percent) oheagerial ownership
affects accounting measures of performance; ROARDHE positively but fixed
effect estimates does not show any significant @ason. Findings about
Tobin’s Q does not support the hypothesis of pasitelationship, however it is
consistent with the results of Khan (2007). Mora@ogmpirical literature also
provides evidences in support of both negative poditive association of
Tobin’s Q with managerial ownership.

The leverage show that it does not have any impa@&OA but increases
return on equity which may be due to the decreaseonflict of interests
between shareholders and managers. Dividend payiest positive and
negative impact on accounting and market measurkspearformance
respectively.
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Table 3
Impact of Low Level of Inside Ownership (MSO<10) with Firm Performance
EXP VAR ROA ROE Tobin Q
C 0.602*** 1.190*** 0.44***
(6.94) (8.07) (2.65)
MSO<10 0.510 0.893 -0.53
(1.03) (0.72) (-0.38)
LEV -0.042 0.237** 0.59***
(-0.68) (2.25) (4.89)
DIV 0.018** 0.008 -0.05***
(2.22) (0.58) (-3.07)
NI 0.092*** 0.150*** -0.01
(11.99) (11.52) (-1.25)
G -0.01 -0.01 -0.05
(-0.04) (-0.02) (-0.10)
SIZE -0.1371*** -0.225*** 0.03*
(-10.42) (-10.53) (1.48)
R? 0.35 0.35 0.36
F-)p value) 0.00 0.00 0.00

Notes: Significant at 1 percent, 5 percent and 10 peraemtdenoted by ***, ** and * respectively.
The t- Statistics in parenthesis and based ontémelard errors adjusted for heteroscedasticity

using White's (1980) heteroscedasticity-consistenariance matrix.

Secondly, the sample (10-25 percent) of managesighership is
regressed by using common effect, fixed effect emdiom effect models. The

results are presented in the tables below:

Table 4
Impact of Moderate Level of Inside Ownership (MSO 10-25) with Performance
Explanatory Variables ROA ROE Tobin Q
C 0.50*** 0.74*** 0.31**
(6.52) (2.77) (1.85)
MSO(10-25)% 0.18*** 0.28* 0.04*
(2.70) (1.79) (1.82)
LEV -0.04*** -0.05 1.05%**
(-3.00) (-1.10) (33.06)
DIV 0.02 0.05 -0.03
(0.65) (0.21) (-0.20)
NI 0.05%** 0.10*** -0.01
(7.87) (4.78) (-1.20)
G 0.02 0.10* 0.15%**
(0.98) (1.42) (3.26)
SIZE -0.07*** -0.17 % 0.02*
(-8.55) (-3.88) (1.39)
R? 0.33 0.32 0.34
F-(p value) 0.00 0.00 0.00

Notes: Significant at 1 percent, 5 percent and 10 peraemtdenoted by ***, ** and * respectively.
The t-Statistics in parenthesis and based on #melatd errors adjusted for heteroscedasticity

using White’s (1980) heteroscedasticity-consistemiariance matrix.



28

Table 4 shows that moderate level of managerial evgitip depicts
positive and significant impact on both ROA and R&&d Tobin’s Q. This
result strongly supports the hypothesis that mdddevel of ownership which
ranges from manager’s holdings of 10-25 percefiitwfs shares, has a positive
impact on firm performance regardless of whicheweeasure is used to
represent performance. These results are in linthafe reported by Din and
Javid (2011).

Thirdly, the sample (above 25 percent) of managesianership is
regressed by using common effect, fixed effect emdiom effect models. The
results of fixed effect model are reported in Tablas Hausman suggests that
fixed effect model better fits the data.

Table 5
Impact of High Level of Inside Ownership (MSO >25) with Performance
Explanatory Variables ROA ROE Tobin's Q
C -0.03 -0.01 0.98***
(-0.92) (-0.21) (13.88)
MSO>25% -0.01 -0.02 -0.01
(-0.47) (-0.31) (-0.16)
LEV —0.12%** -0.09 0.65***
(-2.15) (-0.95) (7.95)
DIV 0.01 0.01 0.012
(0.60) (0.64) (0.98)
NI 0.04*** 0.10*** -0.011
(9.19) (8.33) (-0.90)
G 0.015 0.01 0.01
(0.63) (0.53) (0.97)
SIZE —0.01*** —0.03*** -0.05
(—2.60) (-3.55) (-6.76)
R 0.31 0.31 0.33
F-(p value) 0.00 0.00 0.00

Notes: Significant at 1 percent, 5 percent and 10 peraemtdenoted by ***, ** and * respectively.
The t-Statistics in parenthesis and based on #mlatd errors adjusted for heteroscedasticity
using White's (1980) heteroscedasticity-consistenariance matrix.

When firmperformance is regressed on high level of manageria
ownership (>25 percent), negative effect on ROA,ER&nd Q, hints to the
predictions of entrenchmehtypothesis. Entrenchmetiteory is of the view that
when the stake of share ownership increases wittageas of the firm they turn
out to be self-centred. They start using firm'sotgses for their personal
benefits hence sacrificing the best interests ef firm. All this leads to the
weakening of firmperformance. Negative sign shows that in case &ifsRen
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where most of the chief firms are family owned dawhily members effectively
control the firms acting as managers, increase\vellof managerial ownership
increases above the threshold of 25 percent desfiroy value. However as the
coefficient is insignificant the study does nofdfiany conclusive evidence upon
existence of entrenchment effect for the level whership above 25 percent.
Also the estimated signs of ROE do not support bpgothesis regarding
relationship between firm performance and manabewaership.

5.3.3. Evidence of Non-Linear Relationship between Managsr
Ownership and Firm Performance

To provide empirical evidence on non-linear relasioip between
managerial ownership and firm performance, firmfgrenance variables are
regressed on linear, squared and cubic terms of M8O@ the results are
presented below.

Table 6
Impact of Non-linearity of Insider Ownership of Firm Performance
Explanatory Dependent Dependent Dependent
Variables Variable: ROA Variable: ROE Variable: Q
C 0.337*** 1.585 —0.245%**
(4.86) (1.79) (-3.76)
MSO 0.031** 0.055* 0.011
(1.82) (1.87) (0.36)
MSCO? —0.01** —0.001* —-0.007
(-1.97) (-1.41) (-0.81)
MSO’ 0.014%** 0.013* 0.016
(2.25) (1.82) (0.94)
SIZE —0.078*** —0.152%+* 0.017*
(=7.17) (-3.83) (1.85)
DIV 0.038*** 0.644*+* -0.04
(5.19) (3.77) (-1.28)
LEV —0.010* 0.095*** 0.155%**
(-1.58) (5.93) (26.11)
G 0.025 0.141 0.036
(1.23) (0.07) (1.28)
NI 0.058*** 0.020 —-0.007
(5.19) (0.07) (-1.30)
R? 0.36 0.35 0.36
F (p value) 0.00 0.00 0.00

Notes: Significant at 1 percent, 5 percent and 10 peraemtdenoted by ***, ** and * respectively.
The t-Statistics in parenthesis and based on #mlatd errors adjusted for heteroscedasticity
using White's (1980) heteroscedasticity-consistenariance matrix.
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The coefficient of managerial ownership and cubanagerial ownership
turned out to be positive, whereas that of squarneshagerial ownership is
observed to be negative. These are all signifitniROA and ROE but again in
significant for Tobin’'s Q. Consequently one cantestdhat initially firm
performance increases with the increase in thel lefvenanagerial ownership,
and then there comes a point above which it deeseas when managers obtain
a significant control of the firms they get entread. Again when their stake of
ownership goes much higher they start behavinglnesrmaximising way as by
now they will have to bear considerable loss résgiifrom non-optimal actions
because their share will be huge in case of asgiple loss or gain. This result
supports Ellili (2010), Fatma and Chichti (2011ddr and Cui (2003), which
also reported non-linear relationship between weeariables.

5.4. Managerial-Ownership and Agency Cost

Asset utilisation ratio is used as proxy for agewogt, which itself is
inversely related to agency cost. Asset utilisatratio is regressed on test
variables of dividend and leverage and other conaniables and results are
discussed below.

The overall managerial ownership has positive agdificant impact on
agency cost as the result reported in column onEabfe 7. This suggests that
increase in managerial ownership contributes imedesing agency cost as it has
positive association with asset utilisation rafitis finding strongly supports
the hypothesised relationship between agency cubtn@anagerial ownership,
suggesting that increase in level of managerial evaimp results in better
utilisation of firm’'s assets which is transformeuto decreased agency cost,
supporting the findings of Taleb (2012) and Mich@&€83).

The positive and significant coefficient of dividerturns out to be
consistent with our hypothesis of inverse relatbetween dividend payment and
agency cost. Furthermore it is in line with the ragetheory predictions. It
strongly implies that dividend payments effectivplgy its role in reduction of
agency cost as the conflict of interest betweenredttdders and managers
decreases with the increase in dividend paymerledtls to improve the
utilisation of resources which in turn lessens agezosts. This study’s findings
are same as the results depicted by Pindado amd {2005) and Mahadwartha
(2003).

The positive effect of leverage on asset utilisatiatio also confirms the
hypothesis of negative relation between debt lexetl agency cost, but
unfortunately it turned to be insignificant. Thiaplies that debt policy does not
play its role effectively, in the minimisation ofi@ncy costs. These results are in
contrast of the conclusions of Mahadwartha (2008) densen and Meckling
(1976). So this analysis does not get any conatusixidence in support of the
view that leverage decreases agency costs, faratbe of Pakistan.
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The negative and significant coefficient of sizewh that increase in size
leads to suboptimal utilisation of resources. Tihisurn contributes to increase
agency cost which is consistent with the findingsJavid and Din (2011).
Moreover, growth and net income proved to have tpmsiand significant
association with asset utilisation ratio. So iréssonable enough to state that
firm’s growth and increase in cash flows resultsnereasing the utilisation of
its assets and in turn decreasing the cost of icoffetween its managers and
shareholders.

5.4.2. Impact of Different Levels of Managerial Ownershignd Agency Cost

To analyse the impact of different levels of mamegeownership on
agency cost, asset utilisation is separately regrk®n managerial ownership
and other variables in each group. Findings ofsémple for MSO ranging (0-
10 percent), (10-25) percent and >25 percent asepted in column 2, 3 and 4
respectively.

The positive and significant coefficient associateith managerial
ownership in the regression results of sample ligfirms with ownership level
in the range of (0-10) percent; suggest that ameein managerial ownership
contributes in decreasing agency cost as it hagiyp®ssociation with asset
utilisation ratio. This finding strongly supporthet hypothesised relationship
between agency cost and managerial ownership, stiggethat low level of
managerial ownership results in better utilisatioh firm’s assets which is
transformed into decreased agency cost. Suppattiedindings of Crutchley
and Hansen (1988), Taleb (2012) and Michael (1983).

The negative and insignificant coefficient of lexge is in contrast of
our hypothesis, stating that increase in the debiiponent results in decrease
of agency cost of equity. This may be result ofrdependence of Pakistani
firms on debt. As debt introduces agency cost dft,d& is neutralising the
positive gains from decreased cost of equity inigtaki non-financial firms.
The results are consistent with the empirical fingdi Khan (2007) and Ahmed
(2009). Therefore, the estimated coefficient islvestified for the case of
Pakistan where over leveraged firm structures tesnllessening the benefits
of decreased agency cost of equity due to inclusibagency cost of debt.
Dividend enters the equation proving it to be neg#y associated with
agency costs, supporting the hypothesis of negagilation between dividend
payment and agency cost. Announcement of dividemdgeases the
confidence of shareholders in firm’s cash flows g@uadicies of management;
this implies that increase in the payment of dimdie reduces agency cost.
Results are supportive enough to state that if wgedly dividend policy can
seriously play its role in the minimisation of aggrcost in KSE listed firms.
Similar are the results of Crutchley and Hanser88%nd Michael (1983)
regarding the dividend policy.
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Table 7
Impact of Managerial Ownership on Agency Cost
MSO MSO<10 MSO (10-25) MSO>+25
C 4.39*** 4.20%* 4.39*** 3.01%**
(7.16) (8.11) (7.16) (10.29)
MSO 0.024*
(1.86)
MSO0<10 0.35*
(1.58)
MSO (10- 0.07*
25) (1.63)
MSO>25 -0.45
(-1.47)
LEV 0.072 -0.34 0.27%*** -1.06***
(0.712) (-0.92) (2.39) (-3.12)
DIV 0.109*** 0.14*** 0.01 0.05
(4.055) (2.82) (0.22) (1.23)
NI 0.123*** 0.009 0.06 0.16***
(4.610) (0.19) (1.17) (3.80)
G 0.010*** 0.58*** 0.45%** 0.25***
(5.208) (3.71) (2.63) (3.13)
SIZE -0.46*** -0.46*** -0.35%** -0.27%*
(-11.989) (-6.23) (-5.14) (-7.82)
R? 0.44 0.47 0.43 0.49
F (p value) 0.00 0.00 0.00 0.00

Another positive and significant effect is thatggbwth on agency costs,
showing that sales growth of firms decrease the obsconflicts existing
between its managers and shareholders. This liestdinsistent with the theory
and this also confirmed by Fama and Jensen (188®lly, size depicts itself to
have increasing influence on agency costs, whichdie to the possible
underutilisation of increased total assets. Thignidine with the findings of
Javid and Din (2011) and Mahadwatha (2002).

When the level of managerial ownership varies witthie range of (10-
25) percent, agency cost is significantly reducéd. the coefficient of
managerial ownership is significant and positivehbws reduction in agency
cost. So it is reasonable enough to conclude tltenate level of managerial
ownership also results in the reduction of agermyflicts between management
and stockholders.

However the variables of dividend and leverage hstegted behaving
oppositely in this range. Role of dividend paymenteduced in lessening of
agency cost (as it is found significant only in ttenmon effect model), which
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may be due to the reason that when level of mar@gernership increases it
decreases the efficiency of dividend policy as tfmol an efficient control of
agency-cost.

Finally, the results for sample division of MSO dabk 25 percent) are
given in the column four of Table 7. Finally, thegative and significant
coefficient of managerial ownership reflects thet fehat above the threshold
level of 25 percent, managerial ownership leadsigmificantly increase the
agency cost which is in line with the theory andpeiual literature. Findings of
Meckling (2000) also come up with the similar résullLeverage also
contributes to increase agency costs in this rafige. as usual contributes to the
increments in agency cost.

6. CONCLUSION AND IMPLICATIONS

This study analyses the relationship between maisgevnership firm
performance, financial policies and agency cossafple of 140 non-financial
firms is taken for the period of 2003 to 2011. st is recognised that
financial policies of firms are affected by the ééwf managerial ownership.
The results prove that high level of managerial enship decreases the
tendency of firms to go for debt financing. Simiyain firms having high
financial leverage probability to engage in manejeownership programs
decreases. In Pakistan’s case managerial ownedslcigases the efficiency of
dividend policy variable as a tool to minimise aggrcosts. These results
support the predictions of agency theory whichfishe view that managerial
ownership results in the decrease in asymmetrarnndtion.

The study fails to observe some significant assiociabetween firm
performance (ROA, ROE and Tobin’s Q) and overallnaggerial ownership
suggesting that the impact of managerial ownershifirm performance is quite
weak. This is due to the fact that in Pakistanipooate sector major firms are
family owned and members of the owner family acsn@anagers, they are
unable to play any significant role in improvemehfirm performance as they
are not always suitable to accomplish the respditsb of effective
management. Moreover, most of the managers in yaowined business are
usually not qualified enough or trained to taketdretlecisions regarding firm
performance. However, these director and family geas have great influence
on corporate decision making than the others. Wdemiregated into different
levels, a low level (0-10) percent, a moderate lI¢¥8-25) percent and a high
level of ownership above 25 percent, it is evidiatt in Pakistani listed firms,
managerial ownership exerts significant and pasitinfluence on firm
performance only up to a moderate level. Theretgxisn-linear relationship
between managerial owners and firm performancecatitig that initial
increments in managerial ownership have increasimituence on firm
performance but when they acquire a significanttrobrof the firm they get
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entrenched and start pursuing their own motivesai\gvhen managerial
ownership reaches extremely high levels then thayt $ehaving in a value
maximising way and would not undertake risky and-peofitable decisions as
their share will be huge in case of any possilds lar gain.

Furthermore, there exists negative association afiagerial ownership
and agency cost. The study finds conclusive evieetac state that level of
managerial ownership contributes to lessen the licordf interest between
management and stctiolders. Also dividend policy is found to have adial
role in reduction of agency cost in context of B&kai non-financial listed
firms.

The study implies that financial policies of KSEtéd firms are affected
by managerial ownership. Therefore, the decisidmmiamanagerial ownership
programs should be taken carefully. The moderateelleof managerial
ownership can play positive role in increasing finm performance. Agency
cost can be controlled by an effective use of dinidl and leverage policy as the
findings show significant association between thes@bles.

APPENDICES
Table A1l
Descriptive Satistics
AUR DIV G LEV MSQO NI ROA ROE SIZE
Mear 1.35304( 4.9375° 0.2655¢ 4.95009! 22.5434: 5.42375( 7.35325! -0.0679¢ 8.01646!

Mediar 1.00042; 4.78367! 0.11545: 5.00528: 12.9¢ 5.50990 6 0.17479t 8.14418
Maximum  67.2645: 10.6178: 1 12,4945 98.2¢ 11.0886° 205.z 24.5506! 15.0940

Minimum 0 1.2039° -203.70{ 0.8754¢ 0 -2.3025¢ -407.5¢ -324.63! -3.2441¢
Std. Dev  2.96311¢ 2.05398: 7.27021: 1.11415! 2.55900° 2.18054! 2.35732! 9.67858. 1.96905
Observation  122€ 66¢ 126( 113¢€ 103¢ 93C 122¢ 1167 122¢

Null Hypothesis: There is Unit Root

Variables LLC Test Stat P — Value Decision
MSO -3.80247 0.0001 Stationary
DIV -45.5961 0.0001 Stationary
LEV -31.8554 0.0000 Stationary
SIZE -1.0E+16 0.0000 Stationary
NI -3.66091 0.0001 Stationary
G -24.2175 0.0000 Stationary
ROA -13.2611 0.0000 Stationary
ROE -3.5E+14 0.0000 Stationary
Q -1.5E+15 0.0000 Stationary
AUR -112.890 0.0000 Stationary

Notes: LLC denotes the Levin, Lin and Chu panel unit rstt. Managerial Ownership, Dividend,
Leverage, Size, Net Income, Growth, Return on Asdeeturn on Equity, Tobin’s Q and
Asset Utilisation Ratio are denoted by MSO, DIV,\LLESIZE, NI, G, ROA, ROE, Q and
AUR respectively.
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Table 4.1
List of Variables
Variables Description Source
Managerial Number of shares held by the company’s top fivEinancial Reports of the

Share Ownershigexecutives divided by the number of common Companies
shares outstanding
Financial Policies

Leverage Debt /Equity Balance Sheet Analysis

Dividend Dividend paid per share Balance Sheet ysisl
Firm Performance

Return on Asset Net profit before tax / total asset Balance Sheet Analysis

Return on EquityPBIT / the total outstanding paid up equity capit@alance Sheet Analysis
Capital of the firm

Tobin’s Q (Total Borrowings + Market Value EquityJotal Balance Sheet Analysis
assets
Agency Cost
Assets The ratio of annual sales to total assets Balaheet3Analysis

Utilisation Ratio
Control Variables

Growth Book to market value of equity Balance Shieslysis
Net Income Net income over net sales Balance Skeysis
Appendix A3
Correlation Matrix
Variables AUR DIV EXPR G LEV SIZE MSO NI Q ROE
AUR 1 0.090 -0.016 0.025 0.007 0.068 -0.051 0.14®.022 0.016
DIV 0.090 1 -0.035 0.010 -0.059 0.200 -0.078 0.1939.009 0.018
EXPR -0.016 -0.035 1 —-0.108 0.186 0.002 0.090 €0.20.074 -0.01
G 0.025 0.01 -0.108 1 0.042 0.035 -0.053 0.089 20.0€0.0001
LEV 0.007 -0.059 0.186 0.042 1 —-0.016 0.133 -0.268B283 -0.232
SIZE 0.068 0.200 0.002 0.035 -0.016 1 0.063 0.086.053 0.043
MSO -0.051 -0.078 0.09 -0.053 0.133 0.063 1 -0.19021 0.018
NI 0.142 0.193 -0.22 0.089 -0.263 0.086 -0.177 1 17 0.172
Q -0.022 -0.009 -0.074 0.002 0.283 -0.053 0.0211780. 1 0.0003
ROE 0.016 0.018 -0.01 -0.00040.232 0.043 0.018 0.172 0.0003 1
Appendix A4

Panel Unit Root Test
Null Hypothesis: There is Unit Root

Variables LLC Test Stat P — Value Decision
MSO -3.80247 0.0001 Stationary
DIV —45.5961 0.0001 Stationary
LEV -31.8554 0.0000 Stationary
SIZE -1.0E+16 0.0000 Stationary
NI -3.66091 0.0001 Stationary
G —24.2175 0.0000 Stationary
ROA -13.2611 0.0000 Stationary
ROE -3.5E+14 0.0000 Stationary
Q —1.5E+15 0.0000 Stationary
AUR —112.890 0.0000 Stationary

Notes LLC denotes the Levin, Lin and Chu panel unit test. Managerial Ownership, Dividend, Leverage,
Size, Net Income, Growth, Return on Assets, RemiBquity, Tobin's Q and Asset Utilisation Ratio
are denoted by MSO, DIV, LEV, SIZE, NI, G, ROA, R@Eand AUR respectively.
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