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Abstract: The study is an effort to find out the impact ofrélag management on dividend policy in
Pakistan. A set of listed companies from Karaahtlstexchange (KSE) 100 indexes have been
investigated to analyze the relationship from thary2005 to 2009 in Pakistan. Dividend policy hesrb
measured by dividend payout whereas earning marexgdms been quantified by discretionary accruals
and discretionary accrual is used as a proxy terdehe earning management. Modified cross sectional
model (1995) has been used to measure discretiacaryals. Regression analysis shows that earning
management has impact on dividend policy that tejear null hypothesis. But coefficient shows that
the relationship is so weak that is near to ndimiahip. Reason behind this no impact is economic
decline period, because earning management changegyear. In the decline period our earning
management was increase and the companies stamsiding divided payment.
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1. Introduction:

Earning management and dividend policy is amongtimilar topics discussed in today’s modern
business. In modern businesses it is duty of theagrer to make a number of decisions about the dman
of the corporation. It is an important decisiontttiee manager must come across the firm earning
management and dividend policy.

Earning management is manipulation or control afipany’s financial income. If there are no investinen
opportunities then it is the responsibility of mgament to distribute those funds as dividend. Bgris

one of the important factors that should keep inchily the interesting parties of the companies. The
quality of earning is meaningful when different quemies satisfy to manage their earnings with the die
the generally accepted accounting standard (GAKR®) very difficult to calculate earning managernen
because of the violation of the accounting stargldahe by the auditors (Levitt). It can be caledat
through discretionary accruals which we used a®ayfor earning management in our research.
Discretionary accruals cannot be calculated diyeitttan be obtained by adopting any formula odeio
We have used modified Cross Sectional Jones m&€6bj in our research to calculate discretionary
accruals.

Dividends are paid by companies to their sharelsldembers. When companies earn profit they pay a
portion to their shareholders and remaining is ksptompany as retained earning. That portion ofifpr
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(retained earning) is reinvested in market. Whégipg dividend it is also decided whether a fixetbant
has to pay as dividend or some percentage ofitatame will be distributed as dividend. There are
different factors that may be called as determmanndividend policy such as size of firm, cashabak
and capitalization of market. We know Pakistanegedoping country and its economy is not flourighin
with high growth. Mostly large firm are owned arshtrolled by families so there are many cases iithvh
conflicts occur between management and shareholder.

Earning management is a method which is used byagemnent of a corporation to smooth their earnings.
In our study we tried to asses that whether eamniagagement creates any impact on dividend policy.
Healy (1999) suggested that managers usually mahagesarning to increase the level of their basé

is one of the first managerial incentives to managfeat are to be tested by using accrual. Managess
their firm inside knowledge about the firm businsi#gation and then make a decision about the enhdd
and earning. Serita and Hanaeda (2007) make aysabait emerging markets in which they suggested
that there is positive trend for firm to maintaomstant dividends and some firms do not adjustidivil in
respect to financial need for investment.

1.1 Importance

Earning management and dividend payment are iftpgraof an organization. Firms manage their
earnings and use them according to their desirgd®nd is distributed equally among all sharehadér
shareholder receive dividend according to his pribgo of shares in the firm. Dividend can be paid
regularly on annual basis. Statistical data of jonev years shows that 50 percent of market retonmes
from dividend. It shows that dividend has much imgoce in market both economically and also from
investor’s point of view. When companies pay divideo its shareholders, then more investors are
attracted toward that companies and value of thepemies automatically increase. Most of large scale
companies that are registered in Karachi stockanxgé pay dividend to their shareholders. Comparags
dividend to its shareholders for providing benefitshem. It shows the future progress of company.

Dividend policies are guidelines and combinatiomubés how dividend payments are to be made to its
shareholders. When the dividend policy is describduktter manner and written copy of that poligy i
available to shareholders, then they will be falbknowledged how this policy is working. If the idiend
policy is not specifically described, then investtwok at history of the firm and observe its dend
payment patterns and their earnings. If the congzapérvious performance is better and that is egrni
profit continuously and paying dividend regulattyshows growth of the company. On the other hénd i
the pervious performance of company is not good theestors hesitate to make investment in that
company. An effective dividend policy describedttti@idend payment pattern is helpful for both farm
that are performing well or going on loss.

Results of our study will help owners of large scahd small scale companies while making theidéind
policy. It will also helpful for investors who taketo account the earnings of corporations befovesting.

1.2 Objectives and organization of study
This study is conducted for the following purpose.
e To find out that there is any impact of earning egament on dividend policy.

¢« To determine that whether any significant relatiopsexists between earning management and
dividend payout policy among the listed Pakistamng.

Organization of the paper is in the way that fifsapter consists of introduction; second chapter is
literature review of studies related to our reskeala third chapter we discussed research methggi@ad
then in fourth chapter we performed data analysisrasults and in last chapter conclusion and eefsas
have been presented.

2. Literature Review

Lot of studies has been conducted in past, sortieost studies are discussed here under. Keisute Nit
(2006) studied that how shareholder’s value camtreased by making dividend policy in connectidathw
takeover defenses. The resulted outcome showslithdéend jumps and repurchasing of shares enhance
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share prices. Sava Savov (2006) in his reseath twi investigate the relationship between earning
management and investment and the impact of botlivisend payments. Results of the study showed
that earning manipulation and investment are paditirelated but dividend payment is negative
relationship with earning. Syed Zulfigar, Hui Yuand Nousheen (2010) conducted research on the
relation to find out the impact of earning managenun dividend policy of Pakistan and china. Resaft
the study depicts that discretionary accruals ddawe any impact on the policy of dividend in btite
countries.

Hafeez and Atia (2010) studied a relationship betwie structure of firm’s ownership and Dividend
payout of listed firms in Pakistan. Result of thiedy shows that Mean level of corporate ownership i
increasing from year 2002 t02006. It is also fothmt direct ownership is also increased from 2@02 t
2006. Cheng and Leung (2010) studied that whetteeinisiders (director) get positive advantage ef th
information they have about the firm position afdts trading in the market before any announcement
made by the firms. The results found in researdwsld that there is strong relationship among aey pr
event net-insider trading activities which raisettat there is strong positive net-insider buyint\éties
before announcement of any good news and it isfgigntly negative net-insider buying activitiesfbee
any bad news announcement of loss or abnormahsetur

3. Research Methodology

The purpose of our study is about the relationshifhe dividend payout policy on the earning
management. Our methodology consists of two vaegatiiat are and earning management and dividend
payout.

The sample has been selected for our study froradkastock exchange 100 indexes. The data is tetlec
from 23 companies the selection of companies isdas cross sectional. We have collected the daa f
SBP balance sheet analysis and annual reportsngfanties on their websites. We have excluded fihnci
companies from our data because their capitaltstrei@nd profits are different. The data which wald

not found is also excluded from our sample of redea

3.1 Hypothesis

For achieving our results we have developed a lngsid.
Ho= Earning management has no impact on dividendyoli
H,= Earning management has impact on dividend policy
3.2 Models

In order to check the hypothesis for examiningstudy we find out different models from the litena to
measure dividend policy and earning managemenogeed by companies.

3.2.1 Model used for measurement of dividend payout

In this paper we take dividend policy is our deparidsariable and earning management as independent
variable.

We will estimate dividend policy by using followiregjuation:
Dividend Paid

Dividend payout (DPO) =
Net profit after tax

3.2.2 Model used for earning management:

As mentioned above earning management will be iedégent variable for our study. In our literature
discretionary accruals have been as a proxy ofrsgmanagement. Because we cannot find earning
management directly. Different researcher has gsctetionary accruals as a proxy for earning
management to find out the accurate results. Oiscr@y accruals can be found out by two different
approaches.
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1- Balance sheet approach
2- Cash flow statement approach

3.2.2.1 Balance sheet approach:

Before calculating discretionary accruals we haveaculate total accruals that can be calculayeasing
balance sheet approach. It is much lengthy as campaash flow approach. In this approach we
calculate, whereas:

TA= ACA- ACash-ACL+ ADCL-DEP
The equation which is used to calculate total aaddeuas follow:
Change in current asset in t year which is mentddnaA CA
Change in total cash in t year which is mentiongd ICash
Change in current liabilities in t year which ismtienedACL
Change in debts that includes in liabilities whigimentioned aaDCL
Total depreciation expenses in t year that is roaetl by DEP.
3.2.2.2 Cash flow approach:

Another and most commonly used approach for caiogldotal accruals is cash flow approach. Most of
researchers preferred to use cash flow statemenbagh for calculating discretionary accruals iadtef
balance sheet approach. We also used cash flowagpm our methodology. Main reason behind
adopting this approach is reliable results. Thaltesre more accurate as compare to balance sheet
approach. In this approach we calculate followiagables.

TAt = N.It - CFOt
Following equation is used to calculate the totaraals.
N.I = Net Income or Profit in t year
CFO = Net Cash flow from operating activities iyetar

To analyze both approaches, we found that morereisers prefer cash flow approach in respect of
balance sheet approach. Collins and Hriber (1988%fthat using balance sheet approach to findatait
accruals is inferior some circumstances to cash $iatement based approach. Therefore, we also used
cash flow statement approach in our study to fiadtotal accruals.

In the researchers view total accruals are baginall earning management. Earning management dgn on
be determined when discretion for those accrualstisthe authorities. So, total accruals can wideéind

in two parts discretionary accruals and non digmnery accruals. After determine total accrualg) no
discretionary accruals are subtracted from totetads to get discretionary accruals.

To calculate discretionary accruals researchers digierent methods like The DeAngelo Model (1986),
The Healy Model (1985), The Jones Model (1991) Miodified Jones Model (1995). We used Modified
Jones Model in our research model to calculatedi®nary model because it is the most recent model

3.3 Measurement of Discretionary Accruals:

Before calculating discretionary accruals we havealculate non discretionary accruals. For thahease
solve following equation.

NDA t = ol [1/At-1] + a2 [(A Revenue A Receivable)/At-1] 43 [PPE/At-1]
Whereas:
At-1 is change in total assets at the end of tlae §é
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A Revenue is change in total revenue as companetiops year t-1

A Receivable is change in total receivable as coenfmaprevious year t-1
PPE is property plant and equipment at the encbaf ¥

al, a2 anda3 are the firm specific parameters

After calculating the value of Non Discretionaryagls we will calculate Discretionary accruals by
adopting following formula.

DAt = TAt — NDAt

Whereas NDA t is firm non discretionary accrualyéar t, And DA t is discretionary accruals in year
Now we have calculated both variables dependemdarwhich is divided payout by using simple
formula of DPO and independent variable which isdBétionary accruals by using modified Jones model.

3.4 Regressing Discretionary accruals with Dividengolicy

To test the hypothesis among the variables we siseld analysis in panel data.
DPOt=a +p1l (DAt) + B2 (SFR 1) +p3 (ROE t) + B4 (size of the firmt) + pu t
Whereas: DPO is dividend payout

DA is discretionary accruals

SFR is the self finance ratio of the firm

ROE is the return on equity

4. Data Analysis and Discussion

In this section we have analyze our data accordimgodel we have explained in methodology. We have
collected our data from different sectors. We idelehemical, fertilizer, cement, petroleum, engiimgg
tobacco, energy etc sectors in our research. Tlodevetata is cross sectional. We calculated Non
discretionary Accrual separately for each year.

We have analyzed our data by using descriptiveyaisalcorrelation matrix and Regression analysis.
4.1 Descriptive Analysis:

The table shows descriptive data of companies wéuietincluded in our research. Mean value of DPO is
0.4675 which shows the average payment of dividershareholders. While Standard Deviation of
dividend payout is 0.3934 which shows the fluctoradf data. Whereas minimum dividend payout is -
0.38345 and maximum dividend payout is 2.55109. éitrer hand if we look at Discretionary Accruals,
values of mean and S.D are so high which show imigan value and high fluctuation.

| Table 4.1 Firm Descriptive Analysis

DPO |DA Size ROE
Mean 046758 |513.001 |8.69862 |0.70701
5D 0.39439 |4720.36 |1.35029 |2.416594
Minimum |-0.3844 |-16959 6.22535 |-0.0571
Maximm |2.55109 |272445 |11.4479 |16.5223
m
Count 115 115 115 115

4.2 Correlation Matrix
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As mentioned in above table size of firm and Returrequity are insignificant. However size of fiemd
DA moves negatively. Presence of non correlatidwben independent variables proves that there is no
multicolinearity among variables

Table 4.2 Firms Correlation Matrix

DPO DA Size of ROE
firm
DPO 1
DA -0.203 1
size ofl .0.096 0.166 1
firm
ROE 0.108 0.294 0.204 1

4.3 Regression Analysis

Above table shows there is negative relationshtvéen earning management and dividend payout ratio.
But that relationship is so week which is nearaaelationship.

Coefficient of DA shows that there is negative tielaship which means companies with high earning
management pay fewer dividends. Size of firm gatieely related with dividend payment which means
big companies pay less dividend and small compgragsnore dividend. Return on equity is positively
related with dividend which means more return omitgguill result in more dividends. But t-statissic
shows that both the control variables have insigaitt relationship with dividend payout.

R square of our study is 5% which is very low. Bstdata consist of time series data and crososecti
data, so it is acceptable range. In study of Sydfigar R square o china is 3% which is accepted.

ITable 4.3 Firms Regression Analysis
Wariable |Coefficie |T
descriptio|nt Statistics

n
Intercept |0 . 56869 |2 29634
DA -2E-05 -2.129

Size -0.012 -0.4308
ROE 001722 |1.11784
F 219179
statistics
B square |0.05592
Adjusted [0.03041
F. square

When we make comparison of our results with previ@search, there is no big difference with theavaS
Savov (2006) finds in his research that earningagament and investment has negative relationship wi
dividend payment. But our results are contrary i results of Syed Zulfigar's (2010) study, he
concluded that earning management has no impadivatend policy and the relationship among two
variables is positive. The reason behind this diffiee is that Syed Zulfigar collected data from2a0D
2007 and period of 2003 to 2006 was economicalboatm. While the data we have collected is from
2005 to 2009 and the data of boom period is ndtided in our research. But there was economic wlecli
from 2007 to 2009 which is affecting our resultsl @ue to that crunch period our results are diffefem
Syed Zulfigar.

5. Conclusion
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From the results we determined it has been cledrei@rning management is negatively relationship wi
dividend policy but this relationship is so weakttimeans it is nearly to no impact. From our eccetoim
analysis we conclude that:

« Discretionary accruals have impact on dividendqgyaih Pakistan.
« Big companies pay less dividend and small compagragamore dividend in Pakistan.
< Our control variable also shows insignificant impac our dependent variables.

In investors point of view there should not be ietpaf earning management on dividend policy. Ifréhis
no effect of earning management on dividend policgn investors will not hesitate in investing any
company. Because they will be assure that thenmattf dividend will not be changed due to chamge i
earning management.

In our study we have found that there is earningagament in Pakistan, but that is not for the psepaf
dividend announcement. Earning management is madabers and managers to get maximum benefits
from their profits. In Pakistan there is negatigationship between earning management and dividend
payout. It may be due to financial crisis in worTdhis research offers a wide range to look at velnatthe
other factors that may involve in effecting thetpat of dividend payment

Limitations:

Discretionary accruals are calculated by takingdifference of NDA and total accruals. These Non
Discretionary Accruals are based on the differesfdevo years of related variables. If in last yeampany
was not performing earning management that mayaletite current years earning management results.
Earning management change every year or after éaosythat may affect the results of Discretionary
accruals.

5.1 Policy Implications

Our empirical finding revealed that the relatiopshetween the earning management and dividendypolic
is significant. That presence of significance fielathip is not suitable for investors. However the
relationship between both variables in our rese&rslo weak that is near to no relationship. But we
strongly recommend that there should not be amtiogiship between earning management and dividend
policy. That significant relationship can be redilibg controlling on discretionary accruals. Thisearch
will help the management that by reducing the djmral expenses companies will effectively manage
their earnings. So the impact of earning managemenividend policy can be reduced.
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