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ABSTRACT

The study aims at identifying the role of electronic management in developing
financial, functional and service performance environment in  Egyptian
professional syndicates, through a comparison between the Egyptian Medical

Syndicate and the Syndicate of Commercial Professions.

This study draws its significance frmﬁ the effective ro]é that electronic
management plays and its actual uses, given the many advantages granted by the
good application ,'Qf e-management. The study focuses on the Egyptian
professional ﬁnio;ls keeping pace with technological deveiopments, for the

purpose of developing their financial, functional and service performance.

The study hypotheses indicate that thers is a statistically significant relationship
between the adoption by the higher management of the Egyptian professional
syndicates of the e-management concept in the union work and facing the
obstacles of applying e-management in syndicates. There is a statistically
significant relationship between application of e-management in Egyptian

professional syndicates and development of performance’s environment.
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The study uses the comparative, and the iﬁductive method to design the
theoretical framework; relying also on the descriptive-analytical method to
describe and analyze the rﬁost.important characteristics of e-management and its
impact on union performance by reviewing Arab and foreign references. The
| study uses a. questionnaire form as the main tool to be applied on a sample of
(166) individuals of heads and members of the Board of Directors of Egyptian

Medical Syndicate and the Syndicate of Commercial Professions.

The study results come to. prove the validity of hypotheses. that there is a
statistically signiﬁcént relaﬁonship between the adoption of the concept of | e-
management in the union work by the higher managément of the Egyptian
professional syndicates and facing the obstacles at applying e-management at
(0.05) significance level. There is also a statistically significant- correlation
between application_of e-management in Egj,fptian professional syndicates and

development of an environment of the financial, functional end service

performance at (0.05) significance level.

The reséar_cher recommends the necessity of including e-management within the
work plan of the Egjptian professional syndicates in addition to making training

programs for those working on the application of electronic management.
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Abstract

This study explores the impact of information asymmetry and ‘
agency costs on dividends smoothing, four proxies are used for
measuring information asymmetry namely firm size, firm age, volatility of
eamings and assets tangibility. Agency costs are measured using four
proxies namely free cash flow, market to book ratio, institutional
ownership and ownership concentration. Firm Fixed Effects (FFE) Model
is tested using a sample of non-financial companies over the period from
2012 to 2018, with 490 firm—year observations,

The resuits show that dividends smoothing is more likely to occur
when firms are young and when firms have low asset tangibility.
However, firms that have high volatility of earnings smooth less. The
results also show that there is no significant relationship between firm
size and dividends smoothing. Twd out of four proxies are in line with
information asymmetry-based explanatiorrof dividends smoothing.

The results reveal that firms with fow market to book ratio, -low
level of institutional ownership and more dispersed ownership are more
likely to smooth their dividends. The results also show that there is no
significant relationship between free cash flow and dividends smoothing.
Three out of four proxies are in line with agency-based explanation of
dividends smoothing.. Overall, these findings suggest that both agency
costs and information asymmetry have an effect on the decisions of

firms to smooth their dividends.

Keywords: information asymmetry; agency costs; dividends smoothing;
dividends policy.
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1. Introduction

Dividends smoothing was first presented by Lintner (1956) who
builds a theoretical model based on a survey of 28 executives from
various industries, Lintner. states that managers are hesitant and
reluctant to make changes in dividends payouts that might have 1o be
reversed soon. Managers believe that most investors prefer a
reasonable stable rate and that the market puts & premium on a stable
or gradually growing dividends payout rate. -

dividends, developed by Bhattacharya (1 979), Johnand Williams (1985), ..
and Miller and Rock (1985), suggest that managers as insiders choose .
dividends payment levels and increases, 1o signal private information 10
investors. Managers have an incentive to signal this private information
to the public when they believe that the current market value of their
firm's stock is below its intrinsic value. The increased dividends payment
serves as a credible signal when other firms that do not have favorable
inside information cannot imitate the dividends increase without’
increasing the ‘chance -of later incurring dividends cut. Thus, the
implication of the dividends-signaling hypothesis is that firms that
increase (decrease) cash dividends shouid experience - positive
(negative) price reactions.. R S

The signaling (asym’mefric information)'mbdels for paying

The agency theory of dividends is based on the idea that dividends
act as a bonding and monitoring device that reduces the agenCy
conflicts between managers and shareholders (Easterbrook, 1984).
Jensen (1986) developed the free cash flow hypothesis-that arises. from
the agency argument. He argues that, if firm's managers with
considerable free cash fiows have a propensity for overinvestment by
accepting projects with negative net present values (NPV), a dividend
increase reduces the extent of over-investment. In this sense, dividends
are used as a mechanism for paying out the free cash, thereby reducing
the agency costs of free cash flow.

According to agency theory, dividends decrease indicates an
increase in the manager's ability to misuse cash by investing in less
profitable projects. While in information asymmetry theory, dividends

decrease indicates a decrease in the level of firm earnings in the future.
' ' ALRL '



Therefore, the market reacts negatively to dividends decrease. That's
why managers are relictant to cut dividends and tend to smooth

dividends,

The research problem can be expressed in the following guestion:
What is the impact of information asymmetry and agency costs on
dividends smoothing in firms listed on the Egyptian stock exchange?

Research Objective _

This research aims mainly to empirically examine the impact of
information asymmetry and agency costs on dividends smoothing in
firms listed on the Egyptian stock exchange. '

Research Importance and Contributions
This study contributes to the extant literature in several Ways:

a. To the best of the researcher's knowledge, this study is
considered the first one which investigates the effect of information
asymmetry and agency costs on dividends smoagthing in Egypt.

b. Given the conflicting results of prior literature, it remains an
empirical issue as to whether information asymmetry and agency
cost is positively or negatively rélated to dividends smoothing.

¢. The results of this study may help the stakeholders to partially
understand why firms smooth their dividends.

2. Literature review and hypotheses development:

2.1. Information asymmetry and dividends smoothing

Booth and Xu (2008} examine the relation between dividends
smoothing and asymmatric information betwaen managers and investors
for & sample of 484 publicly traded firms in USA for the period 1986 -
2005. Dividends smoothing is measured by the speed of adjustment
(SOA) and the volatility of dividends per share (DPS) relative to earnings
per share (EPS). Information asymmetry is measured by idiosyneratic
risk", analysts' forecasts error and dispersion of analysts’ forecasts.

' ldiosyneratic risk is'measured as the standard deviation of the residuals from the
market model, Aee



They show that measures of information asymmetry are negatively
related to SOA. These results imply that firms with higher levels of
asymmetric information ‘have a higher propensﬁy to smooth thelr
dividends. :

Dewenter and Warther (1998) compare dividend policy of U.S and
Japanese firms to examine the impact of information asymmetry on
dividends policy. They assumed that the levef of informatibn asymmetry
between managers and shareholders is much intense in the United
States than in Japan because Japanese firms exhibit higher degrees of
ownership concentration than do U.S. firms. They use a sample of 420
U.S firms and 194 Japanese firms for the period 1982-1993, Dividends
' smoothing is measured by the frequency of  dividends changes
(increase, decrease, initiate, emit) and the SOA coefficient. They find
that Japanese firms are less reluctant to omit and.cut dividends and their
dividends- are more responsive to earnings changes than those of U.8
firms, They also find stock price reactions to dividends omissions and
~initiations in Japan are smaller than in those in the U.S. Results are
“consistent with the hypothesis that Japanese firms are subject to less
information asymmetry than U.S firms and that mformatlon asymmetry

affects. dividends policy. .

Chemmanur ef al. (2010) compare: the dividends pollmes of firms in
Hong Kong and the u.s. They-argue that Hong Kong, with its tax and
equity ownershlp structure quite - different from the U. S, presents an
excellent environment for research from an international perspectave and
to understand the effects of information asymmetry on corporate
djvidends policies. The tax structure in U.S, where dividends are taxed at
a higher rate than capital gains, is more convenient for dividend
signaling compared to that in the Hong Kong. This is because the
signaling cost, required to make the signaling of insiders’ private
information credible, is driven by the difference in taxation on dividends
and capital gains. Further, given that the ownership structure in Hong
Kong is significantly more concentrated than in the U.S., they expect the
extent of asymmetric information between firm insiders and outsiders to
be greater in the U.S. compared to that in Hong Kong.
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They find that the equity market reacts to a significantly smaller extent
to changes in firms’ dividend policies in Hong Kong compared to the U.S
and that the extent of dividends smoothing by firms in Hong Kong is less
than those in the U.S. The above results provide significant support to
asymmetric information models of dividend policy. :

Javakhadza et al. (2014) examine the extent to which information
asymmetry explains dividends smoothing behavior for a sample of 2,219
firms from 24 countries for the period 1999 - 2011. Dividends smoothing
is measured by the SOA coefficient. Firm size, firm age, stock turnover,
asset tangibility and volatility of firm's earnings and stock returns are
used as proxies for level of information asymmetry between managers
and investors. They show that managers of firms small in size, young in
age, with fow stock turnover and more tangible assets do less dividends
smoothing,

Leary and Michaely (2011 ) examine determinants of dividends
smoothing policies across a wide spectrum of publicly traded firms in
U.S for a sample of 1,335 firms for the period 1985-2005. Dividends
smoothing is measured by the SOA coefficient and volatility of dividends
relative to that of earnings. Firm age, size, asset tangibility, volatility of
both earnings and stock return, accuracy and dispersion of analysts’
forecasts are used as proxies for information asym?netry between
investors and managers. They find that younger, smaller firms with low
dividend yields, more voiatile earnings and return and firms with fewer
and more disperse analyst forecasts smooth less. The results indicate
that firms with low levels of asymmetric information tend to smooth more
which is not consisteni with the: predictions of information asymmetry
models, -

Jeong (2013) investigates the reiation between dividends smoothing
and information asymmetry between managers and investors in Korea,
The sample consists of 279 firms listed on Korean stock exchange over
the 32-year period from 1981 to 2012, Dividends smoothing is measured
by the SOA coefficient. Firm age, size, growth rate and volatility of
earnings (firm risk) .are used as proxies for the degree of information
asymmetry between managers and investors, Resuits of this study
indicate that larger firms and lower growth firms smooth dividends more.
Riskier firms tend to smooth diviifsnéiﬂ more during the sample period.



These results are not consistent with the predictions of information
asymmetry models. ' :

‘Muller and Svensson (2014} explore the characteristics of Swedish
public firms that drive dividends smoothing. This study covers firms listed
on Stockholm stock exchange, that have been paying dividends every
single year during the period of 2001-2012, or for as long as the
company has been listed, for & minimum of 7 years. Dividend smoothing
is more likely to occur when companies have high asset tangibility, low
stock feturn volatility, when the dispersion of analysts' forecasts are low.
(low information asymmetry), and whén companies are large. These
findings contradict the information asymmetry explanation of dividends

smoothing. -

Tres| (2013) confirms the findings of Leary and Michaely {2011) and
Muller and Svensson (2014) on a bigger international dataset of 4,396
firm from 21 countrigs from 1999 to 2009. Asymmetry information is
measured by firm size, asset tangibility and equity return volatility. He
finds that coeffrcrents of firm size, asset tangibility and return volatility
lmply a negative relationship between asymmetric . information and

leldend smoothmg
2.2. Agency costs and leldends smoothmg

ieary and Mlchaely (20_11) use market to book ratio, cash cow
indictor? and governance strength index as proxies for the extent of
firm's exposure to agency conflicts between managers and investors
which are the. They find that firms which are cash cows, with low grthh
prospects, weaker governance and greater institutional holdings smooth
more. These resulis indicate that firms which are most subject to agency
conflicts between managers and investors tend to smooth more.

Michaety and Roberts (2012) compare the dividends policies of
publicly and privat’elyjhéld firms in order to identify factors infiuencing
dividends policies in U.K. The sample consists of all nonfinancial,
nonagricultural, and. nongovernment firms in the FAME® database during
the period 1993-2002 that are subject to the Companies Act auditing

2 firms that are profitable, have hlgh credit ratings, -and low Price/Earnings

ratios.
8 Forecastlng Analysts and Modeling Environment is a time series database.
ey
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requirements. Dividends smoothing is measured by the SOA coefficient.
They include to the discussion of dividend smoothing the importance of
capifal markets when analyzing dividend smoothing behavior of public
and private companies in the U.K. When comparing public to private
companies, public companies smooth the most. Further, when dividing
private companies according tc agency and information ‘asymmetry
problems as proxied by ownership dispersion, private companies with

-high dispersion smooth more than private companies with low oWnership

dispersion. The authors conciude that over and above the ownership:
structures and ‘the attendant incentive conflicts and information
asymmetry caused by that structure, dividend smoothing is affected by

the scrutiny of public markets.

Muller and Svensson (2014) aim to identify the characterf&ﬁcs of

. Swedish public firms that drivé the dividends smoothing. The study

covers firms listed on Stockholm stock exchange, that have been paying
dividends every single year during the period of 2001-2012, or for as
long as the company has been listed, for. a minimum of 7 years. They
use cash cow, financial slack, leverage and ownership concentration as
proxies for ageney costs. _They.\fi_nd that _dividendé smoothing is more
likely to occur when companies e considered to be cash cows and
have low leverage. They find" no significant relationship between
dividend smoothing, financial slack and ownership concentration. The
results of this study tend to support the agency theory explanation of
dividends smoothing. '

Dewenter and Warther (1998) compare dividends policies of U.S and
Japanese firms to.examine the impact of agency. conflicts.on corporate
dividends policy. They .used a sample of 420 U.S firms and 194
Japanese firms for the period 1982-1993. Dividends smoothing is
measured by the frequency of dividends changes {increase, decrease,
initiate, omit) and the SOA coefficient. They argue that dividends - which
are a nhecessary or even appropriate tool for constraining managers -
seem less relevant in Japan because of alternative forms of corporate
control such as -the monitoring role of main banks. They find that
Japanese firms are less reluctant to omit and cut dividends, and their
dividends are more responsive to earnings changes than those of U.S

firms. Results are consistent with the hypothesis that Japanese firms are
Vet



subject to fewer agency conflicts than U.s firms and that agency
conflicts affect dividends policy. '

Tres! (2013) supports the findings of Leary and Michaely (2011) ona
bigger international dataset of 4,396 firm from 21 countries for the period
from 1999 to 2009. The market to book ratic is used as a proxy to
measure ‘agency costs. The author finds several resuits. First, agency
costs .are positively related to dividends smoothing which stems from
mitigation view because the market puts. higher valuation premium on a
smoothed dividend. Second, there is a positive impact of dividends
smoothing on firm valuation. Third, a smooth dividend is less important
in high shareholder protection countries. Overall, the resuits in this study -
lend support to the mitigation view that companies' smooth dividends in -

order to mitigate agency costs.

Javakhadza et al. (2014) examine the extent to which agency theory
explains dividends smoothing behavior for a sample of 2,219 firms from
24 gountries for the period 1899 — 2011. Dividends smoothing is -
mgéé‘-s'ured,-by the SOA coefficient. Different proxies are used to measure
agency. costs: the market-to-book ratio, cash scaled by total assets, free
cash - flow scaled by total assets, ownarship concentration and
institutional ownership. Results of this study suggest that managers of

firms with low market-to-book ratios and tess free cash engage in greater
dividends smoothing. Firms with & highly concentrated ownership
structure and strong corporate governance smooth dividends less. -

Rahman (2006)'éxp'lores the impact of ownership structure on
dividends smoothing using a large sample of firms covering 28 countries
for the period 1092-1999. Three measures are used to measure
dividend smoothing: {1) the frequency of different dividend change
events (increase, same, Of decrease); (2) SOA coefficient from Lintner
model: and (3) sensitivity of dividends to earnings changes. Several
proxies are used to measure the ownership. structure at the country-
~ level: (1) the fraction of the largest 20 firms in a country that have a large
shareholder controlling at least 20 percent of the votes; (2) the median
percentage of common shares owned by the three largest-shareholders
in the largest 10 firms in a country. Several proxies are used to measure
the ownership structure at the firm-level: (1) Fraction of common equity

' \Weo



owned by the largest shareholder; (2) A dummy variable takes the value
of 1 if OWN >= 0.20; and {3) Fraction of voting equity owned by the
three largest shareholders. The author shows that both firm and country-
level ownership concentrations negatively affect dividends smoothing.
These resuits support the predictions of agency theory.

Jeong (2013} investigates the relation between agency costs and
dividends smoothing in Korea. The sample consists of 279 firm listed on
Korea stock exchange over the 33-year period from 1980 fo 2012.
Dividends smoothing is measured by the speed of adjustment (SOA)
coefficient. Ownership concentration is’ used as a proxy for agency
costs. Results of this study indicate that firms with concentrated
ownership smooth dividend more. These results are not consistent with
the predictions of agency theory which implies that firms with a highly
concentrated ownership structure are less likely to smooth dividends.

Shinozaki and Uchida (2011) investigate dividends smoothing
behaviors of approximately 6,000 firms from 28 countries for the period
from 2001 to 2011. Dividends smoothing is measured by the SOA
coefficient. Ownership concentration is measured by the percentage
ownership by the largest shareholders. They provide evidence that the
- percentage ownership heid by the largest shareholder is positively
(negatively) associated with the SOA (dividend smoothing). The results
support the agency theory of dividend smoothing as well as the idea that
controlling shareholders care about the survivai of their companies. '

2:3. Comments on Literature Review

1. There is & contradiction in the results of previous literature
concerning the refation between information asymmetry and
dividends smoothing. |

2. There is a conflict in the findings. of previous studies concérning
the relation between agency costs and dividends smoothing.

3. Different operational definitions are used through the literature as a
proxy to measure information asymmetry, agency costs and
dividends smoothing. '

- W



4. Divergent control variables are used in the previous studies to
‘examine the relation between the independent and dependent

_ variables.
5. As far as the researcher knows, none of the previous stud:es have

been replicated in the Egyptlan environment.
2.4, Hypotheses Development

A. Information asymmetry and dividends smoothing

Dividend signaling theory indicates that in the presence of
asymmetric information, a firm's dividend policy can help to credibly
convey information held by insiders concerning the firm's. future
prospects. The mode! constructed by John and Williams {1985) suggests
that @ firm's information environment is related to the extent to which
dividends are smoothed relative to eamings. In other words, a higher
level of information -asymmetry results in a higher degree of dividends
f.smoothing (javakhadze etal., 2014). '

John and Nachman (2000) argué that dividend smoothing is
generated by a combination of the need of firms to signal their private

information in- asymmetnc information “setting with their desire -to =

lstrateglcally raise a greater amount of external financing during petiods
when the extent of asymmetric information they face in the equity market -
is lower. Booth and Xu (2008} confirm thal managers smooth their
dividends reiative to earnings to withhold negative news and minimize
advérse investor reactions. '

Dewenter and Warther (1998), Booth and Xu (2008), Chemmanur et
al. (2010) and Javakhadza et al. (2014) are consistent with the
predictions of information asymmetry model and find a positive relation
between asymmetry of information and dividends smoothing. Howéver,
Leary and Michaely (2011), Jeong {2013), Tresi (2013) and Muller and
svensson (2014) document that there is a negative relation between
informa_tion asymmetry and dividends smoothing.

The first hypothesis can be expressed as follows:
Hi: -information. asymmetry is not associated with dlwdends

smoothing Py



B. Agency costs and dividends smoothing

Agency theory‘ explanation of dividends smoothing argues that a
higher level of agency costs results in a higher degree of dividends
smoothing "(javakhadze et al., 2014). Tres| (2014) argue that smooth
dividends are used to mitigates agency costs since commitment to a
stable dividend stream is a credible commitment to future cash outfiows,
which mitigate agency costs of free cash flows. Investors value this
commitment and put a premium on smooth dividends since dividend
reductions are severely penalized in the market. ' |

Allen et al. (2000) propose that institutional. shareholders are strong
monitors and have an advantage in ensuring that firms are well-
managed. Concentration of institutional ownership could then force
managers to smooth -dividends by imposing various penalties in
response to dividend cuts. Consequently, institutional ownership might
encourage firms o engage in more smoothing of their dividends.

However, Javakhadza et al. (2014) document that firms with
concentrated ownership are less likely to use dividends to mitigate
sharehoider—managef agency problems since management in these
firms is closely monitored by these powerfut controlling block-holders. in
addition, block-holders might tolerate dividend cuts since they are more
concerned with firm survival. Firms with highly-concentrated ownership
structure smooth dividends less. This indicates that dividend smoothing
is most common among firms that are most susceptible to agency

conftict,

Dewenter and Warther {1998), Leary and Michaely (2011), Michasly
and Roberts (2012), Tresl (2013}, Javakhadze et al. (2014} and Muller
and svensson (2014) find that there is a positive relation between
agency cosis and dividends smoothing. However, Rahman (2008),
Shinozaki and Uchida (2011) and Jeong {2013) document that there is a
negative relation between agency costs and dividends smoothing.

In the view of the previous discussioh, the second hypothesis can be
expressed as follows:

Hz: Agency costs are not associated with dividends smoothing.
WA



3.The Empirical Study

3.1. Sample Selection

The study population includes all Egyptian companies fisted on the
Egyptian stock exchange over the period from 2012-2018. Firms from
banking sector and financial services sector are excluded because of the
special nature of their. financial reports. Thus, the study sample is a
convenient sample of 70 non-financial firms listed on the Egyptian Stock
Exchange over 7-year period from 2012 to 2018, comprising 490 firm-
year obssrvations. Missing vaiues and outliers are eliminated.

The financial information needed to measure the study variables in- -
the multiple linear regression model are obtained from the published
financial reports and the Egyptian stock exchange reports.

3.2, Research model

Based on empirical findings in previous studies, a multiple linear
regression model will be'uséd to examine the impact of information
asymmetry and ‘agency costs on dividends smoothing after controlling
for other variables that may affect dividends smoothing.

DiviSmooth = Bo + ¥ B1 INFAS + ¥ B2 AC + Bs Lev
3 - +B4Prof+BsDivite
Where;

Bo Constant
‘B, Bz Coefficients of independent variables
Ba:Bs Coefficients of control variables
DiviSmooth | Dividends smoothing (dependent variable)
INFAS | Information asymmetry (independent variable)
AC Age'ncy_ costs (independent variable}
~ Lev Leverage
Prof Profitability
Divi - | Dividend payout
e Random error (Residuals)

g



3.3, Measuirement of variables

1. Information asymmetry |
Different proxies will be used to measure the degree of information

asymmetry between managers and investors. These proxies are:

a. Firm age: is the number of years since the firm Is listed on the -
Egyptian stock exchange (Jeong, 2013).

b, Firm size: is computed as the natural log of total assets of firm / at
the end of the year t (Jeong, 2013).

c. Volatility of earnings: is computed as the standard deviation of
the ratio of net earnings to total assets over the sample period
(Leary and Michaely, 2011)

d. Asset tangibility: is computed as net property, plant and
equipment (PP&E) scaled by total assets of firm i at the end of the
year t (javakhadza et al., 2014).

Younger, smaller firms, with fewer tangible assets and higher
volatility of earnings have higher degree of information asymmetry
between managers and investors. :

2. Agency costs
Different proxies will be used to measure agency costs. These
proxies are:

a. Free cash flow
It is computed as net operating cash flow minus capital

expenditures, scaled by total assets of firm i at the end of the year t
(javakhadza et al., 2014).

b. Growth opporfunifies:
The market to book ratio is used to measure growth opportunities.

The market to book ratic is computed as the market value of equity
divided by the book value of equity of firm / at the end of the year t
{Leary and Michaely, 2011).
¢. Ownership concentration

The percentage of shares held by the five largest shareholders is
used to measure ownership concentration. The largest shareholder is
the one who holds at least 5% of firm's stock (javakhadza et al.,, 2014;
Chemmanur et al., 2010).

¥y



_d. Institutional ownership
The percentage of shares held by institutional Investors, including

pension funds, labor unions, investment funds, insurance companies
“and banks. {Leary and Michaely, 2011; Knyazeva and Knyazeva, 2014).

The severity of potential agency problems increases in firms with
more - free cash flow, low investment oppoftunities, with less
concentrated ownership and low level of instifutional investors.

3. Dividends smoothing

The first proxy is the SOA coefficient from the “partial adjustment
model” of Lintner (1958). Lintner concludes that most companies have a.
long-term target-payout ratio but the actual dividends payments deviate
from the target dividends payments. Managers tend to raise dividend fo
its long-term target level only after they are confident that an increase in
earnings is permanent and the new dividend level is sustainable.
Therefore, managers are very reluctant to cut dividends.

. The SOA measures how dividends changes in response o change
in earnings. Managers do not move immediately to the new target
dividend, but instead smooth out changes in their dividends by moving
part of the way fo the target dividend each year.  Conseguently, the
speed - of adjustment is inversely refated to dividends smoothing
(Javakhadza et al., 2014). o '

Lintner originally presented the ‘partial adjustment mode!" of
dividends payments as follow: _
_ Diy-Digr =a+ ¢ (D -Dig) *+ e )
Where , :
Dit: the actual dividends payments in year t.
Di,: the target dividends level is computed as the current net earning
times target payout ratic.
D.w1 :the dividends payments in year t-1.
C :the speed of adjustment.

Since the target payout ratio is unknown 1o researchers, many
orevious studies (Chemmanur et al., 2010: Jeong, 2013; Javakhadza et
al., 2014) including Lintner (1856) estimate SOA by using equation (2)
after substituting D" in equation (1):

- AD; = by + by Dyyq T DBy + €5y (2} '
AL '



ADpp =Dy — Diyy

AD;,  change in dividends per shara of firm Jin year £

D,  Dividends per share of firm /in year t.

D;,-4: Dividends per share of firm /in year t-1.

E;r  Earnings per share of firm jin year ¢

The SOA coefficient is estimated as —b, from eguation (2).

4. Control variables

a. Leverage:

It is computed as the ratio of total debt to the book value of total
assets of firm / at end of year f (Leary and Michaely, 2011). High
leveraged firms need to service their loans by paying the fixed charges
(interests and principal payments). These payments lead to reduce free
cash flows under management control (Jensen,1986). Hence,
companies with high debt levels are less fikely to pay dividends in order
- 1o reduce agency costs and subsequently smooth their dividends less
(Muller and svensson,2014). In accordance with this, it Is expected
negative relation between leverage and dividends smoothing. '

b. Profitability: : ‘ . .

profitability is measured by return on assets ratio. This ratio is
computed as net income scaied by book value of assets of firm / at end
of year f (Shinozaki and Uchida, 2014}. According to signaling theory,
profitable companies will pay more dividends to signal their confidence
about the future cash flows and the ability to maintain a healthy financial
position in the future. The dividends payment is more likely to continue

for firms with high level of profitability {(Abu khalaf,2012). Hence, it is- -

expected that there is a positive relation between firm's profitability and
dividends smoothing.

c. Dividends fevel;

Dividends level is measured by dividends payout ratio. Dividends
payout ratio is computed as the ratio of the dividend payments to net
income of firm i (javakhadza et al., 2014). According to agency theory,
firms with high level of free cash flow should pay out more dividends to
reduce agency costs of free cash flow. These firms tend to smooth their
dividends in order to reguiarly pay high level of dividends (Leary and
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Michealy,2011), Theréfore, a positive relationship between dividends
level and dividends smoothing is expected.

4. The Empirical Results

4.1. Descriptive Statistics

Table (1) presents summary statistics for all variables used in the
regression model and were defined previously. For the entire sample,
the speed of adjustment mean is 0.15 with a standard deviation of 1.88
and a minimum of -8.74 and a maximum of 9.90. the mean of firm age
is 18.771 with a standard deviation of 4.84. '

Table (1): Descriptive statistics

Variables Obs. Mesn  Std. Dev.  Min Max
Dependent Variable: . . '

Speed ofadjustment 465 0.1531 1875 87377 9.8956

Volatility of dividends 471 -0.7393 0.530° -0 2.4472

Independent Variable: - : '
Firm age 4990 18771 4,843 0 36
Firm size 450 - 20427 1.454 17.298 24,723
Volatility of earnings 490 0.0372 0.031 ~  §.0032 0.3001
Assef tangibility : 430 0.2026 0.172 0.00006  0.9488
Free cash flow ‘ 490 0.0456 0.120 -0.5083 0.4539
Market to book ratio 490 1.0576 1.204 -6.7081 0.8013
Institutional ownership 450 12.361. 19.26 0 90
Ovwnership coneentration 490 63.664 20.06 0 99,680
Contrel Variables: - ' )
Leverage T 490 - 0.4031 0,239 0.0142 1.6482.
Profitabitity ' 490 0.0809 0.097  -0.7037 0.4828
Dividend payout _ 490 i.2868 6395 -11.258 79.77

4.2. Correlation Analysis | .

Pearson correlation is used to test the correlations among all
variables used in regression models of the study. The correfation results
are used to get some preliminary insights intc the data and provide a
first indication about the multi-collinearity problem. Table (2) presents
Pearson correlation between all variables. This table reveais that the
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highest correlation coefficients between independent variables is
55.77 percent. This implies that there is no indicator of
multlcolimearrty between all independent variables as correlation
coefficients are less than 70 percent.

Table(2) also shows that there is a significant and negative
correlation between speed  of adjustment as a dependent
variable and firm age, volatility of earnings, institutional ownership,
‘concentration of ownership and leverage,; which suggests that old
companies with a high volatility of earnings , a high concentrated
ownership ; a high institutional ownership and a high leverage tend
to smooth more.

4.3. Regression Analysis
‘Based on the results of the Residual variance test, Breusch
Pagan test, Hausman test and the time test, it can be concluded
that the one-way Firm Fixed Effects (FFE) is relevant for the study
model.
DiviSmooth = B + 5 B¢ INFAS + Y Bz AC +Bs Lev
+ B4 Prof + BsDivi+ ¢ - :

4.4. Discussion of Results

The results for regression model are pressnted in table (3). The
regression model has an adjusted R-squared of 98 percent which
means that independent variables explain 98% of the variation in
the dividends smoothing behavior of Egyptian'ﬁrms. The Fisher
test indicates that the regression model is significant at 1%.

-For information ‘asymmetry proxies, firm age -and asset
tangibility, the coefficients on speed of adjustment are 0.057 and
0.85 respectively. This shows that firm age and asset tangibility
have a significant positive relationship with SOA. These findings
support the information asymmetry (signaling) theory as younger
firms with fewer tangible assets, which have a high degree of
information asymmetry, tend to smooth their dividends more. This
finding is con5|stent with javakhadze et ai, (2014).
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Table (3): Regression results

Dependent Variable: Speed of adjusﬂnent
Methods: Inay-Fixed effects with (firm GLS we:ghts & Wiiite cross-section
standard errors)

_ Reg 3)
Firm age c ' 0.0573
: : [11.52]%**
Firmsize S -0.1299
. : [-1.756]*
Volatility of earnings E 13112
B y ) ‘ [-1.055]
Assef tangibility . .. " - 0.8504.
' ‘ [ 4.520]%**
Free cash flow L - -0.0490
_ - [-0.2471 -
Market to ook ratio o TA0.2492
_ R - . 3 [-5.616]%%* .
Market to book ratio_sguare - . 0.0372
o [ 6.683]%%*
Insfitutional ownership - 0.0184
: o [ 1.872]*
Ownership concentration 1 0.0087
; [1.9287*
Leverage + . 0.9183
[2.437]%
- Profitability : T 27551
: [ 4.434]%#+
Dividend payout 0,0049
‘ . [ 1.894]*
Constant . ' 0.3779
. [0.246)
Adjusted R : %98 -
DW-stat. _ 1.9326
Fisher test . (253.3)%*x
Extreine point _ 3.3495
~ Obs. _ _ 465
No. of firns _ 70
Effects Specification )
Residual variance test S (1357w
Breusch-Pagan test (0.358)
Hausman test. (40.49)%%+*
Time test (6.454)
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Note: - =% #% * indicate significance at 1%, 5% and 10% respectively.
- Residual variance test. Null hypothesis: The Pooled OLS model is adequate, in

favor of FEMaiternative.
- Breusch-Pagan test: Null hypothesis: The Pooled OLS model is adequate, in favor

of REM alternative. _
- Hausman test: Null hypothesis: The REMis consistent, in favor of the FEM

- Time test (wald test for joint significance of time dummies): Null hypothés;'s: The

time is not affect, '
‘However, the coefficient on speed of adjustment for firm size is

-0.128. This shows a significant and negative relationship between
firm size and: SOA. This finding is_consistent with Leary and
Michaely (2011). With respect to volatility of earnings, the results
indicate statistically insignificant relationship with SOA. These
results contradict the predictions of information asymmetry theory.
Overall conclusion, the first hypothesis, which states that
information asymmetry is not associated with dividends smoothing,
'is rejected. ' |

For agency costs proxies, institutional ownership and ownership
concentration, the- coefficients on SOA are 0.0184 and 0.0087
respectively. This shows that institutional ownership - and
ownership concentration have a significant and positive
relationship with SOA. These findings support agency theory as
firms' with dispersed ownership and lower tevels of institutional
ownership, which have higher levels of agency costs, tend to
smooth their dividends more. This finding is consistent with
Rahman (2006) and Michaely and Roberts (2012).

According to the resuits in table (3), market to book ratic has a
U-shaped relationship with SOA. In the ‘beginning, there is a
'signiﬁca_nt negative refation hetween the ratio and SOA. However,
this relation turns into positive when the ratio exceeds the extreme
point (3.349), which supports the agency-based explanation of
dividends smoothing, This finding is consistent with Leary and
Michaely (2011) and Tres! (2013).

With respect to’free cash flow, the results indicate statisticalty
insignificant relationship with SOA, which contradicts agency
theory explanation of dividends smocthing. Overall, the second
hypothesis, which states that agency costs are not associated with
dividends smoothing, is rejected.
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Considering the control variables, ieverage, profitability and
dividends payout ratio has g significant positive relationship with
SCA, which indicates that firms with high level of leverage,
profitability and dividends payout ratio tend to smooth their
dividends less.

4.5. Summary and conclusion

This study investigates why firms smooth their dividends by
examining the effect of information asymmetry and agency costs
on dividends smoothing. With two hypotheses being examined, the
first hypothesis is developed to test the effect of information
asymmetry ‘on dividends smoothing. ‘"The secorid hypothesis_is
developed to test the effect of agency costs on dividends
smoothing. Four proxies are employed for measuring information
asymmetry namely firm size, firm age, volatility of ‘earnings and
assets tangibility. Other four proxies for measuring agency costs
namely free cash fiow, market to book ratio, institutional ownership
and ownership concentration are employed.

Based on a convenient sample of 70 Egyptian companies for
the period from 2012 to 2018 to constitute 490 firm-year
observations, the results show that dividends smoothing is more -
fikely to occur when firms are young and when firms have low
asset tangibility. However, firms that have high volatility of
earnings smooth less. The results also show that there is no
significant relationship between firm size and dividends smoothing,
Two out of four proxies are in line with information asymmetry-
based expianation of dividends smoothing. -

The results reveat that firms with low market to book ratio, low
tevel of institufional ownership and more dispersed ownership are
more likely to smooth their dividends. The results also show that
there is no significant relationship between free cash flow and
dividends smoothing. Three out of four proxies are in line with
agency-based explanation of dividends smoothing. Overall, these
findings suggest that both agency costs and information
asymmetry have an effect on the decisions of firms to smooth their

dividends,
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