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Abstract

This study investigates the role of corporate governance in the dividend decision of 198 non-financial companies listed on the Colombo 
Stock Exchange of Sri Lanka, over the period from 2009 to 2016. Four corporate governance indicators are used in this study; managerial 
ownership, the board size, board independence, and CEO duality. Furthermore, this study considers three control variables such as 
profitability, firm size, and corporate tax. This study employed the Generalized Method of Moments (GMM) model to estimate the 
regression models on panel data study. The major contribution of this study is exploring the insight into the effect of corporate governance 
factors on dividend decisions. The results of the study revealed that managerial ownership showed a significant positive impact on the 
dividend payout ratio. Board size showed a significant positive influence on the dividend payout ratio. Board independence negatively but 
significantly influenced the dividend payout ratio. CEO duality showed an insignificant negative impact on the dividend payout ratio. In the 
framework of these CG indicators, Sri Lankan listed firms are recommended to have dispersed ownerships, large Board size and maintain 
a balance of power and authority by separating the individual who is assuming the position of the CEO from the Chairperson of the Board 
and maintain at least two independent directors.
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community. Corporate governance, in strategic management, 
refers to the set of internal rules and policies that determine 
how a company is directed. Corporate governance decides, 
for example, which strategic decisions can be decided 
by managers and which decisions must be decided by the 
board of directors or shareholders. Hence, good corporate 
governance influences the strategic decision-making of a 
firm, for example, financing, dividend, and investment. 
Therefore, corporate governance variables like board size, 
board independence, and CEO duality may have a direct 
impact on financial decisions. Corporate governance holds a 
key mechanism to protect outside investors through the legal 
system. Responsible firms extend the corporate governance 
practices that impact positively on the environment and 
society at large while enhancing shareholders’ value in long 
term. 

It is important to keep in mind that a dividend policy of a 
firm is not independent of its other financing and investment 
decisions. For example, for a firm that has at least some debt, 
paying a dividend decreases the firm’s equity and therefore 
raises its debt ratio. A firm that decides to distribute cash 
to shareholders via dividend or share repurchase may 
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1. Introduction

Corporate governance refers to how a corporate board 
makes an authentic decision for the organization with 
the guidelines, and approval of the board that is usually 
necessary for making investments, issuing shares, and 
declaring dividends. Corporate governance is the system of 
rules, practices, and processes by which a firm is directed 
and controlled. Corporate governance essentially involves 
balancing the interests of a company’s many stakeholders, 
such as shareholders, senior management executives, 
customers, suppliers, financiers, the government, and the 
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increase the likelihood of raising external financing in the 
future. In fact, it is not unusual for the same firm to pay a 
dividend, repurchase shares, borrow money, and issue new 
common stock all in the same year. Dividends may affect 
capital structure; retaining earnings increases common 
equity relative to debt. It is an important concept in the 
dividend policy. A firm may decide to distribute almost its 
entire earnings. Another firm may decide to distribute only a 
portion of its earnings

Dividend decision arises at the time when a company earns 
extra profits. This decision is linked with the distribution or 
retention of corporate profits to improve the share value of 
the firm. The pivotal objective of the finance manager is to 
confirm that every corporate decision must lead the company 
to achieve its target of shareholders’ wealth maximization. 
Therefore, the finance manager should consider the future 
investment needs and also take into account the possible 
impact of the decision on company share value, when deciding 
on the distribution of profits as dividend and retention of 
profit. The distribution of more than the optimal dividend 
payout may enhance the image of the company, at the same 
time, this will decrease the retention of profit. The unusually 
high-profit distribution rate is very difficult to maintain in the 
long run and also has a negative impact on company reserves, 
as a result, the value of the share goes down. In contrast, a 
low-profit distribution rate exhibits the firm’s weak financial 
position and mismanagement of financial matters.

Few researchers are not much confident about how will 
dividends create an effect on the value of a firm’s shares. In 
their pioneer study, Miller and Modigliani (1961) revealed a 
well-designed analysis of the relationship between dividend 
policy, growth, and share valuation. Based on well-defined 
but a simplified set of perfect capital market assumptions 
(e.g., no taxes, transaction, and agency costs, and information 
freely available to everyone), Miller and Modigliani (1961) 
expressed a dividend irrelevance theorem. According to this 
concept, investors do not pay any importance to the dividend 
history of a company and thus, dividends are irrelevant 
in calculating the valuation of a company.  A dividend is 
typically a cash payment made from a company’s profits to 
its shareholders as a reward for investing in the company. The 
dividend irrelevance theory goes on to state that dividends 
can hurt a company’s ability to be competitive in the long 
term since the money would be better off reinvested in the 
company to generate earnings. Early studies by Black and 
Scholes (1974) and Miller and Scholes (1978) supported the 
dividend irrelevance argument. 

More recent works have suggested that dividend 
disbursements could be considerably influenced by 
corporate governance, such as the size of the board, 
separation role of the Chairman and Chief Executive 
Officer. For instance, La Porta et al. (2000) suggested two 

models that considered the association between corporate 
governance and dividend disbursement of firms. They are 
Outcomes Model and Substitution Model. According to 
the outcome model dividends are paid because minority 
shareholders pressure corporate insiders to empty cash. 
According to the substitute model, insiders interested in 
issuing equity in the future, pay dividends to establish a 
reputation for decent treatment of minority shareholders. 
Chae et al. (2009), who empirically tested whether strong 
corporate governance would lead to higher payout to 
minimize agency problems or to lower payout to avoid 
costly external financing. They found that firms with 
higher (lower) external financing constraints tend to 
decrease (increase) payout ratio with an improvement in 
their corporate governance. Thus, the relation between 
payout and corporate governance is reversed depending on 
the relative sizes of agency and external financing costs. 

The remainder of this paper is organized in the following 
manner. The next section of the paper reviews prior research 
and discusses the related theoretical underpinning to develop 
the hypotheses. This is followed by a section that explains 
the data, variable measurement, model specification, and the 
GMM estimation method.  The results and discussion are 
presented in Section 4 while the conclusion is laid out in the 
final section.

2.  Literature Review and Hypotheses 
Development

A negative relationship is found between managerial 
ownership and dividend payout (Jensen et al., 1992). Jensen 
et al. (1992) stated that levels of insider ownership differ 
systematically across firms. Further, high insider ownership 
firms choose lower levels of both debt and dividends. Further, 
agency problems can be resolved along with managerial 
ownership and dividends. Chen and Steiner (1999) 
supported the argument that managerial ownership helps to 
resolve the agency conflicts between external stockholders 
and managers but at the expense of exacerbating the agency 
conflict between stockholders and bondholders. They 
further observed evidence of substitution-monitoring effects 
between managerial ownership and debt policy, between 
managerial ownership and dividend policy, and between 
managerial ownership and institutional ownership. Mullah 
(2001) investigated the behavior of the pay-out policy of 
Dhaka Stock Exchange (DSE) listed firms preceding and 
following the financial crisis to see whether dividend policy 
appears as a significant measure to protect the general 
shareholders’ interest following the crisis in 1997-1998. 
They found that managerial ownership is the determining 
factor of the dividend payout policy of listed companies.
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Board Size is also identified as one of the influencing 
factors on the dividend decision in the existing literature. A 
small board size may not be ready to deliver the governance 
roles that are expected. At the same time, boards with 
more members may not perform well and may not support 
to mitigate the conflicts of agency between managers and 
shareholders. Bigger board size may lead to paying more 
dividend payouts if members of the board are attempting 
to satisfy various clients. Bokpin (2011) emphasized that 
there is a positive and significant relationship between 
board size and dividend payout ratio. Moreover, Abor and 
Fiador (2013) found that bigger board size is related to low 
dividend payout in listed firms in Nigeria. Dividend payout 
positively affects board composition, suggesting that firms 
with high-payout tend to adopt good corporate governance 
structures to ensure the protection of shareholder interest. 
A bigger board may bring about an impression on keeping 
hold of returns enabling financing better investment 
opportunities.  

The existence of independent directors at the board will 
affect dividend policy (Feng et al., 2007; Rahman, & Saima, 
2018). This has been supported strongly by Chen et al. 
(2011). Furthermore, Brokhoric et al. (2005) concluded that 
board independence significantly and negatively influences 
dividend policy. Conversely, Setia-Atmaja et al. (2009) 
suggested that there is a significant positive relationship 
between board independence and dividend payout of firms 
during the period of 2000 – 2005 in Australia. Moreover, 
this result is supported by another Australian study done by 
Yarram and Dollery (2015) and further study in Pakistan by 
Tahir and Mushtaq (2016). Consequently, the more number 
of independent directors at the board will tend to pay a 
dividend to shareholders.

The results of the effect of CEO duality on dividend 
policy decisions are inconsistent. Bokpin (2011) revealed 
that there is a favorable association between CEO duality 
and dividend payout ratio. Furthermore, Yarram and Dollery 
(2015) concluded that CEO duality and dividend policy 
have a significant positive association. In contrast, Abor and 
Fiador (2013) concluded that CEO duality is said to have 
a negative impact on dividend payout in firms in Nigeria. 
This means that dividend payout positively affects board 
composition, suggesting that Ghanaian firms with high-
payout ten adopt good corporate governance structures to 
ensure the protection of shareholder interest. Moreover, 
Chen et al. (2011) found that there is an inverse relationship 
between the payout of dividend and duality of the CEO. 
Therefore, with the discussion and analysis given above, 
researcher hypothesizes are formulated as follows:

H1: There is a significant relationship between Corporate 
Governance factors and the Dividend Decision of a firm.

H1a: There is a significant relationship between 
Managerial Ownership and Dividend Decision of a firm. 

H1b: There is a significant relationship between Board 
Size and Dividend Decision of a firm. 

H1c: There is a significant relationship between Board 
Independence and the Dividend Decision of a firm. 

H1d: There is a significant relationship between CEO 
Duality and the Dividend Decision of a firm. 

3. Research Methods and Methodology

3.1. Sample and Data Collection 

There are 287 companies listed in the Colombo Stock 
Exchange (CSE) as of 2016. The sample data for this study 
consists of 198 firms listed on the Colombo Stock Exchange 
after excluding the financial sector of 75 companies listed 
from 2009 to 2016.  The reason for the exclusion of financial 
firms is they have to conform to strict legal requirements 
pertaining to their financing. The data and other related 
information for this study are collected from the published 
annual reports, (CSE) Colombo Stock Exchange websites, 
magazines, and CSE publication. 

3.2. Model Specification
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+  Board size +  Boar
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4. Results and Discussion

4.1. Descriptive Analysis

Table 2 presents descriptive statistics of the variables 
which have been used in the study. With a view to explain the 
general characteristics of the sample drawn for the study, this 
table reports the minimum, maximum, mean, and standard 
deviations.

Dividend payout is calculated by dividing dividend paid by 
net income. Managerial ownership is the number of ordinary 
shares owned by the board of directors to the total number 
of shares. Board size is the number of directors on the board. 
Board independence is the ratio of non-executive directors to 
the total number of directors. CEO duality is a dummy variable 
if the CEO and chairman are the same people. Profitability 
is the EBIT to total assets. Firm size is the natural logarithm 
of total assets. Corporate tax is income taxes divided by total 
assets. 
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Table 1: Definition of the variables

Variables Definition

Dividend Percentage of dividend to net income

Managerial ownership Percentage of ordinary shares owned by the CEO and other directors to the total number of 
shares outstanding

Board size number of directors on the board  

Board independent              The ratio of the number of independent directors (non-executive directors) to the total number of 
directors   

CEO duality                        A dummy with 1 if the CEO and chairman is the same person, 0 otherwise  
Profitability   Earnings before interest and tax over total assets   
Firm size Natural logarithm of total assets
Corporate Tax The ratio of corporate tax paid to profit before tax

Table 2: Descriptive Statistics of the Variables

Variable Observations Mean Std. Dev Min Max
Dividend payout 1584 0.118 0.136 0.000 0.460

Managerial ownership 1584 0.108 0.166 0.000 0.710
Board size 1584 7.818 1.994 3.000 15.000
Board independent 1584 0.390 0.124 0.000 0.900
CEO duality 1584 0.422 0.494 0.000 1.000
Profitability 1584 0.075 0.111 -0.390 0.520
Firm size 1584 9.329 0.692 6.870 11.820
Corporate tax 1584 0.021 0.009 0.010 0.140

The dividend payout ratio is considered for measuring the 
dividend decision. The mean value of the dividend payout was 
0.118. An average of 11.8% of the earnings was paid as dividend 
to shareholders. The minimum and maximum values were 0 and 
0.460 respectively with an overall standard deviation of 0.136.

This study considered four corporate governance factors, 
one of which is managerial ownership. The mean value of 
managerial ownership is 0.108. The minimum and maximum 
values of managerial ownership are 0 and 0.710 respectively 
and the overall standard deviation is 0.166. The second 
variable, Board size recorded a mean value of 7.818. The 
smallest board size is 3 while the largest is 15 and the standard 
deviation is 1.994. The board independence which is the third 
variable of corporate governance recorded a mean value of 
0.390. It means that 39 percent of directors are non-executive 
or independent directors of the board. The minimum and 

maximum values are 0 and 0.9 respectively with a standard 
deviation of 0.124. The fourth variable, CEO duality recorded 
a mean value of 0.422. The range of CEO duality was between 
0 and 1 with a standard deviation of 0.494.

4.2. Correlation Analysis

The bivariate correlations are used to investigate the 
explanatory variables and to identify independent variables 
with higher correlation coefficients enabling to test variables 
with a multicollinearity problem. Table 3 provides the matrix 
of Pearson correlation measuring the degree of association 
between the variables under the study. As per the Table, 
correlation coefficients are not greater than 0.8. According to 
Gujarati (2003), a value greater than 0.8 could be considered 
as having a multicollinearity problem. 



Mohamed Cassim Abdul NAZAR / Journal of Asian Finance, Economics and Business Vol 8 No 2 (2021) 0289–0295 293

4.3. Regression Analysis

In connection with variables related to corporate 
governance, the results exhibit that managerial ownership 
has a significantly positive impact on dividend payout ratio 
according to the regression Table 4 Therefore, hypothesis 
H1a showed that there is a significant relationship between 
managerial ownership and dividend decision of a firm and 
hence, H1a is supported. However, this result contradicted 
the findings of Kulathunga and Azeez (2016) who expressed 
a significantly negative relationship between managerial 
ownership and dividend payout ratio. Furthermore, another 

Sri Lankan study conducted by Senaratne and Gunaratne 
(2006) concluded a negative association between managerial 
ownership and dividend payout ratio. However, the 
regression result of the impact of managerial ownership on 
dividend payout is consistent with Obaidat (2018) and Al 
Qahtani and Ajina (2017) in the context of Jordan and Saudi 
Arabian stock markets respectively. 

Board size has a significantly positive influence on 
dividend decisions. It indicates that the greater the number 
of board members, the more dividend payout by the firms. 
Therefore, hypothesis H1b showed that there is a significant 
relationship between board size and dividend decision of a 
firm, and hence, H1b is supported. This is consistent with the 
studies of Pahi and Yadav (2018), Mansourinia et al. (2013), 
and Chen et al. (2011). However, this result contradicted the 
findings of Kulathunga et al. (2017) who found a negative 
relationship between board size and dividend payout ratio in 
the context of Sri Lanka.  

The association between board independence and 
dividend decision was significantly negative. The results 
specify that when the number of independent directors 
increases, the dividend payment to the shareholders goes 
down. This may happen when the independent directors 
tend to safeguard the minority shareholders’ interests that 
mitigate the agency problem. That is why firms are not using 
dividend payment as a tool to minimize the agency problem. 
Therefore, hypothesis H1c showed that there is a significant 
relationship between board independence and dividend 
decision of a firm and hence, H1c is supported. This result 
is consistent with the results of Pahi and Yadav (2018) and 
Al-Homaidi et al. (2020)

CEO duality was insignificantly negative with the 
dividend payout ratio. This result was consistent with 
Ajanthan (2013) who showed a negative relationship between 
CEO duality and dividend payout. Therefore, hypothesis H1d 
showed that there is an insignificant relationship between 

Table 3: Correlation Analysis

Variables 1 2 3 4 5 6 7
1. Dividend payout
2. Managerial ownership 0.003
3. Board size 0.106 0.061
4. Board independent -0.003 -0.068 -0.103
5. CEO duality -0.106 0.115 -0.187 0.125
6. Profitability 0.171 -0.029 -0.014 -0.041 -0.125
7. Firm size 0.153 -0.031 0.095 0.206 -0.089 0.065
8. Corporate tax -0.021 -0.012 -0.049 -0.084 -0.135 0.009 -0.079

Table 4: System GMM Estimation of Regression Results for 
Dividend Decisions

Variables Coefficient value
DP 0.607***
MO 0.149***
BS 0.007***
BI -0.074***
CEOD -0.014
PRO 0.026
Log FS -0.007
CT 1.257**
Constant 0.072
No of groups 198
No of instruments 148
AR(2) 0.996
Hansen test 0.264

Note: *** Significant at 1% level, ** Significant at 5% level,  
* Significant at 10% level.
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CEO duality and dividend decision of a firm and hence, H1d 
is not supported. 

Regression results of Table 4 also exhibited that 
profitability as a control variable was positively influenced 
by dividend decisions. This finding infers that the permanent 
earnings to a greater extent empower firms to pay dividends 
to shareholders. Firm size has an insignificant negative effect 
on dividend decisions. The results of the study indicate that 
bigger sized firms are able to pay more dividends compared 
to the smaller sized firms because the bigger firms have a 
relatively easy admittance to capital markets. Corporate 
tax has a significant positive relationship with dividend 
decisions. 

5. Conclusion

This study experiments the role of corporate governance 
through four indicators (Managerial ownership, Board 
size, Board independence, and CEO duality) in influencing 
dividend decision of 198 non-financial listed companies 
in Sri Lanka for the 2009-2016 period. In the framework 
of these indicators, Sri Lankan listed firms are strongly 
recommended to have dispersed ownerships, large board 
size and maintain a balance of power and authority by 
separating the individual who is assuming the position of 
the CEO from the Chairperson of the board and maintain at 
least two independent directors. Last, corporate governance 
indicators such as managerial ownership, the board size, 
board independence are significant on dividend payout ratio, 
however, CEO duality is not significant. 
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