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CHAPTER 1 OVERVIEW OF THE STUDY 
 

 

 

 

1.1 Chapter overview 

Corporate governance in Australia has become important according to both academic 

and managerial perspectives. The governance system is a dynamic force which has been 

evolving continuously. A series of corporate collapses and the recent global financial 

crisis have encouraged most countries including Australia to develop their governance 

systems, and policy makers to develop a code for the role of governance (Aguilera & 

Cuervo-Cazurra, 2009; Beekes et al., 2011). 

 

The common law system for corporate governance in Australia is similar to the Anglo-

Saxon so-called “outsider” system of ownership and control, which is typical of the 

board structure in the United Kingdom (UK) and the United States (Dignam & Galanis, 

2004). This governance mechanism is a framework of rules, practices, systems, and 

relations by which a company and its authorities and managers are controlled and 

directed. This involves balancing the interests of insiders (managers) and outsiders 

(such as customers, shareholders, financiers, and government). Therefore, the structure 

of this governance can influence the way the objectives of a company are set and 

achieved, the way that performance is optimized, and how risks are monitored and 

assessed. 

 

In 2003, the ASX Corporate Governance Council issued the Principles of Good 

Corporate Governance and Best Practice Recommendations. The introduction states: 
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Good corporate governance structures encourage companies to create 

value (through entrepreneurism, innovation, development and exploration) 

and provide accountability and control systems commensurate with the 

risks involved (and) demonstrably good corporate governance practices 

are increasingly important in determining the cost of capital in a global 

capital market. Australian companies must be equipped to compete 

globally and to maintain and promote investor confidence both in Australia 

and overseas (ASX Corporate Governance Council, 2003). 

 

Ten core principles, described as “the essential corporate governance principles,” were 

identified and detailed. Each principle has one or several recommendations as guide to 

implementation. These recommendations are not mandatory but they provide guidance 

to ensure the quality of the desired outcome. 

 

There are two categories of corporate governance systems: internal and external. The 

internal governance system focuses much on resolving the agency problems (Jensen & 

Meckling, 1976). The external governance can complement the internal governance and 

improve efficiency. Consequently, and in line with the theory of investment and 

dividend policy, dividends are paid by self-interested CEOs to maintain a balance 

between internal and external control (Acharya, et al., 2011). 

 

The goal of this thesis is to investigate the effect of governance on dividend policies in 

Australia. The word “policy” implies some consistency over time and shows, in 

particular that dividends do not simply evolve in a random or arbitrary manner. 

Dividend policy and dividend announcements have received considerable attention 
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since the seminal works by Modigliani and Miller (1958), and Miller and Modigliani 

(1961). The irrelevance of dividend policy as discussed by these researchers is that 

investors do not articulate preferences between current dividends and capitals gains. 

Hence, shareholders are indifferent with regard to these two types of cash distributions 

as they want either high dividend payments or reinvestment of the retained earnings by 

the company. This view is different from the previous work on dividend policy by 

Lintner (1956) where firstly, corporate dividend policy is established by long term 

target payouts and secondly, managers are reluctant to change their dividend policy 

unless there is a substantial and long term change in a firm’s future cash flow. There is 

also substantial empirical evidence that shows managers and markets do care about 

dividends and dividends do not affect firm value.  

 

Another study by Gordon (1959; 1962) differs from that of Modigliani and Miller 

(1958) and Miller and Modigliani (1961), maintaining that cash in the hand is less risky 

than future capital gains. He argues that dividends affect stock prices and that 

shareholders prefer firms which pay regular dividends. The Modigliani–Miller theorem 

has some other weaknesses. For example, Black (1976) shows that under a classical tax 

system, where there is a tax advantage for capital gain over dividend incomes, taxable 

shareholders prefer capital gains. However, in spite of such disadvantages, some 

companies continue paying large dividends. 

 

Dividends can reduce the opportunity of managers to squander cash and therefore 

outside directors prefer higher dividend payouts, this is consistent with agency theory. 

However, La Porta et al. (2000) explain how the agency approach is different from the 



4 
 

traditional explanation of Modigliani–Miller theorem with respect to two issues. In La 

Porta et al.’s own words: 

 

First, the investment policy of the firm cannot be taken as an independent 

of its dividend policy, and, in particular, paying out dividends may reduce 

the inefficiency of managerial investments. Second, and more subtly, the 

allocation of all the profits of the firm to shareholders on a pro rata basis 

cannot be taken for granted, and in particular the insiders may get 

preferential treatment through asset diversion, transfer prices, and theft —

even if the investment policy is constant. Insofar as dividends are paid on a 

pro rata basis, they benefit outside shareholders relative to the alternative 

of expropriating of retained earnings (La Porta et al., 2000, p. 2). 

 

In order to explain the dividend puzzle, financial economists offer numerous theories, 

including agency-cost theory, signalling theory, tax-preference and dividend clientele 

theory, bird-in-hand theory, and catering theory (Baker et al., 2007). In particular, two 

key theories with regard to dividend policy are agency cost and signalling theories. 

There is a simple motivation behind the signalling model: with the cost involved in 

issuing new dividends,1 only firms with good quality governance are expected to pay 

dividends because they have high cash flows (e.g., Bhattacharya, 1979). When the cash 

flow does not materialize, firms with poor governance quality cannot afford to pay 

dividends because they can face high transaction costs. Dividend payments can be 

viewed as a signal of future profitability by investors. Commitment to a high dividend 

payout policy forces the firms to interact with capital markets more frequently and 

                                                           
1 This is caused by the transaction costs of issuing new common equities, and also by considerations of 

the regulatory body. 
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therefore, attenuates managerial opportunism (Easterbrook, 1984). Figure 1-1 provides a 

summary of the arguments. 

 

Figure 1-1. Agency costs and dividend policy (Baker, 2009, p. 450). 

 

The board of directors is a firm’s central mechanism for mitigating the agency cost 

between managers and shareholders. The main task of the board is to monitor and ratify 

major policy initiatives which are undertaken by the executive managers (Fama & 

Jensen, 1983a). Previous studies on dividend payouts have shown that managers 

typically break the dividend payouts decision into two steps (Lintner, 1956). First, they 

consider whether to pay a dividend and if they choose to do so, then they will decide on 

the level of payout and also the form of dividend. 

 

There are three major empirical estimations in this thesis. This thesis begins with the 

investigation of the relationship between corporate governance and cash dividend. 

Shareholders can use dividends as a tool to control managers, and managers can also 

Monitoring costs 
of risk aversion

Dividend payouts

Need for external 
finacing

External scrutiny 
of managers

Agency costs 

and dividend 

policy 

interactions 
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use dividends as a tool to meet shareholder expectations. Accordingly, the link between 

corporate governance, firm characteristics, and dividend policy has received growing 

attention in the literature in both developed and developing markets (Aivazian et al., 

2003; La Porta et al., 2000). Previous studies relating to the association between 

dividend policy and corporate governance have strongly focused on agency theory. In 

general, firms with stronger governance show a higher desire to pay higher dividends 

(Adjaoud et al., 2010; Jiraporn et al., 2011; Mitton, 2004; Yarram, 2015). 

 

This study also shows that corporate governance and dividend payouts are 

complementary and firms with a stronger level of corporate governance have a greater 

tendency to have higher dividend payouts. 

 

The second part of this study focuses on the effect of governance on the share buyback. 

Prior to being introduced in November 1989, share buybacks were prohibited in 

Australian companies. Since then, share buybacks have become heavily regulated in 

Australia and the number of companies buying back their shares has increased. 

Governing organizations usually do not require a company to disclose the motivation 

behind a share buyback. The financial flexibility granted by regulators surrounding 

share repurchases drives firms to increasingly use repurchases (Skinner, 2008). The 

share buyback is a provisional cost-free device that can be used to send a signal to the 

market. For example, when a firm is using a share buyback as a signal for 

undervaluation, the intention is to indicate that the company is undervalued, and to 

trigger a change to its expected true market value (Ikenberry et al., 1995).  
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However, share buyback announcements can also be used as a false signal to the 

market. Stephens and Weisbach (1998) show that during the three-year period following 

a share buyback announcement only few companies actually repurchase their shares. In 

addition, Chan et al. (1995) suggest that there is no reputational penalty for companies 

if they fail to buy back shares after their announcements. Stronger corporate governance 

arrangements can send higher quality information and result in higher share repurchase. 

 

This study establishes that firms with stronger corporate governance mechanisms have a 

higher tendency toward share buyback. This study also shows that dividend payouts and 

share buybacks are complementary and firms with higher dividend payouts have more 

share buybacks. 

 

The third important estimation is about dividend reinvestment plans (DRPs). Recently, 

DRPs have received considerable attention in Australia. DRPs allow shareholders to 

reinvest all or part of their dividend in additional company shares at a discounted rate of 

return, normally without paying any transaction costs (Chan et al., 1995). DRPs are a 

flexible and cost effective capital management tool for companies to expand their 

capital in an administratively efficient manner. This is one of the most effective tools 

for raising capital as it does not carry some of the execution or reputation risks 

associated with other kinds of capital raisings, and can be performed without incurring 

significant fees from investment bankers or lawyers.  

 

This study demonstrates that firms with a stronger corporate governance mechanism 

have higher DRPs. In addition, the study also shows that dividend payouts and DRPs 

are complementary as firms which distribute higher dividends have higher DRPs. 
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1.2 Problem statements 

Finance academics have long wondered why firms pay dividends even though cash 

distributions (such as dividends) are less advantageous from a tax perspective than cash 

retention or stock repurchases (Black, 1976). Theories based on the signalling 

hypothesis are not always consistent with the existing empirical results (Aharony & 

Swary, 1980; Khang & King, 2006). Previous research on the effect of governance and 

dividend payouts in Australia either used single governance variables such as board 

independence (Yarram & Dollery, 2015) or they used a general index (Yarram, 2015). 

The limitation of a study using a single element of governance is that it fails to capture 

the broad effect of corporate governance. This thesis contributes to this body of research 

by undertaking a more plausible and comprehensive index, which includes the most 

significant governance variables affecting dividend policy in Australia. The study 

believes the developed index can provide a better explanation to behaviour and the 

effect of corporate governance on dividend policy in Australia. 

 

The second problem is related to share buyback as the relationship between corporate 

governance and share buybacks in Australia has not previously received much attention. 

Share buyback is a cash distribution technique from companies to shareholders that, 

over the years, has become more popular in the United States, especially open market 

share buyback (Dittmar, 2000; Fenn & Liang, 2001; Jagannathan et al., 2000). Since 

share buybacks in Australia are classified as tax imputation, explanations are different 

from those in the United States. The main focus of this part of the thesis is on the effect 

of governance on share buybacks in conjunction with the imputation tax system. Using 

a governance index and examining dividend policy at the nexus of imputation tax and 

governance is a different approach from existing studies. For example, Yarram (2014) 



9 
 

studied governance and share buyback in Australia using only board independence or a 

general index. 

 

The final problem relates to the relationship between corporate governance and 

dividend reinvestment plans. To the best of our knowledge, the association between 

corporate governance and DRPs has not been studied in Australia before. Previous 

studies on DRPs have focused on price responses to the announcements of such plans or 

have attempted to value certain plan features (Dammon & Spatt, 1992; Scholes & 

Wolfson, 1989), the stock price of companies that announce DRPs (e.g., Dhillon et al., 

1992; Dubofsky & Bierman, 1988; Perumpral et al., 1991), the interaction of DRPs and 

taxation (Chang & Nichols, 1992) or the reasons for adopting DRPs by the company 

(Mukherje et al., 2002). Some studies have also focused on DRPs and discount on 

issuing these stocks (Swartz, 2008) or characteristics of firms with DRPs (Boehm & 

DeGennaro, 2011). This thesis examines DRPs at the nexus of governance in Australia. 

 

1.3 Research objectives 

Given this background, the main objective of this thesis is to investigate the effect of 

governance on different types of dividends in Australia, where an imputation tax system 

is adopted.  For this purpose, this thesis generated a single corporate governance index 

using thirteen elements of governance. The three main objectives of the study are as 

follows: 

 

1. To investigate the effect of corporate governance on cash dividend payouts in 

Australia. 

 1.1 Testing the effect of governance interaction with growth opportunities. 
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1.2 Testing the effect of governance interaction with franked dividend. 

2. To investigate the effect of corporate governance on share buybacks in Australia. 

 2.1 Testing the effect of governance interaction with earning-to-price. 

 2.2 Testing the effect of governance interaction with growth opportunities. 

3. To investigate the effect of corporate governance on dividend reinvestment plan in 

Australia. 

3.1 Testing the effect of governance interaction with franked dividend. 

3.2 Testing the effect of governance interaction with DRP discount. 

 

1.4 Contributions 

Firstly, an examination of the relationship between governance and dividends in 

conjunction with the unique institutional setting (i.e. tax system) in Australia differs 

from most existing studies focused on the United States where the institutional setting is 

different (La Porta et al., 2000). Results of this thesis are also expected to provide more 

reliable outcomes than existing Australian studies about the relationship between 

governance and dividends due to this study’s sample period, which spans from 2001 to 

2013, the largest to date.  

 

Besides, corporate governance arrangements in this study are described by way of a 

comprehensive index. Previous researchers have used different corporate governance 

variables such as the use of independent sub-committees (Cotter & Silvester, 2003), 

audit, nomination and remuneration committees (Calleja, 1999), ownership structure 

(Craswell et al., 1997), director share ownership (Farrer & Ramsay, 1998), board of 

directors, audit, nomination and remuneration committees (Christensen et al., 2010). In 
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contrast, this thesis measures the strength of governance by using the most relevant 

governance variables in a comprehensive index. 

 

This thesis examines dividend policy based on three different measures: dividend 

payout, DRP, and share buyback. These variables have not been investigated together in 

one single study in the Australian context before. Overall, the findings of this research 

show that corporate governance has a complementary relationship with all three types of 

dividend policies. These findings can provide implications for agency theory and 

dividend policy at the firm level, as well as for governments when making application 

for the corporate governance codes in order to protect the shareholders. In order to 

measure the strength of governance, the study develops a governance index by using the 

ASX (2003) practices and recommendations. Previous studies have used single 

governance variables, such as board independence (Yarram & Dollery, 2015), or they 

used a general index (Yarram, 2015) to test the relationship between corporate 

governance and dividend payouts. However, this research believes that using a 

governance index is more appropriate for explaining the strength of governance and 

testing the association between governance and dividend policy. Since dividend payout 

is the most common type of dividend policy, the first study (chapter 4) only focuses on 

dividend payout. The second (chapter 5) and third (chapter 6) studies look at share 

buyback and dividend reinvestment plans respectively.  

 

Since firms have different motivations for share buyback and dividend reinvestment 

plans, the study did not place these three types of dividend policy under one single 

study. In fact, when placing the three types of dividend policy under a single model, the 

findings show no significant relationship between buyback and dividend reinvestment 
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plans. Therefore, the study only uses dividend payout as a control variable for share 

buyback and dividend reinvestment plans models. In addition, taking the Australian 

unique tax system into consideration, it is still not very clear whether the franked 

dividends influence investors in expecting a higher dividend payout than the optimum 

level of dividend payout as indicated by the agency theory. This uncertainty can 

similarly be seen for share buyback and dividend reinvestment plans; however, the 

findings of this thesis support the positive effect of franked dividends on all three types 

of dividend policies. 

 

1.5 Summary of the results 

This thesis examines the effect of corporate governance on dividend policy in Australia 

by using a random effect panel Tobit model. The main reason this research uses the 

word “effect” when testing the relationship between corporate governance and dividend 

policy in Australia is because of the explanatory power of corporate governance for 

dividends (Mitton, 2004). Previous studies on the effect of corporate governance on 

dividends also provide similar effect (Adjaoud & Ben-Amar, 2010; Francis et al., 2011). 

 

In the summary, the findings of dividend payouts, in chapter 4, show the important role 

of corporate governance in mitigating agency cost and distributing higher dividend 

payouts. These findings support the complementary role of governance in distributing 

dividends. The findings further show that for the firms with higher growth 

opportunities, this positive relationship is attenuated. Finally, the findings show that, 

since franked dividend can enable firms to pay a higher dividend, this positive 

relationship is intensified by franked dividend. 
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The findings of share buyback, in chapter 5, further support the complementary role of 

governance and share buyback in Australia. Firms with stronger corporate governance 

are more likely to have higher share buybacks in order to increase their firm’s value and 

reach an optimum capital structure. The findings further show that in the firms with 

higher undervaluation, this positive relationship is strengthened. The results also show 

that governance categories such as board function, audit function, and nomination 

committee are positively and significantly correlated with share buyback. Finally, the 

results show that managerial ownership is negatively correlated with share buyback. 

 

Similar to dividend payout and share buyback, the relationship between corporate 

governance and dividend reinvestment plans, in chapter 6, further support the 

complementary role of governance and dividend reinvestment plans in Australia. This is 

consistent with agency theory. These findings can support that the managers of the 

firms with stronger corporate governance prefer internal financing generated by DRPs 

rather than external financing. The findings further show that in the firms with fully 

franked dividends, this positive relationship will be attenuated. Similarly, in the firms 

with a high level of discount, this positive relationship will be attenuated, but for the 

firms with a low level of discount, this positive relationship is intensified. 

 

Gugler and Yurtoglu (2003) argue that although ownership and performance measures 

such as return on assets may be endogenous, it is unlikely that ownership and dividend 

are endogenous. Therefore, we believe that our study on the effect of corporate 

governance and dividend policy is also robust to the endogeneity problem. However, 

when testing the endogeneity issue for each study, our empirical evidence also favours 

our belief. 
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1.6 Endogeneity problems  

Perhaps one of the most pervasive and important issues when conducting a study on 

corporate governance is the endogeneity issue, which may be loosely defined as the 

relationship between an independent variable and the error term in a regression. The 

empirical results, with the present of endogeneity, lead to biased and unobservable 

hetrogeneity. The combination of limited information available to researchers and the 

complexity of firms’ decision-making processes ensures that there is endogeneity 

concerns in every study. Previous studies, such as those by Hermalin and Weisbach 

(2003), Schultz et al. (2010), and Wintoki et al. (2012), suggest an endogeneity issue 

between firm performance and other governance characteristics. The endogeneity issue 

is also identified in the study of corporate governance and dividend policy (Adjaoud & 

Ben-Amar, 2010; Al-Najjar & Belghitar, 2014; Francis et al., 2011; Gugler, 2003). 

 

In order to avoid an endogeneity issue, the first step is to identify the problem by 

making it clear that the endogenous variables are present and the reason why they are 

endogenous. In a regression model, endogeneity issues can occur for several reasons, 

including omitted variable bias, simultaneity or reverse causation, and measurement 

error. Similarly, in a governance performance relationship, Wintoki et al. (2012) 

indentify three sources of endogeneity, which are unobsorveable heteroskendasticity, 

dynamic, and simultaneity endogeneity. Omitted variables, which is a particularly 

severe problem in corporate finance, refers to the variables that should be included in 

the pool of explanatory variables, but for some reasons are not. The omitted variables, if 

not taken as explanatory variables, can appear in error form. If the omitted variables and 

explanatory variables are uncorrelated, then there is no interference problem, but if they 

are correlated then there is an endogeneity problem that can casuse interference to break 
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down. Measurement error occurs when there is discrepancy between the true variable of 

interest and defined proxy for unobservable or difficult quantifiable variable. The 

measurement error can become part of the regression error but it does not always result 

in an attenuation bias in the estimated coefficient. simultaneity, which can be strongly 

argued in the area of corporate governance and dividend policy, is when two variables 

are codetermined, with each affecting the other. For example, while corporate 

governance could affect dividend policy (Adjaoud & Ben-Amar, 2010; Al-Najjar & 

Belghitar, 2014; Francis et al., 2011; Gugler, 2003), dividend can affect corporate 

governance as well. Usually, firms with higher dividends would have a better corporate 

governance also. However, unlike omitted variables bias, it is difficult to sign the 

simultaneity bias because it depends on the relative scales of various effect, which 

cannot be known a priori. 

 

Hausman test is one of the most commonly used methods to determine if the model has 

an endogeneity issue. For example, when conducting a study using linear regression 

model where there is little difference betwee OLS and IV estimation, then using an 

instument is not necessary, and it is possible to conclude that using a regressor is 

exogenous. On the other hand, if the difference is considerable, then the regressor is 

endogenous and using an instrument is necessary. Previous studies on addressing 

selection bias and endogeneity issues when testing the relationship between corporate 

governance and dividend policy used various methods, such as using a different-in-

different approach and  relatively exogenous measures that included state antitakeover 

(Francis et al., 2011; Gugler, 2003), Hausman specification test (Gugler, 2003; Yarram, 

2015), different research design, two stage approach, and generalized method of 
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moments (GMM) (Zhang, 2008), using instrumental variable estimation (Al-Najjar & 

Belghitar, 2014) as well as other techniques. 

 

Overall, a number of economic techniques, which can be categorised into two groups, 

can be used to address the endogeneity problem. The first group, which includes 

regression discontinuity design, difference in difference estimators, and instrumental 

variables, are the techniques that identify the coefficients of interest by relying on a 

clear source of exogenous variation. The second group, which includes techiques that 

use matching methods, panel data methods, and measurement error methods, are the 

techniques that are opposed to a clear source of exogenous variation, and they rely 

heavily on modelling assumptions. 

 

Some of the previous studies on corproate governance and dividend policy failed to take 

the endogeneity issue under consideration (e.g., Sawicki, 2009). For instance, Mitton 

(2004) tested the effect of corporate governance on dividend policy in emerging markets 

by assuming that firms with a better governance system paid a higher dividend. But the 

result of Mitton’s (2004) study can be attributed to selection bias. For example, a firm 

could choose to improve its corporate governance system and, therefore, this 

improvement is endogenously determined, which may ultimately affect any inference 

drawn. Similarly, on studying the effect of corporate governance on dividend payouts in 

Australia, Yarram and Dollery (2015) did not consider the possible endogeneity issue 

between corporate governance and dividend payouts due to their limited study period. 

In order to avoid the endogeneity issue problem some studies adopted an approach 

based on a firm fixed effect. For instance, Yermack (1996) and Himmelberg et al. 

(1999) suggested using panel data models when unobservable variables are constant 
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over time, or when they have small time series variation but exhibit significant cross-

sectional variation. Similar to Adjaoud and Ben-Amar (2010) and Yarram (2015), this 

study also used random effect panel data Tobit model to test the relationship between 

governance and dividend payouts. 

 

This study performs a regression using random effect panel Tobit model, various 

sample sizes, and also panel logit and probit model. However, the panel models may 

still suffer from causality or endogeneity problems between dependent and in dependent 

variables. Hence, this study examines the existence of endogeneity problems between 

corporate governance and dividend policy by employing the methodology developed by 

Jiraporn and Ning (2006) and Adjaoud and Ben-Amar (2010). The results suggest that 

there is no endogenous relationship between corporate governance and dividend policy 

based on three measures: dividend payout, share buyback, and DRPs. 

 

1.7 Thesis structure 

The study is structured as set out below: 

 

Chapter 1 Structure of the Thesis 

This chapter presents an introduction to the research topic, problems statement, research 

objectives and contributions. It also articulates the main research questions discussed in 

the thesis. 

 

Chapter 2 Overview of Corporate Governance Issue, Imputation Tax and Dividend 

Policy in Australia 
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This chapter gives a brief review of the Australian corporate governance framework and 

discuss the development of this mechanism and factors affecting such development. It 

then focuses on the changes in the Australian tax system. Finally, it looks at different 

dividend policies in the Australian context and provides a brief representation of 

relevant governance and dividend data. 

 

Chapter 3 Theoretical Framework and Development of Governance Index 

The focus of this chapter is twofold. First, it looks at the main theories affecting 

dividend policy. Review of the theoretical framework and previous literature can 

facilitate understanding of the research gaps more clearly in order to develop the thesis 

hypotheses. Following this, the chapter moves to the governance determinants of 

dividend policy. These variables are: board size, proportion of independent directors, 

board meetings, CEO duality, director’s shareholding, CEO shareholding, existence of 

an audit committee, audit committee meeting disclosure, engagement of “Big Four” 

auditors, existence of a nomination committee, nomination committee meeting 

disclosure, existence of a remuneration committee, and remuneration committee 

meeting disclosure. Finally, the literature review, theoretical framework, and Australian 

governance principles and recommendations are used to develop a corporate governance 

index. 

 

Chapter 4 Corporate Governance and Dividend Payout 

This chapter mainly focuses on the effect of corporate governance on dividend payouts 

in Australia, where a large number of big firms pay dividends. Although there have 

been some changes in corporate governance systems in Australia, the governance 

mechanism of the firms has been strengthened. The sample under investigation consists 
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of the firms listed on the ASX from 2001 to 2013. In addition, governance elements 

such as board function, audit committee, remuneration committee, and nomination 

committee are tested using different models. Next, two different governance indexes are 

used to test their effect on dividend payouts. Finally, the effect of corporate governance 

on cash dividends is tested by considering its interaction with growth opportunities and 

franked dividends. 

 

Chapter 5 Corporate Governance and Share Buyback 

This chapter focuses on the effect of corporate governance on share buybacks in 

Australia. The sample consists of the top 300 listed ASX firms based on their market 

capitalization over the 2004–2013 period. A self-constructed governance index is used 

in order to determine the strength of governance in Australia. Further, the effect of 

corporate governance on share buybacks is examined by considering its interaction with 

earning-to-price and market-to-book ratios. 

 

Chapter 6 Corporate Governance and Dividend Reinvestment Plans 

This chapter focuses on the effect of corporate governance on dividend reinvestment 

plans in Australia. The sample consists of the top 300 listed ASX firms based on their 

market capitalization during the 2001–2013 period. Similarly, to the previous chapters, 

a self-constructed governance index is used in order to determine the strength of 

governance in Australia. Further, the effect of corporate governance on DRP is 

examined by considering its interaction with franked dividend and DRP discount. 
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Chapter 7 Conclusion 

This chapter will give an overview of the topics examined in the thesis and present a 

discussion of its limitations as well as posing suggestions for further future studies. 

Overall our research contributes to a better understanding of the corporate governance 

system in Australia and the factors affecting different dividend policies, taking into 

account the unique Australian tax system. 
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CHAPTER 2 OVERVIEW OF CORPORATE 

GOVERNANCE ISSUES, IMPUTATION TAX AND 

DIVIDEND POLICY IN AUSTRALIA 
 

 

 

 

2.1 Chapter overview 

This chapter briefly surveys the development of the corporate governance system in 

Australia, providing an overview of the institutional environment and the features of 

dividend policy in the Australian equity market. The three main types of dividends in 

Australia are cash dividends, share buybacks, and dividend reinvestment plans (DRPs). 

The chapter further describes the Australian tax system and the impact of tax and 

franked dividends on the dividend policy. 

 

2.2 The emergence of corporate governance issues in Australia 

A series of corporate bankruptcies has pointed to the importance of corporate 

governance worldwide. Bankrupted firms associated with poor governance include 

Enron (2001), WorldCom (2002) and Adelphia Communications (2002) in the USA. 

Similarly, HIH Insurance (2001), Harris Scarfe (2001) and Ansett Airlines (2001) 

collapsed in Australia. Malfunctioning corporate governance mechanisms were one of 

the common reasons for these bankruptcies. As a result, investors’ confidence has 

dropped.   

 

One of the goals of corporate governance is to protect investors’ investments (Shleifer 

& Vishny, 1997). This is the reason why the issue of corporate governance has become 

important for policy makers, academics and business practitioners. Indeed, an earlier 

series of corporate collapses in the 1980s and the beginning of the 1990s motivated the 
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Australian Stock Exchange, the Business Council of Australia, the Institute of Chartered 

Accountants, and the Institute of Directors in Australia to approach the Chairman of the 

National Companies and Securities Commission, Henry Bosch, to discuss the problems 

related to the corporate governance system. As a result, “Corporate Practices and 

Conduct: Setting Standards for Corporate Governance in Australia” was prepared 

(Bosch, 1993).  

 

These guidelines were subsequently revised in 1993 and 1995. These revisions had two 

purposes. One was to establish higher standards of corporate governance and the other 

was to provide guidance for professional advisors, officers and directors as to what 

constituted accepted conduct and practice (Bosch, 1993). It was recommended that 

companies should follow specific principles and guides to conduct and that a paper 

outlining these should be attached to the company’s annual report, along with any 

instances of failure to follow such principles and the reason for these being stated 

(Bosch, 1993). However, these recommendations were to be voluntarily accepted and 

audited compliance to the recommendations was not compulsory. A study by Collet and 

Hrasky (2005) shows that only 30 out of 299 companies voluntarily disclosed their 

corporate governance in their annual report in 1994. 

 

The Australian Stock Exchange (ASX) introduced the ASX listing rule 3C (3) (j) in 

1995, which includes the first legal requirement with respect to corporate governance. 

According to this rule, companies listed on the ASX were required to include a 

statement of corporate governance in their annual report. However, the listing rules 

primarily focused on disclosure of corporate governance rules and did not fully specify 

that companies should adopt them. Thus, only some Australian companies voluntarily 
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adopted the new corporate governance requirement. The ASX released a media 

statement, “Good response to ASX Corporate Governance Disclosure Rules” on 5 

March 1997. It stated that the largest 150 companies listed on the Australian Stock 

Exchange should comply with the new listing rule. 

 

On 17 April 1997 the Australian Investment Managers’ Association (AIMA), which 

represents the largest body of institutional investors, released its own commissioned 

assessment of corporate governance practices disclosure for the largest 100 Australian 

companies. This report claimed that only 10% of the top 100 companies had a clear 

understanding of these matters, including the purpose and rationale of the corporate 

governance disclosure statement and the necessity for making a statement individually 

tailored to their company, though it was claimed that a majority of companies (80%) 

had made great effort to improve governance. According to the report, 10% of these 

companies had gone through the preparation of their disclosure statement without any 

significant internal analysis of their corporate governance mechanisms or underlying 

issues. 

 

Investor and Financial Services Association Limited (IFSA) has also contributed to the 

development of the governance system in Australia. The first edition of the IFSA 

guideline on corporate governance practices aimed particularly for investment managers 

was published in 1995 with the title of “Corporate Governance: A Guide for Investment 

Managers and a Statement of Recommended Corporate Practices”. These guidelines 

were reissued in subsequent years, in July 1997 (2nd edition), July 1999 (3rd edition), 

December 2002 (4th edition), October 2004 (5th edition) and June 2009 (6th edition). 
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The Corporate Governance Council provided one of the most comprehensive corporate 

governance guidelines in March 2003 under the title of “Principles of Good Corporate 

Governance and Best Practice Recommendations”. This guideline consisted of 10 

principles and 28 recommendations which are applicable to the corporate governance 

practices of companies listed on the Australian Stock Exchange. Rule 4.10.3 (formerly 

known as ASX listing rule 3C (3) (j)) (introduced on 1 July 1995) and which required 

that companies disclose how they comply with corporate governance best practice, 

beginning with the annual report for the financial reporting year after 1 January 2003. A 

company which did not comply was required to disclose in its financial report why this 

particular best practice recommendation was not adopted. This requirement is 

summarized as the concept of ‘comply or explain’. The guideline also indicated that 

adherence to this recommendation would enable firms to maximize performance, 

enhance structure to minimise problems and ensure accountability for long term health 

and survival. 

 

Four years later, in order to ensure the comprehensiveness and relevance of these best 

practice recommendations for businesses in Australia, the ASX Corporate Governance 

Council in August 2007 issued its second edition of “Corporate Governance Principles 

and Recommendations”. Changes include: (1) the words “best practice” were removed 

from the title and the main body of recommendations; (2) the number of principles was 

reduced from 10 to 8, and the number of recommendations from 28 to 27; (3) material 

business risk was explained by a new definition (which included financial and non-

financial risk); (4) the criteria to determine director independence were changed, and, in 

doing so, emphasis was placed on disclosure of the reasons why directors can be 

considered independent instead of only focusing on the definition of independent 
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directors. These recommendations were revised again in 2010. The 8 core principles and 

22 substantive recommendations in the second edition have been carried on to the third 

edition, but there were some drafting changes to clarify their intentions and also to 

develop a more clear link between the recommendation and the core principles they 

intend to support.2 The latest edition was released on 27 March 2014, to be 

implemented after 1 July 2014. To reflect global trends, the 2014 revision allows firms 

to make the structure of principles and recommendations simpler and gives greater 

flexibility in terms of where to disclose their governance.  

 

In summary, the issue of corporate governance in Australia has been emerging since 

1995. One of the main focuses of the current corporate governance code is to strengthen 

the structure of corporate governance so that the wealth of shareholders should be 

considered and fraud in financial reporting can be removed. Firms following both the 

principles and best practice recommendations are expected to have better monitoring of 

their performance and also better understanding of their shareholders’ needs. Therefore, 

these will result in better decisions toward firm’s dividend policy. Therefore, because of 

strengthened governance, investors in Australian firms enjoy high private benefits of 

control (Nenova, 2003). 

 

2.3 Australian imputation tax system 

The tax system, combined with corporate governance, affects corporate dividend policy. 

The tax system in Australia substantially differs from several other countries including 

the US. A major change was undertaken by the introduction of a capital gains tax in 

1985, where indexation was replaced by the provision that 50% of any nominal gain for 

                                                           
2 http://www.asx.com.au/documents/asx-compliance/cgc-communique-march-2014-final.pdf 
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individual taxpayers, or 33.3% for superannuation funds, was deducted from the 

nominal gains and the rest was taxed at the marginal rate of taxation.  

 

In addition, Australia adopted the tax imputation system in 1987, which enables the 

payment of cash dividends to shareholders with an attached imputation credit. The 

introduction of the tax imputation system in 1987 effectively removed the double 

taxation of dividends for Australian residents for tax purposes and superannuation 

funds, as the attached franking credits are available to offset against the personal tax 

liability of the (Australian resident) stockholders. The after tax value of one dollar using 

a classical tax system is calculated using the following formula: 

One dollar × (1-corporate tax rate) × (1-dividend tax rate) 3 

 

In contrast, under the imputation system the following formula is used: 

One dollar × (1-corporate tax rate) × (1+ imputation tax credit) × (1- dividend tax rate) 4 

 

where the imputation tax credit is calculated by the corporate tax rate divided by (1- 

corporate tax rate). The imputation system was followed by the imposition of a rule in 

1988, which allowed superannuation to be taxed at the rate of 15% on dividend income.  

 

                                                           
3 Ex. for an individual shareholder with the (marginal) income tax rate (%) of 20, 30, and 40, under 

classical tax regime, the value of one dollar will be:   

$1(1-0.3) (1-0.20) =$0.56 

   $1(1-0.3) (1-0.30) =$0.49 

   $1(1-0.3) (1-0.40) =$0.42 

 
4 Ex. for an individual shareholder with the (marginal) income tax rate (%) of 20, 30, and 40, under the 

imputation tax regime, the value of one dollar will be: 

   $1(1-0.30) (1+(0.30/1-0.30)) (1-0.20) =$0.80 

$1(1-0.30) (1+(0.30/1-0.30)) (1-0.30) =$0.70 

$1(1-0.30) (1+(0.30/1-0.30)) (1-0.40) =$0.60 
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The ambiguities of a franked credit system, including the temporary transfer of shares 

from non-residents to residents (domestic shareholders), were removed due to the 

subsequent changes in 1997. The 1997 revision includes the related payment rule, the 

45-day holding period rule, and 30% Delta rule5. These rules decrease the capacity of 

important classes of shareholders to use franking credits (e.g., foreign investors who 

make up around half of the investor base for the combined value of Australian bonds 

and equities). The indexation of the capital gains provision of 1985, which allowed only 

the capital assets purchased before 30 September 1999 and held for one year remaining 

subject to discounting of indexation, was terminated in 1999. The introduction of the 

cash refund of excess imputation credits in 2000 enables shareholders and 

superannuation and pension fund holders to claim their tax refund for exceeded or 

unused franking credits. 

 

Prior to this revision in 2000, investors received a franked credit on the excess of 

payable tax, without being able to carry the unused credit to the following year. This 

2000 tax change allowed retail and institutional residents to claim a tax offset or tax 

refund based on their total taxable income, which includes grossed up dividends. 

Capital losses can be offset with capital tax gains or carried forward to the next year. 

The franked dividend is limited to the minimum amount of actual corporate tax of the 

firm or the ratio of tc/ (1-tc) × cash dividend paid, where tc indicates the statutory 

corporate tax rate. Therefore, if the franked dividend is more than the tax liability of 

shareholders, investors can receive a credit or claim a refund from the Australian Tax 

Office (ATO) for the unused credit. 

                                                           
5 The Delta rule was introduced in 1997 but it was enacted in 1999. It stipulated that investors looking to 

claim their franking credits had to remain at least 30% exposed to movement in the value of the 

underlying stock. 
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2.4 Dividend policy in Australia 

Three popular types of dividends in Australia are the traditional cash dividend, share 

buyback and dividend reinvestment plan (DRP). 

 

2.4.1 Cash dividend 

The word “dividend” comes from Latin word “dividendum” meaning things to be 

divided. One of the oldest dividends is the cash dividend. The Dutch East India 

Company, established in 1602, was the first public company to issue stocks and pay 

dividends (effectively the world’s first IPO). In Australia, most ASX large-cap 

companies pay cash dividends once, twice (about six months apart: an interim and final 

dividend), or quarterly. On special occasions a company may choose to pay “special” 

dividends, which are different from the usual fixed schedule dividends. The cash 

dividend is the most common way of distributing after tax profits in currency to 

shareholders. A cash dividend is allocated as a fixed amount per share, with each 

shareholder receiving a dividend in proportion to the value of their shares. Companies 

that manage their cash flow and profits effectively tend to sustain and grow their 

dividend payouts. The successful growth of earnings normally pays off for shareholders 

in the form of a higher share price.6 

 

2.4.2 Share buyback 

During the last 30 years, companies around the world have started buying back their 

shares. Share buyback allows companies to invest in themselves. By buying the 

outstanding shares, companies can increase the number of shares they own. This 

increases the earning per share and can increase the market value of the remaining 

                                                           
6 More information about the cash dividend and its motivations is discussed in Chapter 4. 
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shares. Recently, there has been a large increase in the number of firms that repurchase 

their own shares (Grullon & Ikenberry, 2000; Skinner, 2008), and a considerable 

number have used repurchasing as the sole payout method (Skinner, 2008). In Australia, 

share buyback has been possible since 1989 (Mitchell et al., 2001), with share buyback 

provisions being simplified in 1995.7 

 

2.4.3 Dividend reinvestment plans 

Dividend reinvestment plans allow shareholders to invest all or part of their dividends in 

new shares issued by the firm. One of the main attractions of the DRP is that it enables 

shareholders to reinvest their dividend without any transaction costs (Dammon & Spatt, 

1992). Lehman Corporation (1957) was the first listed company with DRPs in the 

United States. In Australia, DRPs started in 1981, however by 1987 there were still 

fewer than 40 companies with a DRP.8 

 

                                                           
7 More information about share buyback and its motivations is discussed in chapter 5. 
8 More information about DRP and its motivations is discussed in chapter 6. 
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Figure 2-1. Average governance index for each year and the percentage of companies 

with DPs, SBBs, or DRPs
Governance DP

SBB DRPs
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Notes:

Governace is calculated as a summation of the thirteen corporate governance variables, as described

comprehensively in Chapter 3, divided by thirteen. As such, the closer to 1 the better governance system and

vice versa. DP is the percentage of companies with a dividend payout (distributing cash dividend). SBB is the

percentage of companies with a share buyback. DRP is the percentage of companies with a dividend

reinvestment plan.

In order to check the behaviour of these three variables (cash dividend, share buyback 

and DRP) an investigation is made in this chapter using the top 300 firms listed on the 

ASX based on their market capitalisation for the years 2004–2013.9 The final sample 

consists of 1858 observations. The improvement of corporate governance and changes 

in dividend policy during throughout these are highlighted in Figure 2-1. The figure 

shows an improvement of the governance mechanism during the period 2004–2013. 

Similarly, there is an increase in the number of companies with a cash dividend, share 

buyback and DRP. 

Figure 2-2 shows the percentage of companies mapped against governance scores of 

one to thirteen. The data shows that only 0.22% of the companies scored one out of 

thirteen for their governance index and these had none of the dividend policies. Almost 

                                                           
9 All industry classifications were available for inclusion in the sample, with the exception of listed 

banking and regulated utilities companies. 

0.9 

0.8 

0.7 

0.6 

0.5 

0.4 

0.3 

0.2 

0.1 

0 

G
o

v
er

n
a

n
ce

 l
ev

el
  



31 
 

0.22 0.91 0.97 2.69 2.69 3.50
5.44

7.80
10.33

15.45

19.32

22.93

7.75

0

5

10

15

20

25

1 2 3 4 5 6 7 8 9 10 11 12 13

P
er

ce
n

ta
g

e

Covernance index score

Figure 2-2. Percentage of companies mapped against different levels of governance 

scores and the percentage of companies with DPs, SBBs an, or DRPs

Percentage of companies

Notes:

Governace index score is calculated as a summation of the thirteen corporate governance variables, as described

comprehensively in Chapter 3. As such, the closer to 13 the better governance index score and vice versa. DP is

the percentage of companies with a dividend payout (distributing cash dividend) for each governance index score.

SBB is the percentage of companies with a share buyback for each governance index score. DRP is the

percentage of companies with a dividend reinvestment plan for each governance index score..

23% of the sample scored twelve out of thirteen. The highest score was only for 7.75% 

of the firms (with thirteen out of thirteen) and these firms represented those with the 

highest percentage of dividend payout, share buyback and dividend reinvestments. 

 

 

 

 

 

Figure 2-3 shows the average governance level in each industry. Consumer staples 

scored the highest governance level (0.87). The percentage of companies with dividend 

payouts and share buybacks in this industry is relatively high, and it has the highest 

percentage of firms with dividend reinvestment plans. On the other hand, the materials 

industry scored 0.72, which is the lowest of all the industries. It has the lowest 

percentage of dividend paying firms overall as well. The effect of corporate governance 

on each type of dividend policy is discussed individually in the following chapters. 

0.00 5.88 5.56 12.00 30.00 43.08 60.40 68.28 69.79 74.22 77.72 83.33 83.33 DP 

0.00 0.00 5.56 0.00 0.00 6.15 0.99 2.07 5.21 9.76 19.50 21.60 28.47 SBB 

0.00 5.88 0.00 4.00 8.00 15.38 12.87 15.17 20.31 19.86 23.68 34.98 45.14 DRPs 
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Figure 2-3. Industries with different levels of corporate governance and the 

percentage of companies with DPs, SBBs, or DRPs Governance

Notes:

Governace is calculated as a summation of the thirteen corporate governance variables, as described

comprehensively in Chapter 3, divided by thirteen. As such, the closer to 1 the better governance system

and vice versa. DP is the percentage of companies with a dividend payout (distributing cash dividend) for

each industy. SBB is the percentage of companies with a share buyback for each industy. DRP is the

percentage of companies with a dividend reinvestment plan for each industy.

Chapter 4 shows the effect of governance on dividend payout; Chapter 5 shows the 

effect of governance  

 on share buyback; and Chapter 6 shows the effect of governance on DRPs. 

Overall, this chapter provides an insight into corporate governance issues and 

development of a corporate governance mechanism in Australia that will ultimately lead 

to a better understanding of the governance environment and the sample selection. 

Moreover, this chapter provides a brief summary about all three types of dividend 

policies, which are dividend payout, share buyback, and dividend reinvestment plans. 

Finally, given the unique Australian tax imputation system and its effect on companies’ 

dividend policy, this chapter discusses the uniqueness of Australian tax. Therefore, it 

87.72 82.56 55.84 62.50 85.56 84.69 47.95 77.78 DP 
11.25 11.63 5.58 21.05 10.96 16.33 17.83 12.50 SBB 
22.51 48.84 23.35 16.45 32.89 6.12 20.29 25.00 DRPs 
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provides an important implication for a better understanding of the research questions in 

the following chapters. 

 

2.5 Conclusion 

This chapter provides an overview of the Australian institutional environment. In 

summary, dividend policy has changed dramatically in Australia since 1987 because of 

the introduction of the imputation tax. Changes in taxation in Australia have created a 

tax-based preference for franked dividends. That is, demand for dividends from 

investors increased substantially due mainly to the tax credits associated with the 

franked dividend. As a result, during the years 2001–2013, around 75% of the ASX 300 

firms had dividend payouts. My thesis aims to investigate these three dividend policies 

in Australia, relating them to corporate governance.  

 

The following chapter provides an outline of the theoretical framework of factors 

affecting dividend policy. It outlines the development of the corporate government 

index. 
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CHAPTER 3 THEORETICAL FRAMEWORK AND 

DEVELOPMENT OF GOVERNANCE INDEX 
 

 

 

 

3.1 Chapter overview 

This chapter provides a summary of the main theories of this study, governance 

variables, and their effect on dividend policy. Corporate governance combined with 

agency theory provides a framework for corporate dividend policy in the presence of 

asymmetric information. Agency theory indicates the quality of corporate governance 

affects dividend policy. There are two main goals in this chapter. First, a review of 

theories will be undertaken to explain the factors affecting dividend policy. Second, this 

chapter develops a governance index. Overall, the chapter will look at theories, relevant 

literature reviews, and ASX CG (2003) practices and recommendations in order to 

better explain why each governance variable has been selected for this study and why 

they have the value of zero or one when developing the index. 

 

3.2 Theories to link corporate governance with dividends 

Agency theory uses the dividend policy to protect outsiders (shareholders) from 

insiders’ exploitation. To increase shareholder wealth, better quality corporate 

governance requires more dividend payout (La Porta et al., 2000; Shleifer & Vishny, 

1997). For factors other than governance affecting dividend policy, refer to Appendix 3-

1. 

 

Other subcategories of agency theory, such as dividend-signalling models, understand 

dividends as a mitigation tool of the asymmetrical information between agents and 

principals, i.e., shareholders. This linkage is more specifically described by the free cash 
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flow argument, which, as part of agency theory, indicates that dividends can decrease 

the likelihood of managers’ misusing the free cash flow for his/her prerequisite 

consumption. In contrast to the signalling theory, the firm life cycle theory predicts that 

a firm’s dividends will be increased when the firm reaches its mature stage and its 

profitability is expected to decline in the future.10 

 

3.2.1 Introduction of agency theory 

Agency theory (Easterbrook, 1984; Fama, 1980; Jensen, 1986), as was first discussed 

by Berle and Means (1932) and elaborated by Jensen and Meckling (1976), shows the 

existence of conflicts of interest between agents and owners (principals) and provides a 

solution to resolve this agency problem.11  

 

Agency theory holds there is potential for a conflict of interest between corporate 

insiders (such as controlling shareholders and managers) and outsiders (such as minority 

shareholders) (Berle & Means, 1932; Jensen & Meckling, 1976). The theory basically 

interprets this agency problem as arising from two sources. Firstly, a problem exists 

when the goals and desires of principals and agents are in conflict, and principals are 

unable to verify (due to expense or other difficulties) what the agent is actually doing. 

Secondly a conflict of interest arises when agents and principals have diverging 

attitudes toward risk. For example, they may be inclined toward taking different actions 

because of dissimilar risk tolerances. 

 

                                                           
10 Dividend policy can further be explained by trade-off theory (Easterbrook, 1984) and catering theory 

(Baker & Wurgler, 2004a; 2004b). 
11 In their book The Modern Corporation and Private Property, Berle and Means (1932) use the 

relationship between principal and agent to explain the basis of this conflict. 
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The agency theory acknowledges the effect of contrasting aspects of the human psyche 

such as self-interest versus altruism. Top managers can be more governed by their own 

self-interest than the interests of shareholders. The personal goal of the managers can 

sometimes conflict or compete with the goal of increasing shareholders’ wealth. 

Although shareholders have authorized the manager to administer the company’s assets, 

there might be a potential for conflict between them. Jensen and Meckling (1976) 

acknowledge that the agency problem becomes more obvious if both shareholders and 

managers try to maximize their profits because managers (agents) may not always take 

action based on the shareholders' interests. 

 

Agency theory describes conflicts as unavoidable when managerial control is separated 

from ownership. Accordingly, agents might not be able to maximize the benefit to 

shareholders because they have different interests, goals and attitudes to risk (Wright et 

al., 1996). Jensen and Meckling (1976) indicate that the proportion of insider ownership 

(equity controlled by insiders) could influence a firm’s policies. The increasing of a 

manager’s stock ownership, the firm’s mixture of equity financing, the existence of 

external debt and the dividend payment can all reduce agency costs. The leverage ratio 

is also relevant to agency cost as using debt reduces the conflict of having outside 

equity. Thus it can be seen that the agency theory also provides an analytical framework 

to understand corporate dividend policy because it can show how to reduce the conflict 

of interest between managers and outsider ownership (Crutchley & Hansen, 1989; 

Jensen et al., 1992; Jensen & Meckling, 1976).  

 

One of the ways to extract a firm’s excess cash flow is to increase the amount of cash 

dividends (Zhang, 2008). Fama and Jensen (1983a; 1983b) espouse that the potential 
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conflict between shareholders and bondholders is mitigated by a covenant governing 

claim priorities such as the higher payment of dividends. As mentioned earlier, 

Easterbrook (1984) and Jensen (1986) recommend that by reducing the free cash flow, 

shareholders can reduce the chance of managers squandering resources. Therefore, 

dividend payout is a measure of monitoring and controlling the managers (Brav et al., 

2005; Megginson, 1997). This is supported by Rozeff (1982) and Easterbrook (1984) 

who view the dividend payout as a monitoring and bounding characteristic. Johnson 

(1995) shows that regular visits to the capital market and a simultaneous increase in 

monitoring are the requirements for an increase in dividend payouts. Overall, these 

points clearly indicate that agency theory supports the claim that the dividend is a way 

to resolve agency problems and to increase the wealth of shareholders. 

 

The agency theory assumes managers to engage in excessive resource consumption, 

over investment for private purposes and perks. To support this, the free cash flow 

theory (Easterbrook, 1984; Jensen, 1986) states that companies with substantial free 

cash flow also tend to face conflicts of interest between stockholders and managers. 

Therefore, according to both free cash flow and agency theories, dividends will reduce 

the agency problem because the payout reduces the free cash flows available to 

managers. Free cash flow theory is addressed in more detail in Section 3.2.2.2. 

 

3.2.2 Other subcategories of agency theory 

3.2.2.1 Signalling theory 

Information asymmetry can create a conflict in a situation where one party has more or 

superior information compared to the other party. In the business context, managers 

hold private information about the firms’ future value. The concept of signalling theory 
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goes back to the seminal work of Lintner (1956) who focuses on the reaction of market 

price in response to the change in dividend payouts. 

 

Signalling theory has been formularized by many researchers, including Bhattacharya 

(1979; 1980), Hakansson (1982), John and Williams (1985), Kale and Noe (1990), 

Kumar (1988), Makhija and Thompson (1986), Miller and Rock (1985), Ofer and 

Thakor (1987) and Rodriguez (1992). The theory further argues that corporate managers 

have superior private information and that dividend announcements can change the set 

of information available to the stockholders, thus resulting in revaluation of the firm’s 

stock price. Miller and Modigliani (1961) showed that a change in dividend payouts can 

affect stock price, which can be directly attributed to the information content of such 

dividends. Myers and Majluf (1984) argued that if managers have private information, 

unknown to the public, they may have a great incentive to indirectly release this 

information. One of the best ways of transferring this information to shareholders is 

through announcing an unexpected change in dividends, which may indicate that the 

firm has strong future prospects. 

 

Previous studies have tried to explain managerial activities by focusing on many kinds 

of asymmetric information between insiders and outsiders. These include insider trading 

(Damodaran & Liu, 1993), ownership equity proportion (Leland & Pyle, 1977), capital 

structure (Ross, 1977) and also models with dual signals of managerial trading activities 

happening around other signalling activities in a corporation (John & Mishra, 1990; 

John & Lang, 1991).  
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Earlier studies have shown that dividend policy is less costly than other signalling 

methods (Ambarish et al., 1987; Ofer and Thakor 1987). The dividend-signalling model 

developed by Bhattacharya (1979) is an adaptation from Ross (1977). In this model of 

all equity firms (Bhattacharya, 1979), a higher dividend payout implies a higher value 

of the firm.  Thus increases in dividend payout can be used as a positive managerial 

signal to shareholders. Unexpected changes in dividend payout can convey the insider 

information that future payoff patterns can be expected. However, the signalling model 

does not explain the shareholders’ power to force managers to distribute dividends due 

to their preference for a cash dividend. 

  

Life cycle theory (DeAngelo et al., 2006; DeAngelo & DeAngelo, 2006; Grullon et al., 

2002) proposes that mature firms are more likely to pay dividends compared to growing 

firms. Mature firms use dividends as a signalling mechanism to the market in order to 

show that they have lower systematic risk and that their market or products have 

reached the mature stage (Grullon et al., 2002). The signalling effect of dividend 

payouts on a firm’s future cash flow stability, profitability, quality and favourable 

earnings prospects has been discussed extensively in previous literature (John & 

Williams, 1985; Kale & Noe, 1990; Miller & Rock, 1985; Ravid & Sarig, 1991; Yoon 

& Starks, 1995). 

 

The main message of the signalling theory can be applied to non-cash dividends such as 

share repurchases (Brown & Norman, 2010; Mitchell et al., 2001; Mitchell et al., 2006; 

Mitchell & Dharmawan, 2007; Stewart, 1976; Vermaelen, 1981). Ofer and Thakor 

(1987) showed that both dividends and share repurchases can be used for the purpose of 

signalling to investors. However, due to an increase in managerial risk and a higher 
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level of disclosure of information, share repurchases have some additional costs 

compared to dividend payouts. Thus, share repurchases vis-à-vis cash dividends can be 

optimally used for signalling when the share price is significantly undervalued (Hausch 

& Seward, 1993). 

 

Previous studies (Abraham et al., 2015; Tamule et al., 1993) also focused on the 

signalling effect of dividend reinvestment plans (DRP) as one of the most important 

dividend mechanisms. Scholes and Wolfson (1989) showed that DRPs can mitigate the 

potential for an adverse signalling effect and in fact DRPs can increase share price. A 

manager who has good investment opportunities is more likely to "signal" it through 

DRPs by issuing shares that allow their investors to reinvest their dividend back to the 

firm. On the other hand, DRPs can also signal that a company has debt problems or is 

close to bankruptcy with few available financing choices. 

 

However, the most challenging issue for the signalling model is that it is not directly 

observable. Managers’ subjective ignorance in earnings estimation severely limits the 

usefulness of releasing information via changes in the level of dividend payout in the 

firm (DeAngelo et al., 1996). To be specific, a decrease in the earnings growth rate after 

announcement of an upward change in dividend is inconsistent, and in fact a contrary 

indication to what may have been predicted from an increased dividend. Spence (1973) 

developed a signalling model, however, he mentioned that one of its limitations was that 

it is not likely to represent many markets as markets generally have different 

information structures. A further complication is that the messages communicated 

through changes of dividend policy are often ambiguous because insolvent firms are 

also liquidated via dividends (Easterbrook, 1984). 
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3.2.2.2 Free cash flow theory 

The free cash flow argument (Eastbrook, 1984; Jensen, 1986) shares the idea of the 

agency theory as briefly described above in the agency theory. Divergence of interests 

between managers and investors in publicly listed firms can encourage the managers of 

firms with low investment opportunities to hoard the excess cash flow to benefit 

themselves at the expense of shareholders. As such, dividend payouts ultimately limit 

managers’ ability to misuse the free cash flows funds for managerial perquisite 

consumption (Jensen, 1986), as mentioned in Section 3.2.1. 

 

Lang and Litzenberger (1989) demonstrated that a conflict of interest between insiders 

and outsiders can arise if there is a cash flow excessive to that required to finance all net 

present value projects. Denis et al. (1994) and Yoon and Starks (1995) contended that, 

under the signalling hypothesis, a change in dividend payouts provides information 

about current and future cash flow, whereas under the free cash flow hypothesis, a 

change in dividend payouts provides information about the managers’ misuse of excess 

cash. Therefore, the free cash flow theory shows a positive relationship between free 

cash flow and dividend payout, as firms try to run down free cash flow to reduce their 

agency costs (Farinha, 2003; Jensen, 1986). 

 

Doan et al. (2011) show that Australian firms have used share repurchases to distribute 

their excess cash. Similarly, Brown and Norman (2010) show that Australian firms have 

used the strategy of off-market buyback when they have excess cash. One of the main 

determinants of share repurchasing is whether there is free cash flow, as the firms with 

excess free cash flow use share repurchasing to bring their cash flows to the optimal 

level and thereby help avoid managerial excesses (Dittmar, 2000). 



42 
 

Similarly, dividend reinvestment plans can also be explained by the agency and free 

cash flow theories. Lyroudi (1999) posited that DRPs increase firms’ cash reserves as 

DRPs generate more equity funds. 

 

3.2.3 The firm life cycle theory of dividends 

The life cycle theory (DeAngelo & DeAngelo, 2006; DeAngelo et al., 2006; Grullon et 

al., 2002) of dividends argues that a dividend is justified when a firm has reached a 

mature stage where generated cash exceeds investment opportunities. The theory has an 

important implication for dividend policy as it represents the idea that a good payout 

policy is driven by the firm’s need to distribute its free cash flow (DeAngelo & 

DeAngelo, 2006). The life cycle theory proposes that a firm will adjust its dividend 

policy as its growth opportunity changes over time. The theory predicts that firms are 

expected to pay fewer dividends when their investment opportunities are greater than 

their internally generated capital (e.g., DeAngelo et al., 2006; Fama & French, 2001; La 

Porta et al., 2000; Rozeff, 1982; Smith & Watts, 1992). However, as the internal funds 

generated by the firms’ operations become greater than the available investment 

opportunities, firms will eventually start paying out of their excess funds to reduce the 

chance of wasting the free cash flows (Jensen 1986).  

 

According to the life cycle theory, dividends are not the best option when the firm is 

young and has available profitable investment opportunities, but dividends start when 

the firm is at a more mature level (Acharya, et al., 2011; Bulan et al., 2007; DeAngelo et 

al., 2004). 
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3.3 Development of governance index 

The agency theory outlined above indicates that designing a governance system is 

required to resolve agency problems and to increase cost efficiency. The Anglo-

American system which provides a fundamental philosophical framework for the 

Australian governance system emphasizes a number of internal monitoring 

mechanisms.12 For this reason, this section describes important internal elements of 

governance and this, in turn, is directly associated with the development of the 

governance index which is one of the mechanisms embedded in the methodology of this 

thesis. 

 

3.3.1 Review of governance element to be used for the governance index 

This section will focus on the important governance variables to developing an index 

following the ASX Principles of Good Corporate Governance and Best Practice 

Recommendations (2003). The principle and recommendations for construction of the 

index mainly based on the ASX GC (2003) are as follows. Principle 2: Structure the 

board to add value—companies should have a board of effective composition, size, and 

commitment to adequately discharge their responsibilities and duties. This principle can 

emphasise the importance of board size and meetings; Recommendation 2.1: A majority 

of the board should be independent; Recommendation 2.3: The roles of the chairperson 

and chief executive officer should not be carried out by the same individual; 

Recommendation 4.2: The board should establish an audit committee; Recommendation 

2.4: The board should establish a nomination committee; and Recommendation 9.2: The 

board should establish a remuneration committee. Some of the governance variables 

                                                           
12 Because of the goal of this thesis, we do not pay much attention to external monitoring such as (hostile) 

M & As.  
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such as managerial control, existence of an audit committee, and committee meeting are 

constructed using theories and literature. 

 

Using relevant theories, the governance index is developed by defining questions. Each 

question is constructed in a manner that the answer “yes” adds one point to the 

governance score. The rating is on a scale of 0 to 13, with a higher score indicating 

better governance. The governance variables are explained as follows: 

 

3.3.1.1 Board size 

The board of directors is a central component in the internal governance of the 

company.  The structure of the board in corporations and its impact on the behaviour of 

the firm is one of the most important issues affecting governance (Anderson & Reeb, 

2004; Fama & Jensen, 1983a; Huse, 2000; Williamson, 1983; Zahra & Pearce, 1989). 

While monitoring is considered one of the most important functions of the board of 

directors, it is also argued that consulting the managers is also an equally important role 

of the board of directors (Adams & Ferreira, 2007; Raheja, 2005). 

 

 If the CEO of the corporation is underperforming, the board has the authority to replace 

him or her with a new CEO who can perform better and maximize the firm’s profits. 

Economic theory holds that the board of directors is an important part of the 

corporation’s governance structure (Fama & Jensen, 1983a; Williamson, 1983), and 

previous research has shown that board size can indicate directors’ ability to monitor 

managers. This has been supported with evidence from both small and large boards 

(Dalton et al., 1999; Hermalin & Weisbach, 1988).  
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The importance of board size is also discussed in resource development theory (Pfeffer 

& Salancik, 1978) which contends that as boards help firms with the external resources 

and environment to secure resources, a board with a larger size fulfils this task better 

than a small board. Therefore, the greater the need for external linkages, the larger the 

board size should be (Pfeffer & Salancik, 1978).  

 

Larger boards are generally less cohesive and more diverse than smaller boards, and this 

can encourage conflict and debates, and bring about the formulation of a wide variety of 

decision alternatives (Dalton et al, 1999; Johnson et al., 1996). A larger board retains 

more specialized skills and opinions among its members than a smaller board, and is 

much better equipped to have and process more information about firms and its 

environment than smaller boards (Amason and Sapienza, 1997). A large board can 

bring more experience and resources to the firm, which benefits its performance (Dalton 

et al., 1999; Chiang, 2005). Previous studies also show a positive relationship between 

the board size and dividend payout (Bokpin, 2011; Chen et al., 2011). It is further 

argued that larger boards have more specialized skills and are better equipped to 

monitor managers (Williams at al., 2005). 

 

The particular attributes of board members, and the mix they bring is of importance. 

Principle 2 of ASX CG (2003) states “structure the board to add value”, in other words 

a listed entity should have a board of effective composition, size, and commitment to 

adequately discharge its responsibilities and duties. Therefore, we believe that that the 

larger board the better when constructing the governance index.13 

                                                           
13 However, contrary to this argument, a larger board can be less efficient in monitoring the performance 

of management due to the problem of free-riding and the increased time necessary for decision making 

(Yermack, 1996). Although a larger board can generate a free-rider problem, Coles et al. (2008) reported 

that board size should be evaluated when it is combined with the complexity of business and availability 
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In addition to monitoring, recently developed theories have emphasised the board’s 

consulting function (Adams & Ferriera, 2007; Raheja, 2005). However, obviously the 

size of a board cannot be unlimited as it is costly. For these reasons, larger boards (for 

complex companies and within limitations) tend to have more specialized skills and are 

better equipped to monitor management, having a positive effect on dividend policy. 

 

3.3.1.2 Proportion of outsider directors (independent directors) 

During the 1990s and, particularly since the series of business scandals and 

bankruptcies in the beginning of new millennium, the global economy appears to have 

become involved in what is called an "outside director euphoria" (Dahya & McConnell, 

2007). At least 26 countries published guidelines that specify a minimum level of 

outside directors in the board of publicly traded companies. The underlying assumption 

of this movement is that an increase in the proportion of outside directors will result in 

better monitoring, decision-making, and ultimately better firm performance. That is to 

say, the mere presence of outside directors is often taken as a sign of an efficient 

monitoring system. For example, Fama and Jensen (1983a) have argued that non-

executive directors are effective in ensuring that managers act in the best interests of the 

shareholders. This is mainly because these directors operate independently to some 

extent, care about their reputation and want to send a signal of their own competence to 

the market. 

 

                                                                                                                                                                          
of relevant experience and skills in the board. This is mainly because, in less complex firms, the cost of 

having a large board is higher than its benefits. Therefore, a small board is not equipped to deliver the 

governance roles that are expected of a complex company (Kiel & Nicholson, 2003). 
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In addition, recent trends of board regulation globally have emphasised the importance 

of an independent director appointed from outsiders, which is supported by the resource 

dependence theory (Pfeffer & Salancik, 1978) and which indicates the appointment of 

outside directors is beneficial to improve firm performance. As further augmentation of 

the rationale for this approach, the institutional theory (Scott, 1995) also suggests the 

outside directors could strengthen the legitimacy of the firm. 

 

Outside directors can be categorized into two main groups: affiliate directors and 

independent directors (Arosa et al., 2010). Affiliated directors are directors that have an 

existing or potential business relationship with the firm, but are not full-time employees 

(Daily et al., 1998). These directors may play an important role in any firm. Independent 

directors are those whose directorship is the only business relationship with the firm.  

 

Based on stewardship theory, both affiliative and independent directors have a similar 

and positive effect on firm performance (Anderson & Reeb, 2004). This theory suggests 

that the main role of the board of directors is to advise and support the managers instead 

of disciplining and monitoring, which agency theory suggests (Corbetta & Salvato, 

2004a; 2004b; Daily et al., 2003; Muth & Donaldson, 1998). The contrast in these two 

theories provides a quite different explanation of the association between outside 

directors and firm performance, in terms of the extent to which outside directors may 

control or monitor. This is even more important in the case of dividend policy. 

 

The dividend payout process is normally started by the CFO making a dividend 

recommendation which is then passed on to the CEO for approval. The recommendation 

from the CEO is then presented to the board of directors, usually for a quick approval 
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(Brav et al., 2005). Therefore, board members and top executives play a critical role in 

the process of making payout decisions. Since independent directors do not have a 

material or pecuniary relationship with the company or related persons, except for 

sitting fees, they are in a better position to make decisions on dividend policy, due to the 

agency issues previously mentioned. 

 

The “outsider director euphoria” alluded to earlier is based on some empirical evidence 

suggesting that outside directors can have a positive effect on board effectiveness and 

firm performance. For example, Weisbach (1988) and Anderson and Reeb (2004) find a 

significant and positive relationship between the proportion of outside directors and 

firm performance. As a limiting factor, it has been found that profitable firms are in a 

better position to make appropriate decisions on their performance and dividends payout 

(Bathala & Rao, 1995; Borokhovich et al., 2005; Dahya & McConnell, 2007).14 

 

There are two different views about the relationship between board independence and 

dividend policy. The “substitute” model of dividend (La Porta et al., 2000; Rozeff, 

1982) posits that firms with few independent directors (firms with a weak governance 

mechanism) are more likely to pay a higher dividend as a way to build the firm’s 

reputation. The “outcome” model of La Porta et al. (2000) emphasises the 

complementary roles of the independent director and dividend payout in the governance 

                                                           
14 On the other hand, empirical studies have found statistically controversial and contrasting effects of 

board monitoring on firm performance (Gompers et al., 2003). For example, some empirical evidence 

shows that a higher proportion of outside directors has a negative impact on firm performance (Agrawal 

& Knoeber, 1996; Baysinger and Butler, 1985; Hermalin & Weisbach, 1991; Giovannini, 2010) or even 

no significant relationship between them (Dalton et al., 1998; De Andres et al., 2005; Jackling & Johl, 

2009). There are some explanations for why some previous studies might have failed to find a 

relationship between board independence and firm performance even if one exists. These reasons include 

endogeneity (Demsetz & Lehn, 1985; Lehn et al., 2009), adding outside directors only during periods of 

poor performance (Hermalin & Weisbach, 2003), and focusing mostly on US firms (Dahya & McConnell, 

2005). 
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mechanism. In addition, if a firm has a high level of free cash flow, independent 

directors can encourage the firms to pay higher dividends.  

 

Independent directors are expected to be more likely to present the interests of 

shareholders and, potentially, take a stand against the CEO (Adams & Ferreira, 2007). 

Schellenger et al. (1989) and Belden et al. (2005) find a positive relationship between 

independent (non-executive) directors and the decision to initiate a dividend payment, 

which supports the independent director’s role to protect interests of shareholders. 

Setia-Atmaja et al. (2009) and Yarram (2015), looking at the Australian context, have 

also found a positive relationship between board independence and dividend payouts. 

 

In addition, recommendation 2.1 of ASX CG (2003) states that “a majority of the board 

should be independent”. Thereby, this study contends that there is a positive association 

between outsider directors, firm performance and subsequent dividend policy. 

 

3.3.1.3 Board meetings 

Jensen (1993) shows that CEOs almost always set the agenda for board meetings, as 

they think that members should be given regular opportunities to observe and meet 

other board members in order to expand their knowledge of the CEO and company 

succession and have a better understanding of the board process. The literature on board 

meetings is limited in terms of the scope of its enquiry, possibly due to the sensitive and 

commercial in confidence nature of the meetings themselves. Vafeas (1999a) showed 

that board activity, measured by board meeting frequency, is an important dimension of 
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board operations. Board size and structure are positively related to the frequency of 

board meetings (Al-Najjar, 2012).15 

 

Kent and Stewart (2008) reported a positive relation between board meeting frequency, 

corporate governance and ownership characteristics, which is consistent with agency 

theory.16 This study adopts the view that companies that have a higher frequency of 

board meetings are more likely to perform their duties diligently and effectively, 

thereby enhancing their level of oversight. In addition, Principle 2 of ASX CG (2003), 

“structure the board to add value”, can highlight the importance of board meetings. 

Therefore, this study considers a higher frequency of board meetings to be more 

effective and therefore to have a positive influence on dividend policy. 

 

3.3.1.4 Managerial ownership (CEO and director shareholdings) 

Ownership structure, particularly managerial ownership, is an important element of 

governance (ex., Eckbo & Verma, 1994; Jensen, 1986; Jensen et al., 1992; Leland & 

Pyle, 1977; Moh'd et al., 1995; Rozeff, 1982; Williamson, 1964).17 Two main 

arguments exist about managerial ownership and it relationship to performance in the 

                                                           
15 The other characteristic of firms such as their leverage, free cash flows, size and Tobin’s Q have an 

impact on the frequency of board meetings (Al-Najjar, 2012).  
16 Board meetings are inversely related to firm value, as by increasing board activity the share price 

subsequently declined (Vafeas, 1999a). 
17 Institutional investor” is another important form of ownership that has been used as a governance 

variable in previous studies (Chung, 2013). These investors can play a monitoring role in controlling 

senior managers and can affect the policies of the firm, especially dividend policy. Institutional investors 

are more capable and willing to control managers than are smaller and more diffuse shareholders (Allen 

et al., 2000; Grinstein & Michaely, 2005; Shleifer & Vishny, 1986). Eckbo and Verma (1994) contend 

that institutional shareholders prefer to have dividend payout in order to reduce the agency costs of free 

cash flow. Institutional shareholders can act as a substitute monitoring device and therefore reduce the 

need for external monitoring by the capital market (Zeckhauser & Pound, 1990). Lysandrou and 

Stoyanova (2007) contend that institutional investors prefer to invest in stocks with regular dividend 

payouts. Similarly, previous studies find a positive relationship between institutional ownership and 

dividend payout (Al-Najjar and Belghitar; 2014; Moh'd et al., 1995; Short et al., 2002). However, 

contrary to this argument, the reputational hypothesis argues that institutional investors send a positive 

signal to the market and, therefore, there is no need to use a dividend payout for a signalling purpose; 

therefore, there is a negative relationship between institutional investors and the decisions to pay 

dividends (Holder et al., 1998; Jensen et al. 1992). 
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corporate governance literature: the entrenchment argument and the incentive alignment 

argument (Farooque et al., 2007; Morck et al., 1988; Stulz, 1988). 

 

The entrenchment argument contends that more equity ownership by managers may 

decrease financial performance, as managers who hold a large amount of stocks might 

not be interested in the other shareholders’ interests. In other words, managers with 

significant ownership might be more interested in maximizing their utility than 

maximizing the firm’s profit (McConnell & Servaes, 1990; Morck et al., 1988). In the 

presence of dominating owners, the minority shareholders will have no power in 

making decisions. A negative association between managerial ownership and firm 

performance is further supported by Agrawal and Mandelker (1990) and Tam and Tans 

(2007). 

 

The incentive alignments argument states the opposite, that more equity ownership by 

managers may increase corporate performance, as this can better align the interest of 

managers with the other equity owners (Jensen & Meckling, 1976). Therefore, 

according to this logic, managerial ownership is one of the best ways to improve 

incentive alignment as it put constraints on managerial discretion and thereby reduces 

misconduct of resource use (Hölmstrom, 1979). This incentive alignment argument is 

supported by researchers in the United States (Mehran, 1995; Welch, 2003; Wruck, 

1989) and in Australia (Farrer & Ramsay, 1998).18 

 

                                                           
18 However, some studies could not find any significant association between managerial ownership and 

firm performance (Davies et al., 2005; Demsetz, 1983; Farooque et al., 2007; Short & Keasey, 1999). 

Some studies find no significant relationship between different measures of ownership concentation and 

profit rate (Demsetz & Lehn, 1985) or return on different portfolios constructed base on managerial 

ownership (Tsetsekos & DeFusco, 1990). 
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Considering the fact that profitability can increase the amount of dividend payout 

(Rozeff, 1982), Fenn and Liang (2001) show that managers’ stock ownership could 

result in higher dividend payouts through better alignment of the interests of 

shareholders and management in a mature market. However, in the absence of such a 

system, managers prefer to use the free cash flow for perquisites and development, 

instead of paying dividends to shareholders (Jensen & Meckling, 1976; Jensen, 1989). 

Collins et al. (2009) showed that at a higher level of managerial equity ownership 

(insider shareholdings) there is a positive relationship between insider shareholdings 

and dividend payouts. Similarly, Vo and Nguyen (2014) show that that managerial 

ownership has a positive effect on dividend payouts. This means that companies with a 

higher level of managerial shareholding are consciously paying higher amounts of 

dividend.  

 

In contrast, Afza and Mirza (2010) find a negative relationship between managerial 

ownership and dividend payouts. Similarly, Rozeff (1982) and Chen and Steiner (1999) 

show that a higher level of management ownership can cause a lower level of dividend 

payment, pointing to a strong negative relationship between managerial ownership and 

dividend payouts. Furthermore, Chen and Steiner (1999) support the argument that 

managerial ownership helps to resolve the agency conflict between external 

stockholders and managers but at the expense of exacerbating the agency conflict 

between external shareholders and bondholders.  

 

As has been discussed above, there are different views with regard to the effect of 

managerial ownership and dividend policy. In this regard, some studies show a positive 

relationship between these two (Collins et al., 2009; Fenn and Liang, 2001; Vo and 
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Nguyen, 2014) and some studies show a negative relationship between these two (Afza 

and Mirza, 2010; Chen and Steiner, 1999; Rozeff, 1982). The study in chapter 4 follows 

the incentive alignment arguments, relevant literature reviews, and the correlation 

between variables and finds that higher share ownership by directors and CEO has a 

positive effect on dividend payouts. The incentive alignment argument contends that 

managerial share ownership will result in managers and shareholders to have common 

interests, which will ultimately result in higher dividend payouts. Therefore, the study in 

chapter 4 uses higher share ownership when developing an index. However, following 

the agency problem, relevant literature reviews, and the correlation between variables, 

the study takes less managerial ownership as a good governance variable when 

developing an index for share buyback (chapter 5) and dividend reinvestment plans 

(chapter 6). The reason for that is when there is high managerial ownership, there is less 

room for agency conflict and less need for share buyback and dividend reinvestment 

plans to mitigate the agency problems. 

 

2.3.1.5 CEO duality (concentration of power)  

The traditional agency theory is pessimistic about CEO duality (Jensen, 1986; 1993; 

Morck et al., 1990; Shleifer & Vishny, 1997; 1989), that one individual should not 

perform the roles of board chairperson and CEO simultaneously (Lehn & Zhao, 2006; 

Zahra & Pearce, 1989). This is mainly because agency theory suggests that CEO duality 

reduces the monitoring effectiveness of the board over management because the CEO 

should have primary responsibility for ignition and implementation of strategic 

decisions, whereas a board of directors should be responsible for monitoring and 

ratifying decisions taken by the CEO. Thus the theory supports the separation of the 
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Chairman and CEO roles. Consequently, a negative relationship between CEO duality 

and dividend payout is expected by agency theory. 

 

In contrast, one may assume that combining the positions of chairperson and CEO gives 

a central point for leadership and removes confusion about responsibilities (Anderson & 

Anthony, 1986). According to stewardship theory, duality has a positive benefit for the 

firms as it can remove the conflict of interests between managers and shareholders 

(Donaldson, 1990). According to this logic, firms with CEO duality may pay a higher 

dividend to reduce free cash flow. 

 

However, Jensen (1993) shows that a combination of the two positions can cause the 

firm to mix these two important dynamics of power. Therefore, effective monitoring of 

the CEO is not possible when this person is also serving as a chair. This is mainly 

because in such situations the CEO is able to pursue his or her own interest and neglect 

the shareholders (Elloumi & Gueyie, 2001). As a corollary, in firms where the CEO also 

serves as chairperson, the power is more concentrated in one person. Hence, since the 

board may be unduly influenced by top management, the board’s independence is then 

questionable (Chaganti et al., 1985). Board independence is very important because it 

can help to make sure that CEO is following the strategies which are necessary for the 

firm’s survival and growth. 

 

Considering the specified domains for the CEO and chairperson (Stewart, 1991), this 

thesis argues it is better to separate these roles, as one person may not effectively 

perform both tasks. The chairperson is often involved in various tasks (such as 

stakeholder and public relations, special planning assignments and policy formulation 
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and review), which is contrary to the role of the CEO who is mostly involved in day-to-

day management (Chaganti et al., 1985). Putting the additional responsibility of the 

chairperson onto the CEO can prolong day-to-day executive commitments, especially 

during the time of crisis. 

 

Furthermore, a chairperson plays a consultation and mentoring role for the CEO and 

directors (Stewart, 1991), therefore, when one person is performing both roles, the CEO 

cannot reap these benefits. Therefore, CEO duality can lead to inferior firm performance 

(Miller & Friesen, 1977) and ultimately lower dividends (Chen et al., 2011; Zhang, 

2008). 

 

In addition, Recommendation 2.3 of ASX CG (2003) mentions that “the roles of the 

chairperson and chief executive officer should not be held by the same individual”. 

Therefore, this study contends that companies with separated roles of CEO and 

chairperson have an enhanced performance and are in a better position to make 

decisions about their dividend policy. 

 

3.3.1.6 Board committees 

In order to perform the board’s decisions more efficiency, it is recommended that 

certain tasks should be delegated to smaller groups (committees) whose members have 

more experience and specialty in those fields. The importance of board committees in 

the corporate governance mechanism is internationally recognised by corporate 

governance code of best practice (BRC, 1999; Cadbury, 1992; FRC, 2003; Higgs, 

2003).  

 



56 
 

The monitoring role of the board of directors depends largely on the composition and 

structure of the board’s subcommittees (Xie et al., 2003). The presence of remuneration, 

nomination, and audit committees should facilitate oversight of financial reporting and 

audit processes (Vance, 1983), and thus provides a more transparent process in 

appointing directors and approving compensation (Christensen et al., 2010).  

 

Kesner (1988) contends that key corporate decisions originate at the committee level. In 

developed countries, board committees that are formed in response to regulatory 

requirements perform a variety of managerial decision making tasks delegated by the 

company board (Islam & Hoque, 2013). For example, Sarbanes-Oxley in the US 

requires independent financial experts to serve on the audit committee, while the 

National Association of Securities Dealers Automated Quotation and the New York 

Stock Exchange prefer that independent directors should dominate company boards 

(Cornett et al., 2007). 

 

Australian listed companies have set up different board committees including audit, 

nomination, remuneration, and governance in order to comply with the directives of the 

Australian Securities and Investments Commission (ASIC) since 1999. This delegation 

has been proved to be successful by academic researchers. For instance, Jiraporn 

and Singh (2009) show that board effectiveness was improved via board committees 

that make important decisions and influence corporate strategies. Similarly, Klein 

(1998) has shown that important committees, such as those for finance and accounting, 

have been demonstrated to have a higher effect on corporate performance than has the 

board as a whole. In constructing the governance index, this study recognises the role of 

committees such as audit, nomination, remuneration.  
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3.3.1.6.1 Audit committee 

The audit committee helps the board to fulfil their governance and oversight 

responsibilities in regard to risk management, internal control, financial reporting, and 

internal and external audit functions (Arnold, 1993; Carcello et al., 2005; Collier & 

Gregory, 1999; Eichenseher & Shields, 1985; Klein, 2002; Kunitake, 1983). 

 

An audit committee can greatly influence corporate decisions (Vance, 1983). The 

committee is normally delegated by the board of directors to have both financial 

reporting and audit responsibilities. Therefore, it can provide a superior protection in 

maintaining the quality of a company’s financial statements, ensuring that the entity 

complies with mandatory disclosures (Cotter & Silvester, 2003; Davidson et al., 2005). 

The monitoring role is the key factor in reducing principal-agent conflicts that are 

discussed in agency theory (Becker et al., 1998). The committee can mitigate agency 

cost (Kim et al., 2003). 

 

The effectiveness of the committee is measureable via the dimensions of financial 

independence, expertise, and diligence. Some of the committee’s responsibilities are to 

ensure the quality of accounting policies, internal controls, and the high quality and 

timely disclosure of financial and other relevant information to the board of directors 

and the shareholders (DeZoort et al., 2002). Therefore, financial irregularities and 

corporate failures can occur in companies that do not comply with audit 

recommendations (Mangena & Pike, 2005). 

 

It is also important for audit committees to meet regularly in order to perform their 

tasks. Scarbrough et al. (1998) contend that frequent audit committee meetings are 
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required to inform committee members of the relevant audit procedures. Abbott et al. 

(2000) examine the effect of the audit committee’s independence (measured by the 

number of independent directors on the committee) and their activity (measured by the 

frequency of audit committee meetings) on reducing financial fraud. Their findings 

show that independent audit committees who meet twice a year have a low tendency to 

be sanctioned for misleading or fraudulent reporting. Islam and Hoque (2013) show a 

positive and significant relationship between audit committee meetings and firm 

performance. 

 

Audit committees can affect decisions on dividend policy mainly because earnings are 

the main source of dividend payment (Al-Najjar & Belghitar, 2014). Independence of an 

audit committee and its meeting frequency can both be used as indicators of good 

governance practice (Al-Najjar, 2011). In addition, Recommendation 4.2 of ASX CG 

(2003) states that “the board should establish an audit committee”. Accordingly, this 

study contends that the existence of an audit committee along with the existence of the 

committee’s meetings have positive but indirect effect on dividend policy. 

 

3.3.1.6.2 Remuneration and nomination committees 

Remuneration committees (Conyon & Peck, 1998; Daily et al., 1998; Main & Johnston, 

1993) and nomination committees (Eminet & Guedri, 2010; Kaczmarek et al., 2012; 

Ruigrok et al., 2006; Vafeas, 1999b) play an important part in the corporate governance 

mechanism (Pierce & Waring, 2004).  

 

Members of the nomination committee can make suggestions about directors’ 

appointments and determine their quality, which can ultimately improve boards’ 
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performance. This committee plays an important role in enhancing the directors’ 

appointment process (Ruigrok et al., 2006). The quality of directors can ultimately 

influence a better monitoring of the board (Vafeas, 1999b). Therefore, nomination 

committees can fulfil an important role in selecting the right directors or the board, 

which will ultimately ensure that board members are fulfilling their statutory tasks and 

functions (Ruigrok et al., 2006). Accordingly, this study contends that the nomination 

committee and their meetings have a positive effect on board performance and 

ultimately on their dividend policies. 

 

A remuneration committee establishes and reviews the amount and nature of all the 

compensations of senior officers. A separate remuneration committee can play a key 

role in ensuring that remuneration policies are effective, reported, and explained to the 

shareholders. Hanlon (2003) among others, has shown that the level of executives’ 

compensation is positively associated with subsequent firm performance in terms of 

productivity growth, improved stock market performance, and higher future earnings. 

These findings highlight the importance of a remuneration committee for executive 

compensation contracts, which if they are better designed can help the managers to 

make more suitable decisions that ultimately enhance a firm’s performance. In the 

context of Australia, Calleja (1999) and Islam and Hoque (2013) have shown a positive 

and significant relation between remuneration committee meetings and firm 

performance as well. 

 

In addition, Recommendation 2.4 of ASX (2003) states: “the board should establish a 

nomination committee”, and Recommendation 9.2 of ASX (2003) states that “the board 

should establish a remuneration committee”. Accordingly, this study holds that the 
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existence of nomination and remuneration committees and the existence of their 

meetings have indirect but a positive effect on dividend policy. 

 

3.3.1.7 External auditors 

An external auditor’s function is to ensure that clients can fulfil accounting standards 

and other regulations. The so-called “Big” auditing19 companies are currently the largest 

four international professional companies providing audit, corporate finance, consulting 

and advisory services, as well as tax and assurance support. Firms with agency 

problems embedded in the ownership structure are more likely to employ the Big 

auditors (Fan & Wong, 2005). This is mainly because firms hiring Big auditors receive 

smaller share price discounts associated with the agency conflicts, and also because the 

Big auditors take into consideration their client’s agency problems when making audit 

fee and audit report decisions. DeAngelo (1981) has argued that the Big auditors 

provide a higher audit quality. They are considered to be more likely to ensure 

transparency and eliminate mistakes in financial statements because they are more 

professional and have a greater reputation to uphold (Michaely & Shaw, 1995). External 

auditors are in the position to make sure that companies have knowledge of any new 

reporting requirements (Kent & Stewart, 2008). 

 

Mitton (2004) used the external auditor as one of a series of corporate governance 

variables 20 and found that firms with a Big auditor have higher dividend payouts. Fan 

and Wong (2005) showed that, in emerging markets, the Big auditors have a governance 

role as they take into consideration companies’ agency problems while making audit 

                                                           
19 The Big audit companies were once the “Big Eight” for most of the 20th century, and were revised to 

the “Big Six” in 1989 and the “Big Five” in 1998 and finally to the “Big Four” in 2002, due to a series of 

mergers. 
20 The dummy variable score equal to one if the auditor of the firm is one of the Big Four auditors, which 

is a sign of higher disclosure quality and zero otherwise. 
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reports and audit decisions. Further evidence shows that when the firm’s earnings are 

audited by any of the Big auditors, investors place more weight on them, because they 

believe that the process whereby value has been placed on the client’s earnings is of 

higher quality (Teoh & Wong, 1993). 

 

On the other hand, firms with better quality earnings and better performance are more 

likely to choose Big auditors and vice versa. Big auditors have higher incentives to 

choose the clients who are less risky and have higher quality earnings (Eshleman & 

Guo, 2014). It has been suggested that a better quality of auditor is likely to be the result 

of enhanced training programs of the Big audit companies (DeAngelo, 1981) which will 

lead to a higher quality of firms’ annual reports. This study considers Big Four auditors 

to contribute to good corporate governance and that they have a positive effect on firms’ 

dividend policies. 

 

3.3.2 Structure of governance index 

Important corporate governance variables have been discussed in the previous section. 

Following the ASX Principles of Good Corporate Governance and Best Practice 

Recommendations (2003) and relevant literature, this study focuses on thirteen 

important governance variables that are believed to have a significant effect on dividend 

policy in Australia. A summary of the variables used to construct the governance index 

is given in Table 3-1. Each question is constructed in a manner that the answer ‘yes’ 

adds one point to the governance score. The rating is on a scale of zero to thirteen, with 

a higher score indicating better governance. 
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The aim of this construction is to generate an index by identifying firms’ satisfaction of 

the 13 selected governance elements (see also Appendix 3-2). The index developed in 

this study is based on four categories: board function, and audit, nomination, and 

remuneration committee. Board function relates to the structuring of boards and board 

meetings, both of which are considered crucial elements of governance. The audit 

committee and external auditor convey a fair and balanced view of the organization, 

which may lead to either additional reporting requirements or assurance from managers 

that the shareholders’ interests will be foremost in their priorities. The nomination 

committee deals with appointments and resignations of directors. The remuneration 

committee encourages personal involvement of managers’ handling of agency problems 

by providing profit-related incentives, such as bonds. Overall, the index covers various 

aspects of companies’ structure and policies that comprise good governance practice. 

Finally, the index includes external governance factors, such as external auditors. 

 

The main theoretical framework for developing the index is the Principles of Good 

Corporate Governance and Best Practice Recommendations (2003). This is in 

accordance with the introduction of the ASX Listing Rule 4.10.3 (introduced on 1 July 

1995), which requires firms to disclose and comply with governance guidance, and to 

include publication of the ASX Principles of Good Corporate Governance and Best 

Practice Recommendations in companies’ annual reports. 

Table 3-1. Corporate governance index variables 

(1) Board function 

 

 

 

 

 

 

 

 

Board size (measured as the number of directors in each company during 

the year) > than the mean of total board size in each year. 

Independence of the directors on the board (measured as the proportion 

of non-executive directors on the board (Monem, 2013) > than 50% of 

directors. 

Number of board meetings (measured as the number of board meetings 

in each company) > than the mean of total board meetings in each year. 

Chairman and CEO separation. 
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                Managerial control 

Directors’ control (measured as the total number of shares held by 

directors excluding the CEO in each company) < than 5% of total 

outstanding shares in the company. 

CEOs’ control (measured as the number of shares held by the CEO                      

in each company) < than 5% of total outstanding shares in the company. 

(2) Audit function Existence of an audit committee 

The committee meets at least once annually  

Engagement of Big Four auditors 

(3) Nomination committee Existence of a nomination committee 

The committee meets at least once annually 

(4)Remuneration committee Existence of a remuneration committee 

The committee meets at least once annually 

Notes: 

The construction of the index based on ASX (2003) is as follows: 

Principle 2: Structure the board to add value – companies should have a board of effective composition, size 

and commitment to adequately discharge its responsibilities and duties. This principle can emphasize the 

importance of board size and meetings. 

Recommendation 2.1: A majority of the board should be independent. 

Recommendation 2.3: The roles of the chairperson and chief executive officer should not be held by the same 

individual. 

By considering the voting right of shareholders who hold more than 5% of the shares, and also by taking the 

effect of buyback into reducing agency cost, and the importance of the directors being independent of the 

company, this thesis assumes that if directors or CEOs hold less than 5% of shares, dividend policy can be 

used more effectively as one of the main tools to reduce agency problems. 

Recommendation 4.2: The board should establish an audit committee. 

Recommendation 2.4: The board should establish a nomination committee. 

Recommendation 9.2: The board should establish a remuneration committee. 

In the context of Australia, previous studies mostly use the Horwath report (2008) as an 

index to test corporate activities such as firm performance (Linden & Matolcsy, 2004), 

information disclosure (Beekes & Brown, 2006; Beekes et al., 2015), corporate social 

responsibility (Chan et al., 2014), dividend policy (Yarram, 2015) and stock liquidity 

(Ali et al., 2016). This report aims “to provide concrete evidence on Australian 

corporate governance practice by focusing on objective, publicly available and 

measurable aspects of good governance” (Horwath, 2008). The report covers the top 

listed 250 firms in Australia, based on their market capitalisation. Following previous 

studies, this thesis attempts to develop a more comprehensive index by using both 

internal and also an external governance variable, the engagement of Big Four auditors.  

 

However, one might argue that constructing an index is controversial because there is 

no hard or sole principle to show whether an individual variable can improve the quality 
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of governance, and it is also hard to measure the strength of the improvement. For 

example, it is hard to say if board size can improve the quality of governance better than 

board independence, and if so, by how much. However, this study and others (see also 

Appendix 3-2) believe that measuring the strength of governance mechanism using an 

index is not perfect, but it better depicts the quality of governance than by using single 

governance variables.  

 

3.4 Conclusion 

Corporate dividend policy and its relationship with corporate governance has been an 

important issue both for academics and managers (Adjaoud & Ben-Amar, 2010; La 

Porta et al., 2000; Yarram, 2015; Yarram & Dollery, 2015). 

 

This study investigates the important corporate governance variables affecting dividend 

policy in Australia using a comprehensive index. To fulfil our research objectives, we 

use a conceptual and theoretical framework as well as pioneer literature related to this 

topic to support the main hypotheses of the study. We also use a theoretical framework 

by incorporating three important theories in relation to dividend policy: agency theory, 

signalling theory and free cash flow theory, to address this issue. 

 

In constructing our governance index, quality of governance is measured using 13 

different elements, which are focused on the four categories of board function, and 

audit, remuneration and nomination committees. Dividend policy is also divided into 

three different categories: dividend payouts, share buybacks, and dividend reinvestment 

plans. The next chapter focuses on the effect of corporate governance on dividend 

payouts. 
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CHAPTER 4 CORPORATE GOVERNANCE AND 

DIVIDEND PAYOUT 
 

 

 

 

Status: the chapter has been accepted for publication in in the International Journal of 

Managerial Finance, and presented at the 7th Annual American Business Research 

Conference, USA, with the title “Corporate governance and dividend strategy: Lessons 

from Australia”. 

 

4.1 Abstract 

Purpose: The purpose of this study is to empirically investigate the effects of corporate 

governance on the dividend payout in Australia where dividend payout remains high 

and the corporate governance system has been strengthened. 

 

Design/methodology/approach: A self-constructed governance index from 2001 to 

2013 is used to test the effect of corporate governance on dividend payouts. Two 

versions of the indexes, and the traditionally emphasized governance elements, such as 

board structure, are also used for the robustness checks. A random effect panel Tobit 

model is employed to test the factors influencing dividend payout decision. 

 

Findings: Estimation results report a positive effect of governance, combined with firm 

size and profitability, on dividend payouts. In contrast, financial distress and the GFC 

have a negative effect on dividend policy. Findings of further examinations imply that 

the positive effect of governance is attenuated by growth opportunities, while 

intensified by the franked dividend. 
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Originality/value: In this study, the sample period and the governance index are the 

longest and the most comprehensive among existing studies in Australia. This study 

also combines the traditional governance-dividend theme with corporate tax, 

particularly the unique franked dividend tax system. 

 

Keywords: Corporate governance, Dividend policy, Corporate governance index, Panel 

data, Australia. 
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4.2 Introduction  

Corporate governance and dividend payouts are clearly related, but what is not clear is 

the nature of this relation. Does dividend substitute for, complement, or is it the 

outcome of corporate governance? The importance of board characteristics such as 

board size, board independence, CEO duality, audit or other committees on dividend 

payout has been acknowledged by previous studies. The importance of governance on 

dividend policy at firm-level is not a new area, and has been mostly studied in the US 

and Europe. However, this finding cannot be generalized without qualification to 

Australia. The case of Australian dividend policy is interesting because it substantially 

differs from that of the US and the UK, although its governance system adopted the 

same framework as the traditional Anglo-Saxon system. In particular, corporate 

dividend strategy has remarkably changed since the late 1980s, when Australia 

introduced the franked dividend policy. Since then, the average payout ratio of 

Australian firms has maintained a substantially high level. 

 

Researchers on corporate governance have associated the importance of governance 

with corporate dividend policy. Based on extensive reviews of existing studies, Shleifer 

and Vishny (1997) conclude that the ultimate goal of corporate governance is to protect 

minority shareholders. Dividend payments can be used to reduce the existing conflict 

between corporate insiders (such as controlling shareholders and managers) and 

outsiders (such as minority shareholders) or to decrease the agency conflict between 

majority and minority shareholders (Jensen, 1986). Well-functioning corporate 

governance is required to mitigate the agency problem that arises from the separation 

between ownership and managerial control. Given the limited ownership of a hired 

manager, the marginal benefits of pursuing private benefits at the expense of 
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shareholders are greater than the marginal costs to the manager in limited liability 

companies. The agency theory implies the need to distribute “free cash flow” that 

otherwise would be exploited by a manager’s private consumption or spent on 

unprofitable projects (Easterbrook, 1984; Jensen, 1986). In addition, this theory 

illustrates that the distribution of free cash flow creates opportunities for firms to be 

scrutinized by capital markets to the extent that the greater dividend payout leads to 

larger issuance of new shares. Dividend payout can be used as one of the main means of 

distributing the free cash flow and reducing agency costs. The positive role of corporate 

governance on the propensity to distribute higher dividend has been supported by 

Jiraporn et al. (2011) in the US. 

 

La Porta et al. (2000) capture the importance of the governance role of dividends and 

show that shareholders’ rights are considered greater in Australian firms in comparison 

with those in other countries. Their study presents two important models that can help in 

explaining dividend policy: the outcome model and the substitute model. La Porta et al. 

(2000), consistent with the “outcome” model, found that dividends are the result of 

effective pressure by minority shareholders to force insiders to pay out profits as cash 

dividends. The “correct” dividend policy is the outcome of the governance system 

because the manager of firms with a better corporate governance regime is more likely 

to act in the interests of the shareholders and pursue value-maximizing policies, such as 

dividend payouts. Similar findings were made by Adjaoud and Ben-Amar, (2010) and 

Mitton (2004).  

 

The “substitute model” on the other hand predicts that insiders (managers) can use 

dividend payouts to establish a reputation for appropriate treatment of minority 
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shareholders. Therefore, in countries with weak investor rights, managers pay higher 

dividends. The substitute model was also found in the study of Crutchley and Hansen 

(1989). Similarly, Sawicki (2009) shows that during the pre-crisis period (1994–1996), 

there was a negative relationship between corporate governance and dividend payouts 

supporting the dividend substitution model for good governance practices. During a 

period of high growth and large inflows of capital, dividends are very high in many 

firms. However, the evidence that poor government is positively related to high 

dividend payout can support the substitute theory where poorly governed firms use 

dividends to establish trusts, which is important in raising equity capital. This also 

because, in a substitution model, insiders use dividend payout to signal fair treatment of 

minority shareholders, which is very important for rising funds on reasonable terms in 

the future. These firms have a greater need for this payout bond. Therefore, dividend 

payout is a clearly effective mechanism for firms lacking other sources of good 

reputation. Firms with a poor governance system have a greater need to establish their 

reputation with minority shareholders as well as a higher likelihood of planning to 

return to capital markets in order to access external funds. The substitute model is also 

supported in the UK (Al-Najjar & Hussainey, 2009) and Malaysia (Mitton, 2002; 

Sulong & Nor, 2008). 

 

Australia has strengthened corporate governance particularly since the activity of the 

ASX Corporate Governance Council (2003)21. Similar to the introduction of the 2002 

                                                           
21 Following the major corporate collapses in the U.S. (e.g., Enron in 2001, WorldCom in 2002 and 

Adelphia communications in 2002), Europe and Australia (for example, Ansett Airline in 2001, Haris 

Scarfe in 2001 and HIH in 2001), corporate governance systems have received much more attention.  

Policy makers have improved on their previous policies and developed new policies in order to re-

establish investors’ confidence in those countries. An effective corporate governance structure through 

policy reforms is expected to increase corporate value by improved accountability and control systems 

commensurate with the risks involved.  

Following the high rate of corporate collapse in the 1980s and early 1990s in Australia, four major 



70 
 

Sarbanes-Oxley (SOX) Act in the US, corporate scandals such as the collapse of the 

large insurance company, HIH, in 2001 have drawn more public and academic attention 

to the governance issue in Australia. While most corporate governance elements are 

similar to the cases of the US and the UK, the Australian governance system allows 

investors to influence more managerial decisions (Nenova, 2003). For example, 

investors can influence directors or CEO nominations and the ability to transfer assets to 

related parties at nonmarket terms or perquisites consumption at the expense of the firm. 

Considering the above arguments, this study finds it interesting to examine the 

association of corporate governance with dividend payments in Australia. 

 

Despite the Miller and Modigliani (1961) irrelevance proposition, corporations and 

shareholders have regarded dividend policy as an important component. The more 

dividend payouts become a strategic decision, the greater the importance of the directors 

(BOD) and corporate governance. This is because a good structure of BOD has better 

monitoring power on the financial decisions of the company. 

 

                                                                                                                                                                          
business organizations which include the Australian Stock Exchange, the Business Council of Australia, 

the Institute of Chartered Accountants and the Institute of Directors in Australia, approached the chairman 

of the National Companies and Securities commission, Henry Bosch, and discussed the increased concern 

of the public-related corporate governance. Following their discussion, Bosch (1993) published a set of 

guidelines titled “Corporate practices and conduct”. The guidelines were then revised in 1995. In 1997, 

the ASX released a set of guidelines titled “Good response to ASX Corporate Governance Disclosure 

rules.” The ASX announced in the media that every one of the largest 150 companies listed in the 

Australian Stock Exchange complied with new listing rule. 

Australian corporate governance mechanisms were also developed by the Investor and Financial Services 

Association Limited (IFSA). The first edition of the IFSA guidelines for corporate governance practices, 

particularly for investment managers, was published in 1995 with the title of “Corporate Governance: a 

guide for investment managers and a statement of recommended corporate practices.” The guideline was 

updated in following years, including July 1997(2nd edition), July 1999 (3rd edition), December 2002 

(4th edition), October 2004 (5th edition) and June 2009 (6th edition). 

One of the most comprehensive corporate governance guidelines was drawn up by the ASX Corporate 

Governance Council (2003) with the title of Principles of Good Corporate Governance and Best Practice 

Recommendations. The review consisted of 10 principles and 28 recommendations applicable to the 

corporate governance practices for the companies listed on the Australian Stock Exchange. The guideline 

was later revised in (2007) and (2010). 
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Another reason for the selection of Australian companies in this study is that they have 

adopted the liquidity-test basis model for distribution of dividends since 2001, which is 

different from the distributable profit model used in the UK, Malaysia and Singapore. 

According to the liquidity-test basis model, Australian corporations cannot pay 

dividends unless all the following requirements are met: the company assets exceed its 

liabilities immediately before the declaration of dividend and the excess is sufficient for 

dividend payment; the amount of dividend is reasonable and fair for the company’s 

shareholders as whole; and the dividend payment does not materially prejudice the 

company’s ability to pay its creditors. Dividend payments can materially prejudice the 

ability of the company to pay its creditors if it results in insolvency. The liquidity-test, 

therefore, emphasizes the role of governance regimes, especially company directors, in 

preventing insolvent trading upon the payment of dividends. Following the amendments 

of the Australian Corporation Act 2001, the role of the BOD is strengthened to prevent 

insolvency 22. 

 

Australian shareholders do not pay separate tax on the money they receive as dividends. 

Investors in Australia can use franked dividends to lower or to offset the amount of total 

tax paid. This is a major difference of the Australian franked dividend system from 

other major developed economies such as the US and Japan, where the company pays 

corporate tax on their profits and shareholders pay personal tax when they receive 

dividends. As a result of this franked dividend tax system, Australian shareholders are 

expected to receive higher dividends than those in the US and Japan. 

 

                                                           
22 The major changes include: dividends cannot be paid by companies unless all of the following 

requirements are met; the assets of a company exceeded its liabilities immediately before the dividend is 

declared and the exceed is sufficient for dividend payment; the amount of dividend is reasonable and fair 

for the company’s shareholders as whole; and the dividend payment does not materially prejudice the 

company ability to pay its creditors. 
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Most previous studies in Australia used single variables to test the effect of corporate 

governance on dividend payout policy (Yarram & Dollery, 2015). A self-constructed 

governance index is created to examine the effect of governance on dividend payouts. 

However, in contrast to the current study, previous studies examined the effect of 

governance index on firm performance (Linden & Matolcsy, 2004), information 

disclosure (Beekes & Brown, 2006), and corporate social responsibility (Chan et al., 

2014). Yarram (2015), as an exception, examined the relationship between governance 

index and dividends in Australia. However, these studies, including Yarram (2015), 

have used the existing Horwath index, which is based on some selected companies.  

 

However, one size does not fit all, especially in the context of corporate governance, as 

claimed by Gompers et al. (2003). Nevertheless, our study believes that using the 

Horwath index to test the effect of corporate governance for different dependent 

variables such as firm performance, information disclosure, corporate social 

responsibility, and dividends is not suitable. Another potential limitation of this index is 

that it covers financial and utility companies whose financial statements have different 

structures and are highly regulated. Furthermore, and in contrast with existing studies, 

the governance index developed in this study is comprehensive because it covers the 

board function, audit committee, nomination committee, and remuneration committee. 

Further, the governance index developed in this study is more comprehensive because it 

is based on a long-horizon approach and is developed based on the variables that have 

positive effects on dividend payouts, by using ASX governance best practices and 

recommendations (2003), relevant theories, and literature reviews. The construction of 

the index is based on 13 variables, where the governance variable takes the value of 1, 

where it is expected to have a positive effect on dividend policy and 0 otherwise. In 
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particular, this study develops a number of governance indices to increase the 

robustness of the estimations. 

 

The span of the data in this study is longer than any of the other existing studies in 

Australian corporate governance and dividend policy. The data commences in 2001, 

when the Best Corporate Governance was introduced, and runs to 2013. This enables 

further examination of governance effect on dividend payouts during and after the 

Global Financial Crisis (GFC). Examining this issue of governance and dividend policy 

during the financial crisis is important (Fama & French, 2001). 

 

For these reasons, we expect our study to add value to existing studies on corporate 

governance literature and dividend policy research. In particular, the self-constructed 

corporate governance index using the longest time frame and the largest samples in 

Australia differentiates our study from existing studies that largely focus on one element 

of governance system or governance index using small samples. In addition to the 

classic investigation of the effect of governance on dividend payouts, our study also 

analyses the issue combined with the unique Australian tax system of the franked 

dividend. 

 

The empirical hypotheses are developed in the following section. Section 4.4 introduces 

the estimation model, followed by Section 4.5, which describes the data and the 

governance index. Estimation results are presented in Section 4.6. Section 4.7 reports 

the robustness check. Section 4.8 contains conclusions. 
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4.3 Literature review and hypotheses development 

The free cash flow argument proposed by Jensen (1986) and Easterbrook (1984) 

illustrates that retained cash without dividend distribution may create agency problem. 

Managers strongly prefer not to pay dividends because dividend payouts reduce the 

amount of cash subject to managerial discretion (Jensen, 1986). The outcome model of 

La Porta et al. (2000) shows that dividends are paid because minority shareholders are 

empowered to pressure corporate insiders to distribute cash. Shleifer and Vishny (1997) 

suggest that the goal of corporate governance is to protect (minority) shareholders. A 

positive relationship between corporate governance and dividend payouts exists because 

companies with stronger governance mechanisms are better at monitoring their 

managers; therefore, managers are less likely to use the money for their personal 

benefits, and as a result they pay higher dividends (Farinha, 2003; Smith, 1992). 

Additionally, companies with stronger governance mechanisms have better firm 

performance, which can result in higher dividend payouts. Mitton (2004) and Francis et 

al. (2011) empirically demonstrated this positive association. The present study 

therefore summarizes these predictions in the first testable hypothesis: 

 

H1: Firms with stronger corporate governance will have higher dividend payouts. 

 

Furthermore, the life-cycle theory (DeAngelo et al., 2006; Grullon et al., 2002) implies 

that mature firms pay greater dividends than growing firms. Damodaran (1999) also 

states that a firm’s dividend policy tends to follow the life cycle of the firm. The life-

cycle theory states that a good payout policy is driven by the firm’s need to distribute its 

free cash flow along the corporate life cycle (DeAngelo & DeAngelo, 2006). During the 

mature growth stage, firms with larger cash flow and fewer profitable investment 
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opportunities are more likely to pay their earnings as a dividend23. The “life cycle” 

theory proposes that firms will adjust their dividend policies as their growth 

opportunities change over time. Firms pay fewer dividends as their investment 

opportunities rise. The secondary question is how dividend is affected by the interaction 

of corporate governance and growth opportunities. As put forth by La Porta et al. 

(2000), when there is a stronger investor protection (good governance), there should be 

a stronger negative relationship between dividends and growth. However, La Porta et al. 

(2000) focus on corporate governance at a country level, and the current research 

examines the governance at a firm level. Similarly, using firm-level governance, Mitton 

(2004) demonstrates that among firms with more growth opportunities, the positive 

relation between corporate governance and dividend payouts is weaker. The present 

study therefore summarizes these predictions as the following second hypothesis: 

 

H2: Growth opportunities will decrease dividend payouts. 

 

H2a: The positive effect of corporate governance on dividends will be attenuated by the 

growth opportunities of the firm. 

 

Monkhouse (1993) found that, under the tax imputation system in Australia, the ideal 

dividend policy is to allocate all its franking credit as dividends. This view has also 

been corroborated by other researchers (Brown & Clarke, 1993; Pattenden & Twite, 

2008). This argument indicates that a tax system needs to be included in the analysis of 

corporate dividend payouts. In contrast with many countries where taxes are levied both 

                                                           
23 The theory incorporates components of agency theory (Jensen 1986; Jensen & Meckling 1976) with 

progression in the investment opportunities of the firm, which was also discussed by Fama and French 

(2001) and Grullon et al. (2002). 
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on corporate level (i.e., corporate tax on profit) and individual level (i.e., income tax), 

the franked dividend system in Australia refers to a single tax. That is, shareholders 

obtain tax credits when firms pay tax on their dividend payable profits. Usually, this 

franked dividend system motivates shareholders to request more cash dividends than 

when under the standard double taxation system. Indeed, cash distribution under the 

franked dividend system is a way to increase shareholder’s wealth. The secondary 

question is how dividend is affected by the interaction of corporate governance and 

franked dividend. Since the firms with higher franked dividends have higher cash 

dividends to distribute, and also since a positive relationship between corporate 

governance and dividend payout is expected, this study further believes that the effect of 

corporate governance on dividends becomes stronger depending on the franked 

dividends. Considering that the ultimate goal of corporate governance is to protect 

minority shareholders’ interests, the present study therefore summarizes the third 

hypothesis: 

 

H3: A franked dividend tax system increases corporate payouts.  

 

H3a: The positive effect of corporate governance on dividends will be intensified by 

franked dividends. 

 

4.4 Model 

This study used the random effect panel Tobit regression because the dividend payout 

ratio should be non-negative, but less than unity. Tobit estimations can eliminate biases 

associated with OLS regressions in the presence of censored dependent variables (Kim 

and Maddala, 1992; Greene, 2003). Since the dependent variable (dividend payout) is 
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 Industry   

calculated as the percentage of dividends out of net profits, it can only have a positive 

value if the company pays dividend and zero otherwise. Therefore, this study believes 

that the Tobit model is the most suitable model for this study. The baseline estimation 

model for dividend payout therefore is: 

 

Yit = α0 + α1(CGIit) +α2(Firm sizeit) + α3(Profitabilityit) - α4(Leverageit) - α5(Growth 

opportunitiesit) - α6(Firm growthit) - α7(Cashit) - α8(Free cash flowit) - α9(Financial distressit) +  

α10(Dividend-trackit) - α11(Liquidity-testit)  +                         + εit                                              (1)

         

where: Yi.t refers to the firm’s (i’s at the time t) cash distribution, calculated by total 

cash dividends divided by total net profit after tax before abnormal. CGI refers to the 

corporate governance index, which is calculated by three different methods for 

robustness checks. Hypothesis 1 predicts the sign of the estimated coefficient α1 is 

positive. Expected sign of firm size is positive as a large firm may access the financial 

market more easily than smaller firms, which can relax cash flows and thus affect the 

firm’s dividend policy. Leverage is measured as short-term debt plus long term debt 

divided by total shareholders’ equity. However, the expected sign of leverage is 

complex. From the agency perspective, leverage and dividend can be complementary in 

that they both play a role in monitoring and disciplining managers’ self-interest 

behaviours (Rediker & Seth, 1995) or they can act as substitutes of each other 

(Crutchley & Hansen, 1989), which result in some degree of monitoring. Growth 

opportunities and firm growth will have negative signs because increased profitable 

investment, rather than cash dividend at the current time, will increase expected cash 

flows in the future; this is reflected in the price of shares and thus increases the wealth 

of shareholders more than cash dividends. The signalling theory suggests that firms 
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want to maintain a sustainable dividend policy; if a firm distributed dividends in one 

year and then ceased to do so the following year, market investors may interpret the 

outcome as a signal of the firm’s poor performance. 

 

Liquidity is calculated as a percentage of cash to total assets. Free cash flow (FCF) is 

calculated as net cash after operating and investing cash flow into total market capital. 

Given the corporate governance index, which is the main independent variable, the 

expected signs of liquidity and FCF are complex. The substitution proposition predicts 

the sign to be negative when the corporate governance is controlled. The agency theory 

indicates that improved governance will reduce both ‘exploitable’ cash and FCF. Thus, 

the residual balance of ‘clean’ cash and FCF can be substituted for dividends. The 

“outcome” model (La Porta et al., 2000) claims a positive sign of liquidity because it 

takes into account pressures from minority shareholders on the managers to increase the 

exceeded cash as dividends. 

 

Liquidity-test is a dummy variable equal to one if a firm’s total assets minus total 

liability exceeds the amount of money declared as dividends, and zero otherwise. The 

estimated sign of the liquidity-test is negative because it constrains dividend according 

to the balance-sheet values of assets and liabilities. Dividend-track is also a dummy 

variable equal to one if the firm paid a dividend in the previous year, and zero 

otherwise. Franked dividend is a percentage of dividends with dividend imputation that 

creates a tax credit to eliminate the double taxation of cash payouts from a company. 

Financial Distress is a dummy variable equal to one if the firm experiences a two-year 

consecutive loss, and zero otherwise. Following the signalling theory (DeAngelo et al., 

1992; Myers & Majluf, 1984), this study expects financial distress to have a negative 



79 
 

 
 

 
13 

12 
, 

k 
k it it k MV CGI    Industry 

effect on the dividend payout ratio as firms try to send signals to the market that their 

permanent earnings have declined (DeAngelo et al., 1992). According to the dividend 

signalling hypothesis, firms can show investors that their earnings have risen or fallen 

on a permanent basis. When firms have growth opportunity but experience loss in their 

earnings, and also in the presence of significant transaction costs of rising capital, they 

may reduce dividend payout to augment? capital for future funding needs. The negative 

relationship between future growth and dividend payout is consistent with Farinha 

(2003) and Jensen and Meckling (1976). DeAngelo et al. (1992) argue that earnings loss 

was a necessary, but not sufficient, condition for reducing dividend. Furthermore, 

focusing explicitly on dividend signalling theory, they argue that dividend decreases 

provide incremental information to predict future earnings, though their prediction 

power diminishes in the presence of unusual income items. 

 

Australian companies increase their dividend payout in order to distribute their 

imputation credits and to satisfy the demand of their stockholder clientele (Bellamy, 

1994). In order to test the effect of the tax imputation system that dominated Australia, 

and consistent with the study of Henry (2011), this study uses the percentage franked 

dividend as proxy for the tax imputation system. A positive sign of this franked 

dividend variable is expected. 

 

To investigate the moderation effects by growth opportunities and franked dividend, the 

baseline model is extended as follows: 

Yit = α0 + α1(CGIit) +α2(Firm sizeit) + α3(Profitabilityit) + α4(Leverageit) - α5(Growth 

opportunitiesit) - α6(Firm growthit) - α7(Cashit) - α8(Free cash flowit) - α9(Financial distressit) + 

α10( Dividend-trackit) - α11(Liquidity-testit) +                                     +                       + εit             (2) 
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where MV refers to growth opportunities and franked dividend. Empirical hypotheses 

H2a and H3a respectively imply that signs of the estimated coefficients of these 

variables are negative and positive respectively. 

 

4.5 Data and descriptive statistics 

4.5.1 Construction of corporate governance index 

Following the seminal paper by Gompers et al. (2003), the corporate governance index 

has been frequently used by other researchers (Brown and Caylor, 2006; Jiraporn et al., 

2012; Sawaki, 2009). In particular, Sawaki (2009) proposed a governance index in the 

nexus of dividend payouts based on four different categories: board of directors, audit, 

and remuneration and nomination committees. These four important elements of 

governance, as individual elements, have been used by empirical researchers, including 

Prommin et al. (2014) who tested the effect of governance on stock liquidity and 

Christensen et al. (2010) who examined the effect of governance on firm performance in 

Australia. This study adopts the spirit of these four major governance elements. 

However, the 13 different corporate governance variables used in this study are 

promulgated by the ASX Corporate Governance Council (2003) and related literatures 

in the context of Australia (refer to Table 4-1). 

 

The Corporate Governance Index (CGI I) covering the thirteen elements in Table 4-1 is 

expected to effectively capture a firm’s governance structure, practices and related 

policies. The value of CGI is based on the accumulated score from the confirmation 

(“1”, not “0”) of whether a firm meets the required condition for each of the thirteen 

governance variables. Therefore, the CGI ranges from a maximum of thirteen to a 
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minimum of zero (refer to Appendix 4-1 for the details). A score closer to thirteen is 

means a better governance system. 

 

 

Further, this study calculates the second governance index (CGI II) following corporate 

governance rating (published in the WHK Horwath, 2008/University of Newcastle 

Corporate Governance Reports), which includes categories such as the board of 

directors, audit committee, remuneration and nomination committee, external auditor 

independence and code of conduct. However, the Horwath index has a number of 

drawbacks for this study. For example, the index only provides a rating for the top 500 

firms each year. Most of the top companies in Australia have a strong board structure. 

Companies included in the Horwath index also included financial and utility firms, 

which have a different structure of ownership and financial statements; therefore, the 

Horwath sample is limited in number and out of date for testing of the relation between 

governance and dividend payouts for current investors and researchers. Also, the index 

Table 4-1. Corporate governance Index I variables 

(1)Board function Board size (measured as the number of directors in each company during the 

year), more than the mean of board size in each year. 

Independence of the directors on the board (measured as the proportion of non-

executive directors on the board (Monem, 2013), more than 50% of 

directors. 

Number of board meetings (measured as the number of board meetings in each 

company), more than the mean of board meetings in each year. 

Chairman and CEO separation. 

Directors’ shareholding (measured as the total number of shares held by 

directors in each company) more than 5% of total outstanding shares in the 

company. 

CEOs’ shareholding (measured as the number of shares held by the CEO                    

in each company) more than 5% of total outstanding shares in the company. 

(2)Audit committee Existence of an audit committee 

The committee meets at least once annually  

Engagement of Big Four auditors 

(3)Remuneration 

committee 

Existence of a remuneration committee 

The committee meets at least once annually 

(4)Nomination 

committee 

Existence of a nomination committee 

The committee meets at least once annually 

Note: 

This table identifies the criteria used in constructing the governance index. Each question is constructed 

in a manner that the answer ‘yes’ adds one point to the governance score. The rating is on a scale of zero 

to thirteen, with a higher score indicating better governance. 
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gives the companies a star rating from 1 to 5 and the exact value of this weighting is 

proprietary and not available to the public.  The current study develops CGI II based on 

14 governance variables for the Horwath index during the years 2001 to 2013, as shown 

in Table 4-2. 

 

The third governance index (CGI III) follows the Aggarwal et al. (2011). The index 

provides a firm-level governance measure that is comparable across countries. It focuses 

on the governance variables most frequently used by researchers, which includes 

categories such as the board structure, audit selection, compensation and ownership 

Table 4-2. Corporate governance Index II variables. Based on the principles in WHK Horwath 

/University of Newcastle corporate governance reports available variables. 

(1)Board of 

Directors 

1.1 The most desirable outcome will be for a company to have: 

1.1.1 A board with a majority of independent directors (measured as the 

proportion of independent directors on the board) 

1.1.3 Meeting at least six times annually 

1.2 The least desirable outcome will be for a company: 

1.2.1 To have a board with no independent director 

1.2.2 To have the CEO as chairperson; 

1.2.3 Meets less than six times annually. 

(2)Audit 

committee 

2.1 The most desirable outcome will be for a company to have an audit committee: 

2.1.4 With at least three members 

2.1.5 That does not comprise the full board; 

2.1.6 That meets at least four times annually 

2.2 The least desirable outcome will be for a company not to have an audit 

committee 

(3)Remuneration 

committee 

3.1 The most desirable outcome will be for a company to have a remuneration 

committee: 

3.1.2 With at least three members 

3.1.3 That does not comprise the full board; 

3.2 The least desirable outcome will be for a company not to have a remuneration 

committee 

(4)Nomination 

committee 

4.1 The most desirable outcome will be for a company to have a nomination 

committee: 

4.1.2 With at least three members 

4.1.3 That does not comprise the full board; 

4.2 The least desirable outcome will be for a company not to have a nomination 

committee 

Note: 

This table identifies the criteria used in constructing the governance index. Each question is constructed 

in a manner that the answer ‘yes’ adds one point to the governance score. The rating is on a scale of zero 

to fourteen, with a higher score indicating better governance. 
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structure. The index developed in the present study is based on five of the available 

variables that are identified with their code number in the Table 4-3. 

4.5.2 Sample construction and data description 

The initial sample consists of all the companies listed on the Australian Stock Exchange 

(ASX) from 2001 to 2013 (Table 4-4). Excluding the financial and utility sectors, the 

final sample consists of 11,174 firm-year observations. The latest study of corporate 

governance on dividend payouts in Australia (Yarram, 2015; Yarram, & Dollery, 2015) 

only focused on 413 non-financial firms that are part of the All Ordinaries Index from 

the period 2004–2009. However, our sample is bigger in size and covers a longer period 

of time. Data for dividend payouts and control variables are from the Morningstar 

database and from companies’ annual reports. Data relating to corporate governance 

was hand-collected from the Australian Company Announcements database SIRCA. 

Variables were winsorized at the top and bottom 5% to remove outliers. 

Table 4-4. The type of variables and respective data sources to be used in this study 

Type of variables Available source 

Corporate governance variables SIRCA database 

Annual reports available in Connect 4 database 

Dividend policy variables Morningstar database 

Annual reports 

Control variables Morningstar database 

SIRCA database 

 

Table 4-3.  Corporate governance Index III variables. Based on the Aggarwal et al. (2011) available 

variables. 

1. All directors attended 75% of board meetings or had a valid excuse 

3.  A Board is controlled by more than 50% independent outside directors (measured as the proportion of 

independent directors on the board) 

4. Board size is at greater than 5 but less than 16 

7. Chairman and CEO positions are separate, or there is a lead director 

11. Governance guidelines are publicly disclosed 

Note: 

This table identifies the criteria used in constructing the governance index. Each question is constructed 

in a manner that the answer ‘yes’ adds one point to the governance score. The rating is on a scale of zero 

to five, with a higher score indicating better governance. 
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Figure 4-1 shows that the amount of dividend payments increased from just under 

AU$23,000 million in 2001 to about AU$40,000 million in 2013. Over that period, the 

percentage of dividend payout ratio in Figure 4-2 also increased from 20% to about 

23%. However, as shown in Figure 4-3, the percentage of firms that paid dividends 

increased from 33.21% in 2001 to around 35.68% in 2007, but dropped dramatically to 

about 32.72% in 2009 and increased to its highest (38.17%) in 2013 (Figure 4-3). This 

substantial drop indicates the importance of the Global Financial Crisis, which will be 

examined below. 
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Figure 4-2. Percentage of dividend to net profit between 2001-2013
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Figure 4-4 shows the trends of the average level of CGI I, II and III. The level of 

corporate governance of all three indices increased over the period. CGI I, which is the 

main index in this study, increased from about 0.50 in 2001 to a peak of 0.73 in 2008. 

This can be due to the effect of GFC because the companies during the period found it 

necessary to improve their corporate governance mechanism for better monitoring of 

the firms. The level of corporate governance shows a significant improvement from 

0.50 in 2001 to 0.60 in 2013. This shows the necessity of corporate governance 

improvement in the context of Australian firms. 
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The trends of each elements of CGI I, II, III are presented in Figure 4-5. It is apparent 

that audit, remuneration and nomination committees have become more widely adopted 

by firms over the period. 
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Figure 4-4. Trend of average corporate governance Indices 2001-2013.

CG Index I CG Index II CG Index III

CG Index I is calculated as the summation of the thirteen categories of corporate governance dummy, as

described in Table 4-1, divided by thirteen. As such, the closer to 1 the better the governance system and

vice versa. CG Index II is calculated by the same method as for CG Index I but based on the fourteen

categories of corporate governance dummies as described in Table 4-2. CG Index III is calculated based on

five dummy variables as described in Table 4-3.
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The bar chart in Figure 4-6 shows that industries with a high CGI index include 

consumer staples (0.67) and telecommunication services (0.66), whereas the industries 

with low CGI index are the materials (0.47) and energy sectors (0.48). The line graph 

shows the percentage of dividend-paying firms in each industry. The result shows that, 

on average, companies with stronger CG have a higher tendency to pay dividends. The 

lower percentage of dividend-paying firms in the energy sector can also support the 

hypothesis 2a, where the positive relation between CG is attenuated by growth 

(explained in Table 4-5). 
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Board Function Audit committee Remuneration committee Nomination  committee

The Board Function index (category) is calculated as the summation of the 6 dummy variables as described in

Table 4-1 divided by 6. The closer to 1 the better BOD functions to indicates improved governance. The audit

committee index (category) is calculated by summation of the 3 variables as described in Table 4-1 divided by

3. The closer to 1 the better governance. The nomination and remuneration committee index (category) is the

summation of the 2 variables as described in Table 4-1 devided by 2. The closer to 1 the better governance.
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Table 4-5 shows the descriptive statistics for the variables. Panel A reports the 

descriptive statistics and panel B reports the Pearson cross-correlation coefficients and 

the level of significance between the variables. 

0

10

20

30

40

50

60

70

P
er

ce
n

ta
g

e

Industries

Figure 4-6. Average of corporate governance scores (CG Index I) by industries
CG score Dividend

Notes:

CG Index I is calculated as the summation of the thirteen categories of corporate governance dummy, as

described in Table 4-1, divided by thirteen. As such, the closer to 1 the better the governance system and vice

versa. DP is the percentage of companies with a dividend payout (distributing cash dividend) for each industy.

Table 4-5. Descriptive statistics of variables  

Panel A: Summary statistics 

 Obs Mean Std.  Dev. Median Min Max 

DP 

Governance variables 

11174 0.187 0.301 0 0 0.933 

CG Index I 11393 0.558 0.222 0.615 0 1 

CG Index II 11393 0.548 0.285 0.571 0 1 

CG Index III 11393 0.695 0.192 0.6 0 1 

Board function 11393 0.554 0.238 0.5 0 1 

Audit committee 11393 0.703 0.347 0.667 0 1 

Remuneration committee 11393 0.566 0.470 1 0 1 

Nomination committee 

Firm characteristics 

11393 0.348 0.454 0 0 1 

Firm Size 11110 17.943 2.022 17.802 14.728 21.849 

Profitability 11213 -0.119 0.322 0 -1.096 0.189 

Leverage 11239 0.299 0.418 0.077 0 1.461 

Growth opportunities 11222 2.429 2.347 1.62 0 9.19 

Firm Growth 10986 0.227 0.619 0.055 -0.529 2.131 

Liquidity 11231 0.214 0.235 0.115 0.004 0.811 
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Free cash flow 11110 0.102 0.236 -0.059 -0.702 0.293 

Financial Distress 11192 0.502 0.500 1 0 1 

Dividend-track 10856 0.339 0.473 0 0 1 

Liquidity-test 11174 0.958 0.199 1 0 1 

Franked dividend 4036 0.787 0.384 1 0 1 

Notes: 

Dividend payout ratio (DP) refers to the percentage of dividends out of net profits. CG Index I is calculated 

as the summation of the thirteen categories of corporate governance dummy, as described in Table 4-1, 

divided by thirteen.  As such, the closer to 1 the better the governance system and vice versa.  CG Index II is 

calculated by the same method as for CG Index I but based on the fourteen categories of corporate 

governance dummies as described in Table 4-2. CG Index III is calculated based on a five dummy variables 

as described in Table 4-3. Firm size is calculated as logarithm of the firm’s market capitalization. 

Profitability is calculated as net income over total assets. Leverage is measured as short-term debt plus long 

term debt divided by total shareholders’ equity. Growth opportunities is measured as the market value of 

equity divided by book value of equity. Firm Growth refers to the 1-year growth rate of total assets. 

Liquidity is calculated as cash to total assets. Free Cash Flow is the operating cash flow less net capital 

investments during the year scaled by total assets. Financial Distress is a dummy variable and is equal to one 

if the firm makes a two-year consecutive loss, and zero otherwise. Dividend-track is also a dummy variable 

and is equal to one if the firm paid dividend in the previous year, and zero otherwise. Liquidity-test is also a 

dummy variable and is equal to one if a firm’s total assets minus total liability exceeded the amount of 

money declared as dividends, and zero otherwise. Franked dividend is a percentage of dividends with 

dividend imputation that creates a tax credit to eliminate the double taxation of cash payouts from a 

company. 
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Panel B: Pearson cross-correlation matrix 

Variables DP 
CG 

Index I 

CG 

Index II 

CG 

Index III 

Firm  

Size 

Profit-

ability 
Leverage 

Growth 

opportunities 

Firm 

Growth 
Cash 

Free cash 

flow 

Financial 

Distress 

Dividend-

track 

Liquidity 

-test 

CG Index I 0.379***              

CG Index II 0.379*** 0.881***             

CG Index III 0.249*** 0.508*** 0.625***            

Firm Size 0.481*** 0.534*** 0.607*** 0.454***           

Profitability 0.403*** 0.329*** 0.322*** 0.177*** 0.465***          

Leverage 0.242*** 0.251*** 0.234*** 0.132*** 0.214*** 0.212***         

Growth opportunities 0.009 -0.023** -0.015 0.005 0.203*** -0.173*** 0.051***        

Firm Growth -0.075*** -0.038*** -0.031*** 0.024** 0.153*** 0.192*** -0.014 0.133***       

Liquidity -0.277*** -0.240*** -0.226*** -0.113*** -0.227*** -0.351*** -0.391*** 0.277*** 0.101***      

Free cash flow 0.313*** 0.203*** 0.199*** 0.106*** 0.337*** 0.415*** 0.011 0.090*** -0.049*** -0.042***     

Financial Distress -0.443*** -0.296*** -0.279*** -0.150*** -0.3*** -0.442*** -0.155*** 0.094*** 0.151*** 0.167*** -0.537***    

Dividend-track 0.743*** 0.432*** 0.432*** 0.282*** 0.541*** 0.439*** 0.283*** -0.032*** -0.080*** -0.327*** 0.338*** -0.484***   

Liquidity-test 0.093*** 0.126*** 0.121*** 0.074*** 0.189*** 0.306*** 0.129*** 0.173*** 0.137*** -0.023** 0.114*** -0.074*** 0.122***  

Franked dividend 0.116*** 0.078*** 0.013 -0.0008 -0.147*** 0.065*** -0.016 0.038** 0.036** -0.049*** 0.007 -0.005 0.126*** 0.039** 

Notes: ∗, ∗∗, ∗∗∗ denote significance at the 10%, 5% and 1% levels, respectively. 
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The results show that the average dividend payout (DP) over the period is 18.7%. Over 

the sample period of 2001 to 2013, the average CGI I (CGI II and CGI III) is 0.558 

(0.548 and 0.695 respectively). The average leverage was 29.9% and liquidity ratio 

(cash ratio) was 21.4%, whereas the profitability ratio that is return on assets was -

11.9%. 

 

The Pearson pair-wise correlation matrix in panel B shows that CGI I, II, and III are 

positively and statistically significantly correlated with dividend payouts, which is 

consistent with the prediction of hypothesis 1. The dividend payout ratio is positively 

correlated with firm size, profitability, leverage, free cash flow, dividend of the previous 

year, dividend test, and franked dividend, and inversely related to firm growth, liquidity 

(cash ratio), and firm financial distress. 

 

4.6 Regression results 

Table 4-6 shows that the coefficient of CGI I is positive and significant irrespective of 

model specifications, which is consistent with hypothesis 1. In addition to the baseline 

estimation for the effect of governance on payout on Model 1, this study includes 

growth opportunities variable and other control variables on Model 2 with a view to 

examining hypothesis 2. Results in column 2 show a negative coefficient of growth 

opportunities as expected. Meanwhile, the positive effect of governance remains 

positive and significant although the magnitude of estimated coefficient dropped almost 

by 80%. 

 

The rest of the models in Table 4-6 examine the effect of the Australian tax system, 

captured by the franked-dividend system, on dividends. As hypothesis 3 indicates, the 
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estimated sign of the franked dividend variable is positive throughout models 3 to 6. 

Because of the limited number of observations for the franked dividend variable, 

efficiency of the estimation dropped substantially. Despite this decrease in efficiency of 

estimation, all the main independent variables (i.e., CGI, Growth Opportunities and 

Franked Dividend) report a significant coefficient. For further robustness checks, this 

study estimated using CGI II and CGI III. Results in Table 4-7 confirm that the main 

finding is robust against different constructions of governance indexes.  

Table 4-6. Tobit estimation of the effect of corporate governance Index I on cash dividend 

 Model 1 Model 2 Model 3 Model 4 Model 5 

CG Index I 0.566*** 

(13.93) 

0.100*** 

(2.64) 

0.099*** 

(2.67) 

0.110*** 

(2.79) 

0.094** 

(2.53) 

Firm Size  0.069*** 

(13.68) 

0.012*** 

(2.57) 

0.03*** 

(6.08) 

0.014*** 

(3.12) 

Profitability  2.063*** 

(22.48) 

0.638*** 

(6.60) 

0.585*** 

(5.90) 

0.659*** 

(6.77) 

Leverage  0.060*** 

(3.85) 

0.040*** 

(2.61) 

0.038** 

(2.39) 

0.046*** 

(3.09) 

Growth 

opportunities 

 -0.026*** 

(-7.28) 

-0.006* 

(-1.87) 

-0.008** 

(-2.40) 

-0.008*** 

(-2.68) 

Firm Growth  -0.057*** 

(-4.92) 

-0.076*** 

(-6.57) 

-0.08*** 

( -7.23) 

-0.091*** 

(-7.44) 

Liquidity  -0.139*** 

(-3.23) 

-0.146*** 

(-3.33) 

-0.22*** 

(-4.78) 

 

Free cash flow     -0.109*** 

(-3.38) 

Financial- 

Distress 

 -0.094*** 

(-7.13) 

-0.032** 

(-2.52) 

-0.026** 

(-2.00) 

-0.042*** 

(-3.13) 

Dividend-track  0.428*** 

(27.67) 

0.231*** 

(16.75) 

 0.234*** 

(17.00) 

Liquidity-test  -0.088* 

(-1.89) 

-0.274*** 

(-4.89) 

-0.29*** 

( -5.09) 

-0.254*** 

(-4.54) 

Franked-dividend   0.033*** 

(2.14) 

0.061*** 

(3.69) 

0.035** 

(2.28) 

Intercept -0.634*** 

(-5.02) 

-1.46*** 

(-13.75) 

0.153 

(1.44) 

-0.069 

(-0.60) 

0.080 

(0.76) 

Industry Dummy Yes Yes Yes Yes Yes 

Firm-years 11174 10704 3919 3974 3919 

Number of firms 1125 1207 646 650 646 

Log likelihood -3897.76 -2364.74 -843.38 -1044.89 -843.25 

Probability 0.000 0.000 0.000 0.000 0.000 

Notes:  

Dividend payout ratio (DP), the dependent variable, refers to the percentage of dividends out of net 

profits. CG Index I is calculated as the summation of the thirteen categories of corporate governance 

dummy, as described in Table 4-1, divided by thirteen.  As such, the closer to 1 the better the governance 

system and vice versa. Firm size is calculated as logarithm of the firm’s market capitalization. 
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Profitability is calculated as net income over total assets. Leverage is measured as short-term debt plus 

long term debt divided by total shareholders’ equity. Growth opportunities is measured as the market 

value of equity divided by book value of equity. Firm Growth refers to the 1-year growth rate of total 

assets. Liquidity is calculated as cash to total assets. Free Cash Flow is the operating cash flow less net 

capital investments during the year scaled by total assets. Financial Distress is a dummy variable and is 

equal to one if the firm makes a two-year consecutive loss, and zero otherwise. Dividend-track is also a 

dummy variable and is equal to one if the firm paid dividend in the previous year, and zero otherwise. 

Liquidity-test is also a dummy variable and is equal to one if a firm’s total assets minus total liability 

exceeded the amount of money declared as dividends, and zero otherwise. Franked dividend is a 

percentage of dividends with dividend imputation that creates a tax credit to eliminate the double taxation 

of cash payouts from a company. 

∗, ∗∗, ∗∗∗ denote significance at the 10%, 5% and 1% levels, respectively. 

Table 4-7. Tobit estimation of the effect of corporate governance Index II and III on cash dividend 

 Model 1 Model 2 Model 3 Model 4 

CG Index II 0.44*** 

(14.38) 

0.054** 

(1.97) 

  

CG Index III   0.309 *** 

(9.31) 

0.053* 

(1.85) 

Firm Size  0.011** 

(2.41) 

 0.013*** 

(2.76) 

Profitability  0.633*** 

(6.56) 

 0.634*** 

(6.58) 

Leverage  0.040*** 

(2.65) 

 0.041*** 

(2.71) 

Growth 

opportunities 

 -0.006* 

(-1.84) 

 -0.006* 

(-1.89) 

Firm Growth  -0.075*** 

(-6.46) 

 -0.076*** 

(-6.56) 

Liquidity  -0.146*** 

(-3.34) 

 -0.146*** 

(-3.33) 

Financial-Distress  -0.032** 

(-2.48) 

 -0.032** 

(-2.51) 

Dividend-track 

 

 0.231*** 

(16.76) 

 0.231*** 

(16.76) 

Liquidity-test  -0.274* 

(-4.88) 

 -0.271* 

(-4.83) 

Franked dividend  0.035** 

(2.28) 

 0.037** 

(2.37) 

Intercept -0.546*** 

(-4.40) 

0.187* 

(1.71) 

-0.495 

(-3.72) 

0.160*** 

(1.49) 

Industry Dummy Yes Yes Yes Yes 

Firm-years 11174 3919 11174 3919 

Number of firms 1225 646 1225 646 

Log likelihood -3879.46 -845.00 -3940.23 -845.23 

Probability 0.000 0.000 0.000 0.000 

Notes: 

Dividend payout ratio (DP), the dependent variable, refers to the percentage of dividends out of net 

profits. CG Index II is calculated by the same method as for CG Index I but based on the fourteen 

categories of corporate governance dummies as described in Table 4-2. CG Index III is calculated based 

on a five dummy variables as described in Table 4-3. Firm size is calculated as logarithm of the firm’s 

market capitalization. Profitability is calculated as net income over total assets. Leverage is measured as 

short-term debt plus long term debt divided by total shareholders’ equity.  Growth opportunities measured 
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Estimated coefficients of the control are also consistent with expectations. The positive 

sign of firm size is consistent with the studies of Setia-Atmaja et al. (2009) and Coulton 

and Ruddock (2011). The estimated coefficients of profitability and leverage ratio are 

positive, as expected. The results also show a significant inverse relation of growth 

opportunities with dividend payouts, supporting the life cycle hypothesis, which is 

similar to the findings of Rozeff (1982), Farinha (2003) and Coulton and Ruddock 

(2011). 

 

The negative relation between liquidity (free cash flow) and dividend payouts supports 

the substitute model, which predicts improvement in corporate governance distributing 

‘free’ cash and makes remaining liquidity and FCF to be substitutable for dividend. The 

positive association between dividend payment of the previous year (dividend-track) 

and dividend payout of the current year supports the signalling hypothesis as it shows 

that firms prefer to continue their dividend payment and avoid dividend cut because of 

the negative signal of dividend cut to the market. The results show the liquidity test 

dummy variable is negative.  

as the market value of equity divided by book value of equity. Firm Growth refers to the 1-year growth 

rate of total assets. liquidity is calculated as cash to total assets. Free Cash Flow is the operating cash flow 

less net capital investments during the year scaled by total assets. Financial Distress is a dummy variable 

and is equals to one if the firm makes two year consecutive loss, and zero otherwise. Dividend-track is 

also a dummy variable and is equal to one if the firm paid dividend in the previous year, and zero 

otherwise. Liquidity-test is also a dummy variable and is equal to one if a firm’s total assets minus total 

liability exceeded the amount of money declared as dividends, and zero otherwise. Franked dividend is a 

percentage of dividends with dividend imputation that creates a tax credit to eliminate the double taxation 

of cash payouts from a company. 

∗, ∗∗, ∗∗∗ denote significance at the 10%, 5% and 1% levels, respectively. 

Table 4-8. Tobit estimation of the effect of corporate governance Index I on cash dividend: 

Moderation effect by growth opportunities and franked dividend 

 Model 1 Model 2 

CG Index I 0.110*** 

(2.89) 

-0.034 

(-0.51) 

CG Index I ∗ Growth opportunities -0.053** 

(-2.30) 
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To investigate hypotheses 2a and 3a, this study included interaction variables as 

reported in Table 4-8. The results in Table 4-8 show the positive effect of corporate 

governance moderated by growth opportunities (Model 1) and franked dividend (Model 

2). As suggested by La Porta et al. (2000) and Mitton (2004), the negative sign of the 

interaction between governance and growth opportunities, CGI I* Growth opportunities, 

implies an attenuation effect by growth opportunities. Governance variable of CGI I 

remains significant with the expected sign when including the interaction variable of 

CGI I* Growth opportunities. This means, for example, the magnitude of the (net) 

effect of CGI I on dividend is positive (with the magnitude of 0.1) for firms with zero 

CG Index I ∗ Franked dividend   0.182** 

(2.37) 

Firm Size 0.069*** 

(13.72) 

0.011** 

(2.52) 

Profitability 2.082*** 

(22.53) 

0.638*** 

(6.59) 

Leverage 0.060*** 

(3.83) 

0.040*** 

(2.61) 

Growth opportunities -0.020*** 

(-4.71) 

-0.006* 

(-1.80) 

Firm Growth -0.057 

(-4.99) 

-0.077*** 

(-6.67) 

Liquidity -0.140*** 

(-3.25) 

-0.147*** 

(-3.37) 

Financial-Distress -0.094*** 

(-7.11) 

-0.033** 

(-2.58) 

Dividend-track 

 

0.428 

(27.65) 

0.232*** 

(16.82) 

Liquidity-test -0.084* 

(-1.81) 

-0.087 

(-1.64) 

Franked dividend  -0.087 

(-1.64) 

Intercept -1.475*** 

(-13.85) 

0.248** 

(2.17) 

Industry Dummy Yes yes 

Firm-years 10704 3919 

Number of firms 1207 646 

Log likelihood -2362.09 -840.569 

Probability 0.000 0.000 

Notes: 

CG Index I ∗ Growth Opportunities and CG Index I ∗ Franked dividend refers interaction variables. The 

control variables are defined as same as in Table 4-7. 

 ∗, ∗∗, ∗∗∗ denote significance at the 10%, 5% and 1% levels, respectively. 
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growth opportunities. This magnitude of governance is almost the same as the results on 

the unrestricted models in Table 4-6. 

 

The results in Model 2 in Table 4-8 show that the positive relation between corporate 

governance and dividend payouts will be intensified by franked dividends, as predicted 

by hypothesis 3a. Interestingly, the governance variable CGI I is no longer statistically 

significant when we control for the interaction variable with franked dividend. These 

findings suggest that the net effect of corporate governance on dividend is not 

significant for firms without a franked dividend system. 

 

4.7 Further analyses and robustness checks 

4.7.1 Analysis of corporate governance categories 

The main index developed for corporate governance in this study is based on thirteen 

governance variables, which are grouped into four categories: the board of directors, 

audit, remuneration and nomination committees. The use of CGI implicitly assumes that 

each of these individual governance categories is equally weighted. To examine the 

possibility of the different plays of each of these categories in motivating dividend 

payouts, this study estimates the same models by replacing the CGI with each of these 

governance categories (Table 4-9). 
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Table 4-9. Tobit estimation of the  effect of governance categories on cash dividend 

 Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 Model 7 Model 8 Model 9 Model 10 

Board Function 0.117*** 

(3.42) 

0.155*** 

(4.55) 

0.214*** 

(6.42) 

0.156*** 

(4.60) 

 

     

Audit committee 0.229*** 

(6.14) 

0.05 

(1.58) 

  0.362*** 

(10.39) 

0.054* 

(1.82) 

    

Remuneration committee 0.126*** 

(6.36) 

0.011 

(0.69) 

    0.198*** 

(11.00) 

0.016 

(1.07) 

  

Nomination committee 0.052*** 

(3.14) 

-0.032**  

(-2.31) 

      0.126*** 

(8.20) 

-0.0206 

(-1.54) 

Intercept -0.629*** 

(-5.04) 

-1.58*** 

(-14.39) 

-0.398*** 

(-3.02) 

-1.56*** 

(-14.52) 

-0.555*** 

(-4.37) 

-1.46*** 

(-13.70) 

-0.408*** 

(-3.18) 

-1.47*** 

(-13.78) 

-0.333 

(-2.56) 

-1.514*** 

(-13.96) 

Control variables No Yes No Yes No Yes No Yes No Yes 

Franked dividend Included No No No No No No No No No No 

Industry Dummy Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes 

Firm-years 11174 10704 11174 10704 11174 10704 11174 10704 11174 10704 

Number of firms 1225 1207 1225 1207 1225 1207 1225 1207 1225 1207 

Log likelihood -3884.98 -2353.9 -3963.37 -2357.65 -3929.35 -2366.5 -3923.14 -2367.65 -3950.31 -2367.04 

Probability 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 

Notes: 

Dividend payout ratio (DP) refers to the percentage of dividends paid out of net profit. The Board Function index (category) is calculated as the summation of the 6 

dummy variables as described in Table 4-1. The closer to 6 the better BOD functions to indicates improved governance. The audit committee index (category) is 

calculated by summation of the 3 variables as described in Table 4-1. The closer to 3 the better the governance. The nomination and remuneration committee index 

(category) is the summation of the 2 variables as described in Table 4-1. The closer to 2 the better the governance. The variable definitions for the control variables and 

Franked dividend are the same as in Table 4-9.  

∗, ∗∗, ∗∗∗ denote significance at the 10%, 5% and 1% levels, respectively. 
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The results in Table 4-9 show that the board of directors and audit committee (with less 

extent) is statistically significant regardless of model specifications. Remuneration and 

nomination committees are also positive but statistically significant and are subject to 

model specifications. 

 

Board function is closely associated with the board structure in our study because it is 

composed of board size, board meetings, independent of board of directors, CEO 

duality (separation of the role of chief executive officer and the board of directors’ 

chairman), directors’ shareholdings (percentage of shares held by the directors in the 

company), and CEO shareholdings (percentage of ordinary shares held by the CEO). As 

such, the finding in Table 4-10 illustrates that board function is determined by board 

composition and its activities are crucial to distribute dividend payouts. 

 

The audit committee in this study is composed of three governance variables, which 

includes the audit committee, the committee meeting at least once a year, and the 

existence of the one of the big four external auditors. Both board function and audit 

committee, vis-à-vis remuneration and nomination committee, are directly related to 

monitoring the manager’s decisions and performance. 

 

4.7.2 Effect of Global Financial Crisis 

To examine any possible changing of dividend patterns during the financial crisis, this 

study adopted two different approaches. First, it included a binary variable for the 

Global Financial Crisis equal to one if years are subsets of 2007–2009, and zero 

otherwise. Second, it splits the sample into three sub-groups. The first is before the 
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onset of the Global Financial Crisis; the second and third occur during (2007–2009) and 

post- GFC. 

 

The estimated coefficient of the binary variable of GFC on Model 1 is negative, 

indicating that firms paid smaller dividends during the GFC than other years, as 

Table 4-10. Tobit estimation of the effect of corporate governance Index I on cash dividend: The GFC 

effect 

 
Full sample 

(2001-2013) 
 

Before the GFC 

(2001-2006) 
 

During and after the 

GFC 

(2007–2013) 

 Model 1  Mode 2  Model 3 

CG Index I 0.099*** 

(2.59) 

 0.145*** 

(2.89) 

 0.084* 

(1.65) 

GFC 

 

-0.066*** 

(-3.04) 

    

Firm Size 0.012*** 

(2.66) 

 0.011* 

(1.83) 

 0.018*** 

(2.84) 

Profitability 0.648*** 

(6.68) 

 0.659*** 

(5.12) 

 0.624*** 

(4.57) 

Leverage 0.037** 

(2.39) 

 0.037* 

(1.85) 

 0.039* 

(1.83) 

Growth opportunities -0.006* 

(-1.77) 

 -0.008* 

(-1.92) 

 -0.001 

(-0.39) 

Firm Growth -0.078*** 

(-6.67) 

 -0.090*** 

(-6.10) 

 -0.073*** 

(-4.45) 

Liquidity -0.147*** 

(-3.34) 

 -0.192*** 

(-3.20) 

 -0.137** 

(-2.39) 

Financial Distress -0.036*** 

(-2.79) 

 -0.031* 

(-1.86) 

 -0.039** 

(-2.24) 

Dividend-track 0.227*** 

(16.41) 

 0.219*** 

(11.70) 

 0.212*** 

(11.12) 

Liquidity-test -0.262*** 

(-4.68) 

 -0.227*** 

(-2.60) 

 -0.269*** 

(-4.04) 

Franked dividend 0.035** 

(2.24) 

 0.069*** 

(3.39) 

 0.025 

(1.25) 

Intercept 0.181 

(1.64) 

 0.118 

(0.80) 

 0.118 

(0.86) 

Industry /year Dummy Yes  Yes  Yes 

Firm-years 3919  2176  2068 

Number of firms 646  521  468 

Log likelihood -824.64  -512.2  -364.40 

Probability 0.000  0.000  0.000 

Notes: 

GFC refers to the Global Financial Crisis (2007-2009). 

∗, ∗∗, ∗∗∗ denote significance at the 10%, 5% and 1% levels, respectively. 
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expected. This negative impact of the GFC on dividends was also confirmed by the 

change in estimated coefficient of the CGI from Model 2 to Model 3. 

 

4.7.3 Estimation using restricted sample periods 

As described above, the Australian corporate governance system has changed 

substantially since 2003. For this reason, we reran our model after splitting samples 

before and after 2003. Figures in Table 4-11 show qualitatively the same results as our 

main findings. 

Table 4-11. Tobit estimation of the effect of corporate governance Index I on cash dividend payment 

using splitted sample periods.  

  (2001-2003)   (2004-2013) 

 Model 1 

 

Model 2  Model 3 

 

Model 4 

CG Index I 0.191** 

(2.42) 

0.260*** 

(3.31) 

 0.085** 

(1.97) 

0.132*** 

(3.06) 

Firm Size 0.006 

(0.82) 

 0.062*** 

(7.58) 

 0.015*** 

(2.91) 

 0.066*** 

(11.86) 

Profitability 0.844*** 

(3.78) 

 2.786*** 

(12.23) 

 0.579*** 

(5.35) 

 1.91*** 

(19.17) 

Leverage 0.093*** 

(2.90) 

 0.001 

(0.05) 

 0.022 

(1.29)  

 0.057*** 

(3.28) 

Growth opportunities -0.015* 

(-1.94) 

 -0.043*** 

(-5.44) 

 -0.002 

(-0.73) 

 -0.019*** 

(-5.15) 

Firm Growth -0.107*** 

(-3.86) 

 -0.026 

(-0.92) 

 -0.065*** 

(-5.11)  

 -0.057*** 

(-4.58) 

Cash 0.029 

(0.28) 

 0.069 

(-0.74) 

 -0.183*** 

(-3.80) 

 -0.154*** 

(-3.26) 

Financial Distress 0.004 

(0.17) 

 -0.066** 

(-2.23) 

 -0.043*** 

(-3.05) 

 -0.102*** 

(-7.01) 

Dividend-track 0.264*** 

(8.41) 

 0.551*** 

(16.23) 

 0.223*** 

(14.39) 

 0.430*** 

(24.91) 

Liquidity-test -0.034 

(-0.19) 

 0.119 

(0.98) 

 -0.308*** 

(-5.29) 

 -0.120** 

(-2.41) 

Franked dividend 0.068** 

(2.17) 

   0.031* 

(1.80) 

  

Intercept -0.190 

(-0.75) 

 -1.888*** 

(-8.94) 

 0.162 

(1.38) 

 -1.335*** 

(-11.45) 

Industry Dummy Yes  Yes  Yes  Yes 

Firm-years 887  2504  3032  8200 

Number of firms 384  914  558  1105 

Log likelihood -286.94  -657.25  -547.31  -1700.13 

Probability 0.000  0.000  0.000  0.000 

Notes: 

 ∗, ∗∗, ∗∗∗ denote significance at the 10%, 5% and 1% levels, respectively. 
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4.7.4 Test of potential Endogeneity between corporate governance quality and 

dividend payout ratio 

This study tests the effect of corporate governance quality on dividend payout ratio in 

Australia. However, it can also be argued that a firm’s dividend policy may have a 

significant influence on the quality of governance as well throughout its effect on 

agency costs. Therefore, this section tests for existence of endogeneity issues between 

corporate governance and dividend payouts. 

 

In order to test the endogeneity issue, this study employed the same methodology as 

Jiraporn and Ning (2006) and Adjaoud and Ben-Amar (2010) to explore the causal 

relationship between corporate governance quality and dividend payout. By using 

Granger Causality test (Granger, 1969), the following estimation models were used to 

test the endogeneity issue: 

 

Yit = α0 + α1(CGIit-1) + α2(Yit-1) + control variables  +εi,t          (3) 

 

CGIit = β0+ β 1(CGIit-1) + β 2(Yit-1) + control variables +εi,t          (4) 

 

Where control variables are similar to estimation Model 1. Jiraporn and Ning (2006) 

argue that if corporate governance  causes the variation in dividend policy, the 

coefficient of one year lagged corporate governance (α1) on estimation Model 3 should 

be different from zero and significant at standard level, while the coefficient of lagged 

dividend payout on estimation Model 4 (β2) should not be significantly different from 

zero. On the contrary, if dividend payout is the factor affecting the quality of 

governance, then the coefficient of lagged dividend payout (β2) on estimation Model 4 
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should be significantly different from zero, whereas the coefficient of one year lagged 

corporate governance (α1) on estimation Model 3 should be equal to zero. 

 

Table 4-12 shows the result estimation of two estimation models. The findings of 

estimation Model 3 show that (α1) is positive and significant at 5% level, which 

suggests a positive effect of governance quality on dividend payout. On the contrary, 

the findings of estimation Model 4 show the coefficient of lagged dividend payout (β2) 

is not significantly different from zero. These findings can suggest that dividend payout 

policy has no effect on corporate governance quality. Therefore, consistent with 

Jiraporn and Ning (2006) and Adjaoud and Ben-Amar (2010), our findings suggest that 

there is no endogenous relationship between corporate governance and dividend payout 

policy. In light of these finding, this chapter can conclude that better-governance firms 

pay higher dividends to their shareholders. 

 

Table 4-12. Tobit estimation for causality test of effect of corporate governance on dividend payout 

 Estimation Model 3 (dividend 

payout) 

 Estimation Model 4  

(CG Index I ) 

 Coefficient 
 

z-statistic  Coefficient 
 

z-statistic 

CG Index I (t-1) 0.075** 2.10  0.707*** 54.55 

Dividend payout (t-1) 0.239***  9.07  -0.002  -0.38 

Firm Size 0.062***  12.64  0.019***  17.59 

Profitability 1.988***  21.69  -0.004  -0.81 

Leverage 0.031**  2.01  0.011***  3.47 

Growth opportunities -0.023***  -6.76  -0.003***  -5.99 

Firm Growth -0.050***  -4.23  0.008***  4.42 

Cash -0.151***  -3.61  -0.004  -0.80 

Financial Distress -0.097***  -7.30  -0.006**  -2.18 

Dividend-track 0.353***  18.95  -0.001  -0.30 

Liquidity-test -0.041  -0.89  0.032  5.06 

Intercept -1.338***  -13.44  -0.176  -9.23 

Industry Dummy Yes    Yes   

Firm-years 9812    9812   

Number of firms 1170    1170   

Log likelihood -2033.80    7989.66   

Probability 0.000    0.000   

Notes: CG Index I (t-1) refers to the one year lag of CG Index I. Dividend payout (t-1) refers to the one year 

lag of Dividend payout ratio (DP). For the rest of the variables refer to notes below Table 4-5. 

 ∗, ∗∗, ∗∗∗ denote significance at the 10%, 5% and 1% levels, respectively. 
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In addition, the sensitivity of data to any potential endogeneity is further supported 

using a panel data technique, and also various sample size, to analyse dividend 

behaviour and further robustness of the data. 

 

4.8 Conclusion 

This chapter investigates the effect of corporate governance on the dividend policy of 

Australian firms over the period of 2001–2013. To capture multiple aspects of corporate 

governance, this chapter calculated governance indexes. The main index is based on 13 

governance variables, which are divided into four categories. 

 

Random effect panel Tobit estimation results support a positive relation between 

governance quality and dividend payouts. Firms with better corporate governance 

mechanism will pay higher dividends to reduce agency problems. These results can also 

support the complementary role of corporate governance and dividend payout policy of 

the firms in Australia. The dividend was also positively affected by the franked 

dividend system. In contrast, growth opportunities constrained dividend distribution, 

which is in line with the life cycle hypothesis. 

 

Further analyses show the intensifying effect of governance on dividends by the level of 

franked dividends. This finding suggests that the effect of governance on dividend 

differs depending on the corporate tax system. In contrast, the positive effect of 

governance on dividends was attenuated by growth opportunities. This finding suggests 

that firms value cash and liquidity differently depending on their life cycle and 

availability of profitable projects. 
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Further investigation, using each individual governance element, shows that the board 

function and audit committee, vis-à-vis numeration and nomination committees, are 

more important for determining dividend payouts. The estimation result also shows the 

negative effect of the GFC on dividend payout. 

 

In addition to the managerial implications described above, our findings provide some 

policy implications. First, our results illustrate the importance of a proper arrangement 

of institutional settings to improve fairness and equity in an economy. That is, well-

functioning corporate governance is a way to strengthen the rights of minority 

shareholders by preventing managerial private consumption. Second, both the agency 

theory and our findings suggest that improved corporate governance is also important 

for allocative efficiency of resources because good governance can reduce ‘waste’ of 

‘free’ cash flows. Third, it is uncertain, however, whether the franked dividends 

motivate investors to expect more dividend payouts than the optimum level of payouts 

as indicated by the agency theory. 
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CHAPTER 5 CORPORATE GOVERNANCE AND SHARE 

BUYBACK 
 

 

 

 

5.1 Abstract 

This article explores the relation between the level of corporate governance and share 

repurchases in the Australian stock market. A self-constructed corporate governance 

index is constructed for the top 300 listed firms based on their market capitalisation, 

using a 2004 through 2013 sample period. The index is developed using four 

governance categories of board function, audit function, nomination and remuneration 

committee. The findings using the Tobit model show that better governed firms tend to 

be associated with larger share repurchases. Further examinations show that this 

relationship is intensified with market-to-book and earning-to-price ratios. Results using 

the Logit model and different sample periods also confirm the main findings. Further 

analysis shows a positive relation between the proportion of independent directors and 

share buyback. Similarly, the relation of audit, nomination committee sizes, their 

meetings and remuneration committee meetings with share buyback is also positive.  

However, the association between managerial ownership and share buyback is negative 

and significant. 

 

Keywords: Corporate governance, Dividend policy, Share buyback, Panel data, Tobit 

model 
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5.2 Introduction 

Relying on agency theory (Jensen & Meckling, 1976) and signalling hypotheses 

(Bhattacharya S. , 1979; Miller & Rock, 1985), and also on the role of corporate 

governance and its behaviour, this chapter investigates the relation between corporate 

governance quality and share buyback24 in Australia. Dividend policy, which includes 

dividend payouts and share buybacks, is very important for shareholders, managers, 

investors, and leaders because it can be used as a means to reduce agency problems and 

capital management as well as to increase wealth of shareholders. Over the past 30 

years, the instrument of share buyback has become increasingly popular, especially in 

the US, as it now represents a significant proportion of total dividend payouts. Fama 

and French (2001) show an increase in share repurchase in the US, and also a drop in 

the percentage of companies paying a dividend from 66.5% in 1978 to about 20.8% in 

1999. Their findings further show that the repurchases exceeded the amount of dividend 

payout for the first time in 1998, which is the result of change in corporate 

characteristics. In the US, the increase in share repurchase is also reported by Grullon 

and Michaely (2002). Similarly, Skinner (2008) shows that relatively young firms prefer 

to adopt share buybacks instead of cash dividends. 

 

Share buybacks25 were first introduced in Australia in November 1989, and have been 

more frequent since the revision of corporate law governing buybacks in December 

1995. High-profit companies have mostly undertaken share buybacks in line with 

                                                           
24 The term share buyback is used for Australian firms whereas in the US context the term share 

repurchase is used.  
25 Under the Corporations Act (2001), there are five types of share buyback in Australia: open/on market, 

tender offer or off-market, selective, employee share scheme, and odd-lot. 
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Australia’s corporate culture, and in the past few years, they bought more than AU$61 

billion. 

 

Share buyback in Australia is different from the UK and the US because their current 

structure and legislative environments are different. Dharmawan and Mitchell (2001) 

show that the Australian buyback system is more transparent than that of the US and the 

UK. In addition, stock buyback in Australia is conducted when firms have greater 

information asymmetry, in contrast to the US where buyback is conducted when firms 

have less information asymmetry. 

 

Several reasons exist for choosing Australia as an effective buyback environment. First, 

the Australian repurchase program has great transparency and is considered to be highly 

structured because firms are required to disclose significant information about their 

repurchase plans to the public (Mitchell & Dharmawan, 2007). Second, the relationship 

between Australian firms and capital market is different from that in the US, although 

both countries have highly developed capital markets. Third, share buy back in 

Australia has been used as a tool for capital management (Mitchell et al., 2006). The 

buyback system in Australia must be formally announced, and the intended number of 

shares to be bought back should be specified. Buyback of shares should commence 

within two months and be completed within six months of the announcement. However, 

these features are different from the US, where share repurchase is an option (Oded, 

2005; Stephens & Weisbach, 1998), and firms are not required to announce their 

repurchase at the time the transaction takes place, or even directly and accurately 

measure it after the repurchase (Netter & Mitchell, 1989). Furthermore, a major 

difference in the structure of share buyback in Australia and the US is that buybacks in 
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Australia must be cancelled immediately and cannot be held as treasury stock and 

reissued at a later date. Therefore, stock option is not provided as a reason for 

conducting buyback activity in Australia. Most important, the motivation for a share 

buyback must be disclosed in the announcement by Australian firms, which is a feature 

that is different from all other share buyback environments. 

 

Other interesting characteristics of Australian firms are the voluntary corporate 

governance system and the financial policy, which substantially differs from other 

Anglo-American economies. The Australian governance system adopted the same 

framework as the traditional Anglo-Saxon, and it also follows the Principles of good 

governance and best practice recommendations published in 2003 by the Australian 

Securities Exchange (ASX). The governance system in Australia has a voluntary basis 

because the companies choose to adopt the framework. 

 

This study measures the strength of corporate governance in Australia by focusing on 

these principles and theories to develop an index based on internal and external 

governance from 2004 to 2013. Board function relates to the structuring of boards and 

board meetings to alleviate the agency problems. The audit committee and external 

auditor use compliance and substantive procedures to assess the fairness and 

truthfulness of a firm's financial statement, which may lead to either additional reporting 

requirements, or assurance from management that shareholders’ interests will be 

foremost in their priorities. The nomination committee deals with appointments and 

resignations of directors. The remuneration committee encourages personal involvement 

of managers’ handling of the agency problems by providing profit-related incentives, 

such as bonds. 
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The separation of ownership and management in large, limited liability companies 

results in significant agency problems (Jensen & Meckling, 1976; Fama & Jensen, 

1983a). A better governance mechanism leads to better monitoring of the management. 

Dharwadkar et al. (2000) find that the relevance of the agency problems in a corporate 

governance system is likely to change with the strength of the internal and external 

governance system. Therefore, the index developed in this study is based on four 

categories: board function, audit, nomination, and remuneration committee. 

 

Previous studies show that corporate governance quality can have a significant 

influence on share buybacks. Han et al. (2014) show that corporate governance, 

principally ownership structure and independence of board members, affects the 

probability of frequent signalling of firms’ undervaluation by using repurchase stocks. 

Their finding supports the assumption that the main incentive for stock repurchases is 

likely to be false signalling of undervaluation, and that the strength of corporate 

governance can mitigate the false signalling caused by agency cost. Also, Wu (2012) 

shows that strength of governance index is a determinant of the share repurchase in 

listed Taiwanese firms. Better governance mechanisms can decrease managerial 

misconduct in share repurchase and can also provide credibility to managers’ financial 

decisions in the capital market. Similarly, Jansson and Larsson (2010) show that firm-

level corporate governance arrangements directly affect stock repurchasing behavior. 

Firms with no controlling owner use repurchase to increase leverage. 

 

Aharoni et al. (2011) also show that increased earnings by Australian companies result 

in higher share buybacks instead of an increase in dividend payouts. Stock repurchase 

can also take place as a means of distributing free cash (Fenn & Liang, 2001; Guay & 
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Harford, 2000) and as a substitute for dividends (Grullon & Michaely, 2002; Skinner, 

2008). The undervaluation and signalling hypotheses can also be one of the most 

important motivations for a share buyback. When a company’s shares are considered 

undervalued by the managers, they will signal this to the market through buying back 

shares (Chang & Sullivan, 2007; Ikenberry, 1995; Jun & Jung, 2009). 

 

Other motivations for this activity include adjusting the firm’s leverage toward its 

optimum level (Dittmar A. K., 2000; Ofer & Thakor, 1987; Wansley, Lane, & Sarkar, 

1989) or using buyback as a defense against takeover (Bagwell, 1991; Chang & 

Sullivan, 2007; Xue & Billett, 2007). However, these assumptions are not mutually 

exclusive and, as can be seen, they have had substantial support from previous studies. 

 

This chapter is attempting to mix this traditional motivation for share buybacks with the 

corporate governance system. An examination of share repurchases in association with 

governance in Australia is a relatively new field for researchers, with the exception of 

Yarram (2014), because most of the previous studies only focused on the effect of 

traditional motivations for share buyback (Brown C. , 2007; Brown & Davis, 2012; 

Brown & Efthim, 2005; Doan, Yap, & Gannon, 2011; Mitchell & Dharmawan, 2007; 

Mitchell, Izan, & Lim, 2006). Adding to this, Yarram (2014) also only studied the effect 

of some of the governance variables on stock repurchase, and the finding is only 

positive and significant with the board size. 

 

The present study is significantly different from previous studies in a number of ways. 

For example, the estimation models in this study fully reflect the uniqueness of the 

Australian economy. In this case, the unique feature of Australia is that its tax 
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imputation system provides benefits of capital gain through share buybacks for those 

with high marginal tax (Mitchell & Robinson, 1999). Investors with low marginal tax 

can use the franked dividend to offset their tax liabilities on other incomes. The tax 

imputation system removes the double taxation that occurs under a classical system for 

taxing dividend income. Firms, with the permission of the Australian Tax Office, can 

also designate a proportion of their buyback price by using franked dividends. Since the 

shareholders attach their imputation tax credit to the dividend proportion of buyback 

price, firms may also be able to buy back their shares at a lower price than the current 

market price. This is in contrast with the classical tax system in the US, where their off-

market shares buyback is at a price higher than the premium market price.  Brown and 

Efthim (2005) show that the amount of discount charged by repurchase firms in 

Australia is affected by the amount of franking credits associated with the repurchase 

price. This study takes into account this different tax system when we investigate the 

relationship between governance and share repurchase. 

 

Different from existing studies, this study also examines the influence of corporate 

governance on the practice of the share buyback by using a self-developed 

comprehensive index in Australia. In addition, it is the first study that checks the effect 

of more important variables, such as audit and nomination committees and their meeting 

on share buyback in Australia. Most of the earlier studies of corporate governance and 

share buybacks in Australia only used single governance variables, such as board size, 

independent director, and CEO duality to test this relation (Yarram, 2014). Moreover, 

the studies only focus on the likelihood of a share buyback instead of the actual amount. 

The current study considers that corporate governance in Australia has a positive effect 

on the likelihood of having a share buyback, and that it also increases the value of the 
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share buyback in companies. This reinforces the arguments of the current study because 

managers may only use a share buyback announcement26 as a means to conduct their 

self-interest dealing, such as misusing the repurchase program by not actually buying 

back any shares or buying back only a small amount after announcement. Wu’s (2012) 

findings support the argument by showing that the quality of corporate governance 

lends credibility to share buyback announcements. 

 

The remainder of this chapter is constructed as follows: Section 5.3 contains the 

literature reviews and hypotheses development; data and methodology are described in 

Section 5.4; the findings are described in Section 5.5; and the conclusion is Section 5.6. 

 

5.3 Literature review and hypotheses development 

As pointed out by Jensen and Meckling (1976), the separation of ownership and control 

is one of the main sources of the agency problems because managers and owners can 

have different interests there a conflict of interest is likely to arise (Fama & Jensen, 

1983a). 

 

Corporate governance aims to protect the interest of shareholders. Managers of firms 

with weaker governance systems are more likely to hold the retained cash and 

potentially use it for private benefits, or spend the cash on takeover activities to build a 

business empire or on additional perquisite consumption, as alleged by the free cash 

flow hypothesis. Therefore, they are willing to keep the cash in the firm instead of 

distributing it to the shareholders through a share buyback. Since the repurchase helps 

                                                           
26 When firms with good corporate governance announce a share repurchase, the market is more likely to 

accept this as an undervaluation signal. Therefore, the market should respond more positively to their 

announcements, leading these firms to experience higher announcement returns (abnormal returns around 

the share buyback announcement). 
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to reduce agency cost, the theory holds that the extent of share repurchase activity is 

related to the severity of agency cost. Agency cost is influenced by better governance 

mechanisms that control and monitor managers, and as a result managers are less likely 

to place their private benefits above shareholders’ interests. 

 

Contrary to the above arguments, share buyback can also be used as a substitute of 

corporate governance. Firms with a weak governance system may announce share 

buybacks in order to send a signal to the market that they monitor their structure well 

and are aiming to reach the optimal capital structure in order to establish a reputation 

between their shareholders. In addition, managers of firms with poor corporate 

governance may have an incentive to use a share buyback announcement in order to 

boost their stock price. Chan et al. (2010) and Fried (2005) also suggests that that firms 

that announce share buyback programs are under no obligation to actually buyback any 

shares. 

 

Harris and Glegg (2009) show a positive relation between corporate governance and the 

premium paid in private stock repurchase using a corporate governance index and an 

Entrenchment index (as an alternative measure). Wu (2012) constructs a firm-level 

index of corporate governance, and the empirical results show that the completion of 

stock repurchase is determined by the quality of internal corporate governance. Firms 

with better quality corporate governance experience higher cumulative abnormal returns 

surrounding their repurchase announcement. The finding further supports that external 

governance, for instance by engaging a Big Four auditor, affects the execution rate of 

stock repurchase. By using single governance variables, the results show that firms with 

a larger board, a separated CEO and chairman, and more independent directors are less 
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likely to use share repurchase unless using share repurchase increases the firm’s value 

(Wu, 2012). Jansson and Larsson-Olaison (2010) also show that variation in corporate 

governance arrangements affects the stock repurchase. 

 

Governance variables such as larger board size (Zahra & Pearce, 1989), board 

independence (Davidson et al., 1998; Yarram, 2014) and CEO duality (Patton & Baker, 

1987) can result in better monitoring of the managers’ actions and consequently have 

positive effects on share buyback decisions for firms that are undervalued, or when 

there are other grounds for share buybacks. González and González (2004) show that 

prevalence of corporate governance would be a motivation for testing the stock reaction 

around share buybacks in the Spanish market. Thus, based on the literature on 

governance, agency cost, and stock repurchase, the present study argues that firms with 

stronger corporate governance (using internal and external governance variables) have 

better monitoring of their structure and activities and are more likely to repurchase 

stocks in order to reach their optimal capital structure, consequently increasing the 

firm’s value. The present study therefore hypothesizes a positive relation between 

strength of corporate governance and share buyback: 

 

H1. Good corporate governance leads to share repurchase. 

 

Following the signalling hypothesis (Bhattacharya S. , 1979; Miller & Rock, 1985), 

managers of undervalued firms may need to signal their ability to generate higher 

earnings in the future by using share buybacks. Undervaluation is one of the main 

motivations for share buybacks, because the managers of the firms have incentives to 

make sure that the firm’s market value increases or stays the same. Management-
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controlled firms are likely to repurchase shares to signal the firm’s undervaluation, if 

such exists. Therefore, the greater the perceived undervaluation, the greater the 

likelihood and volume of stock repurchase because share buybacks can be used as an 

effective signal in the market place. 

 

Previous studies such as Chang and Sullivan (2007), Dittmar (2000), Ikenberry (1995), 

Netter and Mitchell (1989) and Ofer and Thakor (1987) show that stock repurchase is 

most likely a signal of firm undervaluation by managers who try to signal this 

information to the market through repurchase. Consequently, greater undervaluation 

results in a greater volume of stock repurchase. In Australia, studies such as Otchere and 

Matthew (2002), Brown and Norman (2010) and Mitchell and Dharmawan (2007) also 

show that undervaluation is one of the main motivations for share buybacks. The 

uniquely transparent structure of the share buyback in Australia can be more likely to 

send an accurate signal to the market. Wu (2012) finds that, in signalling 

undervaluation, the reaction of capital market to stock repurchase is more favourable in 

firms with a better governance system. Barberis and Huang (2001) and Daniel et al. 

(2001) develop psychology-based theoretical models imply that misevaluation will 

predict subsequent abnormal returns: 

 

H2. Undervaluation has a positive effect on share repurchase. 

 

H2A. The positive effect of governance on repurchase is positively moderated by 

undervaluation. 
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In addition to the motives for using a governance index, independent directors (as one 

of the main governance variables) play an important role in improving and monitoring 

the effectiveness of the board and its discipline in order to ensure that the motivation of 

the firm for a share buyback is valid.  This is because independent directors are in a 

better position to protect shareholders’ interests from opportunistic managers (Fama & 

Jensen, 1983a). Also, firms with more independent directors are more likely to agree on 

a share repurchase decision only if they have strong reasons to believe it will increase 

the value of the firm (Wu, 2012). Independent directors who are uninvolved in 

managers’ interests are in a better position to monitor manager’s actions and, therefore, 

can have a positive effect on decisions to buy back shares when the firms are 

undervalued or have good grounds to buy back stocks (Davidson et al., 1998). 

Therefore, the present study hypothesises that board independence has a positive effect 

on share buyback: 

 

H3. Board independence has a positive influence on share repurchase. 

 

An audit committee plays an important role in monitoring a company’s financial 

reporting by ensuring that Australian investors can be informed and confident in making 

their investment decisions. Kelbers and Fogarty (1993) propose that larger audit 

committees are more validated and acknowledged by the organisational support from 

the directors. Therefore, consistent with the Blue Ribbon Committee (1999) 

recommendation with respect to the size of an audit committee, this study suggests that 

a larger audit committee is likely to increase the quality of monitoring and financial 

reporting, resulting in better decisions on dividend policy and especially on share 

buybacks. Similarly, a nomination committee is very important because it chooses 
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directors who have the skills required for their position. A larger nomination committee 

is better at choosing a director, brings more experience and resources to the firm, and is 

more constructive on firm performance and the decisions about dividend policies and 

share buybacks (Blue Ribbon Committee, 1999; Kalbers & Fogarty, 1993). The study 

hypothesis: 

 

H4. The size of the audit and nomination committees has a positive influence on share 

repurchase. 

 

5.4 Data and methodology 

5.4.1 Data collection 

Since only the large companies operate share repurchase, the current study is driven 

from the constituents of ASX 300, which contains the top 300 firms listed on the 

Australian stock exchange based on their market capitalisation during the 2004–2013 

period. Given the financial policies and also regulations associated with the capital 

structure of financial and utility firms, this study excluded them from the sample. 

Therefore, the final sample included 1,858 firm-year observations, where 250 firms had 

share repurchase. The corporate governance data are collected from the Australian 

Announcements database of SIRCA, and share buyback data were collected from a 

DataStream database. Historical financial data used to calculate explanatory variables 

are obtained from Morningstar DatAnalysis Premium (previously AspectHuntley 

FinAnalysis). The corporate governance index is developed to measure the quality of 

corporate governance based on thirteen variables in Appendix 5-1. To minimize the 

effect of outliers, a 2.5% winsorization level at top and bottom was performed on the 

variables. 
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The main theoretical framework for developing the index is the ASX Principles of good 

governance and best practice recommendations (2003). However, the index covers 

various aspects of company structure and policies that comprise good governance 

practice. Finally, the index includes external governance factors, such as external 

auditor. The index is constructed in a manner such that the answer ‘yes’ adds one point 

to the governance score. Firms can score zero to thirteen, with a higher score indicating 

better governance. Following the introduction of the ASX listing rules 4.10.3 

(introduced on 1 July 1995), which required that listed companies disclose and comply 

with governance guidance, and also publication of the ASX Principles of good 

governance and best practice recommendations (2003), the sample period is very 

appropriate. Panel A of Table 5-1 shows the summary statistics of variables between 

2004 and 2013, and panel B of Table 5-1 shows the correlation matrix between the 

variables. 

Table 5-1. Descriptive statistics of variables  

Panel A: Summary statistics 

Variables Mean Std.  Dev. Median Min Max 

Dependent variable 

     

Share buyback  0.217 0.848 0.000 0.000 4.477 

Governance variables      

Governance 0.761 0.194 0.846 0.076 1.000 

      

CEO ownership -4.394 3.084 -4.561 -10.435 0 

Directors’ ex. CEO ownership -4.354 2.732 -4.344 -9.421 0 

      

Board  independence 0.760 0.152 0.800 0.000 1.000 

Audit  committee size 3.420 1.305 3.000 0.000 6.000 

Audit committee meeting 3.822 2.095 4.000 0.000 9.000 

Nomination committee size  2.480 2.317 3.000 0.000 8.000 

Nomination committee meeting 1.875 2.059 1.000 0.000 7.000 

Remuneration committee meeting 2.941 2.240 3.000 0.000 8.000 

Firm characteristics      

Earning-to-price 0.037 0.091 0.055 -0.330 0.177 
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Panel B: Pearson cross-correlation matrix and the level of significance 

Variables Share 

buyback 
Governance 

Earning-

to-price 

Market-

to-book 

Firm 

size 
Investment Payout Frank Leverage 

Governance 0.14***         

Earning-to-price 0.06*** 0.29***        

Market-to-book 0.08*** -0.08*** -0.06***       

Firm size 0.19*** 0.61*** 0.36*** -0.24***      

Investment 0.06*** 0.22*** 0.06*** -0.10*** 0.36***     

Payout 0.08*** 0.27*** 0.32*** 0.05** 0.28*** -0.07***    

Frank -0.02 0.23*** 0.42*** -0.01 0.25*** -0.09*** 0.46***   

Leverage 0.04* 0.26*** 0.16*** 0.19*** 0.37*** 0.21*** 0.15*** 0.19***  

Cash -0.01 -0.35*** -0.26*** 0.26*** -0.44*** -0.28*** -0.20*** -0.25*** -0.30*** 

Notes:  This table reports the correlations among the dependent, independent and control variables.  See Table 1 for variable definitions. 

*, **, *** refer to p<0.1, p<0.05 and p<0.01, respectively. Only the correlation between governance and firm size exceeds 0.5. 

 

Given the limited number of companies conducting share buyback (13.4%), and also 

calculating the ratio using total assets, the finding shows a mean of just 0.21% for share 

buyback ratio in Table 5-1 Panel A. The mean of buyback ratio in firms that had the 

program is 1.61%. 

 

Market-to-book 3.032 2.701 2.115 0.260 12.500 

Firm size 20.254 1.959 20.411 12.258 25.726 

Investment 0.285 0.232 0.242 0.001 0.785 

Payout 0.265 0.251 0.240 0.000 0.995 

Frank 0.553 0.478 1 0 1 

Leverage 0.945 0.768 0.795 0.025 3.406 

Cash 0.138 0.168 0.067 0.000 0.702 

Notes: This table reports the summary statistics of the variables from 2004 through 2013. Share buyback is 

the ratio in percentage of share repurchases to total assets. Governance is calculated as the summation of the 

thirteen categories of corporate governance dummies, as described in Appendix 5-1, divided by thirteen, with 

better governance as the index approaches one. Directors’ ex. CEO ownership is the natural log of shares 

held by directors (excluding the CEO) divided by shares outstanding. CEO ownership is the natural log of 

shares held by the CEO divided by shares outstanding. Audit committee size is the number of members on 

this committee. Audit committee meeting is the number of meetings held by the committee during the year. 

Nomination committee size is the number of members on this committee. Nomination committee meeting is 

the number of meetings held by this committee during the year. Remuneration committee meeting is the 

number of meetings held by this committee during the year. Firm size is the natural log of assets. Earning-to-

price is the reciprocal of price earnings ratio. Market-to-book is the market value of equity divided by book 

value of equity. Investment is property, plant and equipment (PPE) divided by total assets. Payout is the 

percentage of net profits paid out as cash dividends. Frank dividend is the percentage of dividend being 

franked. Leverage is total liabilities divided by total equity. Cash is cash divided by total assets. Number of 

observations is 1,858 for all the variables 
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The relation between corporate governance score, percentage of share buyback, and 

dividend payout by industries is demonstrated in Figure 5-1. The results show that, on 

average, industries with better governance scores have more companies with dividend 

payouts and share buybacks. Figure 5-2 shows the improvement of corporate 

governance during 2004 to 2013; this results in an increase in the percentage of 

companies that have share buybacks and dividend payouts. These findings are 

consistent with our first hypothesis (H1). 
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Figure 5-1. Average of governance scores , percentage of firms with a share 

buyback , and a dividend payout by industries Governance SBB DP

Notes:

Covernance is calculated as the summation of the thirteen categories of corporate governance dummy, as

described in Appendix 5-1, divided by thirteen. As such, the closer to 1 the better governance system and vice

versa. SBB is the percentage of companies with a share buyback for each industy. DP is the percentage of

companies with a dividend payout (distributing cash dividend) for each industy.
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5.4.2 Research approach 

To investigate the effect of corporate governance on share buyback, a panel Tobit model 

is used. Tobit model is the commonly used estimation techniques for stock repurchases 

(e.g. Dittmar, 2000) because Tobit model argues that this independent variable is 

censored at zero. The zero share repurchase means that the company has not 

repurchased any stock. The estimation model is as follows: 

 

Buyback,t= α + β1Governancei,t + ti

k

kOthers ,

2




 +εi,t                                           (1) 

 

where Buyback (share buyback) is the dependent variable and is calculated as the ratio 

of total amount of the share buyback to the total assets of Company i in the year t. The 
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Figure 5-2. Average of governance, percentage of firms with a share 

buyback , and a dividend payout over 2004-2013 Governance SBB DP

Notes:

Covernance is calculated as the summation of the thirteen categories of corporate governance dummy, as

described in Appendix 5-1, divided by thirteen. As such, the closer to 1 the better governance system and

vice versa. SBB is the percentage of companies with a share buyback for each year. DP is the percentage of

companies with a dividend payout (distributing cash dividend) for each year.
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regression comprises panel data of firms from 2004 to 2013. Governance is the main 

independent variable, is calculated as the summation of the thirteen categories of 

corporate governance dummy, as described in Appendix 5-1, divided by thirteen. A 

score closer to one is a better governance system. 

 

ti

k

kOthers ,

2




  refers to control variables k for firm i at time t. Undervaluation problem 

is unobservable to researchers. Existing studies consider some complementary proxy 

variables. Earning-to-price, which is the reciprocal of price earnings ratio and market-

to-book ratio, which is calculated by book value to market value of firm are the proxies 

for undervaluation of firms (Barberies & Huang, 2010). When firms are undervalued, 

managers may want to use a share buyback (i.e., more dividend) to signal that they have 

the ability to generate higher earnings in the future (Bhattacharya, 1979; John & 

Williams, 1985; Miller & Rock, 1985) or that they simply want to increase price of 

shares. In the context of Australia, existing studies also showed that undervaluation is 

one of the main motivations for share buyback (Otchere & Ross, 2002; Mitchell & 

Dharmawan, 2007; Brown & Norman, 2010) and higher values of the ratio of earnings-

to-price indicate undervaluation because firms need relatively higher earnings to support 

a dollar of share price. 

 

Firm size, proxied by log of assets, is frequently used as a control variable that may 

capture multiple features. First, it may capture overall capacity to implement a share 

buyback with the expected positive sign of the estimated coefficient (Ikenberry, 1995; 

Grullon & Michaely, 2002; Chang & Sullivan, 2007; Mitchell & Dharmawan, 2007; Jun 

& Jung, 2009). Firm size may also capture the dividend clientele effect as described in 
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the theory section. As size increases, firms will have a wider clientele who expect a 

variety of dividend policies. For this reason, when a firm increases cash distribution, the 

buyback should also be increased. Firm size can also affect repurchase strategy through 

the mechanism of asymmetric information (Dittmar, 2000). In contrast to smaller firms, 

large firms are subject to frequent evaluation by market analysts. Managers from large 

firms, and thus larger board size, might find it more difficult to manipulate the board 

because such firms are more complex in their organisation and incorporate a wider 

range of interests (Zahra & Pearce, 1989). In contrast to the cases of the overall capacity 

argument and the dividend clientele effect, the expected sign of the estimated 

coefficient of firm size with this asymmetric information and undervaluation is 

negative. 

 

Cash is calculated by cash scaled by total assets, and can control for free cash flows 

available to entrenched managers (Easterbrook, 1984; Jensen, 1986; Stephens and 

Weisbach, 1998; Dittmar, 2000; Guay & Harford, 2000; Jagannathan et al., 2000), 

which is confirmed in Australia (Brown & Norman, 2010). Other things being equal, a 

high cash balance implies that a firm is in a better position to increase dividends that 

include share repurchases. Thus, the coefficient for Cash is expected to be positive. 

 

Investment, calculated by property, plant and equipment scaled by assets, is expected to 

compete with dividend for the distribution of cash. Scholars have also controlled for 

leverage to equity share buyback with expectation of negative sign of the estimated 

coefficient (Ofer & Thakor, 1987; Wansley et al., 1989; Dittmar, 2000). Firms 

repurchase shares to alter their leverage closer to an optimum level, and also when no 

dominant controlling shareholder exists (Ofer & Thakor, 1987; Mitchell & Dharmawan, 
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2007; Jansson & Larsson-Olaison 2010). Bowen et al. (1982) and Bradley et al. (1984) 

report the industry effect of leverage ratio, which can support the use of industry 

averages as a proxy for the recognition of the capital structure. In our estimation, 

leverage is measured as current total liabilities-to-total equities ratio (debt-to-equity 

ratio). Payout refers to the percentage of cash dividends out of net profits, which is 

percentage of earing paid to the shareholders in dividend. Frank is franked dividend that 

creates a tax credit to eliminate the double taxation of a company’s dividend payout, 

and is measured as a percentage of dividends with dividend imputation. 

 

To further investigate the moderation effects by undervaluation, measured by Earning-

to-price and Market-to-book ratio, the baseline model is extended as follows: 

 

Buybacki,t= α + β1Governancei,t + itpricetoEarningGoverance *2 + 

itbooktoMarketGoverance *3 + β4 Earning-to-pricei,t + β5Market-to-booki,t 

+  ti

k

kOthers ,

6




 +εi,t                       (2) 

 

5.5 Empirical analyses and discussion 

5.5.1 Summary statistic 

The number of firms conducting share buybacks increased from 6.9% in 2004 to about 

18.9% in 2012, after which it dropped to 16.1% in 2013. The mean corporate 

governance index (Governance) is 0.76 (Table 5-1). The mean Directors’ except CEO 

ownership is -4.35 and CEO ownership is -4.39. The mean board independence is 76%. 

The mean of Audit committee size and meeting are 3.42 and 3.82% respectively. 
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Similarly, the mean of Nomination committee size and meeting are 2.48 and 1.87% 

respectively. The mean of Remuneration committee is 2.941.  

 

The sample has the average firm size (logarithm of total assets) of about 20.25, that is, 

around A$13.8 billion. Average total assets increased from about $9.1 billion in 2004 to 

around to A$17.6 billion in 2013. The mean of market-to-book ratio is 3.03, and the 

leverage ratio is 94.5%. The sample firms paid out 26.5% of their profit as dividend. 

Dividend payout ratio was about 23.3% in 2004 and rose to about 28.2% in 2006. After 

falling to approximately 23.59% in 2010, it reached a peak of 32.39% in 2013. The 

mean of cash ratio is 13.8% and earning-to-price ratio is about 3.7% during the sample 

period. Franked dividend is 55.3%. 

 

The correlation coefficient of variables is in Table 5-1, panel B. This can help us with 

primary understanding of the associations between variables, and also with testing the 

significance of correlation between variables to avoid multi-collinearity. Since the 

correlations between variables are of low magnitude, the variables are used for further 

regressions. 

 

5.5.2 Empirical results 

A random effects Tobit model is used to examine the relationship between corporate 

governance and share buybacks. Different models are used to assess the effect of 

corporate governance, as well as company specific factors, on share buybacks in Table 

5-2. The empirical results show a positive relation between the strength of corporate 

governance and share buyback in Australia, which supports hypothesis (H1) that firms 

with better governance repurchase more shares. 
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In order to test the effect of undervaluation on share buybacks, earning-to-price ratio 

and market-to-book ratio are used as two undervaluation variables. The results of Tobit 

model show a significant positive relation between market-to-book and earning-to-price 

ratio on share buybacks. Because the higher earning-to-price ratio and market-to-book 

ratio show a lower valuation of shares, these results can support the undervaluation 

hypothesis (H2). The regression supports the hypothesis by showing that firms use share 

buybacks to signal undervaluation to the market.  

 

Table 5-2. Governance effect on  share buyback ratio using Tobit model 

 1 2 3 4 5 6 7 

Governance 0.80*** 0.41*** 0.40*** 0.42*** 0.43*** 0.39*** 0.41*** 

 (0.13) (0.13) (0.13) (0.13) (0.01) (0.13) (0.13) 

Earning-to-price  0.40*  0.56** 0.53** 0.52** 0.49** 

  (0.23)  (0.25) (0.24) (0.24) (0.24) 

Market-to-book    0.03*** 0.03*** 0.03*** 0.03*** 0.03*** 

   (0.00) (0.00) (0.00) (0.00) (0.00) 

Firm Size  0.10*** 0.13*** 0.12*** 0.12*** 0.13*** 0.13*** 

  (0.01) (0.01) (0.01) (0.01) (0.01) (0.01) 

Investment  0.03 0.00 -0.04 -0.05 0.02 0.01 

  (0.09) (0.09) (0.08) (0.08) (0.09) (0.09) 

Payout  0.21*** 0.19*** 0.21*** 0.20*** 0.20*** 0.19*** 

  (0.05) (0.05) (0.05) (0.05) (0.05) (0.05) 

Frank  -0.00 0.00 -0.01 -0.01 -0.00 -0.00 

  (0.03) (0.03) (0.03) (0.03) (0.03) (0.03) 

Leverage  -0.01 -0.08*** -0.07*** -0.08*** -0.07*** -0.08*** 

  (0.02) (0.02) (0.02) (0.02) (0.02) (0.02) 

Cash  0.38 0.12* 0.18 0.17 0.22* 0.20* 

  (0.12) (0.12) (0.12) (0.12) (0.12) (0.12) 

Year dummy Yes Yes Yes No Yes No Yes 

Industry dummy Yes Yes Yes No No Yes Yes 

Constant -1.11*** -3.20*** -3.76*** -3.43*** -3.44*** -3.67*** -3.69*** 

 (0.17) (0.38) (0.41) (0.37) (0.38) (0.40) (0.41) 

        

Firm-years 1858 1858 1858 1858 1858 1858 1858 

Number of firms 209 209 209 209 209 209 209 

Log likelihood 229.04 270.42 281.86 269.58 274.51 279.34 284.07 

Notes: Share buyback is the ratio in percentage of share repurchases to total assets. Decision to share 

buyback is estimated by the panel Tobit method.  In order to have a better presentation of data, 

coefficient and standard errors of all the variables are multiplied by 10. Numbers in () are standard 

errors. ∗∗∗, ∗∗, and ∗ correspond to significance at the 1, 5, and 10% levels, respectively. 
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Results in Table 5-3 report the moderation effect as indicated by H2A. The findings 

provide evidence to support the hypothesis (H2A) by showing a positive sign of the 

estimated coefficient of the interaction variable, Governance*undervaluation. These 

moderation effects were found significant when the earnings-to-price was used for 

proxy of the undervaluation both in model 1 and 2. For further robustness check of the 

results and also for examining the likelihood of a corporate decision to supply share 

buyback, Logit model was also employed in models 3 and 4, where the dependent 

variable is equal to 1 for firms with a share buyback and 0 otherwise. Further results 

support the previous arguments. However, these moderation effects were only found by 

Logit model (Columns 7 and 8) when market-to-book variable is used for proxy of the 

undervaluation. 

Table 5-3. Effect of governance on share buyback: Moderation effect by earning-to-price and  market-to-book ratio 

 Moderation by Earning-to-price  Moderation by  Market-to-book 

 Tobit model  Logit  Model  Tobit Model  Logit  Model 

 1 2  3 4  5 6  7 8 

Governance 0.33** 0.32***  3.28** 3.14**  0.39*** 0.39***  3.61*** 3.55*** 

 (0.13) (0.13)  (1.27) (1.31)  (0.13) (0.13)  (1.24) (1.27) 

Governance*  

Earning-to-price 

0.12*** 

(0.04) 

0.11*** 

(0.04) 

 0.89** 

(0.38) 

1.19*** 

(0.41) 

      

            

Governance* 

 Market-to-book  

      0.06 

(0.04) 

0.06 

(0.04) 

 0.95** 

(0.41) 

0.81* 

(0.43) 

            

Earning-to-price 0.16 0.10  1.41 0.00       

 (0.27) (0.27)  (2.60) (2.51)       

Market-to-book       0.03*** 0.02***  0.16** 0.20** 

       (0.00) (0.00)  (0.07) (0.07) 

Firm Size 0.12*** 0.13***  1.28*** 1.23***  0.12*** 0.13***  1.25*** 1.35*** 

 (0.01) (0.01)  (0.17) (0.17)  (0.01) (0.01)  (0.17) (0.18) 

Investment -0.03 0.02  -0.60 -0.40  -0.04 0.01  -0.61 0.05 

 (0.08) (0.09)  (0.81) (0.84)  (0.08) (0.09)  (0.81) (0.88) 

Payout 0.22*** 0.20***  2.12*** 2.03***  0.21*** 0.20***  2.13*** 1.94*** 

 (0.05) (0.05)  (0.50) (0.52)  (0.05) (0.05)  (0.50) (0.51) 

Frank -0.03 -0.01***  -0.19 -0.07  -0.00 -0.00  -0.06 0.12 

 (0.03) (0.03)  (0.35) (0.36)  (0.03) (0.03)  (0.34) (0.36) 

Leverage -0.07*** -0.08***  -0.65*** -0.70***  -0.08*** -0.08***  -0.66*** -0.69*** 

 (0.02) (0.02)  (0.22) (0.23)  (0.02) (0.02)  (0.22) (0.23) 

Cash 0.19 0.20*  2.24* 1.82  0.17 0.20  2.09* 2.10* 
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These findings in Table 5-2 and 5-3 support the signalling hypothesis, where 

undervalued firms with high growth opportunities will signal this information to the 

market by undertaking more share buybacks. For a further robustness check of the 

results and also for examining the likelihood of corporate decision to supply share 

buyback, Logit model was also employed in Models 3 and 4, where the dependent 

variable is equal to 1 for firms with a share buyback and 0 otherwise. Further results 

support the previous arguments. 

 

In addition to using governance index as described above, Table 5-4 reports results 

using individual governance elements. The findings show the positive relationship 

between share buyback and the board, audit and nomination committee. 

 (0.12) (0.12)  (1.20) (1.23)  (0.12) (0.12)  (1.20) (1.22) 

Year dummy No Yes  No Yes  No Yes  No Yes 

Industry dummy No Yes  No No  No Yes  No Yes 

Constant -3.38*** -3.36***  -34.06 -33.27  -3.39 -3.66  -33.47*** -36.54*** 

 (0.37) (0.04)  (3.94) (3.96)  (0.37) (0.41)  (3.86) (4.27) 

Firm-years 1858 1858  1858 1858  1858 1858  1858 1858 

Number of firms 209 209  209 209  209 209  209 209 

Log likelihood 273.64 287.66  -471.18 -463.05  270.73 -285.02  -471.27 -456.06 

Notes: Share buyback is the ratio in percentage of share repurchases to total assets. Decision to share buyback in model 1, 2, 5, 

and 6 are estimated by the panel Tobit method. In order to have a better presentation of data, coefficient and standard errors of all 

the variables in Tobit models are multiplied by 10. Governance*Earning-to-price and Governance*Market-to-book refers 

interaction variables. Decision to make a share buyback in Models 3, 4, 7, and 8 are estimated by the logit regression where share 

buyback is used as a binary variable equal to 1 for firms with a share buyback and 0 for firms without share buyback. Numbers in 

() are standard errors. ∗∗∗, ∗∗, and ∗ correspond to significance at the 1, 5, and 10% levels, respectively. 

Table 5-4. Tobit estimation of the effect of governance categories on share buyback 

 1 2 3 4 5 

Board Function 0.15 0.19**    

 (0.09) (0.09)    

Audit Function 0.17  0.28**   

 (0.15)  (0.14)   

Nomination committee 0.08*   0.10**  

 (0.04)   (0.04)  

Remuneration committee  0.03    0.005 

 (0.05)    (0.05) 

Earning-to-price 0.49** 0.48** 0.49** 0.47* 0.48** 

 (0.24) (0.24) (0.24) (0.24) (0.24) 
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Firm Size 0.13*** 0.14*** 0.14*** 0.14*** 0.15*** 

 (0.01) (0.01) (0.01) (0.01) (0.01) 

Investment 0.01 0.02 0.02 0.04 0.03 

 (0.09) (0.09) (0.09) (0.09) (0.09) 

Payout 0.19*** 0.19*** 0.20*** 0.20*** 0.20*** 

 (0.05) (0.05) (0.05) (0.05) (0.05) 

Frank -0.00 -0.00 -0.00 -0.00 -0.00 

 (0.03) (0.03) (0.03) (0.03) (0.03) 

Leverage -0.08*** -0.08*** -0.08*** -0.08*** -0.08*** 

 (0.02) (0.02) (0.02) (0.02) (0.02) 

Cash 0.21 0.18 0.20 0.19 0.19 

 (0.12) (0.12) (0.12) (0.12) (0.12) 

Year dummy Yes Yes Yes Yes Yes 

Industry dummy Yes Yes Yes Yes Yes 

Constant -3.69*** -3.64*** -3.80*** -3.59*** -3.73*** 

 (0.42) (0.40) (0.42) (0.40) (0.41) 

      

Firm-years 1858 1858 1858 1858 1858 

Number of firms 209 209 209 209 209 

Log likelihood 284.48 280.92 281.13 281.80 279.51 

Notes: The table reports the regression result of corporate governance categories. In order to have a better 

presentation of data, coefficient and standard errors of all the variables are multiplied by 10. Numbers in 

() are standard errors. ∗∗∗, ∗∗, and ∗ correspond to significance at the 1, 5, and 10% levels, respectively. 
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Table 5-5. Tobit estimation of determinants of share buyback decisions using governance variables by components 

Variables 
Board function  Audit  function  Nomination  function Remuneration  function 

1 2 3 4 6 6 7 8 9 10 11 12 13 

Board size 0.00 

(0.02) 

            

Independence of directors  0.27*** 

(0.10) 

           

Board meeting   0.01 

(0.02) 

          

CEO duality    0.10 

(0.08) 

         

Director shareholding     -0.07* 

(0.04) 

        

CEO shareholding      0.05 

(0.05) 

       

Existence of an audit 

committee 

      1.18 

(22.70) 

      

The committee meets at least 

once annually  

       0.11 

(0.07) 

     

Engagement of Big Four 

auditors 

        0.06 

(0.06) 

    

Existence of a nomination 

committee 

         0.07* 

(0.04) 

   

The nomination committee 

meets at least once annually 

          0.09** 

(0.03) 

  

Existence of a remuneration 

committee 

           0.09** 

(0.03) 

 

The remuneration committee 

meets at least once annually 

            0.05 

(0.04) 

Intercept -3.66*** 

(0.41) 

-3.87*** 

(0.42) 

-3.70*** 

(0.41) 

-3.87*** 

(0.42) 

-3.53*** 

(0.41) 

-3.68*** 

(0.40) 

-4.82 

(22.71) 

-3.76*** 

(0.41) 

-3.66*** 

(0.41) 

-3.61*** 

(0.40) 

-3.60*** 

(0.40) 

-3.60*** 

(0.40) 

-3.73*** 

(0.41) 

Control variables Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes 

Year/ Industry dummy Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes 

Firm-years 1858 1858 1858 1858 1858 1858 1858 1858 1858 1858 1858 1858 1858 

Log likelihood 278.94 283.63 278.99 279.78 280.40 279.34 281.72 280.05 279.35 280.36 282.40 282.40 279.90 

Notes: The table reports the regression result of single binary corporate governance variables, which were used to develop the index.  In order to have a better presentation of data, coefficient and 

standard errors of all the variables are multiplied by 10. Numbers in () are standard errors. ∗∗∗, ∗∗, and ∗ correspond to significance at the 1, 5, and 10% levels, respectively. 
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Model 1 in Table 5-6 shows that, consistent with the finding of Yarram (2014), board 

independence has a positive influence on share buybacks in Australia. The finding 

further shows that the audit and nomination committee size, and their meetings, are also 

positively correlated with share buybacks in Australia. Similarly, the relation between 

managerial ownership using CEO and Director’s ownership is negative and significant, 

which is consistent with the agency costs explanations for dividend policy. The finding 

is in contrast to the finding of Andriosopoulos and Hoque (2013). The possible 

explanation for our result is that the higher proportion of managerial ownership in the 

firm, the less need for using a share buyback as a tool of reducing the agency cost. 

Table 5-6. Tobit estimation of determinants of share buyback decisions using different governance variables 

 1 2 3 4 5 6 7 8 

Board  Independence 0.28**        

 (0.12)        

Audit comm. size  0.02*       

  (0.01)       

Audit comm. meeting   0.02***      

   (0.00)      

Nomination comm. size    0.01*     

    (0.00)     

Nomination comm. meeting     0.01**    

     (0.00)    

Remuneration comm. meeting      0.01**   

      (0.00)   

Directors’ ex. CEO ownership       -0.01***  

       (0.00)  

CEO ownership        -0.00* 

        (0.00) 

Earning-to-price 0.47* 0.48* 0.47* 0.49** 0.41* 0.47* 0.46* 0.45* 

 (0.24) (0.24) (0.24) (0.24) (0.24) (0.24) (0.24) (0.24) 

Firm Size 0.14*** 0.14*** 0.14*** 0.14*** 0.14*** 0.14*** 0.13*** 0.14*** 

 (0.01) (0.01) (0.01) (0.01) (0.01) (0.01) (0.01) (0.01) 

Investment 0.02 0.03 0.02 0.04 0.05 0.04 0.02 0.03 

 (0.09) (0.09) (0.09) (0.09) (0.09) (0.08) (0.09) (0.09) 

Payout 0.20*** 0.20*** 0.20*** 0.20*** 0.20*** 0.20*** 0.19*** 0.19*** 

 (0.05) (0.05) (0.05) (0.05) (0.05) (0.05) (0.05) (0.05) 

Frank -0.00 -0.00 -0.01 -0.00 -0.00 -0.00 0.00 -0.00 

 (0.03) (0.03) (0.03) (0.03) (0.03) (0.03) (0.03) (0.03) 
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The association between firm size and share buyback is positive and significant, which 

is consistent with the findings of Mitchell and Dharmawan (2007). One explanation can 

be that larger firms buy back more shares to reduce the agency costs and information 

asymmetry and therefore relation between firm size and repurchase is more likely to be 

positive. Dittmar (2000) explains that the effect of firm size is most likely due to 

undervaluation of the firms. This means that these firms are in a better position to raise 

the necessary capital for their growth opportunities by using a share buyback instead of 

using external finance providers. The positive effect of firm size on the propensity to 

repurchase shares is also shown in the study of Fenn and Liang (2001) and Jagannathan 

et al. (2000). 

 

5.5.3 Further robustness check 

For further robustness check, Table 5-7 results are based on different sample sizes. The 

samples include firms with or without dividend payouts and also firms with or without 

franked dividend. To test the effect of tax on share buybacks, franked dividend shows a 

negative and significant sign of franked dividend in model 3 and 4 of Table 5-7. This 

finding shows that under the tax imputation system, Australian companies prefer to 

have less share buybacks. 

Leverage -0.08*** -0.07*** -0.08*** -0.07*** -0.08*** -0.08*** -0.08*** -0.07*** 

 (0.02) (0.02) (0.02) (0.02) (0.02) (0.02) (0.02) (0.02) 

Cash 0.18 0.18 0.18 0.19 0.18 0.19 0.18 0.17 

 (0.12) (0.12) (0.12) (0.12) (0.12) (0.12) (0.12) (0.12) 

Year dummy Yes Yes Yes Yes Yes Yes Yes Yes 

Industry dummy Yes Yes Yes Yes Yes Yes Yes Yes 

Constant -3.77*** -3.66*** -3.58*** -3.55*** -3.55*** -3.77*** -3.48*** -3.56*** 

 (0.41) (0.41) (0.40) (0.40) (0.41) (0.41) (0.40) (0.40) 

         

Firm-years 1858 1858 1858 1858 1858 1858 1858 1858 

Number of firms 209 209 209 209 209 209 209 209 

Log likelihood 281.38 280.28 282.45 280.62 281.65 281.17 283.02 280.69 

Notes: The table reports the regression result of single corporate governance variables. The definitions of the variables are described 

in Table 5-1. In order to have a better presentation of data, coefficient and standard errors of all the variables are multiplied by 10. 

Numbers in () are standard errors. ∗∗∗, ∗∗, and ∗ correspond to significance at the 1, 5, and 10% levels, respectively. 
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The results are further tested using a random-effect panel logit model for further 

robustness check and also examining the likehood of employing share buybacks by 

firms. Since the model is using binary variables, the dependent variable takes the value 

of one for firms undertaking share buybacks, and the value of zero otherwise. Therefore, 

the findings are mostly robust using the logit model as well as variable specifications. 

The finding of the regressions in Table 5-8 shows the positive relation between the 

corporate governance and the buyback decision of Australian firms. 

 

 

Table 5-7. Further analysis: Tobit estimation of the determinants of share buyback decisions using different sample sizes 

 

Dividend payer 

firms only 
 

Non-dividend payer 

firms only 
 

With franked dividend 

firms only 
 

Without franked dividend 

firms only 

 1 2  3 4  5 6  7 8 

Governance 0.53*** 0.55***  0.12 0.00  0.51*** 0.53***  0.26 0.17 

 (0.14) (0.14)  (0.42) (0.40)  (0.16) (0.16)  (0.21) (0.20) 

Earning-to-price 1.18*** 0.94**  0.28 0.44  1.92*** 1.17***  -0.16 0.04 

 (0.38) (0.37)  (0.55) (0.55)  (0.48) (0.49)  (0.30) (0.30) 

Firm Size 0.11*** 0.12***  0.33** 0.29***  0.10*** 0.11***  0.18*** 0.18*** 

 (0.01) (0.01)  (0.14) (0.10)  (0.01) (0.02)  (0.03) (0.03) 

Investment -0.07 -0.01  0.40 0.73  -0.05 -0.00  0.01 0.11 

 (0.08) (0.09)  (0.32) (0.39)*  (0.10) (0.11)  (0.14) (0.14) 

Payout 0.21*** 0.18***     0.20*** 0.19**  0.29*** 0.24*** 

 (0.06) (0.06)     (0.07) (0.07)  (0.09) (0.08) 

Frank -0.05 -0.04     -0.17** -0.14**    

 (0.03) (0.03)     (0.07) (0.06)    

Leverage -0.08*** -0.08***  -0.24* -0.23*  -0.07** -0.07**  -0.13*** -0.12*** 

 (0.02) (0.02)  (0.14) (0.13)  (0.07) (0.02)  (0.04) (0.04) 

Cash 0.11 0.17  0.95** 1.15**  0.13 0.14  0.26 0.35 

 (0.13) (0.12)  (0.48) (0.53)  (0.14) (0.14)  (0.22) (0.21) 

Year dummy No Yes  No Yes  No Yes  No Yes 

Industry dummy No Yes  No No  No Yes  No Yes 

Constant -3.29*** -3.56***  -8.18*** -6.77***  -3.10*** -3.48***  -4.54*** -4.64*** 

 (0.37) (0.41)  (3.14) (2.38)  (0.44) (0.49)  (0.82) (0.85) 

            

Firm-years 1312 1312  546 546  1111 1111  747 747 

Number of firms 176 176  121 121  155 155  133 133 

Log likelihood 269.67 283.61  5.51 10.56  185.38 194.98  90.68 102.80 

Notes: In order to have a better presentation of data, coefficient and standard errors of all the variables are multiplied by 10. Numbers in 

() are standard errors. ∗∗∗, ∗∗, and ∗ correspond to significance at the 1, 5, and 10% levels, respectively. 
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5.5.4 Test of potential Endogeneity between corporate governance quality and 

share buyback 

This study tests the effect of corporate governance quality on share buyback in 

Australia. In order to see if share buyback has any effect on the strength of governance 

and for testing the endogeneity issue, this study employed the same methodology as 

Jiraporn and Ning (2006) and Adjaoud and Ben-Amar (2010) to explore the causal 

relationship between corporate governance quality and share buyback. By using 

Granger Causality test (Granger, 1969), the following estimation models were used to 

test the endogeneity issue, where control variables (Others) are similar to estimation 

Model 1: 

Table 5-8. Further analysis: Logit estimation of the effect of governance on  share buyback  

 1 2 3 4 5 6 7 8 

Governance  6.46*** 3.59*** 3.64*** 3.84*** 3.92*** 3.62*** 3.70*** 

  (1.12) (1.23) (1.26) (1.24) (1.27) (1.23) (1.26) 

Earning-to-price 3.28  2.77  4.44* 3.92* 3.98* 3.52 

 (2.22)  (2.03)  (2.40) (2.31) (2.36) (2.28) 

Firm Size 1.48***  1.14*** 1.38*** 1.26*** 1.23*** 1.39*** 1.36*** 

 (0.17)  (0.16) (0.18) (0.17) (0.17) (0.18) (0.18) 

Investment 0.38  0.26 -0.00 -0.65 -0.56 -0.01 0.06 

 (0.86)  (0.87) (0.87) (0.81) (0.83) (0.85) (0.88) 

Payout 1.88***  2.02*** 1.87*** 2.05*** 1.93*** 1.98*** 1.87*** 

 (0.51)  (0.50) (0.51) (0.50) (0.51) (0.50) (0.51) 

Frank 0.16  0.14 0.20 -0.09 0.01 -0.00 0.11 

 (0.35)  (0.35) (0.35) (0.34) (0.36) (0.34) (0.36) 

Leverage -0.63***  -0.19 -0.66*** -0.64*** -0.68*** -0.63*** -0.67*** 

 (0.22)  (0.18) (0.22) (0.22) (0.22) (0.22) (0.22) 

Cash 1.87  3.58*** 2.10* 2.12* 1.74* 2.43** 2.09* 

 (1.19)  (1.15) (1.22) (1.19) (1.22) (1.19) (1.22) 

Year dummy Yes Yes Yes Yes No Yes No Yes 

Industry dummy Yes Yes Yes Yes No No Yes Yes 

Constant -36.00*** -8.89*** -32.13*** -36.95*** -33.83*** -33.32*** -37.06*** -36.58*** 

 (4.15) (1.50) (3.90) (4.25) (3.87) (3.90) (4.23) (4.26) 

         

Firm-years 1858 1858 1858 1858 1858 1858 1858 1858 

Number of firms 209 209 209 209 209 209 209 209 

Log likelihood -462.49 -512.31 -466.53 -459.15 -473.98 -467.49 -464.10 -457.84 

Notes: Decision to share buyback is estimated by the panel logit method, where share buyback is used a binary variable equal to 

1 for firms with share buyback and 0 for firms without share buyback. Numbers in () are standard errors. ∗∗∗, ∗∗, and ∗ 

correspond to significance at the 1, 5, and 10% levels, respectively. 



135 

 

 

 

Buyback i,t= α + α1Governance(i,t-1) + α2 Buyback (i,t-1)  + Others
k

k
3

 +εi,t        (3) 

 

Governance(i,t) = α +  1Governance(i,t-1) +  2 Buyback (i,t-1)  + Others
k

k
3

 +εi,t        (4) 

 

Table 5-9 shows the result estimation of two estimation models of 3 and 4.  The 

findings of estimation Model 3 (Model 1 does not include any industry and year effect, 

Table 5-9. Tobit estimation for causality test of governance effect on share buyback 

 

Estimation Model 3  

(Share buyback ) 
 

Estimation Model 4  

(Governance) 

 1  2  3  4 

Governance (t-1) 0.23**  0.22**  7.11***  6.95*** 

 (0.11)  (0.11)  (0.36)  (0.36) 

Share buyback (t-1) 5.35***  5.36***  -1.47  -1.05 

 (0.95)  (0.96)  (2.76)  (2.78) 

Earning-to-price 0.37  0.34  0.36  0.32 

 (0.22)  (0.22)  (0.29)  (0.30) 

Market-to-book  0.03***  0.03***  0.00  0.01 

 (0.00)  (0.00)  (0.01)  (0.01) 

Firm Size 0.09***  0.09***  0.12***  0.13*** 

 (0.01)  (0.01)  (0.03)  (0.03) 

Investment -0.02  -0.04  -0.02  -0.02 

 (0.07)  (0.07)  (0.11)  (0.12) 

Payout 0.18***  0.18***  -0.04  -0.04 

 (0.05)  (0.05)  (0.10)  (0.10) 

Frank -0.01  -0.01  -0.03  -0.02 

 (0.03)  (0.03)  (0.06)  (0.06) 

Leverage -0.08***  -0.08***  -0.01  -0.00 

 (0.02)  (0.02)  (0.03)  (0.03) 

Cash 0.06  0.06  -0.00  -0.03 

 (0.11)  (0.11)  (0.19)  (0.19) 

Year effect No  Yes  No  Yes 

Industry effect No  No  No  No 

Constant -2.55***  -2.62***  -0.22  -0.17 

 (0.31)  (0.32)  (0.44)  (0.45) 

        

N (firm-year) 1642  1642  1642  1642 

0N (firm) 208  208  208  208 

Log likelihood 267.54  271.79  1612.86  1617.70 

Notes: Share buyback is the ratio in percentage of share repurchases to total assets. Decision to share 

buyback is estimated by the panel Tobit method. Governance (t-1) refers to the one year lag of 

Governance.  Share buyback (t-1) refers to one year lag of Share buyback. For the rest of the variables 

refer to notes below Table 5-1. In order to have a better presentation of data, coefficient and standard 

errors of all the variables are multiplied by 10.  Numbers in () are standard errors. ∗∗∗, ∗∗, and ∗ 

correspond to significance at the 1, 5, and 10% levels, respectively. 
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and Model 2 includes year effect) show that (α1) is positive and significant at 5% level, 

which suggests a positive effect of governance quality on share buyback. In contrast, the 

coefficient of lagged share buyback on estimation Model 4 (Model 3 does not include 

any industry and year effect, and Model 4 includes year effect) shows that (β2) is not 

significantly different from zero. These findings can suggest that share buyback has no 

effect on corporate governance quality. Therefore, consistent with Jiraporn and Ning 

(2006) and Adjaoud and Ben-Amar (2010), our findings suggest that there is no 

endogenous relationship between corporate governance and share buyback. In light of 

these findings, this chapter can conclude that better-governance firms have higher share 

buyback. 

 

In addition, the sensitivity of data to any potential endogeneity is further supported 

using a panel data technique, using Tobit and Logit models, and also various sample 

size to analyse buyback behaviour and further robustness of the data.  

 

5.6 Conclusion 

Largely drawing on signalling and agency theory, this chapter tests the effect of 

corporate governance on share buyback practice in Australia. This study is the first 

study to test this relation in Australia using a comprehensive corporate governance 

index for the top 300 listed firms during the 2004–2013 period. 

 

Estimation results show that corporate governance positively affects the share buyback 

decisions as well as the buyback amount. The share buyback helps to reduce agency 

costs. Stronger corporate governance means better monitoring of management; thus, 
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managers are less likely to put their private benefits above shareholders’ interests 

(Gompers et al., 2003). 

 

A further analysis shows that markets respond more positively to the undervaluation 

signal announced by companies with a better corporate governance regime, and 

therefore they buy more shares from those firms. Firms with share buybacks have a 

greater tendency to increase their equity, which results in more frequency monitoring of 

the public and investment banks, thereby discouraging opportunistic behaviour by 

managers (Easterbrook, 1984). The present study finds a significant positive correlation 

between board independence and the share buyback practice in Australia. Similarly, the 

finding supports the hypothesis that the larger audit and nomination committee has a 

higher share buyback. The finding offers evidence that managerial ownership engaged 

firms to have higher share buybacks.  
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CHAPTER 6 CORPORATE GOVERNANCE AND 

DIVIDEND REINVESTMENT PLANS 
 

 

 

 

6.1 Abstract 

Having observed that participating in a dividend reinvestment plan is not a legal 

requirement, but has become popular among firms, we investigate determinants of the 

supply of DRP in the nexus of corporate governance and imputation tax in Australia. 

Results indicate that better corporate governance, proxied by a self-constructed 

comprehensive governance index, leads to a better supply of DRP. Further analyses 

illustrate that the positive effect of governance on DRP is attenuated by franked 

dividend and heavily discounted DRP respectively, illustrating the importance of 

institutional settings to understanding dividend policy. Our findings imply that good 

governance should consider a variety of clientele demands for dividend reinvestment 

plans. 

 

 

 

Keywords: Dividend reinvestment plans, Corporate governance, Imputation tax, 

Dividend policy, Australia 
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6.2 Introduction 

The purpose of this chapter is to investigate determinants of dividend reinvestment 

plans (DRPs) in Australia, with special attention placed on corporate governance and 

imputation tax. A DRP is a program that companies put in place so that the shareholders 

can acquire more shares directly from the company. A DRP allows the shareholders to 

reinvest their dividend payouts and buy additional shares of the same stock that paid the 

dividend without incurring transaction costs such as broker fees, commissions and 

stamp duties (Carlson, 1992; Dammon & Spatt, 1992). The DRP is conducted by firms 

to raise equity capital and improve shareholder goodwill, and it is viewed by investors 

as a tool of dollar-cost averaging (Baker & Seippel, 1981). DRPs can also be used as a 

means to reduce stock volatility as a result of attracting small investors who are less 

likely to trade stocks (Davey, 1976).27 In addition to these positive factors to increasing 

share prices, a DRP can also be a tool for Australian firms to distribute higher franking 

credits (Bellany, 1994). 

 

The DRP was introduced in Australia in 1981.28 The unique feature of the DRP in 

Australia is that the new shares issued under a DRP are often issued at a discount of, 

typically, 1% to 5% of the weighted average market price of the stocks traded on the 

Australian Securities Exchange (ASX) in the year following the ex-dividend date. The 

imputation tax regime adopted in Australia reduces the incentives for firms to adopt 

debt in their capital structure and encourages them to pay larger dividends to the 

maximum of their franked credit (Nicol, 1992; Twite, 2001). The introduction on 1 July 

1987 of the dividend imputation system, called the franked dividend, effectively 

                                                           
27 However, there are some arguments against dividend reinvestment plans as well. The rationale of this 

criticism is based on the “bird in the hand” theory (Gordon, 1959; Lintner, 1956). 
28 The first DRP was introduced by Lehman Corporation in 1957 in the United States. 
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removed double taxation for (Australian residential) shareholders because of the tax 

credits provided by corporate tax payment on the dividend. In July 2000, Australia 

introduced a cash refund for unused franked dividends, which gives more credibility to 

the imputation regime because previously shareholders were not able to carry their 

unused franked credit to the future income year. It also enables firms to increase their 

dividends with the attached franked dividend. The number of firms with DRPs has 

increased and the total reached 290 firms in 2008 (Canil & Rosser, 2008). Our dataset 

covering 2001–2013 indicates that around 22.67% of firms supplied DRPs, as we will 

describe further.29 

 

In this study we examine the relationship between corporate governance and DRPs. We 

note that participating in a DRP is not a legal requirement. Nevertheless, 22.67% 

companies in our sample adopt DRPs. A natural question is: which firm characteristics 

influence companies to adopt the DRP? There is comparatively little research on this 

issue. Mukherjee et al. (2002) report that firms with better past performance, greater 

past assets growth rate, debt ratio, and systematic risk all have a higher propensity to 

issue DRP. Swartz (2008) shows that profitable investment opportunities, but a lack of 

capital to support the projects, are an important factor in issuing a DRP. Our study 

focuses on the determinants of DRP from the perspective of agency theory and 

imputation tax in Australia. Boehm and DeGennaro (2011) are most similar to our study 

in that they take into account managerial entrenchment. However, our study differs in 

                                                           
29 This increase in the popularity of DRPs has triggered researchers’ attention. Existing studies on DRPs 

have focused largely on the impact of DRPs on stock prices (Dhillon et al., 1992; Dubofsky & Bierman, 

1988; Perumpral et al., 1991), the interaction of DRPs and taxation (Chang & Nichols, 1992), DRPs and 

discount on issuing stocks (Swartz, 2008); and the option implicit in share-purchase terms of DRPs 

(Dammon & Spatt, 1992). 
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that we use a governance index to capture a broad range of agency mechanisms in the 

case of Australia, where the tax system differs sharply to that of the US. 

 

Boehm and Degennaro (2011) associate the DRP with characteristics of equity holders 

assuming that managers use DRPs for their entrenchment, such as retaining managerial 

control. Although Australia shares the Anglo-American governance philosophy with the 

US, our study illustrates that the effect of the franked dividend, which is a substantially 

different institutional arrangement for tax system from that in the US, matters in 

determining DRPs. 

 

In a frictionless world, shareholders should not be concerned about whether their 

dividends are in cash or by DRP (Miller & Modigliani, 1961). In reality, some investors 

who want to delay consumption may like to hold more shares, particularly when they 

expect the price of the share will increase. CEOs often prefer DRPs over cash dividends 

because a DRP plays a role as dividend as well as being a way of financing. Instead of 

reducing cash as in the case of cash dividend, a DRP enables firms to retain cash. 

Indeed, DRP facilitates investments (Acharya, et al., 2011). On the one hand, the free 

cash flow argument (Easterbrook, 1984; Jensen, 1986) indicates that the increase in cash 

accumulation through a DRP in a firm with quality governance should not be a concern 

because the well-behaved managers would use the cash for profitable projects. On the 

other hand, good governance motivates firms to increase dividends, which increases the 

wealth of investors. A DRP is a solution to increase the wealth of shareholders and 

retain cash, which could be used for profitable projects. 
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A DRP provides various benefits to investors, which include reducing transaction costs 

and acquiring shares at a discounted price. Imputation tax also provides benefits to 

investors, such as tax credits. Investors can delay tax payments until the disposal of the 

shares. This means there is a clientele effect of dividend (Elton & Gruber, 1970; Pettit, 

1977; Scholz, 1992). Masulis and Trueman (1988) developed a model of the clientele 

effect of dividend to demonstrate that dividend payments are a product of deferred 

dividend costs. Their model predicts that shareholders with a deferred tax liability have 

different preferences to the optimal firm investment and dividend policy. When the tax 

liability on dividends increases (decreases), the dividend payment decreases (increases), 

and simultaneously earnings reinvestment increases (decreases). Deferred tax liability 

can be minimized by the segregation of shareholders from clientele. Considering the tax 

system in Australia, we therefore investigate whether firms with better governance have 

higher incentives to payout dividend through DRPs. 

 

This study contributes to existing literature on dividend and governance in the following 

ways. Researchers have reported that corporate governance affects (cash) dividend 

payouts (Chae, et al., 2009; Francis et al., 2011; Gugler, 2003; La Porta et al., 2000; 

López-Iturriaga & Santana-Martín, 2015; Pindado et al., 2012; Setia-Atmaja, 2009). 

The association between governance and DRP as a specific type of payout, however, 

has been relatively ignored. Our study adds value to the literature by providing 

information on the firm’s supply of DRP in conjunction with governance and 

institutional setting (i.e., tax system). Our findings indicate both the agency theory and 

the dividend clientele effect paradigm are important in explaining corporate dividend 

policy. We use both hand-collected governance index and thirteen individually selected 

elements of governance that are publicly available to ensure our investigation is 
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conducted from the multi-perspective of governance30. Our estimation uses a large 

sample covering 2001–2013, which allows us to examine various robustness checks to 

improve reliability of estimations. 

 

Our study adds value to existing studies on imputation tax by focusing on the 

association of the imputation tax with DRP and governance. Most existing literature on 

the imputation tax in Australia focuses on the imputation tax from capital management 

and cash dividend (Bellamy, 1994; Brown & Clarke, 1993; Monkhouse, 1993; 

Pattenden & Twite, 2008). Chan et al. (1993) find that the market responded 

indifferently to the announcement of a DRP before the introduction of dividend 

imputation system but behaved more positively after the introduction of the system. 

Pattenden and Twite (2008) also find that dividend payouts and DRPs increased with 

the introduction of the dividend imputation. The adaptation of the tax system has an 

effect on the companies initiating a DRP (Canil & Rosser, 2008). 

 

The remainder of the chapter is organised as follows. Section 6.3 details the 

development of the theoretical analysis and testable hypotheses. Section 6.4 provides a 

description of data and methodology. Section 6.5 presents the summary statistics and 

empirical results. Section 6.6 presents the chapter’s conclusion. 

 

                                                           
30 Existing studies in Australia used governance index that are constructed following the Horwath report 

(2008) such as Yarram (2015) for dividend policy. The Horwath report aims ‘to provide concrete 

evidence of Australian governance practice by focusing on objective, publicly available and measurable 

aspects of good governance’ (Horwath, 2008). However, the index used in these studies is only based on 

selected companies, including the finance sector, that have a different structure of financial statements. In 

contrast to Horwath index, the governance index developed in this study is comprehensive because it 

covers board function, audit function, nomination and remuneration committees (refer to Appendix 6-1). 

To improve comparability, we also excluded financial and utilities sectors, which are subject to heavy 

regulation by government. 
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6.3 Hypotheses development 

6.3.1 Agency-cost argument and corporate governance 

The agency theory and free cash flow argument suggest that better corporate 

governance should increase dividend payments (Jensen & Meckling, 1976; Fama & 

Jensen, 1983a). The agency theory indicates that reducing agency problem leads to cost 

efficiency, which in turn leads to an increase in firm’s competitiveness and financial 

performance: a better performance means a bigger pie to be distributed. The increase in 

dividend increases shareholder wealth by directly increasing cash or through capital 

gains, which is the ultimate goal of corporate governance (Shleifer & Vishny, 1997). La 

Porta et al.’s (2000) outcome model predicts that strengthening governance should have 

a positive effect on dividend payouts, supporting the perspective that better governance 

system reduces exportation by the insider, which means more earnings will be 

distributed to investors, thus reducing agency cost of free cash flow (Easterbrook, 1984; 

Jensen, 1986). 

 

Conversely, the free cash flow argument implies that managers of firms with quality 

governance tend to use (free) cash for projects that have positive NPV projects. This 

free cash flow argument means two implications for the DRP. On the one hand, 

managers will have more (free) cash if firms implement a DRP, because the DRP is a 

way of retaining cash. A DRP, other things being equal, saves cash distribution and 

helps cash accumulations because it is a dividend without distribution of cash but is 

accompanied by more holding of shares by shareholders. As the free cash flow 

argument indicates, however, this increased cash inflow in a firm with quality 

governance removes the probability of being misused by managers. Investors believe 

quality governance will prevent free cash flow problems. Instead, investors expect the 
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increased cash inflows through a DRP to be used for generating wealth for them. This 

positive perception from shareholders on DRPs motivates managers to supply DRPs in 

a firm with better governance. On the other hand, managers of firms with quality 

governance face pressure to increase DRPs because increase in dividends is necessary to 

raise the wealth of investors. This pressure to increase dividend results from the goal of 

good corporate governance. 

 

Good governance should consider a variety of clientele demands for dividend (Elton & 

Gruber, 1970; Pettit, 1977; Scholz, 1992). Extending the Miller and Modigliani (1961) 

model, Masulis and Trueman (1988) illustrates that dividend payments are a product of 

deferred dividend costs and shareholders with deferred tax liability who have different 

preferences to the optimal firm investment and dividend policy. When the tax liabilities 

of dividend increase (decrease), the dividend payments will increase (decrease), and 

simultaneously earnings reinvestment will increase (decrease). Deferred tax liability can 

be minimized by segregation of shareholders from clientele. Investors want to hold 

more shares instead of receiving cash (i.e., reinvestment) when they expect the share 

price will increase in the future. DRPs are a form of forced saving because it delays the 

investor’s consumption. Some investors are not confident or avoid stressing to value the 

market price of shares and instead simply want to reinvest at the prevailing market price 

of the share (with a possibility of discounted price) at dividend time. 

 

Adoption of the franked dividend means that managers face a variety of expectations 

about payouts from investors. The franked dividend dilutes the advantage of capital gain 

taxes, which is often lower than income tax, which in turn makes investors prefer other 

types of dividend including cash distribution. A DRP with a franked dividend generates 
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the same benefits to investors as the cash distributions with a franked dividend. All 

shares issued under a DRP are treated, for tax purposes, as if a cash dividend had been 

received. Franking credits are dealt with in exactly the same method. In addition, the 

DRP has its own advantages. The DRP allows shareholders to reinvest all or part of 

their dividends in additional company shares at a discounted rate of return, normally 

without paying any transaction cost (Chan et al., 1995). Some investors want to delay 

consumption and tax liability; some investors want to hold more shares of a company 

that has announced their DRP, expecting the price of the share will increase. The 

reinvestment means accepting the price offered by the company, and thus it is one way 

to avoid transaction costs to the investors. As such, investors may consider a DRP as a 

better way to increase their wealth than other types of dividends. The DRP also attracts 

new shareholders who like DRPs, and so enhances shareholder goodwill.31 There are a 

number of advantages to individual investors participating in the plan in Australia, 

which includes no administration, transaction costs or stamp duties, and obtaining new 

shares with a discounted price of up to 5% off the market price. The DRP also provides 

flexibility because DRP participation can be stopped at any time. As such, DRP, which 

has been regarded as a tool for Australian firms to distribute higher franking credits, can 

be used to meet different clientele demands. For this reason, given the level of cash on 

hand and dividend payouts, good governance leads to a high level of DRPs. 

 

In addition, good governance is helpful for investors who expect a predictable pattern 

for DRP policy, with little transaction costs. Compared to cash dividend, which makes 

investors expect persistency of the trend (Lintner, 1956), market investors understand 

                                                           
31 The disadvantages of DRPs for the corporates include rise in the potential of dilution in earning per 

share; potential conflict between participants and non-participants; greater correspondence and 

administration costs; and increase in free cash flow problem because of increase in cash reserves. 
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that a DRP is somewhat contingency-based. DRPs can also be used as a substitute for 

corporate governance. Managers of the firms with a weak governance system may use 

DRPs to retain cash for their personal goals instead of focusing on the interest of 

shareholders. Given this generic characteristic of contingency, market investors expect a 

higher variation of the DRP if the firm has poor governance. Under poor governance, 

(free) cash flows are the manager’s discretionary decisions: that is, risk associated with 

DRPs will increase. Investors need to pay high searching costs to confirm whether the 

DRP is mainly motivated by a manager’s private benefits to capitalize more internal 

free cash for the manager’s private consumption. In contrast, the announcement of a 

DRP by a firm with good governance reduces the investors’ transaction costs as they 

trust that the announced DRP is intended to meet the goal of corporate governance. 

Investors prefer a DRP from a firm with good governance compared to a firm with poor 

governance. 

 

In summary, a firm with good governance faces the demand for a DRP from investors 

who believe that better quality governance leads to a better financial performance (i.e., 

pie) through reducing agency costs. This demand will be facilitated further by tax 

credits associated with the franked dividend attached to the DRP, which reduces 

demand for cash dividend from investors who want to delay consumption and tax 

liability. A DRP is a way to hold more of the shares in a cost-efficiency manner due to 

the absence of transaction fees and discounted price. As such, supply of a DRP meets 

the clientele demand. While increasing payouts, the DRP enables firms to retain cash 

without delivering a potentially adverse signalling cost from reduction in dividend 

payments and a firm’s dividend policy (see Lintner, 1956). Chan et al. (1995) argue that 
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in the Australian market, a DRP enables the firms to increase dividend payouts and 

maintains cash levels.  

 

H1. Good corporate governance, other things being equal, is positively associated 

with DRP. 

 

6.3.2 Franked dividend and tax imputation 

Compared to the classical tax system, firms tend to increase (cash) dividend payouts 

under the imputation tax system (Nicol, 1992; Pattenden and Twite, 2008). Demand for 

dividend payouts increases because of the tax credits attached to the franked dividend. If 

an investor has a marginal income tax rate equal to the Australian corporate tax rate of 

30%, under the imputation tax system, the after-tax income for a $100 dividend is $100. 

This is because the tax paid by a firm generates credits (i.e., imputed tax) to investors. 

The current Australian tax system requires the government to refund any balances to 

investors whose marginal tax rates are less than the corporate tax rate of 30%. In 

contrast, the after (double) tax income would be $70 [= $100*(1-0.3)] under the 

classical (double) tax system. 

 

The DRP and (cash) dividend are treated identically for tax purposes.32 Therefore, using 

a DRP enables Australian firms to distribute higher franking credits to their 

shareholders in the form of dividends (Bellany, 1994). Abraham et al. (2015) confirm 

that DRP firms have higher cash dividend payouts compared to non-DRP firms in the 

financial sector. 

                                                           
32 Under the Australian tax system, DRPs are treated similarly to dividends; thus, the outcome for tax is 

the same when shareholders receive their dividend and then immediately use the cash to purchase new 

shares. 
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A higher DRP that is a result of good governance can increase the cash saving with 

higher free cash flow for managers. Assume an investor holds 1,000 shares in a 

company that announces a dividend of 0.2 dollar per share. The investor decides to use 

all of their shares to participate in the DRP (with a 5% discount) offered by the 

company because his/her believed the prevailing market price of the company’s share at 

dividend time, which is 10 dollars, would increase further and that deferred tax was 

beneficial. That means the company retains 200 dollars’ cash from this investor by 

offering 21 (=200/9.5) shares, carrying forward the fractional amount to the next 

dividend payment. 

 

In addition, the tax credits associated with franked dividends further increase the cash 

saving because the tax benefits motivate shareholders to demand more DRPs. Bounded 

rationality of transaction cost theory (Williamson, 1975, 1985) implies limitations of 

board monitoring particularly when the scope of monitoring increases. The further 

increase in cash accumulation generated by the franked dividend will gradually weaken 

the marginal monitoring effect of good governance over managers’ misbehaviour, 

which may be called the diminishing marginal monitoring to scale of (free) cash flows. 

For this reason, we hypothesis that: 

 

H2. The positive effect of corporate governance on DRP is weakened by franked 

dividends for a firm with a fully franked system. 

 

6.3.3 DRP discount 

Discounted DRPs create a dualistic effect on (free) cash flows. Discounted DRPs will 

increase the demand for DRPs and leads to a higher level of ‘total’ cash accumulation to 
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managers. The larger the discount, the more pressure for managers to increase dividend 

through DRPs. This is because the larger discount effectively means a decrease in cost 

for investors to obtain shares through the DRP. This is an attenuating force to the 

positive effect of good governance on the DRP, which is the diminishing marginal 

monitoring of scale of cash accumulation. Given the bounded rationality, the increase in 

cash savings means an increased agency cost to monitor. 

 

However, the discounted DRP will reduce the incremental equity financing, particularly 

when the magnitude of the discount rate is high. The ‘marginal’ cash savings to 

managers will decrease when firms increase the discount rate. Then, the attenuating 

force to the positive effect of good governance on the DRP will be diminished. This is 

the reverse situation of the diminishing marginal monitoring to scale of cash 

accumulation. For this reason, we hypothesise that: 

 

H3a. The positive effect of corporate governance on DRP is weakened by heavily 

discounted DRP. 

 

H3b. The positive effect of corporate governance on DRP is strengthened by slightly 

discounted DRPs. 

 

6.4 Methodology 

6.4.1 Sample and data 

The DRP has become popular particularly with large companies, and so we selected the 

top 300 largest companies based on their market capitalization as listed on the 

Australian stock exchange (ASX300). The sample period spans from 2001 (the first 
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financial year after the introduction of the 1 July 2000 tax credit changes that allow 

domestic investors to claim a refund for their unused tax credit) to 2013, which is the 

most recent available data. Financials and utilities firms are excluded because they have 

a different structure of financial statement and are subject to heavy regulation. We also 

excluded companies that did not disclose DRP data. 

 

The final sample has 2,271 firm-year observations33 (see Table 6-1), of which 515 firm-

year observations (22.67%) implemented a DRP. Information about a vector of control 

variables are obtained from Morningstar DAT analysis. Corporate governance data are 

collected from Australian Announcements database of SIRCA, and DRP data including 

the discount amount are hand collected from company annual reports. 

 

6.4.2 Model 

Since the dependent variable (DRP) is calculated as a ratio of dividend reinvestment 

plans to total market capitalization, it can only have a positive value if the company has 

DRP and zero otherwise. Therefore, this study believes that the Tobit model is the most 

suitable model for this study. The baseline Tobit model for our panel dataset is: 

 

DRPi,t= α + β1Governancei,t + Others
k

k
2

 +εi,t             (1) 

 

where the dependent variable (DRP) is the amount of dividend reinvestment plans 

scaled by market value of capital. Governance is our corporate governance index. 

Expected sign of this main interest variable is positive. In model (1), we developed a 

                                                           
33 To eliminate outlier effects, all variables are winsorized to the 2.5 percentiles at low and high level. 
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governance index in the spirit of ASX Principles of Good Corporate Governance and 

Best Practice Recommendations (2003), relevant literature, and theoretical frameworks 

(see Appendix 6-1). This self-constructed index covers various aspects of structure and 

policies comprising good governance practice. The governance index ranges from 0 to 

13. The higher the score, the better the quality of governance. Because the index ranged 

between a minimum of 0 and a maximum of 13, we used the Tobit model. 

 

Others refer to both observable and unobservable control variables. Observable control 

variables include payout, underwritten, profitability, size of firm, cash balance, 

investment, leverage and growth. Payout is the percentage of net profit paid out as 

dividends. Similar to Abraham et al. (2015), this research also takes dividend payout 

(Payout) into consideration. DRPs can provide firms with a predictable source of new 

equity capital (Skully, 1982). From a corporate view, DRPs can provide firms with a 

relatively cheap source of additional equity capital and are an effective way of 

increasing cash dividend payouts and dividend per share without committing cash 

outflows. Similarly, Bellamy (1994) shows that, in the Australian tax environment, a 

DRP allows firms to exploit new investment opportunities and also the shareholders to 

receive a greater level of franked credits from an increase in the dividend payouts. 

Adding to this, firms use DRP in order to raise dividend payouts and to pass on greater 

franking credits to Australian resident shareholders. This will enable firms to raise new 

equity and also pay higher dividend payouts to distribute the maximum level of franking 

credits. Therefore, a positive sign of Payout is expected. Underwritten is the amount of 

the DRP which was calculated as underwritten divided by total assets. The expected 
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sign of underwritten34 is positive because  the underwritten DRP accompanies the 

announced DRP. 

 

Size is proxied by the natural logarithm of market capitalization. The coefficient of firm 

size is expected to be positive due partly to their capacity to implement the DRP and 

cost benefits arising from economies of scale associated with the DRP. Cash is total 

cash scaled by total assets. The free cash flow argument indicates a negative sign of this 

Cash variable. Investment is calculated by property, plant and equipment scaled by 

assets. Leverage is the ratio of total debts to total equities. If a rising leverage means 

deviation from the optimal level, managers have an incentive to increase the DRP in 

order to drop the leverage. Growth is the average three year growth in total assets. In 

addition to these observable regressors, we included a set of unobserved time-invariant 

variables to minimize the endogenity bias associatied with the missing variables. These 

fixed-effects variables include industry- and year-effect. 

 

In order to examine the moderation effects as indicated by the H2, we used the 

following augmented model (2). 

 

DRPi,t= α + β1Governancei,t + itFrankGoverance*2 + β3 Franki,t + Others
k

k
4



+εi,                                                                                                                                   (2) 

 

where, Governance*Frank refers to an interaction variable between Governance and 

Frank. Frank is franked dividend, which is the percentage of the amount of franked 

                                                           
34 A firm may execute a DRP underwritten agreement if the firm believes the expected DRP payment will 

not be completed by existing shareholders. 
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dividend in total dividends. The expected sign on the franked dividend variable is 

positive. Our second hypothesis (H2) suggests the expected sign of this interaction 

variable is negative. 

 

Hypotheses (H3a) and (H3b) are examined by the following model. 

 

DRPi,t= α + β1Governancei,t + itDiscountGovernance*2  + β3Discountt + 

Others
k

k
4

 +εi,                                                       (3) 

 

where, Discount is a variable to reflect the discounted DRP. Since the DRP discount can 

be used as an incentive for shareholders to participate in the plan, a positive relation 

between the DRP discount and DRP is expected. Hypothesis H3a and H3b indicate that 

the estimated signs of the 2 is negative and positive respectively. 

 

6.5 Empirical results 

6.5.1 Univariate analysis 

Table 6-1 shows trends of average governance, and the percentage of firms with DRPs 

and dividend payouts between 2001 and 2013. It reports that the quality of corporate 

governance has improved over time as indicated by the increased Governance  in 

column 1. For the calculation of the Governance variable, we selected thirteen elements 

of corporate governance. Then, we calculated total scores of a firm in a particular year 

by checking whether the firm met the criteria for each of the thirteen elements. The 

figures in column 1 converted this score into percentages by scaling with the maximum 

score of thirteen. The figure on the last row suggests that 74.08% of thirteen governance 
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elements were satisfactorily met by firms in our sample. Column 3 refers to the 

percentage of the number of firms implemented a DRP. The percentage of the 

companies with DRPs in the total of observed firms had increased until 2009, when it 

reached 31.01%, and it decreased to 23.30% in 2013. Over that time, the trend of 

dividend payout ratio in Column 4 fluctuated more than the trend for DRP in column 3. 

The percentage of firms that implemented both DRP and payout in Column 5 has a 

somewhat similar pattern to DRP. Overall, the percentage of DRP and governance 

moved together, although governance is more persistent in its increasing trend, which is 

evidence that supports H1. 

Table 6-1. Average of governance and the percentage of companies having DRP and dividend payout by 

year 

Year Governance 

Number of 

firms with 

DRP 

 

Percentage of 

firms with 

DRP (%) 

Percentage of 

firms with 

dividend payment 

(%) 

Percentage of firms 

with both DRP  

and dividend 

payout(%) 

Total 

Number of 

firms 

2001 0.64 16 12.5 60.15 10.93 128 

2002 0.64 23 16.54 61.87 16.54 139 

2003 0.68 29 19.86 65.06 19.17 146 

2004 0.70 28 17.61 67.92 16.98 159 

2005 0.72 34 20.23 71.42 19.64 168 

2006 0.73 36 21.30 70.41 18.93 169 

2007 0.72 40 21.97 70.32 20.32 182 

2008 0.73 47 25.26 69.89 23.65 186 

2009 0.74 58 31.01 69.51 29.94 187 

2010 0.77 59 30.72 69.27 28.64 192 

2011 0.78 51 25.12 69.95 23.15 203 

2012 0.80 46 22.33 73.30 21.35 206 

2013 0.82 48 23.30 72.81 23.30 206 

Total 74.08 515 22.67 69.08 21.48 2271 

Table 6-2 shows the average Governance and the percentage of firms with a DRP and a 

DP by GICS Industry Groups. These industries are consumer discretionary, consumer 

staples, energy, health care, industrials, information technology, materials, and 

telecommunication services. Governance is the highest in the consumer staples sector 

(0.85), which also has the highest DRP participation (0.48). This is more supportive 

evidence of H1. In all the estimations, we included industry-effects to capture the 

variations across the industries. As such, the identified coefficients are based on the 



156 

 

 

variations wihin an industry. Table 6-2 also reports that distribution of DP is more 

stable than DRP across the industries. 

 

6.5.2 Summary statistics 

Table 6-3 presents summary statistics for Governance, DRP and firm characteristics 

over the  sample period of 2001–2013. Mean (Median) value of DRP compared to 

market capitalization was 0.273 (0.000)% during the period with standard deviation of 

0.731%. To account for the gap between mean and median value, we estimated using 

different methods as described in the robustness check. Governance value of 0.74 

implies, on average, that Australian firms had good quality governance in view of the 

thirteen elements of governance structure that were chosen in this study (refer to 

Appendix 6-1).35 The mean value of discount and discount rate are 0.12 and 0.4 

respectively. The Underwritten is 0.01%. The average Payout ratio is 43, meaning that 

43% of net profits were distributed to investors as dividend. The mean value of Frank 

                                                           
35 The Worldwide Governance Indicators show that Australia is in the top 90–100th percentile of good 

governance in the world using six key dimensions of governance 

(http://info.worldbank.org/governance/wgi/index.aspx#home). However, other researchers report the 

quality of governance in Australia is poorer than those in the UK and the US (Aggarwal et al., 2011). 

Table 6-2. Average of governance and the percentage of companies having DRP and dividend payout by 

Industry 

Year Governance 

Number 

of firms 

with 

DRP 

Percentage 

of firms 

with DRP 

(%) 

Percentage of 

firms with 

dividend 

payment (%) 

Percentage of firms 

with both DRP  

and dividend 

payout(%) 

Total  

Number 

of firms 

Consumer 

Discretionary 
0.75 103 22.15 84.08 21.07 465 

Consumer Staples 0.85 51 48.11 89.62 46.22 106 

Energy 0.73 50 20.74 54.77 19.91 241 

Health Care 0.76 30 15.87 62.96 15.87 189 

Industrials 0.72 138 30.32 82.63 27.69 455 

Information 

Technology 
0.72 6 4.76 74.80 0.03 126 

Materials 0.70 116 19.36 49.08 18.53 599 

Telecommunication 

Services 
0.82 21 23.33 74.44 23.33 90 

Total 0.74 515 22.67 69.08 21.48 2271 

http://info.worldbank.org/governance/wgi/index.aspx#home
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dividend is 54% and Size of firm is 20.2636. The mean Leverage is 0.44. Return on 

assets (ROA) and Growth are 0.04 and 0.19 respectively. Mean of Cash is 0.13 and 

Investment is 0.28. 

Table 6-3. Summary statistics 

Variables Obs Mean Median Std.  Dev. Min Max 

Dependent variable 

      

DRP 2271 0.273 0.000 0.731 0.00 5.18 

DRP value 2271 1.69 0.000 5.190 0.00 38.70 

DRP issued shares 2271 0.274 0.000 0.707 0.00 4.72 

       

Governance variable       

Governance 2271 0.74 0.76 0.19 0.076 1.00 

       

Firm characteristics       

Discount 2271 0.12 0.00 0.33 0.00 1.00 

Discount rate 2271 0.40 0.00 1.14 0.00 5.00 

Payout 2271 0.43 0.48 0.35 0.00 0.99 

Frank 2271 0.54 0.85 0.47 0.00 1.00 

Underwritten 2271 0.01 0.00 0.18 0.00 0.04 

Size of firm 2271 20.26 20.31 1.79 15.93 24.08 

Cash 2271 0.13 0.06 0.16 0.001 0.70 

Leverage 2271 0.44 0.35 0.46 0.00 1.92 

Investment 2271 0.28 0.24 0.23 0.00 0.78 

Growth 2271 0.19 0.09 0.32 -0.19 1.37 

ROA 2271 0.04 0.07 0.15 -0.56 0.26 

Notes: This table shows the summary statistics of the variables from 2001 through 2013. DRP is the ratio 

calculated by the amount of Dividend reinvestment plans to total market capitalization; DRP value is the 

amount of dividend reinvestment plans to the number of DRP shares (which shows the value of each DRP 

shares); DRP issued shares is the number of dividend reinvestment plan shares to total outstanding shares 

during the period; Governance is calculated as the summation of the thirteen categories of corporate 

governance dummy, as described in Appendix 6-1, divided by thirteen. As such, the closer to one, the 

better governance system and vice versa; Discount is the dummy variable for firm having discount on 

their DRP;  Discount rate is the percentage of discount on new issued DRP compared to the market price 

used for the reinvestment price of the new issued shares instead of cash dividends; Payout is the 

percentage of net profit paid out as dividends (It is calculated by dividing the total dividend payouts 

during the year by net profit before abnormals); Frank is franked dividend, which is the percentage of 

dividend being franked; Underwritten is the amount of DRP that was proceeded as underwritten to total 

assets; Size is firm size, which is proxied by logarithm of market capitalization; Cash is total cash 

including short term deposits to total assets; Leverage is total debt to shareholders’ equity; Investment is 

calculated by property, plant and equipment scaled by assets; Growth is average three year growth in total 

assets; ROA is the earnings before interest divided by total assets less outside equity interests. 

 

6.5.3 Multiple-variable analyses 

Results using the Tobit model are reported in Table 6-4. The estimated sign of 

Governance is positive and significant irrespective of model specifications. Model 1 

                                                           
36 Average market capitalization of the sample is AUD 3,739 million. 
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indicates the correlation between Governance and DRP is around 1%. Model 2 includes 

four variables that are directly related with DRP policy. Model 3 includes firm 

characteristics and  industry fixed effect. Results are robust against these changes in 

model specifications. These positive signs of estimated coefficient of  Governance 

support the first hypothesis (H1), which indicates a positive effect of governance on 

DRP.  

Table 6-4. Governance effect on dividend reinvestment plan (DRP) ratio using Tobit model 

 
1 2 3 4 5 6 7 8 9 

Governance 0.16*** 0.10*** 0.16*** 0.14*** 0.10*** 0.11*** 0.11*** 0.10*** 0.11*** 

 (0.05) (0.03) (0.05) (0.04) (0.03) (0.03) (0.04) (0.03) (0.03) 

Discount   0.23***   0.24*** 0.24*** 0.25*** 0.24*** 0.23*** 

  (0.01)   (0.01) (0.01) (0.01) (0.01) (0.01) 

Payout   0.03***  0.07***  0.05*** 0.03* 0.03* 0.04** 

  (0.01)  (0.02)  (0.01) (0.02) (0.01) (0.01) 

Frank  0.03**  0.06*** 0.03**  0.02 0.02* 0.02* 

  (0.01)  (0.01) (0.01)  (0.01) (0.01) (0.01) 

Underwritten  0.12***  0.18*** 0.12*** 0.12***  0.12*** 0.12*** 

  (0.01)  (0.01) (0.01) (0.01)  (0.01) (0.01) 

ROA   0.09 0.00 0.16* 0.15* 0.14* 0.14* 0.14* 

   (0.08) (0.08) (0.08) (0.08) (0.08) (0.08) (0.08) 

Size   0.02*** 0.01*** 0.00 0.00 0.00 0.00 0.00 

   (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) 

Cash   -0.34*** -0.28*** -0.29*** -0.29*** -0.32*** -0.30*** -0.28*** 

   (0.08) (0.07) (0.06) (0.06) (0.07) (0.06) (0.06) 

Leverage   0.03* 0.03** 0.02** 0.02** 0.02* 0.02** 0.02** 

   (0.01) (0.01) (0.01) (0.01) (0.01) (0.01) (0.01) 

Investment   -0.03 -0.03 -0.03 -0.04 -0.03 -0.02 -0.03 

   (0.04) (0.01) (0.03) (0.03) (0.03) (0.03) (0.03) 

Growth   0.04** 0.03* 0.033* 0.03* 0.03* 0.02* 0.03* 

   (0.02) (0.02) (0.01) (0.01) (0.01) (0.01) (0.01) 

Year effect Yes Yes No No No No No No No 

Industry effect Yes Yes Yes Yes Yes Yes Yes No Yes 

Constant -0.34*** -0.32*** -0.92*** -0.73*** -0.43*** -0.42*** -0.49*** -0.40*** -0.42*** 

 (0.09) (0.05) (0.15) (0.14) (0.10) (0.10) (0.11) (0.09) (0.10) 

          

N (firm-year) 2271 2271 2271 2271 2271 2271 2271 2271 2271 

N (firm) 211 211 211 211 211 211 211 211 211 

Log likelihood 924.88 1218.17 927.01 989.00 1222.41 1222.98 1192.73 1218.51 1224.49 



159 

 

 

 

The coefficient of Discount is positive and significant at 1%  level in Models 2 and 5–9. 

This finding suggests that, given the quality of corporate governance, the vale of a DRP 

is greater for firms that offer discount for new shares issued under the plan. Payout is 

positive and significant in Models 2, 4 and 6–9, which supports the investor’s 

expectation that firms with DRPs have higher dividend payouts than firms without 

them. The result of Underwritten is also positive and significant in Models 2 and 4–6 

and 8–9, as expected.  

 

Estimated signs of other included control variables are as expected throughout the 

estimations. ROA is positive and significant in Models 5–9, referring to the importance 

of financial performance to implement a DRP. Size is also positive and significant in 

Models 3 and 4. This finding supports the economies of scale effect of larger firms to 

implement a DRP. Coefficient of the variable Cash is negative as indicated by the free 

cash flow argument. Leverage is positive and significant. Lyroudi (1999) also shows a 

positive relation between leverage ratio and DRP participation. Similarly, Mukherjee et 

al. (2002) found that firms adopting new-issue DRPs have a significantly greater debt 

ratio than non-DRP firms. This finding, however, is different from the results by 

Pattenden and Twite (2008), who find a negative relation between DRP utilization and 

leverage.We interpret our result as evidence of Australian firms’ intentions to use DRPs 

to lower leverage. It is more natural for a firm to have an intention to lower leverage 

when it rises: the higher the leverage, the greater the effort to reduce the leverage. 

Australian managers acknowledge the DRP as a way to raise equity finance decreases 

Notes:  DRP is the ratio calculated by the amount of Dividend reinvestment plans to total market capitalization. Decision to 

DRP is estimated by the panel Tobit method.  In order to have a better presentation of data, coefficient and standard errors 

of all the variables are multiplied by 10.  Numbers in () are standard errors. ∗∗∗, ∗∗, and ∗ correspond to significance at the 

1, 5, and 10% levels, respectively. 
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the leverage. As expected, Growth  is positively significant. This finding is similar to 

the finding of Pattenden and Twite (2008) in Australia, who find a positive relation 

between market-to-book ratio (growth opportunites) and DRP utilization.37 

Saporoschenko (1998) argue that high growth opportunity firms use a DRP because the 

DRP is a cost-efficient way of financing. 

 

Table 6-5 reports results from the augmented model, which include interaction 

variables. We consider two interaction variables between Governance and Frank 

(Models 1–3) and Governance and Discount (Models 4 and 6–9). Results in Models 1–3 

support the H2, which states an attenuation effect of franked dividend on the positive 

effect of governance on DRP. Results in Models 1–3 also show that both Governance 

and Frank variables remain statistically signficiant when we include the interaction 

variable between them. This result suggests that the net positive effect of Governance 

(and Frank) variable remain unchanged, which is evidence supportive of H1. 

 

For robustness check, we used both a dummy and level data for Discount to generate 

the interaction variable of Governance* Discount. A dummy variable based on the 

existence of a discounted DRP is being used for Model 4. That is, Discount is unity if a 

firm supplied DRP with discount and zero otherwise. In Models 5-9, Discount reflects 

level when the value of Discount exceeded the predetermined threshold levels and zero 

otherwise. In Model 5, we used the top 28.6 percentiles for the threshold level to 

account for more than a top quarter having 5% discount (highest discount). Mean value 

                                                           
37 However, these findings are in contrast to Baker and Seippel (1980) who find that firms offering DRP 

tend to have high dividend payouts and low growth. Low growth firms use DRP to avoid the higher 

scrutiny by capital (Lasfer, 1997). 



161 

 

 

was the threshold for Models 7 and 8. In Model 9, we used the bottom 10.6 percentile 

for the criterion to account for 50 and 25 percentiles having discount of 2.5%. 

 

The coefficient of the interaction variable, Governance* Discount in Models 4 and 6–7 

are negative. These findings are consistent with H3a because it shows that the positive 

effect of governance on DRP was attenuated by heavy DRP discounting. In contrast to 

the result in Models 6–7, results in Models 8–9 report a positive coefficient of the 

interactions. These results are consistent with H3b because it shows that the positive 

effect of governance on DRP use will be intensified by discount for firms with low DRP 

discount. 

Figure 6-1. Moderation effect of corporate governance on DRP by discount 

 

Figure 6-1, which is based on the estimated coefficients from Model 4 on Table 6-5, 

describes the relationship between quality of governance on horizontal line and 

expected value of CSR on the vertical line for DRP discounted (solid line) and non-

discounted (dashed line) firms. The graph shows that the positive effect of governance 
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was attenuated for the heavily disounted firm as the downward sloping curve indicates, 

which is consistent with H3a. In contrast, the effect of governance was strengthened for 

other firms as the upward sloping curve indicates, which is supportive evidence of H3b. 

There was no cross-section of the two lines, indicating that the expected DRPs from 

DRP discounted firms are always greater than those from non-discounted firms.  

Table 6-5. Moderation effect on dividend reinvestment plan (DRP)  ratio using Tobit model 

       Moderation by DRP Discount 

 

Moderation by Frank 

 

Moderation 

by DRP 

Discount  

Top 28.6 

Percentile 

(5% 

discount) 

Higher 

than 

mean 

Lower 

than 

mean 

Bottom 

10.6 

Percentile 

(2% 

discount 

and less) 

 1 2 3  4 5 6 7 8 9 

Governance 0.13*** 0.14*** 0.11***  0.13*** 0.11*** 0.12*** 0.12*** 0.07* 0.12*** 

 (0.04) (0.04) (0.04)  (0.04) (0.04) (0.04) (0.04) (0.03) (0.04) 

Governance* 

Frank 

-0.06** 

(0.02) 

-0.06** 

(0.02) 

-0.06** 

(0.02) 

       

           

Governance* 

Discount 

    -0.16** 

(0.06) 
 -0.24*** 

(0.03) 

-0.26*** 

(0.03) 

0.12*** 

(0.01) 

0.14*** 

(0.03) 

           

Discount 0.24*** 0.23*** 0.23***  0.36***      

 (0.01) (0.01) (0.01)  (0.05)      

Discount rate      0.06*** 0.08*** 0.09*** 0.05*** 0.06*** 

      (0.00) (0.00) (0.00) (0.00) (0.00) 

Payout 0.03* 0.03** 0.04**  0.04** 0.04** 0.03* 0.03* 0.02** 0.04** 

 (0.01) (0.01) (0.01)  (0.01) (0.02) (0.01) (0.01) (0.01) (0.02) 

Frank 0.08*** 0.07*** 0.08***  0.03** 0.03** 0.02* 0.02* 0.02* 0.03** 

 (0.02) (0.02) (0.02)  (0.01) (0.01) (0.01) (0.01) (0.01) (0.01) 

Underwritten 0.12*** 0.12*** 0.12***  0.12*** 0.15*** 0.13*** 0.13*** 0.13*** 0.13*** 

 (0.01) (0.01) (0.01)  (0.01) (0.01) (0.01) (0.01) (0.01) (0.01) 

ROA 0.12 0.12 0.12  0.14 0.12 0.12 0.12 0.14* 0.13 

 (0.18) (0.18) (0.08)  (0.08) (0.08) (0.08) (0.08) (0.08) (0.08) 

Size 0.00 0.00 -0.00  -0.00 0.01** 0.00 0.00 0.00 0.01** 

 (0.00) (0.00) (0.00)  (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) 

Cash -0.29*** -0.28*** -0.30***  -0.30*** -0.28*** -0.28*** -0.29*** -0.29*** -0.28*** 

 (0.06) (0.06) (0.06)  (0.06) (0.06) (0.06) (0.06) (0.06) (0.06) 

Leverage 0.03** 0.03** 0.03***  0.03*** 0.03*** 0.02** 0.02** 0.02** 0.03*** 

 (0.01) (0.01) (0.01)  (0.01) (0.01) (0.01) (0.06) (0.01) (0.01) 

Investment -0.02 -0.03 -0.02  -0.01 -0.04 -0.03 -0.03 -0.04 -0.05 

 (0.03) (0.03) (0.03)  (0.03) (0.03) (0.03) (0.03) (0.03) (0.03) 

Growth 0.03* 0.03* 0.03*  0.03** 0.02 0.02 0.02 0.02 0.02 

 (0.01) (0.01) (0.01)  (0.01) (0.01) (0.01) (0.01) (0.01) (0.01) 

Year effect No No Yes  Yes No No No No No 

Industry effect No Yes Yes  Yes Yes Yes Yes Yes Yes 

Constant -0.42*** -0.43*** -0.32***  -0.34*** -0.60*** -0.50*** -0.49*** -0.45*** -0.57*** 

 (0.09) (0.10) (0.11)  (0.12) (0.11) (0.11) (0.11) (0.11) (0.01) 

N (firm-year) 2271 2271 2271  2271 2271 2271 2271 2271 2271 

N (firm) 211 211 211  211 211 211 211 211 211 
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Log likelihood 1221.50 1227.48 1242.93  1242.62 1184.80 1210.65 1213.76 1215.65 1193.22 

Notes: In regard to Governance* Frank, where Frank is the percentage of the amount of dividend with franked credits in total 

dividends. In regard to Governance* Discount, both dummy and level data were used for Discount. A dummy variable based on the 

existence of discounted DRP is being used for Model 4. In Models 5-9, Discount reflects level when the value of Discount exceeded 

the predetermined threshold levels and zero otherwise. In Model 5, we used the top 28.6 percentiles for the threshold level to account 

for the fact that more than a top quarter had 5% discount (highest discount). Mean value was the threshold for Models 7 and 8. In 

Model 9, we used the bottom 10.6 percentile for the criterion to account for the fact that 50 and 25 percentiles had discount of 2.5%. In 

order to have a better presentation of data, coefficient and standard errors of all the variables are multiplied by 10. Numbers in () are 

standard errors. ∗∗∗, ∗∗, and ∗ correspond to significance at the 1, 5, and 10% levels, respectively. 

6.5.4 Further robustness checks  

For further robustness check, we re-estimated our models using different definitions of 

DRP, different sample groups, and different sample period. We also estimated using 

different estimation models, which are the Probit model and the linear fixed effect panel 

model. Table 6-6 shows results from re-estimations using two different definitions of 

DRP. Dependent variable in Models 1–4 was DRP value. DRP value is the ratio of the 

amount of DRP to the number of DRP shares (which shows the value of each DRP 

share). The coefficient of Governance and DRP value is positive and significant at 

standard level, which is consistent with H1. We consider two interaction variables 

between Governance and Frank (Model 2) and Governance and Discount (Models 3 and 

4), generated by the same methods as described above in Table 6-5. Results in Model 2 

support H2. The results in Models 3 and 4 are in support of H3a and H3b respectively. 

Table 6-6. Further analysis: Governance effect on dividend reinvestment plan (DRP) value and number of shares issued using 

Tobit model 

 DRP value  DRP issued shares 

 
 

 
 

Moderation by DRP 

Discount 

 
 

 
 

Moderation by DRP 

Discount 

 

 

Moderation 

by Frank 

 
Top 28.6 

Percentile 

(5% 

discount) 

Bottom 10.6 

Percentile 

(2% 

discount and 

less) 

 

 

Moderation 

by Frank 

 
Top 28.6 

Percentile 

(5% 

discount) 

Bottom 

10.6 

Percentile 

(2% 

discount 

and less) 

 1 2  3 4  5 6  7 8 

Governance 7.22** 10.05***  8.11*** 7.80***  0.08** 0.11***  0.10*** 0.09** 

 (2.79) (2.93)  (2.81) (2.79)  (0.03) (0.03)  (0.03) (0.03) 

Governance* 

Frank 

 -5.60*** 

(1.73) 

     -0.05** 

(0.02) 

   

            

Governance* 

Discount 

   -13.30*** 

(2.29) 

11.44*** 

(2.26) 

    -0.22*** 

(0.03) 

0.15*** 

(0.03) 
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Discount 11.50*** 11.54***     0.23*** 0.23***    

 (0.77) (0.77)     (0.01) (0.01)    

Discount 

rate 

   4.35*** 3.03***     0.08*** 0.06*** 

    (0.32) (0.23)     (0.00) (0.00) 

Payout 0.80 0.74  0.69 0.81  0.04** 0.04**  0.03** 0.04** 

 (1.35) (1.34)  (1.35) (1.35)  (0.01) (0.01)  (0.01) (0.01) 

Frank 1.26 6.02***  1.31 1.46  0.02** 0.07***  0.02** 0.03** 

 (0.99) (1.78)  (0.99) (0.99)  (0.01) (0.02)  (0.01) (0.01) 

Underwritten 5.04*** 5.13***  5.80*** 4.76***  0.09*** 0.09***  0.10*** 0.10*** 

 (0.97) (0.97)  (0.97) (1.01)  (0.01) (0.01)  (0.01) (0.01) 

ROA 11.17* 9.77  10.11* 10.73*  0.14* 0.13  0.13* 0.14* 

 (6.16) (6.15)  (6.10) (6.15)  (0.08) (0.08)  (0.08) (0.08) 

Size 2.92*** 2.83***  3.05*** 3.18***  0.00* 0.00*  0.01** 0.01*** 

 (0.39) (0.39)  (0.39) (0.39)  (0.00) (0.00)  (0.00) (0.00) 

Cash -12.06*** -11.63***  -12.00*** -11.41***  -0.26*** -0.25***  -0.26*** -0.25*** 

 (4.38) (4.36)  (4.37) (4.36)  (0.06) (0.06)  (0.06) (0.06) 

Leverage 1.72** 1.92**  1.55* 2.13**  0.02* 0.02**  0.02* 0.03** 

 (0.87) (0.87)  (0.88) (0.86)  (0.01) (0.01)  (0.01) (0.01) 

Investment -1.63 -1.74  -1.47 -2.45  -0.02 -0.02  -0.02 -0.04 

 (2.46) (2.44)  (2.47) (2.47)  (0.01) (0.03)  (0.03) (0.03) 

Growth 4.07*** 4.17***  3.92*** 3.87***  0.02 0.02  0.02 0.02 

 (1.18) (1.18)  (1.19) (1.18)  (0.03) (0.01)  (0.01) (0.01) 

Year effect No No  No No  No No  No No 

Industry 

effect 

 Yes Yes  Yes Yes  Yes Yes  Yes Yes 

Constant -83.75*** -84.41***  -87.03*** -89.83***  -0.47*** -0.48***  -0.56*** -0.62*** 

 (8.57) (8.50)  (8.70) (8.73)  (0.10) (0.10)  (0.10) (0.11) 

            

N (firm-

year) 

2271 2271  2271 2271  2271 2271  2271 2271 

N (firm) 211 211  211 211  211 211  211 211 

Log 

likelihood 

-2119.95 -2114.78  -2128.61 -2132.65  1255.76 1258.17  1241.15 1227.09 

Notes: DRP value is the ratio of the amount of dividend reinvestment plans to the number of DRP shares (which shows the value of 

each DRP shares); DRP issued shares is the number of dividend reinvestment plan shares to total outstanding shares during the 

period. Two interaction variables between Governance and Frank (Model 2) and Governance and Discount (Models 3 and 4) were 

generated by the same methods as described above in Table 6-5. In order to have a better presentation of data, coefficient and 

standard errors of all the variables in the DRP issued shares regressions are multiplied by 10. Numbers in () are standard errors. ∗∗∗, 

∗∗, and ∗ correspond to significance at the 1, 5, and 10% levels, respectively. 

Models 5–8 use DRP issued shares, which is the ratio of the number of shares issued for 

DRP to total share outstanding. Results also show a positive coefficient of Governance 

and DRP issued shares, which is consistend with H1. We consider two interaction 

variables between Governance and Frank (Model 6) and Governance and Discount 

(Models 7 and 8). Results in Model 6 support the H2. The results in Models 7 and 8 

support H3a and H3b respectively. These findings are robust to alternative proxies of 

DRP. 
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Table 6-7 reports results from estimation using different samples. Firstly, we divide the 

sample into two groups based on whether a firm paid dividend (Models 1–3) or not  

(Models 4–6). Results in Models 1–3 are consistent with H1. The coefficient of Payout 

in Models 1–3 is also positive and significant. These findings show that the positive 

effect of governance on DRP was more pronounced for firms that paid dividend than for 

other firms. A negative and significant coefficient of Governance* Discount in Model 3 

is consistent with H3a. Models 4 and 5 focus on the sample of firms without dividend 

payout. The results in Models 4 and 5 show a positive effect of governance, which is 

consistent with H1. However, governance was no longer effective in increasing the 

DRP when we include interaction variable between governance and DRP discount in 

Model 6. This finding suggests that the H1 was more pronounced for firms with positive 

dividend payouts. 

Table 6-7. Further analysis: Governance effect on dividend reinvestment plan (DRP) ratio using 

Tobit model for dividend payer, non-dividend payer, and  moderations 

 Dividend Payer Firms  Non Dividend Payer Firms 

  

 

Moderation  

by Discount   

  Moderation  

by Discount 

 1 2  3  4 5  6 

Governance 0.12*** 0.12*** 

 

0.15*** 

 

0.31* 0.40**  0.26 

 (0.04) (0.04)  (0.04)  (0.17) (0.17)  (0.21) 

Governance* 

Discount 

   -0.16** 

(0.06) 

    0.25 

(0.28) 

          

Discount 0.21*** 0.21***  0.33***  0.62*** 0.66***  0.45* 

 (0.01) (0.01)  (0.05)  (0.09) (0.09)  (0.24) 

Payout 0.00 0.01  0.02**      

 (0.02) (0.02)  (0.02)      

Frank -0.00 -0.00  0.00      

 (0.01) (0.01)  (0.01)      

Underwritten 0.11*** 0.11***  0.11***  0.23*** 0.17***  0.17*** 

 (0.01) (0.01)  (0.01)  (0.07) (0.06)  (0.06) 

ROA -0.02 -0.00  0.02  0.28 0.41  0.39 

 (0.12) (0.12)  (0.12)  (0.27) (0.29)  (0.27) 

Size -0.00 -0.00  -0.00  -0.01 0.00  0.01 

 (0.00) (0.00)  (0.00)  (0.02) (0.01)  (0.02) 

Cash -0.27*** -0.26***  -0.28***  -0.69 -0.59  -0.60 

 (0.06) (0.06)  (0.06)  (0.40) (0.41)  (0.40) 
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Leverage 0.01 0.01  0.02*  0.20*** 0.16***  0.16*** 

 (0.01) (0.01)  (0.01)  (0.06) (0.06)  (0.05) 

Investment -0.00 -0.01  0.00  -0.55*** -0.63***  -0.64*** 

 (0.03) (0.03)  (0.03)  (0.17) (0.17)  (0.17) 

Growth 0.04** 0.04**  0.04**  0.00 -0.01  -0.02 

 (0.01) (0.01)  (0.01)  (0.08) (0.08)  (0.08) 

Year effect No No  Yes  No Yes  Yes 

Industry effect No Yes  Yes  Yes Yes  Yes 

Constant -0.21** -0.22**  -0.13  -1.01 -1.9  -2.00 

 (0.10) (0.11)  (0.12)  (30.31) (68.6)  (96.77) 

          

N (firm-year) 1569 1569  1569  702 702  702 

N (firm) 177 177  177  137 137  137 

Log likelihood 1203.00 1207.80  1225.71  155.92 63.67  64.07 

Notes: In order to have a better presentation of data, coefficient and standard errors of all the variables are 

multiplied by 10. Numbers in () are standard errors. ∗∗∗, ∗∗, and ∗ correspond to significance at the 1, 5, 

and 10% levels, respectively. 

We split the  sample period to address the effects of change in the corporate governance 

system in Australia and the Global Financial Crisis (GFC).  Model 1 in Table 6-8 shows 

the effect of Governacne on DRP before the introducion of “Principles of Good 

Corporate Governance and Best Practicie Recommendations” by ASX CG council in 

March 2003.  The results show a positive effect of Governance on DRP. Model 2 shows 

the relation after the introduction of these principles and recommendations. The 

coefficient on Governance is positive and signifiant at 1%. These findings indicate that 

improvement in the governance system strengthened the effect of Governance on DRP 

value. 

 

Corporate dividend strategy has been affected by the Global Financial Crisis of 2007–

2009. To address this concern, we estimated our model again using samples including 

and excluding GFC. Results from Model 5 show that the GFC had positive effect on 

DRP. This finding may imply that during the GFC period, companies were more in 

need of raising capital throught DRP while maintaining their reputation by paying larger 

dividend payouts. That is, the bearish market and decreased cash inflows during the 

GFC might have increased the attractiveness of the DRP as an alternative way of 
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financing. Interestingly, the interaction between GFC and Imputation Tax was negative 

in Model 6, which is similar to the H2. 

Table 6-8. Robustness check: Using different time period including before and after the introduction 

of ASX principles of good governance and best practice recommendations (2003) and GFC effect 

 Introduction of CG  GFC 

 Before 

(2001- 

2003) 

After 

(2004- 

2013) 

 Bef. & Aft. 

(2001-2006) 

(2010-2013) 

Dur. & Aft. 

(2007- 

2013) 

 Full sample (2001-2013) 

     Moderation  

by GFC      

 1 2  3 4  5  6 

Governance 0.17* 0.11*** 

 

0.13*** 0.12** 

 

0.10*** 

 

0.11*** 

 (0.10) (0.04)  (0.04) (0.05)  (0.03)  (0.03) 

GFC       0.01*  0.03** 

       (0.00)  (0.01) 

GFC* 

Frank 

        -0.03* 

(0.01) 

          

Frank -0.09** 0.04***  0.02* 0.03*  0.02*  0.03** 

 (0.04) (0.01)  (0.01) (0.01)  (0.01)  (0.01) 

Discount 0.29*** 0.23***  0.23*** 0.23***  0.23***  0.23*** 

 (0.04) (0.01)  (0.01) (0.01)  (0.01)  (0.01) 

Payout 0.14*** 0.03*  0.04* 0.05**  0.03*  0.03** 

 (0.05) (0.02)  (0.02) (0.02)  (0.01)  (0.01) 

Underwritten  0.12***  0.13*** 0.12***  0.12***  0.12*** 

  (0.01)  (0.02) (0.01)  (0.01)  (0.01) 

ROA 0.39 0.07  0.0.08 0.18*  0.13*  0.13 

 (0.28) (0.08)  (0.08) (0.11)  (0.07)  (0.08) 

Size -0.00 0.00  0.00 0.00  0.00  0.00 

 (0.01) (0.00)  (0.00) (0.00)  (0.00)  (0.00) 

Cash -0.33 -0.30***  -0.25*** -0.35***  -0.30***  -0.28*** 

 (0.22) (0.06)  (0.07) (0.08)  (0.06)  (0.06) 

Leverage 0.03 0.02**  0.03** 0.03**  0.02**  0.02** 

 (0.03) (0.01)  (0.01) (0.01)  (0.01)  (0.01) 

Investment -0.05 -0.03  -0.02 -0.03  -0.02  -0.02 

 (0.09) (0.03)  (0.03) (0.04)  (0.03)  (0.03) 

Growth 0.09 0.02  0.02 0.03*  0.02  0.02 

 (0.06) (0.01)  (0.02) (0.02)  (0.01)  (0.01) 

Year effect No No  No Yes  No  No 

Industry effect Yes Yes  Yes Yes  No  Yes 

Constant -0.28*** -0.39***  -0.41*** -0.35**  -0.39***  -0.41*** 

 (0.26) (0.11)  (0.11) (0.14)  (0.09)  (0.10) 

N (firm-year) 413 1858  1716 1362  2271  2271 

N (firm) 146 209  211 208  211  211 

Log likelihood 152.87 1071.39  878.57 836.69  1219.92  1227.47 

Notes: In order to have a better presentation of data, coefficient and standard errors of all the variables are 

multiplied by 10. Numbers in () are standard errors. ∗∗∗, ∗∗, and ∗ correspond to significance at the 1, 5, 

and 10% levels, respectively. 

While Probit model vis-à-vis Tobit model restrict information because it does not allow 

level data as a response variable, some existing studies examine the DRP using Probit 

model (Abraham et al., 2015) to scrutinise the determinants of a firm’s decision to 
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utilize a DRP and shareholder participation rate in Australia. However, our study will 

focus on governance determinants of a DRP along with the traditional factors. Table 6-9 

report results using the Probit model. As such, the dependent variable in Table 6-9 is no 

longer a level of variabe but a binary variable equal to one if a firm implemented DRP 

or zero otherwise.The coefficent of Governacne is positive and significant in Models 1–

7, which is consistent with H1. Further Governance* Frank  results in Models 8 and 9 

are also negative and significant,  which is a supportive evidence of the H2. These 

findings suggest that our main findings are robust to alternative sample and estimation 

methods. 

Table 6-9.  Robustness check: Using Probit model 

         Moderation by  

Frank 

 1 2 3 4 5 6 7  8 9 

Governance 1.86*** 1.65*** 1.57*** 1.59*** 1.71*** 1.61*** 1.05**  1.95*** 1.43*** 

 (0.42) (0.43) (0.45) (0.44) (0.44) (0.44) (0.48)  (0.48) (0.52) 

Governance*  

Frank 

        -0.65** 

(0.31) 

-0.72** 

(0.33) 

           

Payout   0.72***  0.74*** 0.41** 0.60***  0.42** 0.62*** 

   (0.21)  (0.19) (0.20) (0.22)  (0.21) (0.22) 

Frank   0.87*** 0.82***  0.72*** 0.84***  1.27*** 1.45*** 

   (0.17) (0.15)  (0.16) (0.17)  (0.31) (0.33) 

ROA  0.69  -0.11 0.17 -0.25 -0.37  -0.43 -0.56 

  (0.68)  (0.71) (0.70) (0.70) (0.78)  (0.71) (0.78) 

Size  0.36***  0.33*** 0.32*** 0.31*** 0.21***  0.31*** 0.20*** 

  (0.06)  (0.06) (0.06) (0.06) (0.07)  (0.06) (0.07) 

Cash  -2.16***  -2.16*** -2.10*** -2.25*** -2.55***  -2.24*** -2.54*** 

  (0.63)  (0.64) (0.63) (0.64) (0.70)  (0.64) (0.70) 

Leverage  0.33**  0.32** 0.33** 0.35** 0.49***  0.37*** 0.52*** 

  (0.14)  (0.14) (0.14) (0.14) (0.15)  (0.14) (0.15) 

Investment  -0.09  0.02 -0.13 -0.00 0.38  -0.03 0.35 

  (0.40)  (0.41) (0.40) (0.39) (0.45)  (0.39) (0.45) 

Growth  0.46***  0.43** 0.46*** 0.40** 0.58***  0.41** 0.59*** 

  (0.17)  (0.18) (0.17) (0.18) (0.19)  (0.18) (0.19) 

Year effect Yes No Yes No No No Yes  No Yes 

Industry effect Yes Yes Yes Yes Yes No Yes  No Yes 

Constant -2.95*** -10.48*** -3.62*** -10.25*** -9.95*** -9.99*** -7.98***  -10.15*** -8.08*** 

 (0.78) (1.40) (0.08) (1.42) (1.39) (1.26) (1.61)  (1.26) (1.61) 

           

N (firm-year) 2271 2271 2271 2271 2271 2271 2271  2271 2271 

N (firm) 211 211 211 211 211 211 211  211 211 

Log likelihood -750.20 -739.63 -717.47 -724.88 -732.11 -728.75 -687.88  -726.55 -685.49 

Notes: Decision to DRP is estimated by the Probit regressions. Numbers in () are standard errors. ∗∗∗, ∗∗, and ∗ correspond to 

significance at the 1, 5, and 10% levels, respectively. 
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In addition to nonlinear models above, we estimated again using the linear fixed effect 

panel estimation method. Results in Table 6-10 report that our main finding described 

above is qualitatively the same. 

Table 6-10.  Robustness check: Using linear fixed effect panel model 

 Dividend Payer Firms  Firms with a franked dividend 

 

  

Moderation 

by Discount    

Moderation 

by Discount 

 

  Top 28.6 

Percentile 

(5% discount) 

Bottom 10.6 

Percentile 

(2% 

discount and 

less)    

Top 28.6 

Percentile 

(5% discount) 

Bottom 10.6 

Percentile 

(2% 

discount and 

less) 

 1  2 3  4  5 6 

Governance 0.03**  0.02** 0.03**  0.05***  0.05*** 0.05*** 

 (0.01)  (0.01) (0.01)  (0.01)  (0.02) (0.02) 

Governance* 

Discount 

  -0.12*** 

(0.01) 

0.05*** 

(0.01) 

   -0.12*** 

(0.03) 

0.07** 

(0.03) 

          

Discount 0.10***     0.10***    

 (0.00)     (0.00)    

Discount rate   0.03*** 0.02***    0.04*** 0.02*** 

   (0.00) (0.00)    (0.00) (0.00) 

Payout 0.00  0.00 0.00  -0.00  -0.01 -0.00 

 (0.00)  (0.00) (0.01)  (0.00)  (0.01) (0.01) 

Frank 0.00  0.00 0.00  -0.01  -0.00 -0.00 

 (0.00)  (0.00) (0.00)  (0.01)  (0.01) (0.00) 

Underwritten 0.09***  0.10*** 0.09***  0.10***  0.10*** 0.10*** 

 (0.00)  (0.00) (0.00)  (0.00)  (0.02) (0.03) 

ROA 0.07*  0.06 0.06  -0.01  -0.02 -0.02* 

 (0.04)  (0.04) (0.04)  (0.04)  (0.05) (0.05) 

Size -0.00***  -0.00*** -0.00***  -0.00***  -0.00 -0.00 

 (0.00)  (0.00) (0.00)  (0.00)  (0.00) (0.00) 

Cash -0.04**  -0.04** -0.04**  -0.03*  -0.03** -0.03** 

 (0.01)  (0.01) (0.01)  (0.02)  (0.01) (0.01) 

Leverage -0.00  -0.00 -0.00  -0.00  -0.00 0.00 

 (0.00)  (0.01) (0.00)  (0.00)  (0.00) (0.00) 

Investment -0.01  -0.01 -0.02  -0.00  -0.00 -0.01 

 (0.01)  (0.01) (0.01)  (0.02)  (0.02) (0.03) 

Growth 0.01**  0.01* 0.01*  0.01*  0.01 0.01 

 (0.00)  (0.00) (0.00)  (0.00)  (0.01) (0.01) 

Year effect No  No No  No  No No 

Industry effect No  No No  No  No No 

Constant 0.15***  0.13** 0.12***  0.16***  0.14 0.13 

 (0.05)  (0.05) (0.05)  (0.05)  (0.09) (0.09) 

          

N (firm-year) 1569  1569 1569  1331  1331 1331 

N (firm) 177  177 177  155  155 155 

R2 0.332  0.321 0.300  0.335  0.323 0.309 

F-Sta 62.38  54.40 94.34  53.44  11.28 6.65 

Notes: In order to have a better presentation of data, coefficient and standard errors of all the variables in the DRP 

issued shares regressions are multiplied by 10. Numbers in () are standard errors. ∗∗∗, ∗∗, and ∗ correspond to 

significance at the 1, 5, and 10% levels, respectively. 
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6.5.5 Test of potential Endogeneity between corporate governance quality and 

dividend reinvestment plans (DRPs) 

This section tests the effect of corporate governance quality on DRPs in Australia. In 

order to test the endogeneity issue and to see if DRPs have any effect on strength of 

governance, this study employed the same methodology as Jiraporn and Ning (2006) 

and Adjaoud and Ben-Amar (2010) to explore the causal relationship between corporate 

governance quality and dividend reinvestment plans. By using Granger Causality test 

(Granger, 1969), the following estimation models were used to test the endogeneity 

issue, where control variables (Others) are similar to estimation Model 1: 

 

DRPi,t= α + α1Governance(i,t-1) + α2DRP(i,t-1)  + Others
k

k
3

 +εi,t         (4) 

 

Governance(i,t) = α +  1Governance(i,t-1) +  2DRP(i,t-1)  + Others
k

k
3

 +εi,t       (5) 

Table 6-11. Tobit estimation for causality test of governance effect on dividend reinvestment plan 

(DRP) 

 

Estimation Model 4 (dividend 

reinvestment plan (DRP) ) 
 

Estimation Model 5  

(Governance) 

 1  2  3  4 

Governance (t-1) 0.06*  0.07**  6.96***  6.84*** 

 (0.03)  (0.03)  (0.24)  (0.23) 

DRPs (t-1) 3.33***  3.35***  1.68  1.73 

 (0.46)  (0.46)  (3.14)  (3.14) 

Discount  0.21***  0.21***  -0.03  -0.04 

 (0.01)  (0.01)  (0.07)  (0.07) 

Payout  0.03*  0.03**  -0.09  -0.15 

 (0.01)  (0.01)  (0.09)  (0.09) 

Frank 0.03**  0.03**  0.01  0.00 

 (0.01)  (0.01)  (0.06)  (0.06) 

Underwritten 0.12***  0.12***  0.00  0.00 

 (0.01)  (0.01)  (0.10)  (0.10) 

ROA 0.10  0.11  -0.03  -0.03 

 (0.07)  (0.08)  (0.18)  (0.18) 

Size 0.00  0.00  0.14***  0.15*** 

 (0.00)  (0.00)  (0.02)  (0.02) 

Cash -0.27***  -0.26***  -0.09  -0.08 

 (0.06)  (0.06)  (0.15)  (0.16) 

Leverage 0.03***  0.03***  0.05  0.03 
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Table 6-11 shows the result estimation of two estimation models of 4 and 5. The 

findings of estimation model 4 (Model 1 does not include any industry and year effect, 

and Model 2 includes industry effect) show that (α1) is positive and significant at 5% 

level, which suggests a positive effect of governance quality on dividend reinvestment 

plans. In contrast, the coefficient of lagged dividend reinvestment plans on estimation 

Model 5 (Model 3 does not include any industry and year effect, and Model 4 includes 

industry effect) shows that (β2) is not significantly different from zero. These findings 

can suggest that DRPs have no effect on corporate governance quality. Therefore, 

consistent with Jiraporn and Ning (2006) and Adjaoud and Ben-Amar (2010), our 

findings suggest that there is no endogenous relationship between corporate governance 

and DRPs. In light of these findings, this chapter can conclude that better-governance 

firms have higher DRPs. 

 

In addition, the sensitivity of data to any potential endogeneity is further supported 

using a panel data technique, using Tobit and Probit models, and also various sample 

size to analyse DRPs behaviour and further robustness of the data. 

 (0.01)  (0.01)  (0.05)  (0.05) 

Investment -0.01  -0.03  0.12  0.25* 

 (0.02)  (0.03)  (0.12)  (0.13) 

Growth 0.03*  0.03*  0.04  0.06 

 (0.07)  (0.03)  (0.06)  (0.06) 

Year effect No  No  No  No 

Industry effect No  Yes  No  Yes 

Constant -0.35***  -0.35***  -0.59  -0.56 

 (0.09)  (0.09)  (0.36)  (0.38) 

        

N (firm-year) 2058  2058  2058  2058 

0N (firm) 209  209  209  209 

Log likelihood 1221.26  1227.14  1953.42  1960.57 

Notes:  DRP is the ratio calculated by the amount of dividend reinvestment plans to total market 

capitalization. Decision to DRP is estimated by the panel Tobit method. Governance (t-1) refers to the 

one year lag of Governance. DRP(t-1) refers to the one year lag of DRP. For the rest of the variables, 

refer to notes below Table 6-3. In order to have a better presentation of data, coefficient and standard 

errors of all the variables are multiplied by 10.  Numbers in () are standard errors. ∗∗∗, ∗∗, and ∗ 

correspond to significance at the 1, 5, and 10% levels, respectively. 
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6.6 Conclusion 

Why do Australian firms implement a dividend reinvestment plan (DRP) even though it 

is not a legal requirement? Although both a DRP and a cash dividend with franked 

dividend create the clientele effect of a dividend, a DRP vis-à-vis cash dividend 

generates multiple different benefits for firms and investors. Firm increases cash 

retentions while it increases the wealth of shareholders. Under a DRP, offering new 

shares substitutes for cash distribution. As such, the DRP is beneficial to firms for cash 

management. Some investors want to hold more of the company’s share, particularly 

when they expect the price of the company’s share will rise mainly due to good 

governance. Yet, those investors want to avoid transaction costs associated with holding 

more of the shares. Tax credits generated by imputation tax facilitates further demand 

for a DRP. As such, the DRP is a way to meet the variety of dividend clientele demand. 

 

Our results using samples from 2001–2013 confirm that the positive effect of 

governance on DRP is true in Australia. This positive association was persistently 

observed only when we restricted our sample period [only] after the introduction of the 

“Principle of Good Corporate Governance and Best Practice Recommendations” in 

March 2003. This positive association was also found robust even when we used 

different difinitions of DRP and different estimation models. This positive effect of 

governance on DRP actvity was also robust regardless of the Global Financial Crisis. 

This finding is supportive evidence that good governance should consider a variety of 

clientele demands for dividend, and investors perceive that good governance leads to a 

rise in price of shares. 
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Results using the augmented model confirmed that the positive effect of governance on 

DRPs was attenuated by imputation tax. This finding supports that the more the DRP 

and thus the greater accumulation of cash led by good governance is weakened when a 

firm adopts a franked dividend and further increases in cash retentions caused by the tax 

credits generated by the DRP. This finding suggests the existence of diminishing 

marginal monitoring to scale of (free) cash flows. We also found that the positive effect 

of governance on the DRP is attenuated by the existence of heavyily disounted DRP but 

intensified by slightly discounted DRP due mainly to the change in the incremental 

effect on cash flows. 
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CHAPTER 7 CONCLUSION 
 

 

 

 

7.1 Chapter overview 

This thesis examines the relationship between the corporate governance and dividend 

policy in Australia for the period of 2001 to 2013. Data for dependent and independent 

data is collected from the Morningstar database, SIRCA, DataStream and companies' 

annual reports. This study started with reviewing the development of the corporate 

governance system, the Australian tax system, and dividend policy. This review was 

followed by the introduction of agency theory, combined with signalling and free cash 

flow theories, and also the firm life cycle theory of dividends. Chapters 4, 5, and 6 

presented the empirical study which individually include the research hypotheses, 

methods and estimation results. Chapter 4 mainly focused on the effect of corporate 

governance on cash dividend payout, Chapter 5 examined the effect of corporate 

governance on share buyback, and Chapter 6 investigated the effect of corporate 

governance on dividend reinvestment plans. 

 

7.2 Key empirical findings 

7.2.1 Corporate governance and dividend payout 

Result of Tobit regressions show that corporate governance is positively and statistically 

significantly correlated with dividend payouts. These findings show that corporate 

governance plays an important role in mitigating agency costs by distributing higher 

cash dividends and highlights the complementary role of governance on dividend 

payments. A moderation effect analysis shows a significant negative relationship 

between governance modification and governance growth opportunities on dividend 
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payouts. These findings show that the positive effect of corporate governance on 

dividend payout policy is attenuated by growth opportunities. This is because, as the 

investment opportunities rise, firms will pay less dividends. A further analysis shows 

that the positive effect of corporate governance on dividend payout policy is intensified 

by a higher franked dividend. This is mainly because the franked dividend can enable 

firms to pay higher dividends and increase the shareholders’ wealth, while mitigating 

the agency problem. 

 

Analyses after breaking down the main corporate governance index into four broad 

categories show that board function was the most significant variable cluster, followed 

by audit function, as factors affecting dividend payout policy in Australia. Results also 

reported a negative effect of the GFC and the positive effect of the introduction of the 

Principles of Good Corporate Governance and Best Practice Recommendations in 2003 

on dividend payouts. 

 

7.2.2 Corporate governance and share buyback 

Chapter 5 examined the relationship between corporate governance and share buyback 

in the top 300 largest firms listed on the ASX, based on their market capitalization, from 

2004 to 2013. The final sample excluded finance and utility firms. 

 

The Tobit result of estimation between corporate governance and share buyback shows 

a significant positive relationship. This is because firms with better governance 

mechanisms are more likely to buy back their shares in order to reach their optimum 

capital structure and as a result to increase their firm’s value. In testing the moderation 

effect of corporate governance and undervaluation, the findings show a significant 
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positive relationship between their modification and share buyback. These results show 

that the positive effect of corporate governance on share buyback is intensified by 

undervaluation ratios such as earning-to-price and market-to-book ratio. 

 

Independent directors and managerial ownership have also positive effects on share 

buyback which is consistent with agency theory. Further results show that audit function 

and nomination committee are the most important categories affecting share buyback 

activity in Australia. Results also show that board independence, audit and nomination 

committees’ size, and the frequency of committee meetings, and extent of CEO and 

directors’ ownership positively affect share buyback practice in Australia. 

 

7.2.3 Corporate governance and dividend reinvestment plan (DRP) 

Chapter 6 examined the relationship between corporate governance and dividend 

reinvestment plan in the top 300 largest firms listed on the ASX, where the selection of 

the top 300 firms was based on their market capitalization, from 2001 to 2013. The final 

sample excludes finance and utility firms. To test the relationship between corporate 

governance and dividend reinvestment plans, a random effect Tobit model has been 

used. In addition, in order to minimize the drawbacks of the Tobit model, this chapter 

also used the panel model for robustness tests. Further analyses also used the Probit 

model to test the effect of corporate governance on the decision of having dividend 

reinvestment plans in Australia. 

 

Results show a significant and positive effect of governance on DRPs as indicated by 

the agency costs theory. Findings also support that managers in companies with a 
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stronger governance mechanism prefer internal financing generated by DRPs rather than 

an external source of finance.  

 

Testing the moderation effect of a fully franked dividend shows that the positive effect 

of corporate governance on DRPs is attenuated by a fully franked dividend. This is 

mainly because the further increase in cash accumulation generated by the franked 

dividend will gradually deteriorate the marginal monitoring effect of good governance 

over misbehaviour of managers, which may be considered a weakening of manager 

monitoring in accordance with the scale of free cash flows. Results also show that the 

positive effect of governance on DRPs is attenuated by the discount rate for firms with a 

high level of discount and it is intensified for firms with a low level of discount. This is 

mainly because of the supply and demand role of discount on DRPs. 

 

Similar results using DRP value and DRP issued shares provide evidence of the 

robustness of the main finding in this chapter. This  robustness was also confirmed by 

similar results when the estimations used a restricted sample separated into dividend 

payer and non-dividend payer firms, and different sample periods. 

 

7.3 Contributions and implications of the study 

This study has highlighted the effectiveness of corporate governance on different types 

of payouts of the firms listed on the Australian stock market. Meanwhile this research 

focuses on the role of the imputation tax system which is substantially different from 

what operates in the United States. Overall, the findings of the thesis, based on the 

governance index, illustrate that governance has a complementary relationship with 

dividend policy. The findings also indicate the importance of individual governance 
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elements such as board function, ownership structure, audit function, external 

mechanism, nomination committee, and remuneration committee to reduce agency costs 

and increase payouts. 

 

Our results illustrate the importance of a proper arrangement of institutional settings to 

improve fairness and equity in an economy. That is, well-functioning corporate 

governance is a way to strengthen the rights of minority shareholders by preventing 

managerial private consumption. Second, our findings suggest that improved corporate 

governance is also important for the allocative efficiency of resources as good 

governance can reduce waste of free cash flows. Third, however, it is uncertain whether 

the franked dividends motivate investors to expect more dividend payouts than the 

optimum level of payouts as indicated by the agency theory. The uncertain effect of 

franked dividends is also an unclear motivation for other dividend types such as share 

buybacks and dividend reinvestment plans, however, the findings of this thesis support 

the positive effect of franked dividends on dividend policy. 

 

Results in this thesis provide implications for payout policy at the firm level as well as 

for government policy as the application of the corporate governance code is 

encouraged by the Australian government in order to protect minority shareholders. 

 

7.4 Limitations of the study and future research 

Results of this thesis relied largely on a governance index which is calculated by hand 

using thirteen governance elements. These variables are: board size, proportion of 

independent directors, board meetings, CEO duality, director’s shareholding, CEO 

shareholding, existence of an audit committee, audit committee meeting disclosure, 
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engagement of “Big Four” auditors, existence of a nomination committee, nomination 

committee meeting disclosure, existence of a remuneration committee, and 

remuneration committee meeting disclosure. Though this index approach covers a 

broader range of governance issues, there has been no unanimously agreed method to 

construct the best index.  

 

As such, this thesis used individual elements of governance for robustness checks, 

which provides a supplement to the results of the index. However, we admit that the 

index used in this thesis was based on dichotomisation rather than levels of data. As a 

result, the index did not capture the full information which is contained in each element 

of governance. Constructing an index using different weights of each individual element 

of governance is an alternative option to be used in future research. 

 

Secondly, this study is only focused on the Australian stock market. A comparative 

analysis with other countries which includes countries where the imputation tax system 

is introduced could be an alternative option. This single country approach was due 

largely to limited time and availability of data. 

 

Thirdly, a more thorough and meaningful exploration of the links between firm 

performance and board process may be obtained by extending into the realm of 

organizational behaviour and psychology (Murphy & McIntyre, 2007). Future 

researchers should consider the development of a more comprehensive framework for 

examining board effectiveness (Murphy & McIntyre, 2007), by combining in-depth 

quantitative and qualitative methods. 
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Finally, issues of corporate governance are closely associated with corporate social 

responsibility (CSR) which considers the well-being of employees among other factors. 

As such, the research in this thesis could be extended to incorporate CSR. For example, 

the relationship between corporate governance and CSR at the nexus of corporate 

decisions on payouts could be an interesting research topic in the future. 
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APPENDICES 
 

 

 

 

Appendix 3-1. 

Consistent with the agency cost-based life cycle theory, a firm’s characteristics such as 

the stability of earnings and level of current and expected future earnings are among the 

most important factors affecting dividend payout policy (Baker et al., 2001). Other 

characteristics such as a firm’s size, profitability, leverage, and growth opportunity are 

positively correlated with dividend payments (Adjaoud & Ben-Amar, 2010; Al-Najjar 

& Belghitar, 2014; Denis & Osobov, 2008; Holder et al., 1998; John & Knyazeva, 

2006; Rozeff, 1982). 

 

Agency theory predicts that, since the higher rate of dividend payments reduces 

managers’ tendency to waste free cash flow, a dividend is positively associated with a 

price premium (Dewenter & Warther, 1998). If the market is efficient in reflecting the 

benefit of reduced agency costs, a high dividend payout should be associated with a 

higher price premium (Zhang, 2008). 

 

Risk is another important factor affecting dividends (Al-Najjar & Belghitar, 2014; 

Grullon et al., 2002; Holder et al., 1998; John & Knyazeva, 2006), where the companies 

that increase their dividends encounter a decline in systematic risk. Other financing 

variables such as the cost of finance, the level of financing required and the level of 
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leverage can also influence the amount of dividend payments (Pouge, 1971) and affect 

the firm’s performance in making a dividend payment.38 

 

Profitability is one of the important variables determining dividend policy as firms with 

high profitability have a higher tendency to pay a dividend (Amidu, 2007) and to make 

a higher dividend payment (Ben Naceur et al., 2006; Howatt et al., 2009; Aivazian et 

al., 2003). This also provides strong support for the residual cash flow theory of 

dividends (Miller & Modigliani, 1961), showing that firms with a high cash flow pay 

larger dividends and vice versa. This is similar to the pecking order theory (Myers, 

1984; Myers & Majluf, 1984) which states that firms are more willing to use their 

internal finance first, then debt and finally external equity acquired by issuing stocks. In 

the context of Australia, the level of profit, maintenance of dividend stability, and effect 

of dividend changes upon share price are the most important variables in determining 

the level of dividend payments (Partington, 1989). 

 

 

 

 

 

 

 

 

 

                                                           
38 External financing (Partington, 1985) is also determined as a residual, this implies that the amount of 

dividend will affect the amount of external financing, but the amount of external financing usually has no 

effect on the level of dividends. 
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Appendix 3-2. 

Previous studies have either developed an index or used corporate governance ratings 

for measuring the strength of governance. For instance, Chen et al. (2003) have 

examined the effect of disclosure and other corporate governance mechanisms on the 

cost of equity capital in Asian emerging markets by using the corporate governance 

rating developed by Credit Lyonnais Securities Asia (CLSA) in 2001. This rating has 

been used in several other studies (see Friedman et al., 2003; Durnev & Kim, 2005). 

CLSA used 57 measures that are divided into seven categories such as transparency, 

management discipline, independence, accountability, responsibility, fairness and social 

awareness by using a binary (yes-or-no response to each of the questions) in an effort to 

reduce subjectivity. 

 

Adjaoud and Ben-Amar (2010) have conducted a study on the relationship between 

corporate governance quality and dividend policy by assessing the governance level 

through the Globe & Mail39 annual corporate governance index. The aggregate 

governance score was developed by summing up the ratings from four sub-categories, 

namely board composition, shareholdings and compensation issues, shareholder rights 

issues, and corporate governance disclosure issues. The maximum corporate governance 

score a company can obtain is 100. According to the G & M rating system, firms with 

better corporate governance practices should achieve higher scores. 

 

Sawicki (2009) has tested the effects of corporate governance on dividend payouts by 

using a governance index with nine different corporate governance variables divided 

                                                           
39 The Globe and Mail Report on Business (ROB) constructed the indices and published the result on 7 

October 2007. The measures were developed based on a rigorous set of best practices culled from the 

corporate governance guidelines and recommendations of US and Canadian regulations, as well as those 

from major institutional investors and associations (McFarland, 2002). 
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into four different categories: board of directors, audit, nomination of directors and 

remuneration. These criteria were used to consider different aspects of the firm’s 

structure, policies and corporate governance practices. In the application of the index, 

respondents were required to answer yes or no to each question, and the questions were 

constructed so that by answering yes each time, one point was be added to the 

governance score. Thus, the scales are from zero to nine where the higher score 

indicates better corporate governance. Similarly, Prommin et al. (2014) have studied the 

effects of corporate governance on stock liquidity using the same methodology as 

Sawicki (2009) for firms listed on the Stock Exchange of Thailand. A comparable 

method has also been used in previous studies to measure the strength of corporate 

governance. For instance, Gompers et al. (2003) created an index based on the anti-

takeover establishment. Christensen et al. (2010) also used the same variables to test the 

relationship between corporate governance on firm performance in Australia but did not 

develop an index. Our study is closest to Sawicki (2009); however, we used 13 relevant 

governance variables in Australia and relied on the ASX Corporate Governance Council 

(2003) principles and recommendations to develop this index. 

 

Previous researchers have also used other governance indexes, such as the 24-factor 

Investor Responsibility Research Center (IRRC) database, as a proxy for corporate 

governance (Gompers et al., 2003; Cremers & Nair, 2005). However, studies using 

IRRC data can only test the impacts of external corporate governance, despite the fact 

that an effective corporate governance measurement requires both internal and external 

measures (Cremers & Nair, 2005). Therefore, shareholders’ engagement can be used as 

a proxy of internal corporate governance (Cremers & Nair, 2005). 
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Brown and Caylor (2006) have developed an index to test the effects of governance on 

firm valuation by taking 51 internal and external corporate governance provisions using 

data from the Institutional Shareholders Service (ISS). The eight ISS categories are: 

audit, charter by laws, the board of directors, director education, director compensation, 

executive compensation, progressive practices, ownership and state of incorporation. 

The factors are coded 1 or 0 depending on whether ISS considered the firm’s corporate 

governance to be minimally recognized or not. The index is measured as the sum of a 

firm’s binary variables where the higher score indicates a better governance mechanism. 
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Appendix 4-1. Criteria used to estimate governance index 

Variables 
ASX Recommendation 

(2003) 
Theory and Evidence 

Board size 

 

Principle 2:  

Structure the board to 

add value – companies 

should have a board of 

an effective 

composition, size and 

commitment to 

adequately discharge its 

responsibilities and 

duties. 

 

Larger boards can bring more experience and recourse to the 

firm and are more constructive for firm performance (Dalton, 

Daily, Johnson, & Ellstrand, 1999).  Chiang (2005) and 

Haniffa and Hudaib (2006) also show that board size is 

significantly associated with accounting and market 

performance. Similarly, Bokpin (2011) and Chen and Yong-

Cheol (2011) show the positive relationship between the size 

of the board and the propensity of companies to pay cash 

dividends. This study argues that larger boards have more 

specialized skills and are better equipped to monitor 

managers (Williams et al., 2005). They are therefore more 

effective and have a positive influence on a firm’s dividend 

policy. 

Board 

meeting 

 

Lipton and Lorsch (1992) have suggested that one of the 

most widely shared problems among directors is a lack of 

time to carry out their tasks. Likewise, Conger et al. (1998) 

have suggested that directors can increase board 

effectiveness by increasing the number of times the board 

meets. Similarly, Vafeas (1999) has shown a positive 

relationship among board meeting frequency, corporate 

governance and ownership characteristics that was consistent 

with contracting and agency theory. Additionally, Kent and 

Stewart (2008) have suggested that boards of directors need 

to be active to meet their corporate governance 

commitments, particularly in ensuring high-quality, 

transparent reporting in annual reports. This study argues that 

companies with more frequent board meetings are more 

likely to perform their duties diligently and effectively, 

thereby enhancing their level of oversight (Yatim et al., 

2006) and having a positive effect on a firm’s dividend 

policy. 

Directors’ 

Independ-

ence 

 

Recommendation 2.1: 

 

A majority of the board 

should be independent. 

Directors’ independence also has a large effect on firm 

performance and consequently on dividend policy decisions. 

According to stewardship theory, less independent boards are 

expected to be highly associated with better performance. 

However, Anderson (2004) and Weisbach (1988) have 

shown a significant and positive relationship between the 

proportion of outsiders on a board and firm performance. 

Dahya and McConnel (2007) have also shown that firms 

with a higher percentage of independent directors have 

higher market valuations. This study argues that independent 

directors can positively affect dividend policy because they 

are in a better position to protect shareholders’ interests from 

opportunistic managers (because they are independent from 

those managers’ influence) (Fama & Jensen, 1983). 
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Appendix 4-1: Governance index development (continued) 

Variables 
ASX Recommendation 

(2003) 
Theory and Evidence 

Directors’ 

shareholding 

 

 

 

 

 

CEOs’ 

shareholding 

 

Welch’s (2003) study of Australian listed companies has 

indicated a significant relationship between managerial 

ownership and firm performance. The results also show that 

when endogeneity is taken into account, ownership and 

performance measures are not significantly dependent. 

Similarly, Wruck (1989) has shown a significant and positive 

relationship between concentrated ownership and firm 

performance. Fenn and Liang (2001) have shown that in a 

mature market, managers’ stock ownership can result in 

higher dividend payments by better aligning the interests of 

shareholders and management. In this study we consider 

higher share ownership among directors and CEOs to have a 

positive effect on dividend policy as the interests of managers 

and general shareholders will be the same. Therefore, we 

considered the directors, and CEOs who own more than 5% 

of the stock to have influence and a positive effect on 

dividend payouts 

Chairman and 

CEO 

separation 

 

Recommendation 2.3:  

 

The roles of the 

chairperson and chief 

executive officer 

should not be held by 

the same individual. 

The final criterion of board structure is CEO duality. Previous 

studies have indicated that most CEOs are opportunistic and 

therefore not automatically loyal to their shareholders 

(Jensen, 1986, 1993; Morck et al., 1990; Shleifer & Vishny, 

1989, 1997); therefore, they prefer to use money for their 

personal goals rather than paying dividends to shareholders. 

CEO chairperson duality can occur when the CEO of the firm 

also serves as a chairperson of the board.  From the 

perspective of agency theory, there is near consensus that one 

individual should not perform the roles of board chairperson 

and CEO simultaneously (Zahra & Pearce, 1989; Lehn & 

Zhao, 2006). This study argues that companies that separate 

the role of CEO and chairman have better performance and 

can make better decisions concerning their dividend policy. 

Audit 

Committee 

Recommendation 4.2:  

 

The board should 

establish an audit 

committee. 

The audit committee performs an important role in 

monitoring the board’s fulfilment of its corporate governance 

and oversight responsibilities in relation to a company risk 

management system, internal control system, financial 

reporting and internal and external audit functions. An 

effective audit committee is a salient feature of a sound 

corporate governance system (DeZoort & Salterio, 2001).   

This study argues that the existence of an independent audit 

committee and committees with at least one meeting annually 

can positively affect dividend policy. 
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Appendix 4-1: Governance index development (continued) 

Variables 

ASX 

Recommendation 

(2003) 

Theory and Evidence 

External 

Auditor 

(Engagement 

of Big Four 

auditors) 

 External auditors are in a position to ensure that companies are 

aware of new reporting requirements (Kent & Stewart, 2008). 

Audit firms generally have more resources and experience to 

ensure that they are familiar with new accounting requirements. 

It is also assumed that these accounting firms have a greater 

incentive to protect their reputation because of their larger client 

base (Francis & Krishnan, 1999; Francis et al., 1999; Krishnan, 

2003; Kim et al., 2003). As a result, they are more conservative 

and require a greater level of disclosure (Clarkson et al., 2003). 

The Big Six (now merged to the Big Four) accounting firms are 

more likely to ensure transparency and eliminate mistakes in 

financial statements because they are more professional and 

have a greater reputation to uphold (Michaely & Shaw, 1995). 

Disclosure is improved if the firm’s external auditor is one of 

the big six international accountant firms (Fan & Wong, 2005). 

Since the merging of the big six companies, we will consider the 

Big Four audit firms to have a positive effect on dividend 

policy. 

Nomination 

committee 

Recommendation 

2.4:  

 

The board should 

establish a 

nomination 

committee. 

The nomination committee focuses on assessing the board of 

directors and examining the characteristics and skills that are 

required in the board candidates, and should therefore be 

separate from the board. A nominating committee provides 

independent recommendations and opinions for choosing the 

best board candidates. In addition, its existence indicates a 

formal and transparent process for the re-appointment of 

existing and new directors (Singapore Code of Corporate of 

Governance 2001). This study therefore argues that the 

existence of a nomination committee,  and the committee having 

at least one meeting annually can positively affect dividend 

policy 

Remunera-tion 

committee. 

Recommendation 

9.2:  

 

The board should 

establish a 

remuneration 

committee. 

Remuneration committees appoint and review the amount and 

nature of all remuneration for senior officers of the company. 

This contributes to alleviating the agency problem by designing, 

constructing and implementing incentive schemes to better align 

the goals between management and shareholders (Jensen & 

Murphy, 1990). A separate remuneration committee plays a key 

role in determining that remuneration policies are effective and 

reported and explained to the shareholders. In the absence of an 

independent remuneration committee, it appears that executives 

are allowed to write their own contracts with one hand and sign 

them with the other (Williamson, 1988). This study therefore 

argues that the existence of a remuneration committee, and the 

committee having at least one meeting annually can positively 

affect dividend policy 
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Appendix 5-1. Corporate governance index variables 

(1) Board function 

 

 

 

 

 

 

 

 

 

 

             Managerial control 

Board size (measured as the number of directors in each company during the year) 

> the mean of board size in each year. 

Independence of the directors on the board (measured as the proportion of non-

executive directors on the board (Monem, 2013) > 50% of total directors. 

Number of board meetings (measured as the number of board meetings in each 

company) > the mean of total board meetings in each year. 

Chairman and CEO separation. 

 

Directors’ control (measured as the total number of shares held by directors 

excluding CEO in each company) < 5% of total outstanding shares in the 

company. 

CEOs’ control (measured as the number of shares held by the CEO in each 

company) < 5 % of total outstanding shares in the company. 

(2) Audit function Existence of an audit committee 

The committee meets at least once annually  

Engagement of Big Four auditors 

(3) Nomination committee Existence of a nomination committee 

The committee meets at least once annually 

(4) Remuneration 

committee 

Existence of a remuneration committee 

The committee meets at least once annually 

Notes: 

This table identifies the criteria used in constructing the governance index. Each question is constructed in a 

manner that the answer ‘yes’ adds one point to the governance score. The rating is on a scale of 0 to 13, with a 

higher score indicating better governance. 

The aim of this construction is to generate an index range by identifying firms’ satisfaction of the 13 selected 

governance elements. The index developed in this study is based on four categories: board function, audit, 

nomination, and remuneration committee. Board function relates to the structuring of boards and board meetings, 

which are crucial elements of governance. The audit committee and external auditor convey a fair and balanced 

view of the organization, which may lead to either additional reporting requirements or assurance from 

management that shareholders’ interests will be foremost in their priorities. The nomination committee deals with 

appointments and resignations of directors. The remuneration committee encourages personal involvement of 

managers’ handling of the agency problems by providing profit-related incentives, such as bonds. The index 

covers various aspects of companies’ structure and policies that comprise good governance practice. Finally, the 

index includes the external governance factor of an external auditor. 

The main theoretical framework for developing the index is the ASX Principles of Good Governance and Best 

Practice Recommendations (2003). This is following the introduction of the ASX Listing Rule 4.10.3 (introduced 

on 1 July 1995), which require firms to disclose and comply with governance guidance, and also publication of the 

ASX Principles of Good Governance and Best Practice Recommendations in their annual report. The construction 

of the index based on ASX (2003) is as follows: 

Principle 2: Structure the board to add value – companies should have a board of an effective composition, size 

and commitment to adequately discharge its responsibilities and duties. This principle can emphasize the 

importance of board size and meetings. 

Recommendation 2.1: A majority of the board should be independent. 

Recommendation 2.3: The roles of the chairperson and chief executive officer should not be held by the same 

individual. 

By considering the voting right of shareholders who hold more than 5% of the shares, and also by taking into 

account the effect of DRPs in reducing agency cost, and importance of the directors being independent from the 

company, this thesis assumes that if directors and/or the CEO hold less than 5% of shares, DRPs can be used more 

effectively as one of the main tools to reduce the agency problem. 

Recommendation 4.2: The board should establish an audit committee. 

Recommendation 2.4: The board should establish a nomination committee. 

Recommendation 9.2: The board should establish a remuneration committee. 
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Appendix 6-1. Corporate governance index variables 

(1) Board function 

 

 

 

 

 

 

 

 

 

 

             Managerial control 

Board size (measured as the number of directors in each company during the year) 

> the mean of board size in each year. 

Independence of the directors on the board (measured as the proportion of non-

executive directors on the board (Monem, 2013) > 50% of total directors. 

Number of board meetings (measured as the number of board meetings in each 

company) > the mean of total board meetings in each year. 

Chairman and CEO separation. 

 

Directors’ control (measured as the total number of shares held by directors 

excluding CEO in each company) < 5% of total outstanding shares in the 

company. 

CEOs’ control (measured as the number of shares held by the CEO in each 

company) < 5 % of total outstanding shares in the company. 

(2) Audit function Existence of an audit committee 

The committee meets at least once annually  

Engagement of Big Four auditors 

(3) Nomination committee Existence of a nomination committee 

The committee meets at least once annually 

(4) Remuneration 

committee 

Existence of a remuneration committee 

The committee meets at least once annually 

Notes: 

This table identifies the criteria used in constructing the governance index. Each question is constructed in a 

manner that the answer ‘yes’ adds one point to the governance score. The rating is on a scale of 0 to 13, with a 

higher score indicating better governance. 

The aim of this construction is to generate an index range by identifying firms’ satisfaction of the 13 selected 

governance elements. The index developed in this study is based on four categories: board function, audit, 

nomination, and remuneration committee. Board function relates to the structuring of boards and board meetings, 

which are crucial elements of governance. The audit committee and external auditor convey a fair and balanced 

view of the organization, which may lead to either additional reporting requirements or assurance from 

management that shareholders’ interests will be foremost in their priorities. The nomination committee deals with 

appointments and resignations of directors. The remuneration committee encourages personal involvement of 

managers’ handling of the agency problems by providing profit-related incentives, such as bonds. The index 

covers various aspects of companies’ structure and policies that comprise good governance practice. Finally, the 

index includes the external governance factor of an external auditor. 

The main theoretical framework for developing the index is the ASX Principles of Good Governance and Best 

Practice Recommendations (2003). This is following the introduction of the ASX Listing Rule 4.10.3 (introduced 

on 1 July 1995) , which require firms to disclose and comply with governance guidance, and also publication of 

the ASX Principles of Good Governance and Best Practice Recommendations in their annual report. The 

construction of the index based on ASX (2003) is as follows: 

Principle 2: Structure the board to add value – companies should have a board of an effective composition, size 

and commitment to adequately discharge its responsibilities and duties. This principle can emphasize the 

importance of board size and meetings. 

Recommendation 2.1: A majority of the board should be independent. 

Recommendation 2.3: The roles of the chairperson and chief executive officer should not be held by the same 

individual. 

By considering the voting right of shareholders who hold more than 5% of the shares, and also by taking into 

account the effect of DRPs in reducing agency cost, and importance of the directors being independent from the 

company, this thesis assumes that if directors and/or the CEO hold less than 5% of shares, DRPs can be used more 

effectively as one of the main tools to reduce the agency problem. 

Recommendation 4.2: The board should establish an audit committee. 

Recommendation 2.4: The board should establish a nomination committee. 

Recommendation 9.2: The board should establish a remuneration committee. 


