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Abstract: Dividend smoothing is when you keep your dividends relative to your Earnings per share. Not too high dividends and not too 

low. It may also imply setting a dividend price that does not necessarily conform to retained earnings. The dividend smoothing decision 

can affect the value of the firm by changing the firm’s expected earnings in the preceding years, its cost of capital or both. One of the 

most important objectives of determining factors leading to dividend smoothing of the firm is to ensure that we maximize shareholders 

wealth while we protect the value of the firm in terms of retained earnings. This project was on the determinants of dividend smoothing 

in the Kenyan firms with special reference to those listed in the NSE. This study sought to establish the determinants of dividend 

smoothing of the listed companies in Kenya. The study focused on the firms that have been paying out dividends in the last five years. 

Expectedly, the results of the study were sufficient to give an insight into the determinants of dividend smoothing among the listed 

companies in Kenya, which were: size of the firm, firms earning and profitability, firms agency conflict, ownership structure, taxes, 

information asymmetry and growth stage of the firm. The study employed univariate analysis and multiple regressions to measure the 

impact of the different factors on the company’s dividend payout. The data that was used was for the last five years that is; from 2008 to 

2012 since the more recent the data the more it is likely to give the true representation in the industry.  
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1. Introduction 
 

Though governments focus on the economy as a whole, no 

economy can grow if the micro units, in this case firms are 

not managed efficiently. Efficient management requires 

quality decisions. In finance quality financial decision is 

central to financial management. Financial decisions are 

discussed under the headings, investment, financing and 

asset management.  

 

The focus in this study was on an unresolved issue, namely 

the dividend decision. Company dividend decisions involve 

a wide range of policy issues at both the macro and micro 

levels. At the macro level, dividend decisions affect capital 

market development, interest rate, security price 

determination, and regulation, while at the micro level, it 

affect capital structure, corporate governance and company 

development (Green et al., 2002). From valuation 

perspective it is presumed that investors buy future 

dividends when they buy a new share.  

 

Dividend decision is contentious due to lack of agreement as 

to whether it impacts on the value of the firm or not. 

Contemporary finance theory and practice is constructed on 

the idea of absence of arbitrage as the unifying concept of 

valuation. Absence of arbitrage implies the existence and 

rule of one price in capital and financial markets imply that 

identical assets have identical values. Furthermore the law of 

one price states that we can use market prices to determine 

the value of investment opportunity for investors at firm and 

individual level (Berk and DeMarzo, 2011:50). Financial 

decisions are only relevant if they impact on the value of the 

firm. An important financial decision is the amount of 

earnings to distribute to shareholders as dividends. The 

distribution is in cognizance of the conviction that firms 

exist to maximizing shareholder wealth. The argument 

behind dividend policy is that when firms generate excess 

cash, managers and directors must decide how to use the 

free cash. The excess cash can be invested into worthwhile 

projects as is prevalent in young and rapidly growing firms 

or can be distributed as dividends as in the case of mature 

profitable firms. In the background is the idea developed by 

Modigliani and Miller (1961) stating that in perfect capital 

market, the firm‟s choice of dividend policy is irrelevant and 

does not affect the value of the firm. Even the irrelevance 

theorem, it is emerging that dividend policy is shaped by 

market imperfections, such as taxes, agency costs, 

transactions costs, and asymmetric information between 

managers and investors (Berk and DeMarzo, 2011:551). 

From agency theory perspective, dividend payout is one of 

the effective management tools to manage the relationship 

between the management and the owners of the firm 

(shareholders).  

 

The various studies done on dividend smoothing have not 

yet resolved the puzzle of the primary determinants of 

dividend smoothing decisions by firms especially on the 

Kenyan firms. Various theories and empirical studies 

reviewed have further revealed the contradicting views of 

researchers on the subject of dividend smoothing. On 

determinants of dividend smoothing, no studies have been 

done in Kenya and specifically on the relationship between 

profitability, agency conflicts, size of firms, earnings, 

ownership structure and dividend smoothing. This study has 

addressed the knowledge gap on the relationship between; 

taxes, information asymmetry, size , agency conflicts, 

earnings and profitability, growth stage, ownership structure 

and dividend smoothing of companies listed in the NSE. 
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2. Statement of the Problem 
 

Dividend policies refer to a firm‟s policy regarding 

disbursing out cash to its shareholders holding constant its 

investment and borrowing decisions. In a perfect capital 

market the value of the firm is unchanged no matter what 

dividend policy the firm adopts. However, in the real world 

frictions exist, and such frictions can cause dividend policy 

to have effect on the value of the firm (Bodie, Merton and 

Cleeton, 2009:253). 

 

Despite the prevalence and importance of dividend 

smoothing; there is little agreement about why firms smooth 

their dividends or what determines a firm‟s propensity to 

smooth. The determination of an optimal dividend payout 

and dividend smoothing as well as the factors that determine 

it have been and is still an important area in financial 

management. This is evident in a comment by Leary and 

Michaely (2011) ‘Rather than set dividends de novo each 

quarter, firms first consider whether they need to make any 

changes from the existing rate. Only when they have decided 

a change is necessary do they consider how large it should 

be. Managers appear to believe strongly that the market puts 

a premium on firms with a stable dividend policy.‟ 

However, some researchers conclude that dividend 

smoothing is costly to firms. Yet other researchers observe 

that there is no clear reason why firms smooth their 

dividends, nor convincing evidence that investors prefer this 

practice (Berk and Demarzo, 2007:556; Baker and Wurgler, 

2010), and lack in agreement on factors that influence 

managers decision to smooth dividends (Lambrecht and 

Myers, 2010). 

 

This study mainly focused on the primary factors that make 

firms that are listed in the Nairobi Securities Exchange 

(NSE) smooth their dividends. The researcher used a sample 

size of all firms which have been paying dividend to their 

shareholders for the last five years and are listed in the NSE. 

The study targeted the large and small firms, old and new 

firms and highly profitable and low profit making firms in 

order to get the probable answers to the research question. 

 

This research therefore intends to concentrate on identifying 

the determinants of the dividend smoothing decisions of 

companies listed at the NSE. Although several studies have 

been done on the dividend decisions of the companies none 

has been done on determinants of dividend smoothing firms 

listed at the NSE goals. Mutswenje (2006) in a multi 

correlation analysis of dividend paid against other factors 

(twenty seven in total) such as need of the investors, share 

price of the firm and broker information; cite a varied 

response to different situation. As such seems to make a 

conclusion that given different conditions the dividend 

decision will definitely change. 

Research carried out by Karanja (1984) and Ndung‟u (2009) 

document that determinants of dividend policy has 

constantly grown from liquidity position of the firm to 

expected future profits, cash flow position, and profitable 

investments. These determinants are both internal and 

external. Studies by Asuke (2009) and Odhiambo (2006) 

were also set to find out the determinants of dividend 

payment policies by the twenty financial – sector listed 

companies at the NSE 

 

Given that similar studies are in developed economy, NSE is 

ideal because the frictions in this market vary compared to 

European and American capital markets. Mwaura and 

Waweru (2012) investigated the signaling hypothesis by 

testing the displacement property of dividends. The study‟s 

findings provided further empirical evidence that dividends 

are used as signals about future earnings prospects of the 

firm.  

 

The researcher has explored the time trends in smoothing 

behavior over a longer horizon than has previously been 

documented in Kenya. Expectedly, the findings will serve 

both to shed light on existing theories of smoothing as well 

as to provide direction for future theoretical work. 

 

The issue of determinants of dividend smoothing has not 

been given enough attention by researchers especially in 

Africa and in particular Kenya. In fact none has ever been 

done concerning this topic. There‟s a very big disparities 

between time periods during which the research were carried 

out. It was therefore important to carry out this study to 

understand the determinants of dividend smoothening in the 

firms listed in the NSE and those that has been paying 

dividends for the past five years. This study was therefore 

seeking an answer to the questions: What factors influence 

dividend smoothing at NSE? 

 

3. Objective of the Study 
 

This study sought to establish the factors that influence 

dividend smoothing among the companies listed at Nairobi 

Securities Exchange. 

 

4. Determinants of Dividend Smoothing 
 

There are different factors that determine dividend 

smoothing and that may affect the dividend payout choice. 

According to Kumar (1988), Guttman et. al. (2007)), firm 

size, firm age, asset tangibility and the profitability could be 

used to proxy for the degree of information asymmetry and 

its relationship with dividend smoothing decisions by firms. 

Among the factors, the most common cited are, profitability, 

size, expected growth, operating risk, agency conflicts, 

managerial ownership, and the earnings of the company. 

This study looks at the following factors: profitability of the 

firm, size of the firm, earnings of the firm, the ownership 

structure and the agency conflict between the shareholders 

and the management. The research therefore will look at the 

literature surrounding these selected expected determinants 

of dividend smoothing decisions. 

 

4.1 Size of the Firm 

 

There is still no consensus among researchers on the impact 

of the company‟s size on the dividend smoothing decisions. 

It is also still not clear if such a relationship exists, and if it 

does, the nature of the relationship whether inverse or 

positive. We however see that Titman and Wessels (1988) 

confirm that there is a positive relationship between the size 

of a firm and its dividend smoothing. They argue that the 
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larger companies are likely to smooth dividends since they 

have lower variance of their earnings, making them able to 

tolerate dividend payout ratios.  

 

However, according to the pecking order theory, there is a 

negative relationship between the size of a firm and the 

dividend payout. The reason for this is that larger companies 

are more closely observed and they should be more able to 

issue equity. Rajan and Zingales, (1995) support this 

argument that the larger companies should have lower debt 

because of less asymmetric information.  

 

4.2 Firms Earnings and Profitability 

 

Dividend smoothing is determined in part by the time-series 

properties of a firm‟s earnings. Consistent with the survey 

evidence of Lintner (1956), firms with more persistent 

earnings series smooth less, while those with more cyclical 

earnings smooth more. It has also been found that firms that 

smooth their earnings more smooth dividends less. At the 

same time, our cross-sectional results reflect differences in 

dividend policy over and above any differences in earnings 

smoothing behavior. It is also documented that there is a 

pronounced asymmetry in smoothing behavior: Firms adjust 

dividends quicker when they are below their target than 

when they are above. 

 

The financial literature provides conflicting evidence on the 

relationship between the profitability and the capital 

structure of the company. Myers and Majluf, (1984) argue 

that the companies have a pecking order in the choice of 

financing their activities and the relationship between 

leverage and profitability is negative since the internal funds 

are more preferred than debt. There is therefore a negative 

relationship between the company‟s profitability and the 

level of its debts. It is however generally expected that more 

profitable companies are more able in tolerating high level 

of debt since they may be in a good position to meet their 

obligations easily and on time. They therefore can easily add 

more debt in their capital structure (Peterson and Rajan, 

1994).  

 

Ellili and Farouk, (2011) in their empirical analysis of 

companies traded on Abu Dhabi Stock Exchange found out 

that profitability is negatively correlated to the long term 

leverage and positively correlated to the short term leverage. 

This result reveals that the profitable companies use their 

internal funds in financing their long term investments and 

use the short term debt in financing their operating activities.  

 

4.3 Firms Agency Conflicts  

 

On the other hand, the evidence is more consistent with 

agency conflicts as the market friction that motivates 

smoothing. For example, Easterbrook(1984), Allen, 

Bernardo, and Welch (2000), and DeAngelo and DeAngelo 

(2007) all predict a positive relationship between smoothing 

and the level of dividends, and between smoothing and the 

severity of the free cash flow problem. Overall, the results 

suggest that this class of agency-based models offers the 

most promise for future development. 

 

Turning to agency cost proxies, highly profitable firms with 

low market to-book ratios are likely to have excess cash 

relative to profitable investment opportunities (Jensen 1986; 

Fama and French 2002). Likewise, firms that are cash cows 

(firms that are profitable, have high credit ratings, and have 

low P/E ratios) are likely to be more sensitive to agency 

problems (Brav et al. 2005). Further, include a measure of 

governance strength (the Gompers, Ishii, and Metrick 2003 

index) to capture exposure to principal-agent conflicts 

(Officer2010; John and Knyazeva 2008 

 

4.4 Ownership Structure 

 

Dividend smoothing can also arise from an effort to avoid 

costly external finance, as in Almeida, Campello, and 

Weisbach (2004). However, smoothing is said to be most 

prevalent among firms that appear to have the least 

constrained access to external capital and highest dividend 

levels. Tax-based models, which imply that firms held 

largely by individual investors will tend to smooth more, 

also receive little support. 

 

Harris and Raviv (1988) affirm that the managers increase 

the debt ratio in order to reinforce their control. Managers 

try to change the capital structure of the companies to 

control a large fraction of voting rights. Zingales et al (1995) 

and Zwiebel (1996) argue that threat of takeover forces the 

managers to issue debts and to prove their alignment. By the 

issue of bonds, the managers avoid investing in projects with 

a negative net present value in order to decrease the 

bankruptcy risk. Amihud and Lev (1981) affirm that the 

managers having a non-diversifiable human capital are more 

interested in minimizing their risk of employment through 

the viability of the companies by reducing the debts. Also, 

Berger, Ofeck and Yermack (1997) find that the entrenched 

managers avoid debt.  

 

Amihud and Lev, (1981) argue that managerial insiders have 

a somewhat different perspective since many of them have 

large portions of their personal wealth invested in the firm. 

The same view was shared by Friend and Hasbrouck, 

(1988). The wealth that managerial insiders have invested in 

their employer is composed largely of their employer‟s 

common stock and the human capital they have accumulated 

while working for the firm. Since these items tend to 

represent a large proportion of an insider‟s total wealth, the 

bankruptcy of the employer would have a major impact on 

their personal wealth. According to Friend and Hasbrouck 

(1988), the more wealth a managerial insider has invested in 

the employer, the greater the incentive they have to 

minimize the use of debt financing. 

 

Noe and Rebello (1996) argue that the locus of control 

within a firm is an important determinant of choice of 

finance. When corporate decisions are dictated by the 

manager, equity issues will be favored over debt because of 

the managers‟ inclination to protect their undiversified 

human capital and to avoid the performance pressure 

associated with debt commitments (Berger et al., 1997). 

However, Abor (2008) argue that the locus of control rests 

with substantial shareholders that are not represented on the 

management board, especially of quoted firms. He further 

argues that the company may take on more debt to limit the 
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scope for managerial discretion and notes that previous 

empirical studies suggest that managerial ownership should 

be negatively related to use of debt.  

 

4.5 Taxes 

 

Various studies carried out suggest that there are significant 

variations in agency relationships and tax systems. Shleifer 

and Vishny (1997) point out that adoption of full or partial 

imputation system in which shareholders can receive tax 

benefits at least a part for corporate tax payments on 

distributed income. These facts naturally raise a prediction 

that the degree of dividend smoothing significantly varies 

across firms with different ownership structures and tax 

obligations. Dewenter and Warther (1998) found that some 

firms are less reluctant to cut or omit dividends than other 

firms and that this behaviour has a direct relationship with 

dividend smoothing. Andres, Betzer, Goergen, and 

Renneboog (2009) argued that German firms adopt more 

flexible dividend smoothing policy than US firms due to its 

favourable tax regime. In a similar vein, Chemmanur, He, 

Hu, and Liu (2010) suggest that Hong Kong firms, which 

have concentrated ownership structures and do not present 

adverse tax effects on dividends, adjust dividend levels more 

quickly to the long-term target than US. 

 

4.6  Information Asymmetry 

 

The limited information available on dividend smoothing is 

surprising especially when compared to our knowledge, both 

theoretical and empirical, of what determines the level of 

dividends (see Allen and Michaely (2003) and Kalay and 

Lemmon (2008) for comprehensive reviews of this 

literature). Theories of dividend smoothing are primarily 

based on either asymmetric information (Kumar (1988), 

Brennan and Thakor (1990), Guttman, Kadan, and Kandel 

(2007))  

 

Generally speaking, the implications of the asymmetric 

information models are that firms facing more uncertainty 

and greater information asymmetry will tend to smooth 

more. For example, Kumar (1988) and Guttman et al. (2007) 

show that dividend smoothing can arise from a coarse 

signaling equilibrium in a setting where managers have 

private information about firm value. The agency models‟ 

implications are that firms that face greater potential for 

conflicts of interest between shareholders and managers – 

those with slower growth, excess cash or weaker 

monitoring–will smooth more. For example, Allen et al. 

(2000) propose that a greater concentration of institutional 

investors (who exert better monitoring than individual 

investors) will result in more smoothing. 

 

 

 

4.7 Growth stage of a firm 

 

Ellili and Farouk (2011) found out that the expected growth 

of the company has a positive impact on the long term 

leverage and a negative impact on the short term leverage. 

Their results confirm that the companies do prefer financing 

their growth by the long term debt rather than the short term 

debt. This suggests that small firms that have prospects to 

grow further smooth more their dividends compared to large 

and well established firms. However, previous empirical 

results on the relationship between the expected growth and 

the dividend smoothing were ambiguous. According to the 

pecking order theory, the relationship between the growth 

and the leverage is positive since higher growth 

opportunities imply a higher demand of fund through the 

preferred source of debt.  

 

5. Literature Review 
 

This chapter explores various studies carried out on dividend 

smoothing to establish the relationship between the various 

expected factors affecting dividend smoothing decisions and 

the dividend smoothing of the companies registered in 

Kenya and listed in the NSE. In this chapter we introduce 

the theories on dividend smoothing and later in the chapter 

we review the key determinants of dividend smoothing. 
 
5.1 Theoretical Review 

 
The determination of dividend smoothing has been one of 

the most controversial topics in finance and several theories 

have been put forth on this subject. Existing models of 

dividend smoothing can be divided into those that are 

primarily based on asymmetric information and those that 

are motivated by agency considerations. On the whole, 

theories motivated by asymmetric information generally 

predict that increases in information asymmetry and risk will 

increase smoothing (Kumar (1988), Guttman et. al. (2007)). 

The presence of institutional investors may lead to both 

more information production and better monitoring (Allen et 

al, 2000), while models motivated by agency conflicts 

predict that as the extent of conflict of interest between 

managers and outside shareholders increases, the use of 

smoothing will increase to reduce those conflicts. Allen et 

al. (2000) use an agency-based argument to predict that 

smoothing will increase with institutional ownership, while 

in Brennan and Thakor (1990) information asymmetry leads 

to more smoothing with lower institutional holdings. These 

theories that have been put forth to explain dividend 

smoothing and are discussed at length as follows: 

 

5.1.1 Information asymmetry or Signaling theory 

Another assumption of Modigliani and Miller‟s value 

invariance theory was that the market possesses full 

information about the activities of firms. Models referring to 

the signaling theories assume the existence of imperfect and 

asymmetric information between the various partners of the 

company. The conflicts of interests are likely to appear 

between the quite informed managers and the other 

uninformed partners. To solve this problem, the managers 

try to communicate their information to the other partners by 

a signal. There are multiple signals used in finance and 

allow the investors to make a perfect difference between 

various companies. This invariance theory assumption of 

perfect information was relaxed by Leland and Pyle (1976) 

and Stephen Ross through the information asymmetry theory 

(Ross 1977). 

 

Asymmetric information models, Kumar (1988), Kumar and 

Lee (2001) and Guttman, Kadan, and Kandel(2007) offer 

models in which the dividend serves as a signal of 

Paper ID: SUB151565 1854



International Journal of Science and Research (IJSR) 
ISSN (Online): 2319-7064 

Index Copernicus Value (2013): 6.14 | Impact Factor (2013): 4.438 

Volume 4 Issue 2, February 2015 

www.ijsr.net 
Licensed Under Creative Commons Attribution CC BY 

managers‟ private information about current or future cash 

flows. 

 

Asymmetric information generally predict that increases in 

information asymmetry and risk will increase smoothing 

(e.g., Kumar (1988), Guttman et. al. (2007)),for example, the 

level of dividends is part of the Prudent-man rules, 

suggesting that stocks that pay higher level of dividends are 

more likely to be held by institutional investors (Brav and 

Heaton, 1998). The presence of institutional investors may 

lead to both more information production and better 

monitoring (Allen et al, 2000) 

 

However, Fama and French (1988) were of a different 

opinion that more profitable firms tend to have lower levels 

of dividend payout. They argued that increasing dividends 

actually signals poor prospects for future earnings and cash 

flow as there will be less internal financing available to fund 

development. Baeyens and Manigaart (2003) argue that 

information asymmetries decrease over the lifetime of a 

firm. However, there is insufficient clarity on exactly how 

signaling, within the context of information asymmetries, 

affects dividend smoothening decisions.  

 

5.1.2 Pecking Order Theory 

This theory is based on the asymmetric information between 

managers and investors. Managers know more about the true 

value of the company and the company‟s riskiness than less 

informed outside investors which affects the choice between 

internal and external financing Myers (1984). To avoid the 

problem of under-investment, the managers seek to finance 

the new project using a security that is not undervalued by 

the market, such as internal funds including retained 

earnings or riskless debt and therefore would reduce the 

amount payable as dividends in order to finance such 

projects. The pecking order theory is able to explain why 

companies tend to depend on internal sources of funds. 

According to this theory and if the external funds are 

needed, the companies prefer the issue of debts to that of 

stocks because of the low information costs associated with 

such issue.  

 

Myers found that firms tend to follow a „pecking order‟ in 

financing their projects. First they use internal equity, then 

debt, and only then do they use external equity (Myers, 

1984). Ross (1977) earlier argued that firms use more debt 

to overcome information asymmetries and signal better 

prospects. Myers (2001) however used information 

asymmetries to argue that managers are unlikely to issue 

equity because they fear it will signal that the stock price is 

overvalued. Allen (1993) and Fama and French (1988 ) like 

Myers also found that leverage is inversely related to 

profitability, which supports the pecking order theory view 

that debt is only issued when there is insufficient retained 

income to finance investment. 

5.1.3 Agency Conflict Theory 

Jensen and Meckling (1976) are the pioneers in introducing 

the agency theory and in relaxing the assumption of no 

conflict of interest between the managers and the 

shareholders. Their financial model is focused mainly on the 

relationship between the shareholders as the principal and 

the manager as the agent. Managers do not always act in the 

interest of the shareholders and consequently the goal is not 

always to maximize the value of the company and therefore 

a conflict of interest arises. Such a conflict of interest will 

create agency costs that require remedy measures. The 

managers tend to prove the quality of their decisions in a 

way to put the shareholder in confidence and minimizing the 

residual loss corresponding to the divergence of interests 

between the manager and the shareholders. According to 

Jensen and Meckling (1976), the managers can use the 

financial policy to get pecuniary and non-pecuniary benefits 

like prestige, discretionary latitude and empire building. The 

constraint of dividend payout is not always neutral but it 

influences the managerial behavior in terms of investment.  

 

Easterbrook (1984) and Jensen (1986) suggest that paying a 

dividend that is both high and smooth forces firms to raise 

external capital to meet any financing needs. This continual 

exposure to the discipline of external financial markets 

reduces agency costs. DeAngelo and DeAngelo (2007) 

model the trade-off between agency costs of free cash and 

adverse selection costs of security issuance. Low leverage 

preserves financial flexibility, but exposes firms to the 

agency costs of excess cash. A high and stable dividend 

enables mature firms to mitigate agency costs without 

sacrificing (and perhaps enhancing) access to low-cost 

external capital. The authors conclude that “the ideal 

financial policy for mature firms is low leverage combined 

with substantial, ongoing equity payouts.” This predicts a 

very different profile of dividend smoothers from the 

financial constraints explanation, in which dividend 

smoothing is associated with low dividend levels and high-

cost capital market access. 

 

Finally Lambrecht and Myers (2010) argue that shareholders 

demand a regular dividend to limit agency costs, but costs of 

collective action allow the manager to extract rents. Risk 

aversion and habit formation in the manager‟s utility 

function lead him to desire a smooth stream of rents, which 

in turn requires a smooth stream of dividends. While the 

level of dividends increases as shareholder rights weaken, 

the degree of smoothing is primarily a function of the 

manager‟s habit persistence. 

 

5.2 Empirical Literature 

 

Lintner (1956) in his research developed a model of 

dividend policy in which he proposed that firms adjust their 

dividends slowly to maintain a target long-run payout ratio. 

Lintner interviewed managers from 28 companies and found 

that rather than setting dividends each year independently 

based on that year‟s earnings, they first decide whether to 

change dividends from the previous year‟s level. Managers 

claimed to reduce dividends only when they had no other 

choice, and increase dividends only if they were confident 

that future cash cows could sustain the new dividend level. 

Two beliefs were expressed strongly: that investors put a 

premium on companies with stable dividends, and that 

markets penalize firms that cut dividends. Furthermore, 

Lintner found that managers were setting the dividend policy 

first, while adjusting other cash-related decisions to the 

chosen dividend level. Almost fifty years later, in a survey 

of 384 financial executives, Brav, Graham, Harvey and 

Michaely (2005) found that similar considerations still play 

a dominant role in determining dividends in publicly traded 
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firms. By contrast, Michaely and Roberts (2007) found that 

dividend smoothing is significantly less likely in private 

firms. 

 

Michaely and Roberts (2006) carried a research on Dividend 

Smoothing, Agency Costs, and Information Asymmetry: 

Lessons from the Dividend Policies of Private Firms. The 

results showed that the protection of governance 

mechanisms afforded to shareholders of publicly traded 

companies results in dividend policies that distribute a 

relatively large fraction of earnings, and dividends that are 

more sensitive to variations in investment opportunities 

relative to otherwise similar private firms for which these 

mechanism are unavailable to mitigate agency conflicts. 

 

Leary and Michaely (2009) carried out a research on the 

reason why firms in the United States of America smooth 

dividends. The study revealed that larger firms, firms with 

more tangible assets, and firms with lower price volatility 

and earnings volatility smooth more. The findings also 

indicated that firms with slower growth prospects and firms 

that are “cash cows” smooth more. Firms with a more 

significant presence of institutional investors and firms with 

higher payout ratios also smoothed more. 

 

Oman (2011) offered a valuable opportunity to investigate 

the stability of the dividend policy. In Oman, (1) there are no 

taxes on dividends, (2) firms are highly levered mainly 

through bank loans, (3) there is a high concentration of stock 

ownership and (4) there is variability in cash dividend 

payments. These factors suggested a diminished role of 

dividend smoothing in Oman. The results showed that 

financial firms have erratic dividend policies. His results 

were inconsistent with the predictions suggested by the 

relatively weak corporate governance, government 

ownership and dividend signaling. 

 

The various studies done on dividend smoothing have not 

yet resolved the puzzle of the primary determinants of 

dividend smoothing decisions by firms especially on the 

Kenyan firms. Various theories and empirical studies 

reviewed in this chapter have further revealed the 

contradicting views of researchers on the subject of dividend 

smoothing. On determinants of dividend smoothing, no 

studies have been done in Kenya and specifically on the 

relationship between profitability, agency conflicts, and size 

of firms, earnings, ownership structure and dividend 

smoothing.  

 

This study addresses the knowledge gap on the relationship 

between; taxes, information asymmetry, size , agency 

conflicts, earnings and profitability, growth stage, ownership 

structure and dividend smoothing of companies listed in the 

NSE. 

 

6. Research Methodology 
 

The study adopted a descriptive study of the factors 

determining dividend smoothing by companies listed in 

Nairobi Securities Exchange, Kenya. The study therefore 

employed a casual design. The study employed cross-

sectional research design to gather the data. This design was 

chosen because it offers the most reliable set of data. Cross-

sectional research involves observation of a representative 

subset at a defined time. The study was a quantitative study 

and the data collection covered the last five financial years 

(2008-2012). The goal of the research design was to describe 

relevant aspects of the dividend payout from an individual 

organizational, industry oriented or other perspective. Such 

information may be vital before even considering certain 

corrective steps in the whole process. (Blurtit.com, 2012). 

The study included all listed firms that have been paying 

dividends for the last 5 years and that are currently listed in 

the Nairobi securities Exchange. The sample was deduced 

through a census of the firms that are listed in the NSE and 

have paid dividends for the last 5years. The NSE staffs with 

knowledge of data required were consulted and the 

secondary data obtained. The study used secondary data 

from NSE data base. The data was collected through request 

for the relevant information from the NSE and the firms 

under the study themselves. The data collection was divided 

into four parts; the premier- had questions on the general 

information about the case company. The second part 

researched on the company in relation to the dividend 

payout, the third on the ownership structure, growth of the 

company and profitability and earnings of the company and 

the fourth on the size of the company and agency conflicts in 

relation to the dividend smoothing 

 

6.1 Data Processing and Analysis 

 

This study employed multiple regression analysis to measure 

the effect of the different factors on the company‟s dividend 

smoothing decision to analyze the relationship between the 

dependent and the independent variables; the following 

regression equation was used: 

Y =α+β1X1+β2X2+β3X3+β4X4+β5X5+ β6D+E 

Where;  

Y is the dividend smoothing computed using Linters model 

to estimate the Speed of adjustment (SOA); ϪDit = g + h 

(D
^*

it – Dit-1) + Xit, 

α, β1-β6 are coefficients to be extracted of X. 

X1= size of the firm measured as the natural logarithm of 

total assets 

X2 = earnings of the firm measured as the amount of sales 

growth in revenue annually 

X3 = profitability measured by the returns on assets  

X4 = growth rate measured by the percentage change in total 

assets 

X5 = ownership structure measured by number of directors  

D = dummy variable 1 when listed firm and zero otherwise 

e = the random error term 

Lintner (1956) originally presented the following partial-

adjustment model of dividend payments: 

Dit-Dit-1=∞+β (D
*
it-Dit-1) +Uit 

 

Where D is the actual dividend payment, and D
*
 is the target 

dividend level which is computed by the net income times 

the target payout ratio. β represents the Speed of Adjustment 

(SOA). Since the target payout ratio is unknown to 

researchers, many previous studies including Lintner (1956) 

estimate β by using the following equations(equation(1) by 

Chemmanur, He, Hu, and Liu, 2010; equation(2) by Lintner, 

1956; Chemmanur, He, Hu, and Liu, 2010; Aivazian, Booth, 

and Cleary, 2006): 

ϪDit= α + bEit + cDit-1+ Vit (1).  

Paper ID: SUB151565 1856



International Journal of Science and Research (IJSR) 
ISSN (Online): 2319-7064 

Index Copernicus Value (2013): 6.14 | Impact Factor (2013): 4.438 

Volume 4 Issue 2, February 2015 

www.ijsr.net 
Licensed Under Creative Commons Attribution CC BY 

Dit = di +eiEi + fDit-1 + Wit (2).  

 

Under the equation (1), the SOA is estimated as c while it is 

1-f under the equation (2). Although models (1) and (2) are 

commonly used in previous studies, Leary and Michaely 

(2011) point out that these models suffer from the small-

sample bias in AR (1) models. Alternatively, they propose 

the following model to estimate the SOA:  

ϪDit = g + h (D
^*

it – Dit-1) + Xit (3)  

 

Where D
^*

it is computed as the median payout ratio of the 

firm during the period. Although estimation of equation (3) 

can successfully avoid the bias associated with AR (1) 

models, it highly depends on the assumption that the median 

payout ratio represents the firm's target payout ratio. 

However, Lintner (1956) suggests that firms only gradually 

adjust dividend payments toward to the target ratio. Previous 

studies also argue that dividend payout levels significantly 

differ across companies with different characteristics, 

suggesting that firms' target payout ratio considerably varies. 

These ideas warn that equation (3) is also subject to 

estimation biases. To present robust evidence, we estimate 

SOA by using models (2), and (3). The estimated SOAs are 

denoted by SOA LINTNER and SOALM, respectively.  

 

The linear regression model is interpreted as follows; Y as 

the response variable and predictor variables are from X1 to 

X4, D the dummy variable for either listed or non listed and 

the residual error e usually unmeasured variable.  

 

Interpreting the Y Intercept; α, the Y-intercept, can be 

interpreted as the value you would predict for Y if X1-X4 = 

0. 

 

Interpreting Coefficients of Continuous Predictor Variables; 

since X1 is a continuous variable, β1 represents the 

difference in the predicted value of Y for each one-unit 

difference in X1, if X2 remains constant. This means that if 

X1 differed by one unit, and X2 did not differ, Y will differ 

by β1 units, on average. 

 

6.2 Research Findings 

 

The data that was used was that of 30 firms out of the total 

firms listed at the NSE. These were the ones that had all the 

required data and those that have been paying dividends for 

the last five years. Data for each company was computed for 

a mean and the Independent variable computed. The data 

was then coded and entered into the SPSS version 17. The 

following table 1.1 represents the dependent and 

independent variable computations. 

 

Table 1: Computations of Variables 

Y 

 

X1  

 

X2 

 

X3  

 

X4  X5  Company 

0.15 6.51 2.01 0.41 0.25 6 Kakuzi 

0.14 6.93 2.28 0.55 0.24 9 Sasini 

0.07 6.43 4.79 0.24 0.46 4 Car & Gen 

0.36 6.34 3.46 0.13 0.08 4 Sameer 

0.67 5.23 0.03 0.01 0.09 8 Barclays 

0.07 8.13 76.95 1.5 0.22 8 Cfc 

0.24 5.16 0.091 0 0.58 16 Co-Op 

0.34 8.18 13.12 7.54 0.68 11 Equity 

0.49 8.43 25.48 7.73 0.48 7 KCB 

0.06 7.76 6.92 1.4 0.36 6 National Bank 

0.68 8.16 8.86 5.45 0.49 7 Stan Chart 

0.15 7.88 79.36 1.4 0.01 11 Kenya Air 

0.7 6.91 9.93 1.53 0.38 13 Nation Media 

0.11 6.51 3.10 0.23 0.23 6 Standard Group 

3.3 6.58 6.93 0.31 0.39 8 Uchumi 

0.69 7.53 31.78 5.28 0.34 10 Bamburi 

0.95 6.31 3.26 0.09 0.14 3 Crown 

0.05 7.08 8.7 0.25 0.36 5 Portland 

0.44 8.14 13.11 3.23 0.34 9 Kengen 

0.69 7.97 70.02 5.59 0.55 8 KPLC 

0.31 7.46 80.14 0.37 0.56 5 Total 

0.01 7.09 0.86 0.11 1 7 Britam 

0.15 7.24 6.49 1.81 0.43 6 Kenya Re 

0.41 7.02 4.58 0.35 0.63 7 Pan Africa 

0.06 6.97 3.947 1.15 0.3 7 Centum 

0.99 6.87 23.62 2.26 0.35 7 BAT 

0.86 7.62 41.20 9.3 0.41 9 EABL 

0.03 6.02 1.561 0 0.27 7 Eveready 

0.41 7.30 14.14 1.67 0.48 9 Mumias 

0.47 8.00 83.52 13.0 0.39 9 Safaricom 

 

(Source: Research data)  

Table 1.2 presents how the Y dependent variable was 

computed for each firm using the formula: 

 ϪDit = g + h (D
^*

it – Dit-1) + Xit.  

 

Where: 

ϪDit = Change in dividend for firm i from period t-1 to t. 

g = coefficient to be extracted based in number of 

observations in this case 0.1-0.5 based on five years data sets 

h = Speed of adjustment estimated as beta 0.1-0.5 based on 

five data sets. 

 (D
^*

it – Dit-1) = Target dividend payout ratio (TP) X earnings 

in year t minus actual dividend paid or median payout of the 

firm during the period. 

 

Xit = Random error term 

The dividend payout was the most important aspect in the 

calculations since firms only gradually adjust dividend 

payments toward to the target ratio. The following table 

shows results the Y variable computed;  

 

Table 2: Calculation of the Dividend smoothing 

Company g h(D^it-Dit-1 Xit 

Dividend 

smoothing 

Kakuzi 0.069 0.00325 0.075 0.1474 

Sasini 0.057 0.00154 0.080 0.1383 

Car & Gen 0.008 0.0034 0.062 0.0731 

Sameer 0.016 0.1023 0.245 0.3633 

Barclays 0.299 0.1231 0.253 0.6749 

Cfc 0.023 0.0184 0.026 0.0682 

Co-Op 0.123 0.0542 0.062 0.2398 

Equity 0.015 0.1204 0.208 0.3439 

KCB 0.234 0.1265 0.132 0.4927 

National Bank 0.002 0.0225 0.033 0.0575 

Stan Chart 0.255 0.1462 0.275 0.6757 

Kenya Air 0.072 0.0321 0.044 0.1487 

Nation Media 0.236 0.2312 0.229 0.6981 

Standard Group 0.040 0.0235 0.047 0.1106 

Uchumi 1.037 1.2574 1.002 3.2957 

Bamburi 0.321 0.1672 0.201 0.6890 

Crown 0.402 0.2487 0.298 0.9494 

Portland 0.013 0.0162 0.017 0.0460 

Kengen 0.195 0.1098 0.135 0.4397 

KPLC 0.245 0.2541 0.193 0.6925 
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Total 0.110 0.1309 0.070 0.3113 

Britam 0.002 0.0021 0.004 0.0085 

Kenya Re 0.065 0.0367 0.053 0.1549 

Pan Africa 0.153 0.1392 0.113 0.4053 

Centum 0.013 0.0213 0.022 0.0567 

BAT 0.401 0.2309 0.361 0.9933 

EABL 0.358 0.2388 0.268 0.8641 

Eveready 0.010 0.0103 0.013 0.0336 

Mumias 0.153 0.1307 0.126 0.4102 

Safaricom 0.181 0.1623 0.126 0.4695 

(Source: Research data)  

 

6.2.1 Regression Analysis 

 

Table 3: Regression Analysis Summaries 

Model R R Square 

Adjusted R 

Square Std. Error of the Estimate 

1 .196a .039 -.162 .65717 

Predictors: (Constant), Ownership structure, Size, Growth 

rate, Earnings, Profitability (Source: Research data)  

 

Table 1.3 presents the regression analysis and in terms of 

dividend smoothing with a consideration on ownership 

structure of the firm, size of the firm, earnings, profitability, 

and growth. It is evident that for all the firms involved in the 

study, only 3.9% of the dividend smoothing is explained by 

the pre-determined factors. The R Square is relatively small; 

indicating that very little variability in the outcome (3.9%) is 

explained by the model. 

 

6.2.2 Analysis of Variance 

 

Table 4: Analysis of Variance 

ANOVA 

     

  

Model 

 

Sum of 

Squares df 

Mean 

Square F Sig. 

1 Regression .415 5 .083 .192 .963 

 

Residual 10.365 24 .432 

 

  

 

Total 10.780 29 

  

  

a. Dependent Variable: Dividend smoothing 

b. Predictors: (Constant), Ownership structure, Size, Growth 

rate, Earnings, Profitability 

 

(Source: Research data)  

 

Table 4 clearly shows that the model was not very strong in 

predicting the outcome, since the significance level was 

0.963, which is by far more than the threshold of 0.05. Thus 

we can say that the overall model was not that good fit for 

the data. 

 

The study reveals that the regression model is higher than 

the residual model which means that the factors do not 

account too much of the variability on the dividend 

smoothing. The significance level being above our threshold 

of 0.05 confirms that there is no significance of dependent 

factors to the dividend smoothing.  

 

 

 

 

 

 

Table 5: Regression Model Coefficients 

Coefficient
a
 

Model 

 

Unstandardized 

Coefficients 

 

Standardized 

Coefficients t Sig. 

  

Beta 

Std. 

Error Beta 

  1 Const. 1.396 1.506  .927 .363 

 X1 -.142 .215 -.197 -.662 .514 

 X2 -.001 .006 -.028 -.107 .916 

 X3 .043 .051 .232 .838 .410 

 X4 -.110 .662 -.036 -.167 .869 

 X5 .005 .048 .022 .102 .919 

a. Dependent Variable:Dividend smoothing   

(Source: Research data)  

 

Y =α+β1X1+β2X2+β3X3+β4X4+β5X5+E 

 

Dividend Smoothing = 1.396-0.142X1-0.001X2+0.043X3-

0.110X4+0.005X5+1.506 

From table 5 above, the un-standardized coefficients show 

how the dependent variable varies with an independent 

variable when all the other factors are held constant. From 

this, we can say that profitability and ownership structure 

determine the dividend smoothing of the companies whose 

data was analyzed, while size, sales (earnings) and growth 

rate do not determine the dividend smoothing of the 

companies at the N.S.E.  

 

However, the significant levels indicate values higher than 

0.05, thus the variables are not statistically significant in 

predicting the dependent variable Y which is dividend 

smoothing. They have a negative significance in relation to 

dividend smoothing. 

From the research question, at 0.05 level of significance, 

there is no linear relationship between the factors that were 

presumed to determine dividend smoothing of the company 

and dividend smoothing of the companies. 

 

Y = the dividend smoothing computed using Linters model 

to estimate the Speed of adjustment (SOA); ϪDit = g + h ( 

D
^*

it – Dit-1) + Xit, 

α, β1-β6 are coefficients extracted from the analysis. 

X1= size of the firm measured as the natural logarithm of 

total assets 

X2 = earnings of the firm measured as the amount of sales 

growth in revenue annually 

X3 = profitability measured by the returns on assets  

X4 = growth rate measured by the percentage change in total 

assets 

X5 = ownership structure measured by number of directors  

D = dummy variable 1 when listed firm and zero otherwise 

e = the random error term 

 

6.2.3 Discussions 

From the regression analysis it is evident that there is no 

significant influence of the specific factors on dividend 

smoothing. The analysis indicates that the size of the firm, 

sales (earnings) and growth rate of the companies had a 

negative relationship with dividend smoothing. This means 

that the size, sales (earnings) and growth rate of the firm did 

not in any way contribute to the dividend smoothing by the 

firms listed at the NSE. Thus, the size, sales (earnings) and 

growth rate of the firm of the company are not determinants 

of dividend smoothing in the firms listed in the NSE where 
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the study was conducted. The profitability of a company had 

a positive relationship with dividend smoothing. Thus the 

profitability which includes the return on assets determined 

the dividend smoothing of the companies studied. 

 

The ownership structure also had a positive relationship with 

the dividend smoothing. This means that ownership structure 

which was measured by number of directors who are 

shareholders determined the dividend smoothing of the 

companies studied. Therefore the size of the firm, sales 

(earnings) and growth rate of the companies do not 

determine the dividend smoothing of the companies studied. 

 

The findings in this study are contrary to the research 

evidence of Lintner (1956), whereb firms with more 

persistent earnings series smooth less, while those with more 

cyclical earnings smooth more. The profitability of a 

company had a positive relationship with dividend 

smoothing. Thus the profitability which includes the returns 

on assets determined the dividend smoothing of the 

companies studied. This study has some similarities with a 

study done by Leary and Michaely (2009) on the reason why 

firms in the United States of America smooth dividends. The 

study revealed that larger firms, firms with more tangible 

assets, and firms with lower price volatility and earnings 

volatility smooth more. The findings also indicated that 

firms with slower growth prospects and firms that are “cash 

cows” smooth more. 

 

The ownership structure also had a positive relationship with 

the dividend smoothing. This means that ownership structure 

which was measured by number of directors who are 

shareholders determined the dividend smoothing of the 

companies studied. Therefore the size of the firm, sales 

(earnings) and growth rate of the companies do not 

determine the dividend smoothing of the companies studied. 

 

7. Summary, Conclusions and 

Recommendations 
 

The researcher summarized the findings in line with the 

objective of the study. This was followed by drawing of 

relevant conclusions. Lastly, recommendations for pertinent 

actions were suggested 

 

7.1 Summary 

 

Dividend Policy refers to the explicit or implicit decision of 

the Board of Directors regarding the amount of residual 

earnings (past or present) that should be distributed to the 

shareholders of the corporation. This decision is considered 

a financing decision because the profits of the corporation 

are an important source of financing available to the firm 

(Booth, 2007). 

 

The main objective of the study was to find out the 

determinants of dividend smoothing among firms listed at 

the NSE. From the research question, at 0.05 level of 

significance, there is no linear relationship between the 

factors that were presumed to determine dividend smoothing 

of the company and dividend smoothing of the companies. 

 

 

7.2 Conclusion 

From the regression analysis it is evident that there is no 

significant influence of the specific factors measuring 

dividend smoothing. The analysis indicates that the size of 

the firm, sales (earnings) and growth rate of the companies 

had a negative relationship with dividend smoothing. This 

means that the size, sales (earnings) and growth rate of the 

firm did not in any way contribute to the dividend 

smoothing. Thus, the size, sales (earnings) and growth rate 

of the firm of the company are not determinants of dividend 

smoothing in the firms listed in the NSE where the study 

was conducted. The profitability of a company had a 

positive relationship with dividend smoothing. Thus the 

profitability which includes the earnings after expenses, 

interest and taxes determined the dividend smoothing of the 

companies studied. 

 

The ownership structure also had a positive relationship with 

the dividend smoothing. This means that ownership structure 

which was measured by number of directors who are 

shareholders determined the dividend smoothing of the 

companies studied. Therefore the size of the firm, sales 

(earnings) and growth rate of the companies do not 

determine the dividend smoothing of the companies studied. 

 

Dividend generally is not well known in the industry as a 

major influence on the operations of the business 

organizations in the financially listed companies. There is 

need to create an awareness of dividend smoothing in all the 

organizations, and every shareholder to be made aware of 

dividends smoothing. This perception is however not across 

the financially listed companies as others would rather not to 

pay the dividends and grow. This is because the financial 

might in the listed companies come out as a crucial factor 

for growth and expansion, so that there is competitive gain 

for the payment of dividends in listed companies to create an 

edge especially in reference to the clientele effect. 

 

Empirical testing has not been able to determine which 

factors determine dividend smoothing, if any, is correct. 

Thus, managers use judgment when setting policy. Analysis 

is used, but it must be applied with judgment. 

 

Managers hate to cut dividends, so won‟t raise dividends 

unless they think raise is sustainable. So, investors view 

dividend increases as signals of management‟s view of the 

future.  

 

Dividends are better than capital gains because dividends are 

certain and capital gains are not. As such the excess cash 

hypothesis dilemma if the firm has (temporary) excess cash 

on its hands this year, no investment projects this year and 

wants to give the money back to stockholders, or it initiates 

dividend. As such depending on the management desire the 

firm will determine what to do. Analysis however shows that 

the firm will most likely use the liquidity as a moderate 

factor that affects the dividend policy. 

 

Thus in general, from the study, it is evident that the factors 

that determine the dividend smoothing in the companies 

studied at the NSE are the ownership structure of the 

company and the profitability of the company.  
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7.3 Recommendation for Further Studies 

 

This research was mainly focused on finding the factors that 

determine the dividend smoothing of companies listed at the 

Nairobi Stock Exchange. From the data obtained, the factors 

found to determine the dividend smoothing were the 

ownership structure of the company and also the profitability 

of the company. This research can be extended to look for 

other factors that determine the dividend smoothing, since 

the researchers believe there are many more that were not 

included in this research. 
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