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Abstract 

This study examines how disclosure quality influences the dividend payouts of firms, and provides further 

evidence concerning the outcome hypothesis and substitution hypothesis. Using a sample of non-financial Saudi 

Arabian listed firms during 2012-2014, our results provide support for the substitution hypothesis in which 

outsiders demand higher dividends in a low-quality disclosure environment as a “substitute” for opacity. Further 

analysis shows that managers pay a higher dividend in an opaque environment not only to establish a reputation 

among outside capital suppliers but also because they have to disgorge excess cash to circumvent free cash flow 

problems.  
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1. Introduction 

This paper examines how voluntary disclosure affects dividend payouts. Corporate voluntary disclosure, being in 

excess of requirements, represents free choice on the part of managers to provide a clear view to stakeholders 

about the long-term sustainability of the business, and reduces information asymmetry and agency conflicts 

between managers and investors (Meek et al., 1995; Yuen et al., 2009;Healy & Palepu, 2001; Boesso & Kumar, 

2007). Poor disclosure quality increases the agency costs as insiders have more opportunities to expropriate 

outsiders (Lang et al., 2006; DeAngelo et al., 2006). Conversely, high disclosure firms should face lower 

information asymmetry and be less likely to be undervalued. The information asymmetry hypothesis also 

suggests that managers could use dividend as a signalling tool to differentiate good quality firms from poor 

quality firms.  By paying dividends, management are no longer capable of using the excess cash for obfuscation 

and expropriation. 

Hence, voluntary disclosure could potentially mitigate the agency problem associated with free cash flow. If 

managers voluntarily provide investors with timely information about how investment decisions are made and 

how the resources of firms are spent, investors should be better equipped to evaluate and monitor managerial 

decisions. As argued by Jensen (1986), the managers of firms with lower disclosure quality are more likely to 

pay out less dividend to shareholders, spend the free cash flow on empire building and negative net present value 

projects, and consume perquisites. In contrast, managers find it more difficult to exploit shareholders when 

disclosure is transparent because shareholders are better able to identify the level of excess cash flow in a 

transparent disclosure environment and demand higher dividend payouts.  

Previous research in developed countries like the US, the UK and Canada, where investor protection is strong, 

has established a direct positive relationship between disclosure quality and dividend payouts (La Porta et al., 

2000, Healy and Palepu, 2001; DeAngelo et al., 2006;Adjaoud and Ben-Amar, 2010). Studies by Kowalewski et 

al. (2008), Lin, Kuo and Wang (2014) and Lin, Kuo and Wang (2016) have also confirmed that a higher level of 

corporate governance practices in an environment with greater transparent disclosure would result in higher 

dividend payouts. In countries where investor protection is strong, insiders find it much more difficult to exploit 

outsiders when asset values, liabilities, and operating performance are reported in a transparent disclosure 

environment. However, in countries like Saudi Arabia where investor protection is weak, the question arises 

concerning how shareholders are guaranteed to receive dividends from firms, given that the legal environment of 

the country and the governance mechanisms of individual firms offer investors relatively little protection. 

Studies by Aivazian et al. (2003), and Ramacharran (2001) have shown substantial variations of dividend 
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policies across economies, particularly in emerging economies. In this context, the issue of voluntary disclosure 

and dividend payouts in an emerging economy like Saudi Arabia is worth further investigation.          

The voluntary disclosure and dividend payout issue in Saudi Arabia is a unique case to revisit, because, as an 

emerging market, it differs from the issues of developed countries in many ways. Alzahrani (2013) and 

Al-Habshan (2015) highlight that Saudi Arabia is an emerging market that has high-growth potential, a relatively 

weak regulatory environment, weak corporate governance (Institute of International Finance, 2006) and a low 

level of information disclosure, thereby causing a high information gap between companies and investors. As 

evidence, Al-Janadi et al. (2013) and Alturki (2014) show that most Saudi firms observe the obligatory reporting 

requirements but rarely disclose information voluntarily. Instead of paying corporate tax, Saudi firms pay “zakat” 

(an Islamic tax), which represents 2.5 percent of a firm’s unused assets in hand. Hence, Saudi firms are 

encouraged to distribute almost 100% of their profits in dividend (Osman &Mohammed, 2010; Al-Ajmi & Abo 

Hussain, 2011). The current study contributes to the existing knowledge concerning the relationship between 

voluntary disclosure and dividend payout policy, particularly in a developing country like Saudi Arabia that has 

an opaque disclosure environment and low investor protection policy. 

According to La Porta et al. (2000), dividends can be viewed as an “outcome” of an effective corporate 

governance system or a “substitute” for weak governance. The outcome model is where dividends emanate from 

a legal protection for minority shareholders and the substitute model is where dividends are a mechanism of 

market self-regulation that can substitute for weak shareholder protection. In the outcome model, transparent 

disclosure environments with high investor protection will lead to higher dividend payouts, because shareholders 

can more accurately measure and use their power to force managers to disgorge cash. However, in countries with 

poor investor protection, undistributed excess cash is easily appropriated by controlling shareholders for their 

own private benefit (La Porta et al., 2000, Lang et al., 2006), and thus, investors welcome as much dividends as 

possible and they assign higher value to such dividends (Pinkowitz et al., 2006 and Kalcheva & Lins, 2007).In 

the substitute model, firms pay dividends to establish a good reputation to raise equity in future and predict a 

higher level of dividend in countries with lower investor protection, where the need for good reputation is 

strongest. Using international data, the results in the study by La Porta et al. (2000) support the outcome 

hypothesis over the substitute hypothesis. They document a strong positive relationship between the level of 

legal protection and the dividend payout. Their findings suggest that investors in countries with better investor 

protection use their legal power to force companies to pay dividends, and thus prevent them from gaining private 

benefit from excess cash flows. 

Hence, the first objective of our study is to extend and test the outcome and substitution hypothesis argument by 

examining how disclosure quality in Saudi Arabia affects the dividend payouts of firms. As Saudi Arabia is said 

to be a relatively low investor protection country, we hypothesise that disclosure quality should be negatively 

associated with dividend payment. Similar to the substitute hypothesis, we posit that opaque disclosure 

environments lead to higher payouts because managers have a stronger incentive to establish their reputation for 

fair treatment.  

Mitton (2004) posits that while country-level investor protection is an important factor in preventing 

expropriation, firm-level corporate governance could carry equal or greater importance as corporate governance 

practices can vary widely, even among firms in the same country. Accordingly, a similar index of disclosure to 

that of Gray et al. (1995), and Wang, Sewon & Claibone (2008) is employed in this study for 122 non-financial 

Saudi Arabian listed firms during 2012-2014 to examine the impact of voluntary disclosure on dividend payouts. 

Using a panel regression model over the three-year period, the results in the study provide support for the 

substitution hypothesis where outsiders demand higher dividends in a low-quality disclosure environment as a 

“substitute” for opacity. The result contrasts with that found in developed economies that shows a positive 

relationship between external corporate governance and dividend payout. 

The second objective of the study is to further examine how the dividend payout is impacted by the interplay of 

firm-level disclosure quality and free cash flow (i.e. uncommitted cash flow from operation over and above what 

is needed to fund current and expected future positive-NPV projects). According to DeAngelo et al. (2006), 

managers are likely to use free cash flow for their private benefit or to spend the free cash flow on negative net 

present value investments. Thus, it is argued that distributing dividends to shareholders and reducing the amount 

of free cash flow will reduce the agency problem between management and minority shareholders.  In countries 

with high investor protection, the outcome model predicts a positive coefficient for the interactive variable 

between the disclosure quality and free cash flow because firms with a higher cash flow will be forced to pay 

high dividends. However, in this study, using the substitute model we hypothesise a negative coefficient for the 

interactive variable because firms in a country with lower investor protection pay dividends through their excess 
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cash flow to establish a good reputation among investors. As predicted, our result shows a negative and 

significant relationship between the interactive variable of disclosure quality and free cash flow with dividend 

payout. Consistent with the substitution model, Saudi firms pay higher dividends in an opaque environment not 

only to establish a reputation among outside capital suppliers but also because they have to disgorge excess cash.  

This paper proceeds as follows: Section 2 presents a description of the data and empirical methods. Section 3 

presents and analyses the results. Section4 concludes with a summary and recommendations for future research. 

2. Data and Empirical Methods 

2.1 Data 

The sample consists of unbalanced panel data for122 non-financial public listed firms in the Saudi Securities 

Market (Tadawul) for the period between 2012 and 2014, resulting in 345 firm-year observations. Data are 

obtained from the financial statements of the firms, which are available on the Internet and the Saudi Securities 

Market web site (www.tadawul.com.sa). A number of studies, including Al-Malkawi (2008), Osman & 

Mohammed (2010), and Al-Ajmi & Abo Hussain (2011) have used panel data because it provides “more 

informative data, more variability, less collinearity among the variables, more degrees of freedom and more 

efficiency” (Baltagi, 2001, p.6). Similar to the argument made by Osman & Mohammed (2010), and Lin et al. 

(2014), this study includes both dividend paying firms and non-dividend paying firms to avoid selection bias. 

Deshmukh (2003) highlights that the exclusion of non-dividend paying firms from any empirical analysis may 

result in biased and inconsistent estimates of the underlying parameters. 

2.2 Models 

To demonstrate that disclosure quality impacts the dividend payout of a particular firm in the sample, this study 

utilizes the following models (controlling for firm-specific and industry-level factors). 

DIVDit=f {αi+ βDISCLOSEit-1 + βMBit + βCAPEXPit + βROEit + βLnTAit + βLEVERAGEit + βFCFit + 

βINDUSTRYi + εi}                            (1) 

DIVit= αi+ βDISCLOSEit-1 + βMBit + βCAPEXPit + βROEit + βLnTAit + βLEVERAGEit + βFCFit + 

βINDUSTRYi + εi                         (2) 

Similar to the studies by Al-Ajmi & Abo Hussain (2011), Lin et al. (2014), and Lin et al. (2016) the dependent 

variable of the logit regression model in Model 1 is the likelihood of the firm paying dividends (DIVD) and is set 

to 1 if the firm pays dividend, and 0 otherwise. The logit function is where the probability of DIVD is estimated 

using the functional form π(x) = eg(x)/1+eg(x).  

Similar to that used by Fama & French (2002), and Lin et al. (2014), the dependent variable in the panel 

regression model (Model 2) is the ratio of dividend to total assets (DIV). We also use an alternative measure of 

dividend to sales ratio, similar to that used by Liu (2002). 

Another test of the outcome and substitute models is built on Jensen’s (1986) free cash flow theory, which 

suggests that self-interested managers have the tendency to consume perks and to invest in negative NPV 

projects to satiate their empire building ambition. We test the agency costs version of the free cash flow theory 

by regressing the propensity to pay dividends on an interaction term, disclosure quality x free cash flow (FCF), 

in addition to our previous set of control variables (Model 3).  

DIVit= αi+ βDISCLOSEit-1 + βMBit + βCAPEXPit + βROEit + βLnTAit + βLEVERAGEit + βFCFit + 

βDISCLOSEit-1 * βFCFit + βINDUSTRYi + εi                         (3) 

Table 1 presents a description of all the relevant dependent, independent and control variables used in the 

analyses. The independent variable is the disclosure quality measured by a voluntary disclosure checklist. Many 

prior studies on voluntary disclosure, especially in developing countries, have also used a disclosure checklist 

(Hossain et al., 1994; Binh, 2012; Al Janadi et al., 2013). The final disclosure checklist developed in this study 

consists of 78 voluntary items, grouped into seven categories: general corporate information; financial 

information; forward-looking information; employee information, social responsibility and environmental policy; 

board structure, responsibilities and evaluation disclosure; audit committee; and risk management. To reduce 

concerns over endogeneity, we lag disclosure quality by one period (t-1).  
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Table 1. Variable Descriptions  

Variable Symbol Expected Sign Description 

Dependent Variables 
Dividend dummy 
(logit) 

DIVD  Dummy variable that equals one if the firm pays a 
dividend or zero otherwise 

Dividend (panel) DIV  Ratio of dividend to total assets 

Independent Variable 
Disclosure Quality  DISCLOSE +/- Disclosure score 

Control Variables 
Investment 
opportunities 

MB - Ratio of market value of equity plus the book value of 
debt to the book value of assets 

Growth opportunities CAPEXP - Ratio of capital expenditure to total assets 
Profitability ROE + Ratio of net income to shareholders’ equity 
Firm size Ln(TA) + Natural logarithm of total assets 
Leverage LEV - Ratio of total debt to total assets 
Free cash flow FCF + Ratio of free cash flow to book value of assets 
Industry dummy INDUSTRY  Dummy variables for industrial sectors 

Based on the existing literature concerning the determinants of dividends (for example: Fama & French, 2001; 

Liu, 2002; Lin et al., 2014), we include the following firm-level control variables that have an impact on the 

dividend payout: (1) investment opportunity (MB), (2) growth opportunity (Capital Expenditure), (3) 

profitability (ROE), (4) firm size (LnTA), (5) financial leverage (Leverage), and (6) free cash flow (FCF). 

Similar to the measurement used by Adam and Goyal (2002), the current study uses the market-to-book-asset 

ratio (MB) as a proxy for the firm’s investment opportunity. Whilst growth opportunity is measured by the ratio 

of market value of equity plus the book value of debt to the book value of assets. Firms with higher investment 

opportunities and growth opportunities have a greater cash flow need for future investment and operating 

activities, and, thus, are expected to have lower dividend payouts. Prior empirical studies (Chang & Dutta, 2012; 

Al-Ajmi & Abo Hussain, 2011) have suggested that firms with higher profitability and larger firms pay out more 

dividends. Profitability is measured by return on equity (ROE), and firm size (LnTA) is the natural log of total 

assets. We also control for leverage (Leverage), which is defined as the total debt to total assets in accordance 

with Lang & Litzenberger (1989) who consider debt as a corporate governance mechanism for alleviating the 

potential free cash flow problem. Firms that finance their business activities through borrowing commit 

themselves to fixed financial charges that would likely result in lower dividend payouts.  

Jensen (1986), and Lang & Litzenberger (1989) suggest that higher dividend payouts make managers waste less 

FCF on inefficient projects or managerial perks. The study controls for the availability of free cash flow (FCF) 

by using the ratio of free cash flow to book value of assets. Similar to the measurement used by Lin et al. (2014), 

FCF is measured by the net cash flow from operating activities net of cash dividend and capital expenditure.  

To control for possible dummy variations across industries, a dummy of 1 to 13 is used to represent the 

respective sectors.  

3. Empirical Results 

3.1 Descriptive Statistics 

Table 2. Descriptive Statistics 

 Obs Mean  Median Min Max Std Dev 

DIV 345 0.042 0.03 0.00 0.33 0.04 
DISCLOSE (%) 345 44.37 41.0 11.5 68.0 25.58 

MB 345 2.169 1.98 0.00 12.48 7.70 
CAPEXP 345 0.07 0.04 0.01 0.49 0.18 

ROE 345 1.08 1.11 -3.01 20.66 10.66 
LnTA 345 14.67 14.55 10.70 19.64 1.62 

LEVERAGE 345 0.51 0.46 0.01 2.51 0.37 
FCF 345 0.04 0.02 -0.91 0.45 0.06 

No of dividend payers 304  

Notes. DIV: Ratio of cash dividend to total assets. DISCLOSE: Disclosure score. MB: Ratio of market value of 

equity plus the book value of debt to the book value of assets. CAPEXP: Ratio of capital expenditure to total 

assets. ROE: Ratio of net income to shareholders’ equity. LnTA: Natural logarithm of total assets. LEVERAGE: 

Ratio of total debt to total assets. FCF: Ratio of free cash flow to book value of assets. 

Table 2 provides the descriptive statistics for the variables in the analysis. The mean and median values for the 

disclosure score (DISCLOSE) are 44.37% and 41.0%, respectively.  Consistent with prior findings conducted in 

Saudi Arabia (example AlJanadi et al., 2013; and Alturki, 2014), the low amount of voluntary information 
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disclosed in the financial reports among Saudi firms indicates that this type of information is voluntary in nature, 

and that Saudi capital market authorities do not regulate or enforce voluntary disclosure. Studies by Bhattacharya 

et al. (2003) and Lang et al. (2006) have also shown that disclosure quality is significantly influenced by 

country-level reporting standards. The reason for Saudi Arabia having an opaque disclosure environment may be 

simply because the accounting standards do not call for accounting treatments that transparently reflect the 

underlying business activity and because management is not willing to overcome these deficiencies by 

voluntarily disclosing more information.  

In Table 3, we further present firm characteristics and the dividend practice of firms is split by voluntary 

disclosure quality. Using the average score of disclosure quality as the cut-off point, firms with a disclosure 

quality of 44.37% and above are characterised as being in the high disclosure quality group, while firms that 

obtained a disclosure quality of less than 44.37% are characterised as being in the low disclosure quality group. 

Most firms in our sample are dividend payers, similar to as reported by previous studies in Saudi Arabia (Bolbol 

& Omran, 2004; Osman & Mohammmed, 2010; Al-Ajmi & Abo Hussain, 2011). We find that the number of 

dividend payers (89.2%) is higher in the low disclosure quality group than in the high disclosure group (83.65%). 

The larger dividend (DIV) value (0.33) in the low disclosure quality group provides preliminary support for the 

substitute hypothesis. That is, corporate insiders in an opaque disclosure environment pay dividend to establish a 

reputation for the decent treatment of minority shareholders. We also note, however, that these results do not 

control for other known determinants of dividend payouts. 

Table 3. Descriptive Statistics Split By Voluntary Disclosure Score 

 Low Disclosure 
(Mean) 

High Disclosure 
(Mean) 

DIV 0.33 0.15 
MB 1.01 2.98 

CAPEXP 0.04 0.24 
ROE 1.86 6.11 
LnTA 8.67 15.05 

LEVERAGE 1.18 2.01 
FCF 0.14 1.02 

% of dividend payer 89.2% 83.65% 
N (observations) 241 104 

Notes. High-disclosure firms are those with a disclosure score of 44.3% and above, and low disclosure firms are 

those with a disclosure score of less than44.3%. DIV: Ratio of cash dividend to total assets. DISCLOSE: 

Disclosure score. MB: Ratio of market value of equity plus the book value of debt to the book value of assets. 

CAPEXP: Ratio of capital expenditure to total assets. ROE: Ratio of net income to shareholders’ equity. LnTA: 

Natural logarithm of total assets. LEVERAGE: Ratio of total debt to total assets. FCF: Ratio of free cash flow to 

book value of assets. 

Turning to company operations, the means for profitability (ROE) are 1.86 and 6.11 for the low and high 

disclosure quality groups, respectively. Similar to the results reported by Osman & Mohammed (2010), the 

results in this study show that Saudi firms are highly leveraged through bank loans. Consistent with Brockman & 

Ulu (2011), the results in Table 3 suggest that high disclosure firms tend to be larger in size, more profitable and 

have higher growth opportunities.  

3.2 Multivariate Analysis 

Table 4 reports the regression results using two dividend payout measures. Model 1 uses the logit regression to 

examine the effect of disclosure quality on the likelihood of dividend payouts. The dependent variable is a 

dichotomous variable that equals one if the firm pays dividends. Model 2 utilises panel analysis and the random 

effects model to examine the impact of disclosure quality and dividend payouts for dividend-paying firms only. 

The dependent variable in Table 4 is the dividend to total assets ratio. Since similar results are obtained when an 

alternative measure of dividend to sales ratio is used, we only report results for dividend to total assets ratio.  

As shown in Model 1 & Model 2, the coefficient of DISCLOSE, which proxies for disclosure quality, is negative 

and significant suggesting that firms with lower disclosure quality exhibit a higher probability to initiate 

dividend payment. This evidence is in line with the substitution hypothesis in which managers in an opaque 

disclosure environment (high agency costs) give higher dividend payouts to establish a reputation for decent 

treatment of minority shareholders. 

The result in our study is similar to that found by Liu (2002) who provides evidence that dividends substitute for 

external corporate governance. Using a panel of 2,300 firms in 22 economies, Liu (2002) found that 
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improvements in information disclosure, insider trading laws, equity market discipline are associated with lower 

cash dividend ratios and lower sensitivity of dividends to free cash flow. Her results are consistent with the 

substitute model, which suggests that an improvement in the external corporate governance environment reduces 

the role of dividends in controlling agency costs, leading to a decrease in dividend.  

In contrast, the results found by Adjaoud & Ben-Amar (2010) show that firms with stronger governance, in 

particular, board composition and shareholder rights’ policy, pay higher dividends. The study by Lin et al. (2014) 

also supports the outcome hypothesis. Using a sample of Canadian firms, they found that firms with higher 

disclosure quality exhibit a stronger propensity to pay dividends, and, among dividend payers, they pay larger 

dividends. Another study that supports the outcome hypothesis is that of Jiraporn et al. (2011). 

Further analysis highlights that, in both models, the coefficient of investment opportunities (MB) is positive and 

significant indicating that firms still pay dividend despite the fact that more cash flow is needed for future 

investment opportunities. This result is consistent with that found in Luo & Plumlee (2008), and Aivazian et al. 

(2003). The coefficient of size (LnTA) is also positive and significant, which is consistent with the argument of 

Denis & Osobov (2008), Aivazian et al. (2006), and Osman & Mohammed (2010) that larger firms have more 

access to resources for dividend payouts. Similar to the results reported by Aivazian et al. (2006), and Osman & 

Mohammed (2010), leverage (LEVERAGE) is negative and significant in both models because debt is also 

considered as a corporate governance mechanism for alleviating the potential free cash flow problem. 

Furthermore, the coefficient of free cash flow (FCF) is significantly positive in both models, which indicates that 

firms with more excess cash have more opportunities to pay dividend, similar to the free cash flow theory 

(Jensen 1986). 

Table 4. The Effect of Voluntary Disclosure Quality and Dividend Payout  

Model 1. reports the result of the Logit regression model. Dependent variable (DIVD): Dummy variable that 

equals one if the firm pays a dividend  

DIVDit=f {αi+ βDISCLOSEit-1 + βMBit + βCAPEXPit + βROEit + βLnTAit + βLEVERAGEit + βFCFit + 

βINDUSTRYi + εi} 

Model 2. reports the result of panel analysis and random effects model. Dependent variable (DIV): Ratio of cash 

dividends to total assets 

DIVit= αi+ βDISCLOSEit-1 + βMBit + βCAPEXPit + βROEit + βLnTAit + βLEVERAGEit + βFCFit + 

βINDUSTRYi + εi 

 Model 1 
(whole sample) 

Model 2 
(dividend payers only) 

Constant -0.201*** 
(-4.152) 

-0.198*** 
(-4.256) 

DISCLOSE -0.035*** 
(-4.472) 

-0.045*** 
(-4.375) 

MB 0.018*** 
(7.537) 

0.041*** 
(7.612) 

CAPEXP -0.030 
(-0.694) 

-0.044 
(-0.558) 

ROE -0.002 
(-0.029) 

-0.010 
(-0.041) 

LnTA 0.400*** 
(5.717) 

0.543** 
(2.645) 

LEVERAGE -0.282*** 
(-4.938) 

-0.431*** 
(-4.431) 

FCF 0.176*** 
(4.121) 

0.245*** 
(4.164) 

INDUSTRY yes yes 
Firm-year observations 345 304 
Adjusted R2 29% 34% 

Notes. DIV: Ratio of cash dividend to total assets. DIVD: Dummy variable that equals one if the firm pays a 

dividend. DISCLOSE: Disclosure score. MB: Ratio of market value of equity plus the book value of debt to the 

book value of assets. CAPEXP: Ratio of capital expenditure to total assets. ROE: Ratio of net income to 

shareholders’ equity. LnTA: Natural logarithm of total assets. LEVERAGE: Ratio of total debt to total assets. 

FCF: Ratio of free cash flow to book value of assets. The standard errors of the coefficients have been adjusted 

for autocorrelation and heteroscedasticity using the Newey-West (1987) procedure. 
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z-statistics are reported in parentheses. *, **, *** denote significance at the 10%, 5% and 1% level of 

significance. 

Further analysis of Model 1 and Model 2 indicates that growth opportunity (CAPEX) and profitability (ROE) do 

not seem to have a significant impact on dividends. In contrast to previous literature (Fama & French, 2001; Luo 

& Plumlee, 2008; Al-Ajmi & Abo Hussain, 2011), the results in this study indicate that firms in Saudi Arabia 

initiate dividend payouts irrespective of their growth opportunity and level of profitability. 

Table 5. Interaction of disclosure quality and free cash flow on dividend payout 

Model 3. DIVit= αi+ βDISCLOSEit-1 + βMBit + βCAPEXPit + βROEit + βLnTAit + βLEVERAGEit + βFCFit + 

βDISCLOSEit-1 *FCF + βINDUSTRYi + εi  

 Model 3 
(Whole sample) 

Model 3 
(Dividend payers) 

Constant -0.154*** 
(-4.143) 

-0.112*** 
(-4.63) 

DISCLOSE -0.054 
(-0.951) 

-0.002 
(-0.871) 

MB 0.021*** 
(7.231) 

0.041*** 
(7.052) 

CAPEXP -0.051 
(-0.617) 

-0.04 
(-0.43) 

ROE -0.001 
(-0.011) 

-0.020 
(-0.022) 

LnTA 0.413*** 
(5.144) 

0.043** 
(2.44) 

LEVERAGE -0.314*** 
(-5.161) 

-0.131*** 
(-4.70) 

FCF 0.218*** 
(4.217) 

0.125*** 
(4.99) 

DISCLOSE*FCF -0.2055*** 
(-4.913) 

-0.101*** 
(-4.21) 

INDUSTRY yes Yes 
Firm-year observations 345 304 
Adjusted R2 35.7% 31.6% 

Notes. DIV: Ratio of cash dividend to total assets. DISCLOSE: Disclosure score. MB: Ratio of market value of 

equity plus the book value of debt to the book value of assets. CAPEXP: Ratio of capital expenditure to total 

assets. ROE: Ratio of net income to shareholders’ equity. LnTA: Natural logarithm of total assets. LEVERAGE: 

Ratio of total debt to total assets. FCF: Ratio of free cash flow to book value of assets. The standard errors of the 

coefficients have been adjusted for autocorrelation and heteroscedasticity using the Newey-West (1987) 

procedure. 

z-statistics are reported in parentheses. *, **, *** denote significance at the 10%, 5% and 1% level of 

significance. 

Another way of testing the substitute and the outcome models is related to the Jensen (1986) free cash flow 

theory. Hence, Model 3 in Table 5 extends the equation in Model 2 by examining the interactive variable of 

voluntary disclosure quality and the free cash flow on its effect on dividend payouts. Column 1 in Table 5 reports 

the results for the whole sample, while column 2 focuses on dividend payers only. As shown in Table 5 (whole 

sample and dividend payers only), the coefficient of disclosure quality alone is not significant. However, the 

interaction of FCF with voluntary disclosure quality provides a negative and significant coefficient, which 

further supports the substitution hypothesis. The result indicates that the low disclosure quality mainly affects the 

dividend payout through free cash flow. In addition, the positive correlation between dividend payout and 

investment opportunities (MB) in Table 5 can also be driven by the substitution hypothesis proposed by La Porta 

et al. (2002).  In an opaque disclosure environment, Saudi firms with excess cash exhibit a larger sensitivity of 

dividend to investment need to avoid the free cash flow problem advanced by Jensen (1986). As shown in the 

earlier analysis, the results in Table 5 indicate that firms in Saudi Arabia initiate dividend payouts irrespective of 

their opportunity for growth and level of profitability. 

4. Summary and Conclusion 

This study examines the outcome and substitute mechanisms to gain a better understanding of how a firm’s 

disclosure environment impacts its dividend payout policy. To date, much of the research has used corporate 

governance indexes (Bebczuk, 2007; Kowalewski et al.,2008; Chae et al., 2009; Adjaoud & Ben-Amar, 2010; 
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Jiraporn et al., 2011; Bae et al., 2012) or several corporate governance related variables, such as ownership 

structure, board composition, CEO duality, or board size (Chang & Dutta, 2012; Abor & Fiador, 2013), to 

explain the dividend policy. However, this study focuses on another aspect of the governance issue, disclosure 

quality, which has received less attention. Second, as most prior studies focused on developed countries like the 

US, the UK and Canada (Meek &Gray, 1989; Meek, Roberts and Gray, 1995; DeAngelo et al., 2006; Lin et al., 

2014; 2016), it is essential to investigate disclosure quality and its relation with company dividend policy in a 

developing country like Saudi Arabia. The importance of conducting such studies in a developing economy is 

that they lack the experience and strong financial infrastructure to address the issues concerning corporate 

disclosure (Omran, 2009).  

We propose that disclosure quality is negatively associated with dividend payment, similar to the substitute 

hypothesis. As Saudi Arabia is said to be a relatively low investor protection country, we posit that an opaque 

disclosure environment leads to higher payouts because managers have a stronger incentive to establish their 

reputation for fair treatment. We further posit that the interaction variable of disclosure quality and free cash flow 

will result in a significant negative relationship with dividend payout. 

Taken together, the results in the study provide evidence that higher dividend payout ratios are observed in Civil 

Law countries and in countries with lower investor protection. Our analysis supports the substitute hypothesis 

that firms in Saudi Arabia pay dividends as a mechanism of market self-regulation that can substitute for weak 

shareholder protection. Managers pay higher dividends, not only to establish a reputation among outside capital 

suppliers when they operate in an opaque disclosure environment, but also to disgorge excess cash when 

investment opportunities are abundant in anticipation of free cash flow problems. This result is consistent with 

the substitute model, that is, weaknesses in the external corporate governance environment increase the role of 

dividend in controlling agency costs, leading to an increase in dividend payouts.  

In addition to contributing to the literature concerning the impact of voluntary disclosure on dividend payout, our 

findings have policy implications for the current debate on disclosure regulations in Saudi Arabia. As highlighted 

by Bushman and Landsman (2010), insofar as the regulation of corporate reporting is concerned, one size is 

unlikely to fit all, given that countries differ in many respects, including political and legal regimes, institutional 

development, and culture. In fact, commercial sensitivity is often advanced by firms as a reason for resisting 

demands for increased financial disclosure (Walker, 1988). Our results also suggest that it may not be realistic or 

optimal to require all firms to provide the same amount of detailed disclosure. Before considering whether the 

disclosure of certain items should be made mandatory or voluntary among Saudi firms, future research may 

examine whether voluntary disclosure lowers information asymmetry, mitigates adverse selection risk or reduces 

financing costs. This aspect of information asymmetry research is very important in the theoretical and empirical 

literature. Finally, another potential area of research could involve studying how investors view the voluntary 

information disclosed by companies in the annual report.  

Focusing on how voluntary disclosure affects dividend payouts in our research setting has the advantage of 

minimising ambiguities in the interpretation of the results and increases the power of the tests. A limitation of our 

paper is that we did not consider all voluntary disclosure items, which we leave to future research. 
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