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Abstract 

This study aims to determine the effects of dividend policy on the 
relationship between institutional ownership and stock price volatility, based on a 
sample of 36 firms listed on the Karachi Stock Exchange over a seven-year period 

(2005–11). We use a fixed-effects model applied to panel data to investigate this 
relationship and find that institutional ownership has a negative relation with 
stock price volatility and a positive relation with the dividend payout ratio. The 

results also show that dividend payouts significantly affect the relationship 
between institutional ownership and stock price volatility. The mediating role of 
dividend policy between institutional ownership and stock price volatility reveals 
that institutional investors prefer to invest in low-volatility dividend-paying stock. 

Keywords: Dividend policy, institutional ownership, stock price volatility, 
Pakistan. 
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1. Introduction 

As active investors, institutions spend a huge amount on equity 
trading in the hopes that active investment will prove profitable (French, 
2008). The most important question in corporate finance is whether a 

change in institutional ownership will affect stock returns. Institutional 
owners, having better information, will reduce the stock volatility, but a 
number of studies show a positive relation between the two. 

Chen and Hong (2006) show that institutional owners are more 

well-informed investors than other equity traders. If institutional investors 
incorporate the information they have into stock trading, they are likely to 
be in a position to affect stock prices (El-Gazzar, 1998; Loderer, Cooney, & 

van Drunen, 2012). Similarly, if they buy a particular security, they will 
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likely create an upward movement in the supply curve and thus affect the 
stock return (Sias, Starks, & Titman, 2006).  

Dividend policy plays a prominent role in determining the 
direction of the relationship between institutional ownership and stock 
price volatility. Institutional ownership is negatively related to stocks on 
which no dividend is paid and positively to stocks on which a dividend is 

paid (Rubin & Smith, 2009). Institutional investors make investments on 
behalf of other investors; under the institutional preference hypothesis, 
they prefer to invest in nondividend-paying stock, which is characterized 

by low price volatility. However, Grinstein and Michaely (2005) find that 
institutional investors do invest in dividend-paying stock. The institutional 
turnover hypothesis also shows that institutional owners rotate their stock 

portfolios more regularly than others, which increases stock volatility 
(Karpoff, Malatesta, & Walkling, 1996).  

The central objective of a dividend policy is to maximize 
shareholders’ wealth (Arnold, 2008). According to the agency theory, 

agency cost is reduced by the payment of dividends, which encourages 
managers to pay more dividends rather than investing in less profitable 
projects. The literature also finds that institutional owners maintain close 

relations with managers to keep themselves apprised of firms’ prospects, 
which results in less stock variance (Jensen & Meckling, 1976); Easterbrook, 
1984; Ryan & Schneider, 2002). 

Pakistan is an emerging country with high-risk and high-return 
stock markets where investors look for greater market premiums (Nishat, 
1999). Insider trading by brokers makes stock prices more volatile (Khwaja 
& Mian, 2005) while government reforms in the 1990s opened up local 

markets to foreign investors, leading to increased stock volatility. The 
reforms pertaining to dividend policy included the following: shifting from 
cash dividends to stock dividends, tax exceptions for right/bonus shares, 

and tax seals on cash dividends. Studies on Pakistan have focused on the 
relationship between dividend policy and stock price volatility (see, for 
example, Nazir, Nawaz, Anwar, & Ahmed, 2010; Nishat & Bilgrami, 1994; 
Nishat & Irfan, 2001; Rashid & Rehman, 2008). However, no study 

investigates the impact of institutional ownership on stock price volatility.  

This study focuses on the relation between institutional investors 
and stock price volatility by looking at the mediating impact of dividend 

policy. Its main objectives are: 
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 To determine the impact of institutional ownership on dividend 
policy in Pakistan 

 To assess the impact of institutional ownership on stock price 
volatility in Pakistan 

 To investigate the impact of dividend policy on the relationship 
between institutional ownership and stock price volatility in Pakistan 

To our knowledge, this is the first study on Pakistan that provides 
empirical evidence for the impact of institutional ownership on stock price 

volatility. Its findings could, therefore, prove useful to researchers, 
individual investors, and institutional investors. 

2. Literature Review 

Almost all existing studies on this topic have established the 
significant and positive link between institutional investors and variations 
in stock prices (see, for example, Dennis & Strickland, 2002; Sias, 1996; Xu 
& Malkiel, 2004). Institutional portfolio earnings are normally greater than 
individual portfolio earnings, and stock return volatility therefore increases 
with an increase in the level of institutional owners (Karpoff, 1987; Rubin, 
2007). However, Rubin and Smith (2009) argue that the association between 
institutional investors and variations in stock prices depends significantly 
on firms’ dividend payments. They establish a constructive association for 
dividend-paying stocks and an unconstructive one for stocks on which no 
dividend is paid.  

West (1988) notes that having more price information decreases 
stock price instability. Since institutional owners are more knowledgeable 
than individual owners (see Bartov, Radhakrishnan, & Krinsky, 2000; 
Alangar, Bathala, & Rao, 1999; Szewczyk & Tsetsekos, 1992), they are likely 
to make fewer errors in evaluating their information (Sias, 1996). 
Nondividend firms are subject to less variation in stock prices, given the 
strong relation between information and institutional owners (Khang & 
King, 2006; Li, Ortiz-Molina, & Zhao, 2008). 

Managers and optimistic traders may decide to concentrate first 
and foremost on information that yields returns in the short term rather 
than the long term (De Long & Shleifer, 1991; Froot & Obstfeld, 1992). 
Dividend announcements are trustworthy, voluntarily observable, and 
short-term, i.e., announced quarterly. Investors need not wait long for these 
announcements to translate into stock prices (Lakonishok, Shleifer, & 
Vishny, 1992), in turn, directing institutions to pursue and trade on them.  
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In addition, managers who are concerned about their professional 
reputation (see Scharfstein & Stein, 1990; Shiller, Fischer, & Friedman, 1984) 

are likely to follow information that may be unfairly interpreted. Moreover, 
dividend-paying firms are likely to have fewer information irregularities 
than nondividend payers (Khang & King, 2006; Li et al., 2008). These 
concerns make institutions trade in a similar way on receiving news 

concerning dividend-paying firms.  

Although many researchers have explored the relationship between 
dividend policy and the instability of share prices (see Allen & Rachim, 

1996; Hussainey, Oscar Mgbame, & Chijoke-Mgbame, 2011; Nazir et al., 
2010; Asghar, Shah, Hamid, & Suleman, 2011), their conclusions are not 
necessarily consistent. Baskin (1989) establishes a considerably negative 

relationship between dividend yield and stock price instability (see also 
Hussainey et al., 2011). 

In view of their fiduciary obligations, institutional investors may be 
restricted from selecting unstable stocks (Sias, 1996; Bohl & Brzeszczynski, 

2006). Their accountability as fund managers, their constant requirement 
for liquidity, and the stress of meeting their clients’ interests may 
discourage them from investing in riskier stocks. Arbel, Carvell, and 

Strebel (1983) note that an increase in institutional trading decreases stock 
instability rather than increasing it. Yang (2002) finds that foreign 
institutional investor trading stabilizes market prices in Taiwan, while Bohl 

and Brzeszczynski (2006) establish a similar relationship for Poland.  

Numerous studies show that institutional investors’ individual 
dealings have a direct effect on prices. For instance, Keim and Madhavan 
(1997) assess the trades for 21 organizations over 26 months and find that 

institutional investors generally purchase stocks at a 0.31 percent premium 
and sell them at a 0.34 percent discount relative to the preceding day’s 
close. Chan and Lakonishok (1995) assess the trades of 37 investment 

managers over 18 months and show that their individual trades have both 
temporary as well as longer effects. If, as the model of trades in these 
studies suggests, the trades of individual institutional investors have a 
certain price effect, collective institutional trading will also have a 

subsequent price effect, that is, it will mirror the increasing effect of the 
individual institutional investors’ trades.  

On the other hand, under economies of scale, institutional investors 

are expected to be more well-informed than other traders. If trading by 
institutional investors discloses information, then institutional trading will 
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influence prices (Easley & O’Hara, 1987; Kyle, 1995). A number of 
empirical tests propose that the information exposed during trading is 

mainly accountable for stock price changes (see Scholes, 1972; French & 
Roll, 1986; Barclay, Litzenberger, & Warner, 1990). If the information that 
arises in the course of trading is the most important cause of stock price 
changes, and institutional investors are more likely to be informed than 

individual investors, collective institutional trading will, subsequently, 
have return effects. 

The literature reviewed above indicates the knowledge gap on 

stock price volatility in Pakistan, especially with regard to empirical 
evidence on the relationship between institutional ownership and stock 
price volatility. This study is the first of its type to look at the impact of 

institutional ownership on stock price volatility based on the mediating 
effect of dividend policy. 

3. Framework and Methodology 

This section describes the conceptual framework used, the variables 

employed, and the methodology applied. 

3.1. Conceptual Framework 

Based on the literature survey above, we develop the following 

conceptual model (Figure 1). 

Figure 1: Schematic model for conceptual framework 
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3.2. Variables 

We take stock price volatility as the dependent variable; risk is used 

as a proxy for stock price volatility and is measured as the standard 
deviation of the daily return on a stock for a given year (see Azzam, 2010; 
Bennett, Sias, & Starks, 2003; Ferreira & Matos, 2008; Gompers, Ishii, & 
Metrick, 2003). Dividend policy is the mediating variable, where the 

dividend payout ratio (dividend per share/earnings per share) is used as a 
proxy for dividend policy (see Azzam, 2010; Nazir et al., 2010). Institutional 
ownership is the independent variable, where we consider institutional 

owners to be those with a share of 5 percent or more (see Azzam, 2010; 
Demsetz & Villalonga, 2001). 

Many other factors affect stock price volatility, including 

profitability (Azzam, 2010; Rubin & Smith, 2009), firm size (Azzam, 2010; 
Nazir et al., 2010), firm age (Pastor & Veronesi, 2003), financial leverage 
(Azzam, 2010; Nazir et al., 2010; Pastor & Veronesi, 2003), and firm growth 
(Azzam, 2010; Pastor & Veronesi, 2003; Rubin & Smith, 2009). These are 

taken as control variables in this study. Table 1 summarizes the variables 
above and their expected interrelationship. 

Table 1: Summary of variables 

Variable Abbreviation  Definition/calculation  

Dependent variables   

Stock price volatility  Vlt Standard deviation of the daily 
return on a stock for a given year 

 

Mediating variable   

Dividend payout ratio DPO Dividend per share/earnings per 

share 

- 

Independent variable   

Institutional ownership Inst 5% of shares or more  - 

Control variables   

Return on assets ROA Net profit/total assets - 

Firm size Size Log of total assets  - 

Financial leverage FL Total liabilities/shareholders’ equity + 

Growth M/B Market price per share/book value 

per share 

+ 

Firm age Age Age of firm in 2011  - 
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3.3. Study Hypotheses 

We base this study on the following hypotheses: 

 H1: Institutional ownership has a significant impact on stock price 
volatility. 

 H2: Institutional ownership has a significant impact on dividend policy. 

 H3: Dividend policy has a significant impact on stock price volatility.  

 H3: Dividend policy has a significant impact on the relationship 
between institutional ownership and stock price volatility. 

3.4. Methodology 

This study is a time-series cross-sectional study (see Baltagi, 2009; 
Wooldridge, 2001) that aims to determine the impact of institutional 
ownership on stock price volatility, given the mediating effect of dividend 

policy. Our sample is drawn from firms listed on the Karachi Stock 
Exchange with the assumption that listed firms present their profits to 
stakeholders to make their shares more attractive (Lazaridis & Tryfonidis, 
2006). The sample has been drawn on the basis of the following criteria: 

 The sample firms must have 5 percent or more institutional owners.  

 The firms must be profitable firms in the period covered by the study. 

 The firms must have paid dividends in the period covered by the study. 

The study covers a period of 10 years from 2003 to 2012. The final 
sample comprises 400 firm-year observations for 40 firms. 

We have used SPSS (20.0) for analysis purposes and described the 

data with the help of Durrheim (2002). Correlation analysis is used to 
determine the degree of association among the different variables (see 
Bailey, 2007). A fixed-effects model is used to determine the intercept 
differences of the sample companies. The model assumes that the 

explanatory variables are related to each firm’s own effect. The variable 



i  

is taken as the dummy variable to determine the particular effect of each 
firm, and 



t  is used as a dummy variable for time, which remains constant 

across firms but varies over time (see Park, 2005). 

The following models are used for regression analysis: 
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itiiiiiiii BMAgeROALevrgSizeInstVlt   /6543210  (1) 

itiiiiiiii BMAgeROALevrgSizeInstDPO   /6543210  (2) 

itiiiiiiii BMAgeROALevrgSizeDPOVlt   /6543210  (3) 

itiiiiiiiii BMAgeROALevrgSizeInstDPOVlt   /76543210  (4) 

4. Results and Discussion 

4.1. Descriptive Statistics 

Table 2 gives the mean values, range, and standard deviations of 
the different variables. Stock price volatility for the sample firms has a 
mean of 0.648 with a standard deviation of 0.346. The dividend payouts 
variable has a mean value of 37.1 percent and a standard deviation of 21.3 

percent. The institutional owners variable has a mean percentage share of 
38.1 percent.  

Table 2: Descriptive statistics 

Variable Range Mean Std. deviation 

Vit 1.166 0.648 0.246 

DPO 3.543 0.371 0.476 

Inst 0.743 0.381 0.213 

ROA 0.730 0.214 0.229 

Size 1.940 0.337 0.399 

FL 1.120 0.523 0.229 

M/B 43.460 2.771 3.678 

Age 32.000 13.602 12.432 

Source: Author’s calculations. 

As a proxy for profitability, return on assets has a mean of 21.4 

percent with a standard deviation of 22.9 percent. The size of the firm is 
measured by the log of total assets, i.e., the value of firm size is 0.337. 
Financial leverage, measured by total liability/total assets, has a mean value 

of 52.3 percent with a standard deviation of 23.1 percent. The market-to-book 
value is used as a proxy for growth and has a mean value of 2.771. The mean 
age of the firm up to 2011 is 13.602 years with a standard deviation of 2.432. 
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4.2. Correlation Results 

The correlation results for the different variables are given in Table 

3. The correlation between the dividend payout ratio and stock price 
volatility is -0.053 (p <= 0.01), showing that dividend payments decrease 
with stock price volatility in Pakistan. The results also show that 

institutional ownership has a correlation coefficient of -0.160 (p <= 0.05) 
with stock price volatility. This negative relationship implies that firms 
with greater institutional ownership have low stock price volatility.  

The correlation between stock price volatility and return on assets is 
also negative and significant, showing that firm profits decrease with stock 
price volatility. The correlation between financial leverage and stock price 

volatility is 0.129 (p <= 0.05), implying that firms with high liabilities face 
greater stock price volatility. Firm age has a negative correlation coefficient 
of -0.012 (p <= 0.05) with dividend policy. Firm size and market-to-book 

value have no significant relationship with stock price volatility. 

The correlation between institutional ownership and the dividend 
payout ratio is 0.143 (p <= 0.05), implying that firms with a greater share of 

institutional ownership pay higher dividends. Return on assets has a 
coefficient of 0.211 (p <= 0.05) with the dividend payout ratio, showing that 

firms with greater profitability pay higher dividends. The correlation 
between financial leverage and the dividend payout ratio is -0.191 (p <= 
0.01), indicating that firms with a high debt burden pay low or no 

dividends. Firm age has a positive correlation with the dividend payout 
ratio, implying that mature firms pay more dividends than newly 
established ones. Firm size and the market-to-book value have no 

significant relationship with the dividend payout ratio. 

Table 3: Correlation results 

Var. Vlt DPO Inst ROA Size FL M/B Age 

Vlt 1.000        

DPO -0.053** 1.000       

Inst -0.160* 0.143* 1.000      

ROA -0.311* 0.211* 0.115** 1.000     

Size 0.011 0.130 -0.112 -0.075* 1.000    

FL 0.129* -0.191** -0.022** -0.222** 0.051** 1.000   

M/B 0.132 0.194 0.024** 0.0655* 0.011** -0.014* 1.000  

Age -0.012* -0.016 0.011 0.024 0.132 -0.122 0.145** 1.000 

Note: ** = significant at 1%, * = significant at 5%. 
Source: Author’s calculations. 
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4.3. Regression Results 

4.3.1. Relationship Between Institutional Ownership and Stock Price Volatility  

Model 1 in Table 4 shows the impact of institutional ownership on 
stock price volatility. Institutional ownership has a beta estimate of -0.433 
with t = -4.211 and a p-value of 0.002. This shows that institutional 

ownership has a negative impact on stock price volatility. Pastor and 
Veronesi (2003), Lin et al. (2008), and Rubin and Smith (2009), among 
others, also find a negative relationship between stock institutional 

ownership and stock price.  

The reason for this negative relationship is that many firms in 
Pakistan are small and depend heavily on institutional investors for 
financing. Since institutional investors commonly have more information 

on the business environment, they carry out more informed trading, 
leading to more informative, and thus more stable, stock prices (West, 
1988). The prudent-man rule also prevents institutional owners from 

investing in risky or more volatile stock (Oak & Dalbor, 2008). 

Return on assets (coefficient = -0.012; t = -2.161, p-value = 0.041) has 
a significantly negative impact on stock volatility. Rubin and Smith (2009) 

and Azzam (2010) also find a negative relation between profitability and 
stock price volatility, implying that highly profitable firms face lower stock 
price volatility due to low uncertainty in their business operations. 

Financial leverage (coefficient = 0.216, t = 5.072, p-value = 0.000) has a 
significantly positive relationship with stock price volatility. Pastor and 
Veronesi (2003) and Azzam (2010) also report a positive relationship 

between financial leverage and stock price volatility. Greater firm liabilities 
decrease the profit margin and thus create uncertainty about the firm, 
which results in stock price volatility. 
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Table 4: Model 1 estimates: Dependent variable = Vlt 

Variable Estimates t Sig. 

Inst  -0.433*** -4.211 0.002 

DPO    

ROA -0.012** -2.161 0.041 

FL 0.216*** 5.072 0.000 

Size -0.009*** -3.570 0.006 

M/B -0.334 0.145 0.488 

Age -0.231** -3.046 0.019 

R sq. 

F-stat 

F sig. 

0.311 

6.863 

0.000 

Note: *** = significant at 1%, ** = significant at 5%, * = significant at 10%. 

Source: Author’s calculations. 

Firm size has a negative relationship with stock volatility 
(coefficient = -0.009, t = -3.570, p-value = 0.006). This result is consistent 

with Sias (1996) and Azzam (2010), showing that large firms in Pakistan 
face less price volatility. The market-to-book value has a positive and 
significant impact on stock price volatility (coefficient = 0.334; t = 2.145, p-

value = 0.028). This positive relation indicates that growing firms face high 
stock price volatility due to high risk (Pastor & Veronesi, 2003; Rubin & 

Smith, 2009). Firm age (coefficient = -0.231, t = -3.046, p-value = 0.019) has a 
negative and significant impact on stock volatility. Pastor and Veronesi 
(2003) also find a negative relation between the age of the firm and stock 

price volatility. Younger firms face greater uncertainty and are thus subject 
to more volatile stock prices as against mature firms, which face less stock 
price volatility due to lower uncertainty in their business operations. 

4.3.2. Relationship Between Institutional Ownership and Dividend Policy  

Model 2 in Table 5 shows the impact of institutional ownership on 
the dividend payout ratio. Institutional ownership has a beta estimate of 
0.573 with t = 3.254 and a p-value of 0.003. This shows that institutional 

ownership has a positive and significant effect on dividend policy. A 
number of studies report finding a positive relationship between 
institutional ownership and dividend policy (see Dhaliwal, Erickson, & 

Trezevant, 1999; Allen, Bernardo, & Welch, 2000; Short, Zhang, & Keasey, 
2002; Mirza & Afza, 2010; Afza & Mirza, 2011). Institutional owners use 
dividend payments as a means of monitoring managers by forcing them to 
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distribute the free cash flow in the form of dividends if there is no 
profitable investment opportunity, thus reducing any agency cost. 

Furthermore, since many Pakistani firms are small, they do not have access 
to the capital market and have to attract institutional investors by paying 
high dividends (Mirza & Afza, 2010). 

Table 5: Model 2 estimates: Dependent variable = DPO 

Variable Estimates t Sig. 

Inst  0.573*** 3.254 0.003 

DPO    

ROA 0.025** 2.566 0.016 

FL -0.332*** 4.623 0.000 

Size 0.015 0.252 0.443 

M/B -0.211** -2.061 0.029 

Age 0.119** 2.402 0.021 

R sq. 

F-stat 

F sig. 

0.255 

5.172 

0.000 

Note: *** = significant at 1%, ** = significant at 5%, * = significant at 10%. 
Source: Author’s calculations. 

Return on assets (coefficient = 0.025, t = 2.566, p-value = 0.016) has a 
significant and positive impact on dividend policy, showing that high-
profit firms in Pakistan pay higher dividends (Ahmad & Javid, 2009; Afza 

& Mirza, 2011). Financial leverage (coefficient = -0.332, t = 4.623, p-value = 
0.000) has a significant and negative relationship with dividend policy. 
Aivazian, Booth, and Cleary (2003) and Afza and Mirza (2011) also report a 

negative relationship between financial leverage and the dividend payout 
ratio. This negative relationship shows that firms with a high debt 
percentage pay low or no cash dividends in Pakistan.  

Firm size has an insignificant relationship with the dividend payout 
ratio (coefficient = 0.015, t = 0.252, p-value = 0.443). This result is in line 
with Afza and Mirza (2011) who also find a negative relationship between 

firm size and dividend payouts. This implies that firms’ size has no effect 
on their dividend behavior in Pakistan. The market-to-book value has a 
negative and significant impact on dividend policy (coefficient = -0.211, t = 

2.061, p-value = 0.029), showing that growing firms pay no dividends 
because they use their cash reserves for further investment (see Ahmad & 
Javid, 2009). Firm age (coefficient = 0.119, t = 2.402, p-value = 0.021) has a 
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positive and significant impact on dividend policy, implying that mature 
firms have excess cash reserves and thus can pay higher dividends to keep 

their market price stable. 

4.3.3. Relationship Between Dividend Policy and Stock Price Volatility  

Model 3 in Table 6 shows the impact of the dividend payout ratio 
on stock price volatility. The dividend payout ratio has a beta estimate of -

0.093 with t = -3.262 and a p-value of 0.007, implying that it has a negative 
impact on stock price volatility. This negative relationship shows that 

Pakistani firms that pay dividends present a positive picture of their firm’s 
performance, thus reducing the uncertainty of their stock prices. Baskin 
(1989), Allen and Rachim (1996), Nazir et al. (2010), and Hussainey et al. 
(2011) also find a negative relationship between dividend payouts and 

stock price volatility, contrary to Asghar et al. (2011), who find a positive 
relation between dividend payouts and stock price volatility in Pakistan. 

Table 6: Model 3 estimates: Dependent variable: Vlt 

Variable Estimates t Sig. 

Inst     

DPO -0.093*** -3.262 0.007 

ROA -0.033** -2.561 0.023 

FL 0.254** 2.314 0.029 

Size -0.010** -3.002 0.011 

M/B -0.114 -0.262 0.413 

Age -0.201*** -3.971 0.000 

R sq. 

F-stat 

F sig. 

0.269 

6.143 

0.000 

Note: *** = significant at 1%, ** = significant at 5%, * = significant at 10%. 
Source: Author’s calculations. 

Return on assets (coefficient = -0.033, t = -2.561, p-value = 0.023) has 

a significantly negative impact on stock volatility, consistent with Rubin 
and Smith (2009) and Azzam (2010). Financial leverage (coefficient = 0.254, t 

= 2.314, p-value = 0.029) has a significantly positive relationship with stock 
price volatility, in line with Pastor and Veronesi (2003) and Azzam (2010).  

Firm size has a negative relationship with stock volatility 

(coefficient = -0.010, t = -3.002, p-value = 0.011), consistent with Sias (1996) 
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and Azzam (2010). The market-to-book value has an insignificant impact 
on stock price volatility (coefficient = 0.114, t = 2.262, p-value = 0.023). This 

positive result is in line with Pastor and Veronesi (2003) and Rubin and 
Smith (2009). Firm age (coefficient = -0.201, t = -3.971, p-value = 0.000) has a 

negative and significant impact on stock volatility, consistent with Pastor 
and Veronesi (2003). 

4.3.4. Effect of Dividend Policy on Relationship Between Institutional Ownership 
and Stock Price Volatility  

Model 4 in Table 7 shows the mediating role of dividend policy in 
the relationship between institutional ownership and stock price volatility. 
The dividend payout ratio has a beta estimate of -0.085 with t = -2.970 and 

a p-value of 0.009. This shows that dividend payouts have a negative 
impact on stock price volatility. Institutional ownership also has a negative 
and significant effect on stock price volatility, but the beta estimate of -

0.433 with t = -4.211 and a p-value of 0.002 in model 1 decreases to a beta 
estimate of -0.234 with t = -2.017 and a p-value of 0.043. This shows that 

dividend policy partially mediates the relationship between institutional 
ownership and stock price volatility. 

Table 7: Model 4 estimates: Dependent variable = Vlt 

Variable Estimates t Sig. 

Inst  -0.234** -2.017 0.043 

DPO -0.085*** -2.970 0.009 

ROA -0.017** 1.963 0.050 

FL 0.154** 2.001 0.044 

Size -0.003** -2.555 0.018 

M/B 0.006 -0.153 0.132 

Age -0.114* -1.179 0.087 

R sq. 

F-stat 

F sig. 

0.117 

4.255 

0.000 

Note: *** = significant at 1%, ** = significant at 5%, * = significant at 10%. 

Source: Author’s calculations. 

Return on assets (coefficient = -0.017, t = -1.963, p-value = 0.050) has 

a significantly negative impact on stock volatility. Financial leverage 
(coefficient = 0.154, t = 2.001, p-value = 0.044) has a significantly positive 
relationship with stock price volatility. Firm size has a negative 
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relationship with stock volatility (coefficient = -0.003, t = -2.555, p-value = 
0.018). The market-to-book value has an insignificant relationship with 

stock price volatility (coefficient = 0.006, t = -0.153, p-value = 0.132). Firm 
age (coefficient = -0.114, t = -1.179, p-value = 0.087) has a negative impact 

on stock volatility. The significance level of all these control variables has 
decreased from that found in model 1.  

Rubin and Smith (2009) and Azzam (2010) also report that dividend 

policy significantly affects the relationship between institutional ownership 
and stock price volatility. Rubin and Smith find a positive relationship 
between the two; Azzam, however, reports a negative relationship between 
institutional ownership and stock price volatility for dividend-paying 

stock. Our results also show a negative relationship between institutional 
ownership and stock price volatility for dividend-paying stock in Pakistan.  

These findings are contrary to the institutional preference theory, 

which holds that institutional owners prefer to invest nondividend-paying 
firms with low price volatility. We find that institutional owners prefer to 
invest in dividend-paying stocks with stabilized prices. West (1988) and 

Pastor and Veronesi (2003) also show that nondividend firms face more 
stock price volatility. Our results indicate that institutional owners compel 
firms to make dividend payments; this signals better performance, which, 
in turn, stabilizes firms’ stock prices. 

5. Conclusion 

This study has attempted to determine the effect of dividend policy 
on the relationship between institutional ownership and stock price 

volatility, using a sample of 104 nonfinancial firms listed on the Karachi 
Stock Exchange over a period of seven years (2005-2011). The effect of 
dividend policy on the relationship between institutional ownership and 
stock price volatility was investigated through panel data regression using 

a fixed-effects model. Stock price volatility was taken as the dependent 
variable, institutional ownership as the independent variable, dividend 
payouts as the mediating variable, and return on assets, firm size, financial 

leverage, firm growth, and firm age as control variables. 

Our first hypothesis concerned the relationship between 
institutional ownership and stock price volatility. The results showed that 

institutional ownership has a negative and significant impact on stock price 
volatility, implying that institutional owners avoid investing in volatile 
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stock. Furthermore, institutional owners in Pakistan are market makers 
and more informed traders, and thus help stabilize stock prices.  

The second hypothesis deals with the relationship between 
institutional ownership and dividend policy. The results revealed that 
institutional owners have a positive and significant relationship with 
dividend policy: since many Pakistani firms are small, they attract big 

investors by paying dividends.  

The third hypothesis pertains to the relationship between dividend 
policy and stock price volatility. The results showed that dividend policy 

has a negative and significant impact on stock price volatility, showing that 
dividend payments reduce the uncertainty in stock prices. Finally, the 
fourth hypothesis deals with the effect of dividend policy on the 

relationship between institutional ownership and stock price volatility. Our 
results provide significant support for this hypothesis: the mediating role 
of dividend policy between institutional ownership and stock price 
volatility reveals that institutional investors prefer to invest in low-

volatility dividend-paying stock. 

Practically, these results suggest that firms can use dividend policy 
as a tool for reducing stock price volatility. Furthermore, regulators of the 

stock market must take into consideration the important role of 
institutional ownership in the market environment and stability. This study 
is limited to nonfinancial firms in Pakistan, but could be expanded to 

financial firms as an avenue for further research. 
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