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Abstract: The present study primarily examines the impact of financial distress (FD) on the dividend
policy of 33 banks working in the Indian economy from 2010 to 2019. In addition, we further explore
the association between financial distress and dividend policy under the influence of shareholder
activism (SHA). Using the static panel data regression technique, it is revealed that financial distress
is non-linearly associated with the dividend policy of banks in an inverted U-shape. In the initial
phase of a distressing situation, banks tend to have a liberal dividend policy. However, after reaching
the pressure point, the banks start to squeeze dividend distribution to the stakeholders. Furthermore,
the significant impact of shareholder activism has been found in the association between financial
distress and the dividend payout policy of banks. From the policy perspective, the study will provide
the policymakers with a clear all-round perspective of distressing situations, as the current research
involves exploring the impact of distress on the dividend policy that will help the experts in basically
understanding the adverse effect of financial distress and the repercussions, respectively, on the
earning of the shareholders.

Keywords: financial distress; dividend; banks; India; panel data regression

1. Introduction

The world has seen several instances of corporations experiencing financially dis-
tressing situations (Bender 2013). Numerous globally renowned companies have turned
into bait for distressed conditions. As observed by Ikpesu and Eboiyehi (2018), several
leading businesses that once served as industry icons are now in financial trouble. All
these adverse situations negatively impact the company’s image and value in the market.
Stakeholders generally interpret that the distressing situations will eventually affect their
gains and dividend share in the future. Thus, investors hesitate to consider such companies
in their portfolios.

A distressing situation in a company always creates negative thoughts in the mind
of the people attached to that company. Creditors, suppliers, investors, consumers, and
staff are a few examples of stakeholders who are reluctant to cooperate with financially
distressed organizations (Cornell and Shapiro 1987). A financially distressed company
is generally the last choice for investors to invest in. A distressed situation is critical
for a firm’s smooth business process and image (Outecheva 2007). Therefore, the role of
management also becomes essential in this condition to fully satisfy each stakeholder and
effectively manage all the firm’s operations.

According to Choy et al. (2011), a company is in financial distress when its operating
cash flows are insufficient to cover its present obligations, forcing restructuring, loan
agreement renegotiation, mergers and acquisitions, and the issuance of additional capital.
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Similarly, Wu et al. (2008) opined that when a company’s financial commitments are not
paid or are only partially satisfied, it is said to be in financial distress. Beaver (1966) and
Betker (1997) also maintained that a company’s operations and profitability are significantly
impacted by financial distress due to cost implications or higher expenditures for debt
payment and suppliers.

Financial difficulties such as distress, bankruptcy, or insolvency ultimately affect the
company’s owners. The owners are, at last, responsible for handling all the losses or gains
that occurred in the company’s books. Investors are expected to sacrifice their own gains
and profits in the condition of financial trouble. This is the main reason investors avoid
investing in companies that are not financially strong to pay dividends on a regular basis.
Dividends are used as bait to attract prospective buyers to invest money in the companies.

In basic terms, a dividend policy is defined as a dividend per share divided by earn-
ings per share before an extraordinary item (Gul 1999; Zeng 2003; Amidu and Abor 2006).
Dividend distribution by firms is generally considered a compulsion by investors. Compa-
nies are not obligated to pay a dividend on a regular basis to their investors. Availability of
enough profit is required for taking the decision to distribute it among the stakeholders.
Sharing the profits in the form of dividends enhances the company’s image and value in the
market, which can increase the market value of that company’s share. Thus, the dividend
can be considered a company and investor reward.

Financial instability is an undesirable situation which may lead to the business failure
of an organization. Banks in India or any other country are the backbone of the economy.
Banks handle the majority of India’s financial system. If such a condition exists for financial
firms- - -particularly banks- - -and if it leads to bank failure, this situation will not only affect
the bank but can drastically impact the whole financial system of the economy (Kanoujiya
et al. 2022). Moreover, the dividend policy of banks has a key importance for maintaining its
reputation among investors. In addition, shareholder activism is shareholders’ participation
in affecting the operation of an organization. SHA can influence both the operations of
banks and the dividend distribution policy (Rastogi et al. 2022). However, the role of SHA
in the association of FD and dividend policy is not yet investigated in the Indian context.
Therefore, a connection between banks’ financial stability and dividend policy needs to be
explored, particularly under the influence of SHA.

Though much literature is present explaining the conceptual meaning and association
of dividends with other factors involving FD (Joshi 2012; Sanan 2019; Kim et al. 2007;
Chughtai et al. 2014, and many more). All the existing studies conducted among different
countries may have adopted different strategies, leading to different outcomes. However,
the role of SHA in the association of FD and dividend policy is not yet investigated in the
Indian context. Thus, it is necessary to conduct research by investigating the dividend
distribution policy’s association with financial distress under the influence of SHA by
involving the Indian banking sector. Nowadays the Indian economy is currently thought to
be the one with the fastest rate of growth worldwide. However, India has witnessed several
bank failures till now, for instance, the9 failure of “Punjab and Maharashtra bank”, “Yes
bank”, and Laxmi Vilas Bank” recently (Kanoujiya et al. 2022). The Indian banking sector
has also seen many reforms. In order to ensure that no gaps are left in enhancing the equal
and efficient expansion of the Indian economy, we think it is high time to pay attention to
each aspect of the Indian banking and corporate sector and to find fresh evidence on the
association of FD and dividend policy.

With the aid of the current research work, we have primarily aimed to investigate
the association between financial distress and dividend payout policy of banks working
in the Indian banking sector. In addition, the study goes a step further by investigating
the influence of shareholder activism on the association between financial distress and
dividend. The banking industry is chosen explicitly in the current research work as it is
considered a linkage to all the other sectors of the economy, depicting what is happening in
the economy as a whole. In recent times, India has faced several bank failures. In addition,
these days, the Indian banking sector is reforming at a fast pace, as the requirement for
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funds is rising each day. Thus, it is becoming necessary to analyze each external factor that
can affect the efficient working of the banks.

The study contributes to the existing literature in several ways. Firstly, the study adds
to the literature on financial distress by providing enough evidence on the association
between financial distress and the dividend payout policy of Indian banks. Secondly, it
looks for novel evidence on the association of FD and dividend policy under the moderating
effect of SHA. Thirdly, the study will help investors understand the basic cause and
repercussions of distressing situations in the banking sector.

The rest of the work has been arranged in the following manner. The following section
includes a brief elaboration of the relevant literature related to the area of financial distress
and dividends and the formulation of the hypothesis accordingly. Section 3 defines the data
and methodology used in the study, followed by Section 4, which explains the empirical
results obtained with the help of the analysis. Furthermore, Section 5 includes a discussion
related to the results. Lastly, Section 6 sums up the research work with some concluding
remarks.

2. Review of Literature
2.1. Financial Distress and Dividend Distribution

The occurrence of a financial distress condition is an unfavorable condition for any
institution. Distressing conditions severely impact the firm’s crucial and day-to-day oper-
ations. According to Wruck (1990), financial distress is typically followed by significant
organizational changes in management, governance, and structure. Many changes need
to be made in how a company gets managed. Grinyer et al. (1988) find that one of the
significant differences between recovering and non-recovering firms is that the former
makes more management changes. In such difficult circumstances, a corporation must
seriously consider making substantial adjustments. Such adjustments could be in the form
of asset or financial restructuring.

Financial restructuring frequently entails negotiating with banks and other creditors,
issuing new securities, cutting back on dividends, and switching debt for equity (Lasfer
and Remer 2010). Dividend reduction or omission decisions are under the scope of financial
restructuring for a firm; as a result, they naturally take on a significant amount of impor-
tance in company meetings. The major objective of company management should always
be to persuade everyone to support the planned restructuring; otherwise, it may have a
detrimental long-term influence on a company’s reputation.

There is vast literature available that focuses on dividend payout decisions, FD de-
cisions, or a mix of both variables. In this study, we primarily concentrate on studies
including associations of both variables. The findings of every study that has been con-
ducted generally point to the same association between these two parameters. The findings
of the studies by Aivazian et al. (2003a) and Amidu and Abor (2006) indicate that dividend
payout has a negative relationship with financial risk. As per Lily et al. (2009), paying
dividends also may increase the firm’s financial distress. Likewise, Zeng (2003) also proved
that paying dividends can increase financial distress for firms when the leverage ratio
is high. According to Coffinet et al. (2013), businesses facing financial difficulties may
reduce their dividend payout ratio and payment. Many studies have investigated the
relationship between FD and dividends (DeAngelo and DeAngelo 1990; Kazemian et al.
2017; Habib et al. 2020).

Malombe (2011) studies the dividend’s impact on a firm’s profitability in Kenyan
firms and found an insignificant positive connection between dividend policy and a firm’s
profitability. In other words, companies with financial problems will tend to reduce the
dividend payout ratio and lessen the dividend payment (Coffinet et al. 2013). Hence,
Malombe (2011) argues that a firm’s financial health might be an effective reason for
dividend payouts.

However, the empirical evidence needs to be explored for the connection between
dividend distribution and FD. Quite a few pieces of literature are available that involve the
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banking industry as the study’s focus area. Therefore, to investigate this issue and fill this
significant research gap, we have framed a hypothesis in the current study for empirically
testing the impact of FD on the dividend payout decision of banks in India.

Hypothesis 1 (H1). Financial distress (FD) significantly impacts the dividend payout policy of
Indian banks.

2.2. Interaction of Shareholder Activism on the Association of Financial Distress with Dividend
Distribution Decision

Shareholder activism (SHA) is considered to be an effective instrument for effective
supervision of the management of a company and its respective decisions related to the
company. Pound (1992) claim that shareholder activism is no longer avoidable because
investors are exploring various methods of exercising influence over the management
to ensure the superior operation of the business. As per Şendur (2020), improvement in
shareholder activism leads to greater involvement of shareholders in the decision-making
of companies. The researcher further emphasizes that the main motive of activists is to
alter certain strategic decisions of a firm, such as proper distribution of scarce resources,
dividend distribution policy, and investing in a new business or amalgamating with
existing businesses.

Further, we find several papers which investigate the association between shareholder
activism and dividends (such as Barros et al. 2021; He et al. 2012; Jiraporn and Ning 2006;
La Porta et al. 2000; Renneboog and Trojanowski 2007). Since we find coherent proof of
a connection between shareholder activism and dividend, as well as between financial
distress and dividend, there is good judgment to believe that shareholder activism can
affect the relationship between financial distress and dividend.

However, no such study has come to our knowledge as of now that has attempted
to explore the influence of shareholder activism on the relationship existing between the
distress condition and dividend policies formulated in the banking sector of the Indian
Economy. Therefore, to fill this significant research gap present in the area of financial
distress, a hypothesis has been formulated for empirically testing the moderating influence
of shareholder activism on the relationship between financial distress and dividend payout
policies of banks. The conceptual model of the research design is presented in Figure 1.
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Hypothesis 2 (H2). Shareholder activism significantly moderates the association between financial
distress (FD) and dividend payout policy of Indian banks.
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3. Data and Research Methodology
3.1. Data and Variables

The study aims to examine the impact of financial distress on banks’ dividends and
how this relationship varies under the influence of shareholder activism. To do so, a sample
of 33 Indian banks representing the majority share of the Indian banking sector has been
considered. The time frame of the study is 2010–2019. The data is retrieved using CMIE
Prowess and the official websites of respective banks. Panel data methodology is applied
in the paper as it helps derive more meaningful insights from the data, which might not
be possible by carrying out a time series or a cross-sectional analysis (Hsiao 2007). The
variables used for the study are elaborated on in Table 1.

Table 1. Description of Variables.

SN Variable Type Code Definition Citations

1 Dividend DV div Variable is calculated by dividing equity
dividend by bank’s networth.

Aivazian et al.
(2003a)

2 Financial distress
(Altman Zscore) IV Zscore1 and

Zscore2

It is the financial distress assessment of a
firm based on multivariate discriminant
analysis. (Please see Appendix A for its

measurement.)

Altman (1968);
Pradhan (2014)

3 sha_index MV sha

It is used to measure shareholder
activism in banks.

(Please see Appendix A for its
measurement.)

Goranova and Ryan
(2014)

4 ICR CV ICR
It is calculated by dividing a company’s

earnings before interest and tax by its
interest expense during a period.

Ji (2017)

5 Asset Size CV l_assets It indicates the bank size. The higher
value means a larger bank size.

Rastogi et al. (2021);
Jayadev (2013)

Note: DV, IV, MV and CV represent the dependent variable, independent variable, moderating variable, and
control variable, respectively.

3.2. Methodology and Model Specifications

The paper analyzes the effects of financial distress on the dividends of Indian banks
and how sha moderates the association between the two variables. The panel data regres-
sion (PDR) is adopted to test the farmed hypotheses. PDR models are incorporated to do
regression analysis because it has the capability to deliver more comprehensive information
than classical time series or cross-sectional studies (Kanoujiya et al. 2022; Wooldridge 2015;
Hsiao 2007). PDR models involve time dimensions and cross-sectional units; therefore,
their estimates are unbiased. In addition, PDR models are less susceptible to endogeneity
issues. The study investigates this association under different conditions incorporating
linear association (base model), non-linear association (Quadratic model), and moderating
association (under sha) using interaction models. The quadratic model is an extension of a
linear model, which exhibits a clearer picture to understand the relationship between two
variables. Hence, we have also employed a quadratic model to ensure robust results. The
models used in the study are developed as below:

Model 1
divit = β0 + β1Zscore1it + γ1ICRit + γ2l_assetsit + uit

(1)

Model 2
divit = β0 + β1Zscore2it + γ1ICRit + γ2l_assetsit + uit

(2)

Model 3
divit = β0 + β1Zscore12

it + γ1ICRit + γ2l_assetsit + uit
(3)
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Model 4
divit = β0 + β1Zscore22

it + γ1ICRit + γ2l_assetsit + uit
(4)

Model 5
divit = β0 + β1Zscore1it + β2shait + β3Zscore1Xshait + γ1ICRit + γ2l_assetsit + uit

(5)

Model 6
divit = β0 + β1Zscore2it + β2shait + β3Zscore2Xshait + γ1ICRit + γ2l_assetsit + uit

(6)

where div is the dependent variable. Zscore1 and Zscore2 are the explanatory variables,
and sha is the moderating variable. Furthermore, the interaction terms Zscore1Xsha
and Zscore2Xsha, are also introduced to observe the interaction effect under moderating
variables (MV). ‘X’ is the sign of multiplication in interaction variables. Demean values
of main explanatory variables are taken to deal with inconsistencies due to extreme value
issues (Wooldridge 2015). l_asset and ICR are taken as control variables for a good fit of
models. Details of each variable are provided in Table 1. uit is considered an error term,
and γ is the coefficient for control variables. β0 is constant. β1, β2, and β3 are coefficients
for explanatory variables. ‘it’ denotes the panel with ‘i’ as the cross-sectional unit (bank)
and ‘t’ as the time dimension (year).

3.3. Descriptive Statistics

Table 2 depicts the outcome of the descriptive statistics of the sample. The 0.0183 mean
value of div, which is closer to its minimum value of 0 than its maximum of 0.0644, exhibits
that most of the sample banks do not have a high dividend distribution policy. Further,
the mean values, 2.087472 and 2.619291 for Zscore1 and Zscore2, respectively, represent
that most of the sample banks are free from financial distress issues, however at the same
time, extreme minimum and maximum values for these variables exhibit that financial
distress levels vary largely from one bank to another. The sha has an average score of
0.5245887 which is closer to its maximum of 0.7142, indicating that most of the banks have
high shareholder activism prevalent.

Table 2. Descriptive Analysis.

Variables Observations Mean Std. Dev. Min. Max.

div 330 0183267 0.0154024 −0.0000189 0.0644861
Zscore1 330 2.087472 11.15383 −9.018226 93.2621
Zscore2 330 2.619291 12.32028 −8.589198 96.5121

sha 330 0.5245887 0.1054332 0 0.7142857
ICR 330 1.04143 0.4175839 −0.18 3.72

lassets 330 11.75035 1.406999 8.080141 15.11867
Note: Std. Dev. Is for standard deviation. Min. and Max. are minimum and maximum value, respectively.

3.4. Correlation Matrix and Multicollinearity

There may exist multicollinearity problems if there is strong correlation between the
independent variables (i.e., correlation coefficient > 0.800) (Wooldridge 2015). According
to the values presented in Table 3, the correlation coefficients amongst some variables
are high. The highest significant correlation is observed between Zscore1 and Zscore2,
with a value of 0.9674 *, which is acceptable as both variables measure financial distress.
Further, separate models have been prepared using Zscore1 and Zscore2 as the explanatory
variables. The correlation between all other variables is lower than the value of 0.80. Hence,
the multicollinearity issue in variables does not exist (Wooldridge 2015). Therefore, there
exist no inconsistencies in model estimates due to multicollinearity.
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Table 3. Correlation Matrix.

Variables Zscore1 Zscore2 sha ICR lassets

Zscore1 1.000
Zscore2 0.9674 * 1.000

sha 0.1331 * 0.1261 * 1.000
ICR 0.0714 0.0942 0.0023 1.000

lassets −0.1314 * −0.1445 * 0.3974 * 0.1231 * 1.000
Note: ‘*’ presents value significant at 5% level.

4. Empirical Results
4.1. Outcomes of Regression Models
4.1.1. Regression Results for Linear and Quadratic Relationship

Table 4 elaborates on the results for Models 1, 2, 3 and 4. Models 1 and 2 examine
the existence of a linear relationship between the dependent variable div and independent
variables Zscore1 and Zscore 2, respectively. However, models 3 and 4 test the non-linear
relationship between div and financial distress. All the models have a significant p-value
for F-test (for fixed-effect) and the Breush-pagan test (for random-effect). Therefore, the
Hausman test is applied to check the validity of fixed-effect or random effects. As the
Hausman test exhibits a significant p-value (<0.05) for all the models, the fixed effect is
found to be a valid approach for these models. Furthermore, the presence of autocorrelation
(as revealed by the Wooldridge test with significant p-value < 0.05) and the heteroscedastic-
ity (confirmed by the Wald test with p-value < 0.05) suggests that considering the robust
standard error estimates to interpret results (Baltagi 2006).

Table 4. Base and Quadratic Models Results (Static Panel Data Analysis).

DV: div Model 1 Model 2 Model 3 Model 4

Zscore1 −0.000056 - - - - - - - - -
Zscore2 - - - 0.000374 - - - - - -
Zscore12 - - - - - - −0.000003 * - - -
Zscore22 - - - - - - - - - −0.000003 *

lassets −0.012593 * −0.006115 * −0.015118 * −0.015348 *
ICR 0.004590 0.004514 0.004430 0.004368

Constant 0.161641 * 0.084496 * 0.191827 * 0.194711 *
F-Test (Fixed effect) 6.14 * 5.92 * 6.87 * 6.97 *

BP-test (Random effect) 81.41 * 113.67 * 74.75 * 74.18 *
Hausman Test 43.20 * 20.03 * 73.86 * 78.88 *
Wald test for

Heteroscedasticity 1 1349.06 * 2211.70 * 930.58 * 884.96 *

Wooldridge
Autocorrelation Test 2

AR (1)
32.25 * 27.59 * 33.22 * 33.14 *

Model F-test 21.45 * 26.80 * 24.62 * 25.27 *

Note: 1 Wald test is for heteroscedasticity, having the null of no heteroscedasticity. 2 Wooldridge test is for
autocorrelation in panel having the null of no autocorrelation (with 1 lag). BP test is Bruesch-Pagan-test for
random effect. Parenthesis () has p-value. DV represents the dependent variable which is ‘div’. ‘*’ presents value
significant at 5% level. It should be noted that the coefficients of ZScores are very low. This might be due to the
way the dependent variable is measured.

The insignificant results for models 1 and 2 show that div has no linear relationship
with the financial distress of banks. However, negative and significant coefficients of
−0.000003 and −0.00000388 for Zscore1 and Zscore2, respectively, in models 3 and 4,
suggest that financial stability is non-linearly connected to div in an inverted U-shape
manner. It implies that in the initial stages of financial stability, banks follow a more liberal
dividend payout policy beyond a point. In other words, financial distress is non-linearly
connected to div in a U-shape manner. It means that initially, a distressed firm lowers the
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dividend to a threshold then it starts increasing dividends as the pressures of sustained
distress increase. Additionally, the control variable l_assets is found negative and significant
for div, whereas the ICR has no significant relationship with div.

4.1.2. Regression Results for Interaction Models

Interaction models 5 and 6 examine the impact of financial distress on div under sha.
Analysis for models in Table 5 has been performed by applying the Fixed-effect model as
the results for Hausman Test are significant with p-value < 0.05. Further, the presence of
autocorrelation and heteroscedasticity necessitates the computation of robust estimates for
better result interpretation.

Table 5. Interaction Models Results for moderating effect.

DV: div Model 5 Model 6

Zscore1 0.000912 * - - -
Zscore2 - - - 0.000880 *

sha 0.000942 0.002336
Zscore1Xsha −0.007817 * - - -
Zscore2Xsha - - - −0.005019 *

lassets −0.011432 * −0.004640
ICR 0.005045 0.004400

Constant 0.146227 * 0.028530 *
F-Test (Fixed effect) 6.64 * 6.44 *

BP-test (Random effect) 103.58 * 145.16 *
Hausman Test 45.71 * 19.21 *

Wald test for Heteroscedasticity 1 771.77 * 1602.48 *
Wooldridge Autocorrelation Test AR (1) 27.94 * 23.77 *

Model F-test 18.48 * 23.78 *

Note: 1 Wald test is for heteroscedasticity, having the null of no heteroscedasticity. Parenthesis () has p-value. DV
represents the dependent variable which is ‘div’. ‘*’ presents value significant at 5% level.

In models 5 and 6, both Zscores (Zscore1 and Zscore2) are significant and positive
with coefficient values of 0.000912 and 0.000880, respectively, at 5% significance. Hence,
it indicates that Zscore has a positive impact on dividend distribution or that the FD has
a negative impact on dividend distribution. The significant p-values for Zscore1Xsha
and Zscore2Xsha in models 5 and 6, respectively, exhibit that shareholder activism has
an important bearing on the association between div and financial distress. There are
negative coefficients (i.e., −0.007817 in Model 5 and −0.005019 in Model 6) for Zscore1Xsha
and Zscore2Xsha. This implies that shareholder activism has a detrimental impact on
the affiliation of financial stability and div or a negative impact on FD and div. It further
means that when sha is high, the increasing Zscore or financial health of the bank increases
the dividend distribution and vice versa. Further, the insignificant sha coefficient in both
models suggests that sha individually has no effect on div. However, the control variable
l_asset is found to have a negative and significant relationship with div in model 5.

4.2. Endogeneity and Robustness

Table 6 reports the outcome of the endogeneity test. The Durbin_Chi2_ and Wu_Hausman
tests are performed to check endogeneity issues (Baltagi 2006). The lag3 values of the vari-
ables are used as instruments to check endogeneity. Both tests reveal insignificant p-values
supportive of the hypothesis null of no endogeneity. The results show that none of the ex-
planatory variables are endogenous (Wooldridge 2015). Hence, models have no significant
endogeneity problem. The robustness of the results should be ensured for reliable evidence
(Kanoujiya et al. 2022; Rastogi et al. 2022). This study uses the multi-model approach to
ensure robust results. Two variants of Altman’s Zscores (Zscore1 and Zscore2) are used to
have different models. Furthermore, linear, non-linear, and interaction effects are observed
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to find the association of div and FD. In the majority of cases, similar results indicating a
significant association between div and FD are found. Hence, the results are robust.

Table 6. Endogeneity Test.

DV:
Div Model 1 Model 2 Model 3 Model 4 Model 5 Model 6

DC WH DC WH DC WH DC WH DC WH DC WH

Zscore1 1.973
(0.1601)

1.942
(0.1650) - - - - - - - - - - - - - - - - - - 1.129

(0.2879)
1.095

(0.2965) - - - - - -

Zscore2 - - - - - - 3.698
(0.0545)

3.673
(0.0567) - - - - - - - - - - - - - - - - - - 1.841

(0.1748)
1.793

(0.1821)

Zscore12 - - - - - - - - - - - - 1.446
(0.2291)

1.420
(0.2348) - - - - - - - - - - - - - - - - - -

Zscore22 - - - - - - - - - - - - - - - - - - 1.312
(0.2519)

1.288
(0.2578) - - - - - - - - - - - -

sha - - - - - - - - - - - - - - - - - - - - - - - - 0.0874
(0.7674)

0.0844
(0.7717)

0.0057
(0.9394)

0.005
(0.9406)

Zscore
1Xsha - - - - - - - - - - - - - - - - - - - - - - - - 0.140

(0.7074)
0.136

(0.7127) - - - - - -
Zscore
2Xsha - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 0.0417

(0.8382)
0.0402

(0.8412)

Note: p-values in parenthesis (). Instrument: L4. Variable tested for endogeneity satisfies the conditions of the
valid and relevant instrument. DC and WH represent Durbin_Chi2_test and Wu_Hausman test, respectively. DV
represents the dependent variable which is ‘div’. Significant at 5% significance level.

5. Discussion
5.1. Hypotheses Validation

The study includes two main hypotheses formulated based on the literature. The first
one is that a significant relationship exists between financial distress and the dividend
payout policy of Indian banks. The second is that shareholder activism significantly impacts
the association between financial distress and the dividend policy of Indian banks. As per
the analysis conducted in the previous section, the results reveal that the first hypothesis
is partially not rejected as the relationship between financial distress and dividend is non-
linearly significant in nature, as per model 3 and model 4. In contrast, the linear impact
of distress on the dividend policy is insignificant (model 1 and model 2). Furthermore,
the second hypothesis is not rejected as shareholder activism is proven to influence the
association between financial distress and dividend, as per model 5 and model 6.

5.2. Comparison with Earlier Studies

While examining the previously conducted studies (DeAngelo and DeAngelo 1990;
Kazemian et al. 2017; Habib et al. 2020; Aivazian et al. 2003b; Amidu and Abor 2006),
an impact of financial distress on the dividend payout policies of firms or corporations
working in different economies has been observed. The current paper focuses explicitly on
India’s banking sector, which significantly differs between the already published work and
the current study. The current findings also reveal a similar association between dividend
and FD and support the previously conducted studies as mentioned above. However, the
study’s findings further indicate through its non-linear estimates that the positive–negative
relation between the FD and div exists to a certain limit. If a banks’s FD goes beyond its
capabilities, then it increases its dividend. The positive connection between FD and div
might be due to the bank’s bankruptcy condition. In this regard, the non-linear association
also contradicts the findings of existing studies.

5.3. Contribution

The current study contributes to the existing literature by adding more novel con-
tributions to the area. Firstly, the study has attempted to explore a new aspect of the
relationship by adding a moderating variable in the study. This helps in investigating the
possibility of the presence of any moderating influence by a variable, as the addition of
such a moderation concept has not gained popularity among other researchers as of now.
Secondly, the research has focused entirely on the banking sector of one of the world’s
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fastest-emerging economies. As it is becoming a significant requirement to increase basic
knowledge related to all the factors that can affect the smooth functioning of the economy.

5.4. Implications

Our research in the area of financial distress has some implications as well. Firstly, the
banking industry’s involvement in the study will significantly help policymakers. As the
rising level of bankruptcy and insolvency situations are becoming a threat to economies
worldwide. The study will provide a clear all-around perspective of such kind of distressing
situations to the policymakers. The current research explores the impact of distress on the
dividend policy, which will help the experts understand the adverse impact of financial
distress and the repercussions on the shareholders’ earnings. Secondly, the inverted U-
shaped relationship between financial distress and the dividend policy of the banks depicts
that a rising level of distress leads to a squeeze in the dividend distribution that can
negatively affect the image and value of the banking sector in the eyes of the investors,
resulting in decreasing market value for a long time.

6. Conclusions

The financial distress of a firm, including banks, is an undesirable situation. It may
influence business operations and may lead to business failure. Therefore, the association
between dividend policy and FD needs to be explored from different angles. This paper
investigates the impact financial distress has on the dividend payout policy of Indian banks
in the ten years (2010–2019) sample period. The analysis was conducted using panel data
regression and found linear, non-linear, and interaction effects. The findings suggest that
the distressing situation non-linearly affects the dividend policy in banks. The results
show that banks do not react much in the initial stage of distress and thus have a liberal
dividend payout policy. However, with an increase in time and reaching the pressure
point, the management of the banks start to reduce the distribution of dividends to the
shareholders. At the same time, when analyzing the linear relationship between financial
distress and dividend, the results suggest that no linearity exists between the variables
(FD and dividend). Furthermore, the influence of shareholder activism is found to be
significant in the association between financial distress and dividend. Thus, the negative
coefficients of the interaction variable (Z-scoreXsha) imply that shareholder activism has
a detrimental impact on the affiliation of financial distress and dividend. This study
significantly contributes to the available literature on FD and dividend policy through
its fresh evidence on the connection between the two. The study’s findings also provide
substantial policy implications to all stakeholders to consider shareholders’ activism and
financial stability as important factors for dividend policy decisions.

The study’s findings suggest how the banking sector will particularly act in a time of
distress. Future researchers can concentrate their respective studies on other industries
or sectors to investigate the relationship between FD and dividend payout policy. The
outliers in the dependent variable may be the limitation of the study. However, proper care
has been taken to obtain consistent results. In addition, due to the inherent limitations of
the study, not many external factors have been included in the study as moderators, and
the time span focused on the study is not very long either. This is considered to be the
limitation in the current study, which needs further analysis in future works.
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Appendix A

Appendix A.1 Altman Zscore

The firm’s FD is proximated by Altman’s Zscore (Altman 1968; Kanoujiya et al. 2022)
as this study utilizes the sample of financial firms (Banks) in India. Hence, the revised
version of Altman Zscore for non-manufacturing firms is used (Pradhan 2014; Kanoujiya
et al. 2022) to compute banks’ FD levels. Altman’s revised model for banks is given as
follows:

ZSscore2 = 6.56XE1 + 3.26XE2 + 6.72XE3 + 1.05XE4 (A1)

where: ‘X’ is sign for multiplication.
E1 = “working capital/Total assets”
E2 = “Retained Earnings/Total assets”
E3 = “Operating income/total assets”
E4 = “market value of total equity/book value of total liabilities”
Classification:
If ZE > 2.6 then safe firm
If 1.1 < ZE < 2.6 then firm likely to be in FD
If ZE < 1.1 then distressed firm
This study considers the FD level for analysis. Therefore, we have considered the

inverse relation of Altman Zscore and the bank’s FD level. It means that the higher the
Zscore, the lower the FD.

This paper has also utilized the initially developed model by Altman (1968) for mea-
suring FD. This Zscore (ZScore 1) is taken to ensure the results’ robustness. The original
model is given as follows:

ZScore1 = 1.2XE1 + 1.4XE2 + 3.3XE3 + 0.6XE4 + 1.0XE5 (A2)

E1, E2, E3, E4 are the same as those used in the revised model
However, E5 = “sales/total assets”
Classification:
If ZScore1 > 2.67 then safe firm
If 1.81 < ZScore1 < 2.67 then firm likely to be in FD
If ZScore1 < 1.81 then distressed firm

Appendix A.2 Shareholders’ Activism

Shareholder activism refers to the involvement of shareholders who use their own-
ership position to affect the policies and practices of the firm. Six broad categories and
34 attributes are used to create a shareholder activism index, using corporate governance
categories as the database. The SHAI has a number of characteristics that have gone unre-
ported by researchers in the literature (Vargas et al. 2018; Shingade et al. 2022) but which
would be very important to shareholders in the modern period. A score derived from the
self-created shareholder activism index using a dichotomous approach (taking value 1 if
activism does persist and 0 otherwise).
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