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Abstract

Purpose

This study investigates the effects of peers on corporate payout policies in one of the largest
emerging markets - India. Specifically, the study probes into (1) the heterogeneity in firms'
mimicking behaviour, channels and motives of peer effects; (2) the role of institutional
shareholdings and agency problems in shaping firms' mimicking behaviour; (3) the effects of
firms' mimicking behaviour on firms' performance and value; and (4) the impact of economic

policy and market uncertainty on firms' payout and mimicking behaviour.

Design/Methodology/Approach

The sample is composed of 3,024 non-financial and non-government firms listed on the
National Stock Exchange (NSE) and Bombay Stock Exchange (BSE) from 1995 to 2020. To
define peer reference groups, the study uses the basic industry classification defined in the
CMIE Prowess 1Q Database. This is a micro-level classification that reflects the core operation
of a firm and is based on its core business activities. To encounter the endogeneity problem,
the instrumental variable (IV) technique based on peer firms' idiosyncratic risk is used to
estimate the effects of peers on firms' payout policy. Therefore, 2-Stage Least Squares (2SLS)

regression is deployed to infer the causal effects of peers on a firm's payout policies.

Findings

The results indicate a significant positive impact of peers on firms' dividend policies in India.
A firm with all dividend-paying peers is 21.9 per cent more likely to declare dividends than the
one with no dividend-paying peers. Further, peer effects are found to be more pronounced

among larger and older firms, thus supporting the rivalry theory of mimicking. Firms in



emerging markets face more information asymmetry and agency problems. In such a scenario,
mimicking the payout policies of peers becomes imperative to maintain a competitive
advantage in the market. Small-sized firms and younger firms may not mimic the payout
policies of their peers because of their inability to mimic their peers' behaviour. Moreover,
findings suggest that a firm's ability to mimic the payout policies of its peers is affected by its
access to the external capital market, growth opportunities, and cash flow. However, the effects
of peers on firms' payout policies are not homogenous across varying economic and market
uncertainties. Firms mimic more during unfavourable periods, especially when economic
uncertainty is high and the market is declining. These results are consistent with the arguments
made by Keynes (1936) regarding herd behaviour among managers who believe that contrarian

actions could harm their reputations in the labour market.

Given the considerable influence of institutional shareholders (ISH) on firms' financial
decisions, the study reveals non-linear, inverted U-shaped effects of ISH on firms' mimicking
behaviour. Specifically, at low levels of institutional holdings, firms mimic to retain the ISH.
However, beyond a certain level, the active role of institutional investors in firms' decision-
making reduces the firms' incentive to mimic their peers' payout policies, thereby supporting
the monitoring hypothesis. Furthermore, findings reveal more pronounced effects of peers
amongst firms with high agency problems, as managers aim to reduce mistrust between
shareholders and themselves. The results of this research can be effectively used by managers
to reduce the firms' agency problem and help in the determination of the optimal level of
dividends. By studying the role of intuitional shareholders in firms' mimicking behaviour,
managers can design payout policies that can help them to attract and retain institutional

shareholders and thus meet the financial needs of the organisations.

By using a large number of indicators of firm performance and value, the study finds that
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mimicking behaviour is value-enhancing. Firms that increase dividends aligned with their peers
exhibit a significantly higher value of 6.5 per cent (average effects across all measures of value)
than non-mimicking firms. However, in terms of market returns, only those firms that closely
mimic their peers' payout policies generate higher returns in the long run but not in the short
run. These results have practical implications for the managers, who can generate higher value

for the shareholders by effectively mimicking their peer firms.
Originality/Value

To the best of our knowledge, this study is the first of its kind to examine peer effects on payout
decisions in an emerging market like India, which offers a unique institutional setting
characterized by a high economic growth rate, an underdeveloped financial market, significant
information asymmetry, and higher agency costs. Moreover, we extend the existing literature
by investigating the peer effects on a firm's payout policies considering various firm-level
characteristics, such as growth opportunity, cash holding, and financial constraint in the context
of emerging market. The study provides a new perspective into the motive of firms' mimicking
behaviour by studying the role of ISH and agency costs on firms' mimicking behaviour.
Moreover, the study adds to the scant literature on the impact of firms' mimicking behaviour
on their performance and value and suggests that the market places a higher premium on closely
mimicking firms than non-mimicking firms. These results add to our understanding of whether

mimicking behaviour is value generative.
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NSE National Stock Exchange
NYSE New York Stock Exchange
OLS Ordinary Least Square

PB Price-to-Book

PIPE  Private Investment in Public Equity
PIR Peers' Idiosyncratic Risk
PPP Peers' Payout Policy

PSM  Propensity Score Matching
R&D  Research and Development
RE Random Effects

RO Research Objectives

ROA  Return on Assets

RQ Research Questions

SD Standard Deviation

TA Total Assets

TBR Treasury Bill Rates

TCS Tata Consultancy Services
U.S. United States
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