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Is payout policy part of the corporate governanceystem?
The case of France

Célinedu Boys

Abstract: This paper examines the place of payout policreggovernance systems. It
analyzes the conditions in which payout is usedetulate agency conflicts and studies the
relations between dividend or share repurchasetendther governance mechanisms.
Through the study of 167 French firms from 2002085, the author shows that in France
payout is not used to regulate conflicts betweejorty and minority shareholders, but rather
to limit free cash flow risk or conflict between nagers and shareholders. In presence of a
majority shareholder, the governance systems daclokve in forcing insiders to disgorge
cash.

The study confirms the substitutability betweentdeid payout and shows that blockholders
have an effect on payout. On the contrary, boadtiiaracteristics, except the directors’
independence, do not influence payout.

Key words: France; payout policies; governance na@i$ms; dividends; share repurchases;
agency relationships; majority and minority sharkterss; boards of directors; ownership
structures; panel data analysis.
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This paper aims at analyzing the corporate govesmarole of payout policy and
understanding its place in the governance systenthdory, dividend and share repurchase
can reduce agency conflicts, but are they realbduss governance mechanisms? Moreover,
their place in the governance systems has not tesdly analyzed yet. This paper seeks to
make up for this gap.

First, it studies the governance role of payout andlyses the conflicts it can regulate:
conflicts between managers and shareholders andvebet majority and minority
shareholders.

Then, to understand the place of payout in the m@aree system, the paper reviews the other
governance mechanisms described by the literdtustudies their influence on both conflicts
and identifies their relationships with payout.

At last, a model of the use of payout in the presesf an agency conflict is proposed. Thus,
the conditions for payout to be used as a govemarechanism are described.

Following this theoretical study, the paper lookstlae case of France. It studies the
relationships between payout and various governameghanisms, and analyses the use of
payout to regulate agency conflicts in France. Tagearch helps to understand the place of
payout policies in the French governance systenrebier, it enables to catch the reality of
its use as a governance mechanism.

This paper is organized as follow. The first settreviews the literature on payout and
governance. The second section describes the nodtigydof our empirical study. And the
third section presents and discusses the resuttsrdests.

1. PAYOUT AND GOVERNANCE : A THEORETICAL STUDY

| 1.1.PAYOUT POLICY AS A GOVERNANCE MECHANISM |

Theory considers payout as a way to regulate ageocylicts between managers and
shareholders. Indeed, payout helps to decrease riliks of external shareholders’
expropriation by the managers, as it minimizesrdsources at their disposal (Jensen, 1986).
It also obligates managers to refinance and thex@¢foconfront themselves regularly with the
monitoring of financial markets (Easterbrook, 198%hese models obtain an interesting
empirical support, showing that payout can helpegulate conflicts between managers and
shareholders.

Research has mainly focused on the classical thealréramework of the managerial firm.
However, these firms are a minority in Continertialrope where shareholding is mainly
concentrated (Barca and Becht, 2001). In firms whmvnership is concentrated, the risk of
minority shareholders’ expropriation comes moremnfrahe controlling shareholder’s
behaviour than from managers.

La Porta et al. (2000) suggest that payout can lao to regulate agency conflicts between
majority and minority shareholders. But its effiodg is certainly more limited as payout can
serve majority shareholders’ interests, and thesease the intensity of conflicts. Indeed,
contrary to the non shareholders - managers, dongrghareholders benefit from payout and
are not only compelled by it. Because of their éaogvnership, they are the first collectors of



dividends. Moreover, share repurchases can helm tioeconsolidate their control (Stulz,
1988).

Therefore, in theory, payout policy is a governamgsechanism that regulates conflicts
between shareholders and managers, but also denfietween majority and minority
shareholders. But what is its place in the corgogavernance system?

1.2.PLACE OF PAYOUT POLICIES IN CORPORATE GOVERNANCE SYSTEMS

Payout policy is considered as a governance mesimahy the financial theory. However,
few researches have studied its place in the catp@overnance system.

To clarify this issue, firstly we identify alterreatgovernance mechanisms that regulate
conflicts between shareholders and managers anitict®rbetween majority and minority
shareholders. Then, we study the relationships dmtwpayout and those governance
mechanisms.

1.2.1. GOVERNANCE SYSTEM AND _CONFLICTS BETWEEN EXTERNAL SHAREHOLDERS ,
MANAGERS AND CONTROLLING SHAREHOLDERS

A governance system is the amalgam of mechanisatstiable to regulate agency conflicts
within the firm. Literature on corporate governanicas mainly focused on managers’
behaviour because of their influence on firms’ perfance. However, in countries where
ownership is concentrated, controlling shareholdalso have a strong influence on
performance and their behaviour must be controlled.

To understand the place of payout policy in theegoance system, it is necessary to identify
the others mechanisms that can also regulate ctnflietween external shareholders,
managers and controlling shareholders. Accordingjtéoature, several mechanisms exist.
Internally, managers are monitored by the boarddioéctors, the shareholders and the
employees. Externally, they are controlled by tlpity market, the debt market, the

managerial labour market and the product markeg. [Egislation can also offer an external
protection to investors.

Literature has studied the efficiency of those namtdms in regulating conflict between

shareholders and managers, but not conflict betweajority and minority shareholders.

Therefore, we will discuss here some of the aboeehanisms and study their efficiency in
the presence of each of these two conflicts.

1.2.1.1 BLOCKHOLDERS

First of all, insiders are controlled and monitoieyl shareholders. On a legal level, they
control managers through shareholders’ generalingedn reality, the power of the latter is
limited (Maati, 1999). Monitoring exerted by sombéareholders, like blockholders or
institutional investors, is much more efficient.

Shleifer and Vishny (1986) describe the particulale of blockholders in monitoring
managers. Empirical studies show that the presehae large shareholder has a positive
influence on corporate performance and governaSbéeifer and Vishny, 1997). But links
between performance and ownership vary dependingonmtries or main shareholders’
identity. Large shareholders’ influence on Amerid¢ams is weak (Holderness, 2003; Singh
and Davidson, 2003), but stronger outside USA (Panid McConnell, 2003).



In spite of this literature, the control exertedlddgckholders appears to be ambiguous. On the
one hand, they can control managers’ behaviourtlansl help to regulate conflicts. On the
other hand, they can extract private benefits dirttownership is large. Their influence is
therefore bad for minority shareholders’ interéMsrck et al., 1988; McConnel and Servaes,
1990).

The controlling shareholder's behaviour might benitaved by some external blockholders.
But, blockholders can also form an alliance wite thain shareholder in order to extract
private benefits (Maury and Pajuste, 2002). Acoggdio La Porta et al. (1999), a second
large shareholder helps to limit minority expropaa. But according to Maury and Pajuste
(2002), its influence will be function of its idétyt its interests and its ability to extract
private benefits.

In the United States, activism by institutional estors is influent, and leads to change in
governance or investment decision (Smith, 1996;le@ar et al., 1998; Del Guercio and
Hawkins, 1999). In France, activism is still notywdeveloped (Girard, 2001).

1.2.1.2BOARD OF DIRECTORS

In theory, the board of directors or the superyidmward is the first supervisor of managers’
decisions (Fama and Jensen, 1983). Constitutecharelsolders appointed by the annual
meeting, the board is turned towards defendingetiwdders’ interests.

Several characteristics facilitate board monitarisgpall size, the fact that it is assisted by
committees, or that the functions of chairman aB®Gre dissociated. On the contrary, it is
difficult to know if a supervisory board is morefieient than a board of directors, or if
independent directors have a positive influencgmrernance.

The table 1 sums up results from the literaturaiiboard characteristics efficiency.

Table 1 — Board characteristics: effect and efficiecy

Characteristics Theoretical effect on control Efficiency

Type of board : | Board of directors: easier to dismiss managers.
Board of directors of Supervisory board: dissociate functions of chairman
Supervisory board | and CEO.

No difference in efficiency
(La Porta et al., 1998).

Facilitates dismissal and permit a better monitprin
(Morck et al., 1989). But, in small firms, holding
concurrently both functions favours decision making
(Palmon and Wald, 2002).

No particular effect on performance (Denis and
McConnell, 2003).

Dissociation of the
functions of
chairman and CEO

Depends on firm size

The presence of committees favours board
Committees independence and improve the quality of information Strong efficiency
the board'’s disposal (Klein, 1998).

Strong efficiency of small
boards
(Singh and Davidson, 2003)

Small boards permit a better monitoring, a betbélitp

Bloengsze to react and favour decision making (Jensen, 1993).

Independent directors decrease the risk of marager
entrenchment and favour board’s expertise (Fama a
Jensen, 1983).

But, how independent directors are encouraged to
efficiently monitor managers (Tirole, 2006)?

trong efficiency in theory,
But empirical support is
ambiguous (Denis and
McConnell, 2003)

Independence of
directors
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Conclusions about board efficiency have sometimesstipned their present shapes. Jensen
(1993) judges they are too slow and not enougtctiefft. Moreover, board efficiency is
strongly limited by managerial entrenchment, by fibet that managers are founders of the
company, or by that they have a large ownershipr¢ket al., 1989). Thus, it appears that
the board is better at monitoring managers thammntagshareholders.

1.2.1.3L EGAL PROTECTION OF SHAREHOLDERS

Law gives outside investors some powers to pratest investment against expropriation by
insiders. But the extent of legal protection of rehalders differs enormously across
countries. La Porta et al. (1998) show in partictit@t common law countries appear to have
the best legal protection of minority shareholdevbereas civil law countries, and most
conspicuously the French civil law countries, halve weakest protection. Indeed, private
benefits embezzled by controlling shareholdersnawmeh higher, relatively to firm value, in
French civil law countries than in common law coiast (Nenova, 2003).

Thus, a protective legislation enables minorityrehalders to defend their own interests
when there is a risk of expropriation by managersontrolling shareholders.

1.2.1.4 M ARKET FOR CORPORATE CONTROL

Equity market monitors and controls managers thnaoiadggeovers (Manne, 1965; Denis and
McConnell, 2003). However, takeovers can only bgoaernance mechanism in firms with
dispersed ownership. Thus, the market for corpocatgrol is active in USA or United
Kingdom, but is less efficient in countries whengnership is concentrated (Maati, 1999;
Denis and McConnell, 2003). Even in the United &apublic offers have slowed down
since the 1990’s (Shleifer and Vishny, 1997).

= In theory, takeovers are an efficient governaneetmanism, but the hostility of legislation,
the ownership concentration in Europe and the ebstich operations made that this tool is
seldom used.

Equity market is also a governance mechanism thinits information role. It helps external
actors to better estimate the real value of them {Maati, 1999). Investors, asset managers,
rating agencies or media form an information systeat improves quality and accuracy of
information and facilitates managers monitoring Emropean market, because of ownership
concentration, markets’ influence is mostly activeugh this information system.

1.2.1.5DEBT MARKET AND DEBTHOLDERS MONITORING

Debt is considered as an efficient mechanism inrotimg managers’ behaviour. Indeed, the
risk to go bankrupt (Jensen and Meckling, 197&herrisk of debtholders intervention in the
firm’s decisions (Shleifer and Vishny, 1997) urgesnagers to limit their extraction of

private benefits. Moreover, debt decreases fred flasvs and thus the risk of minority

shareholders expropriation (Jensen, 1986).

The monitoring exerted by debt on managers is \likel also be efficient on majority

shareholders’ behaviours.

Conclusion about main corporate governance mechanss
This review of literature has showed the diversitgovernance mechanisms. It has analyzed
mechanisms’ efficiency to control managers’ andamgj shareholders’ behaviours.




Internally, managers are monitoredthe board of directoreind byblockholders Externally,
the legal protection of investorwill help minority shareholders to have their nmegts
respectedMarkets and debalso offer a good monitoring of managers througgirtfear to be
dismissed and to not be able to guarantee thesecatan. These mechanisms offer a variable
control of managers’ behaviours.

In the presence of a conflict between majority amchority shareholders, only few
mechanisms will offer a protection to outside shalders. Thus, the presence aitside
blockholderscan facilitate the monitoring of the controllingpaseholder. Moreover, the
existence of degislation protective of investorsan limit the expropriation of minority
shareholders. At lastiebtcan prompt insiders to limit private benefits.

On the contrary, the risk oftakeoverdisappears and the efficiency of theard of directors
decreases as soon as a shareholder takes thel obitr company.

1.2.2.PLACE OF PAYOUT POLICIES IN CORPORATE GOVERNANCE SYSTEMS

We now pondeon the place of payout policies in corporate goegge systemd o do so, it

IS necessary to identify the existing relationshygsween various governance mechanisms
and payout. Some mechanisms help minority sharel®ltb trigger a payout and are
considered a complement to payouts. Other mecharssivstitute to payouts.

1.2.2.1 BLOCKHOLDERS AND PAYOUT

Literature has only partially clarified the influgsof external blockholders on payout. It does
not help to determine if there is a complementarg substitution relationship between these
two mechanisms.

On the one hand, the presence of large shareholddps to control or supervise the
managers or the controlling shareholder. If thistad is sufficient to limit the extraction of
personal profit, it is not necessary to payout wedcan make the hypothesis of a substitution
between these two governance mechanisms.

On the other hand, if large shareholders cannetce¥ely monitor the internal actors, they
will push managers to pay out to limit the riskskkd to free cash flows. Payout will then be
encouraged by their presence resulting in the lngsi$¢ of complementarityetween the two
mechanisms.

Empirical studies do not let us decide between ethiego hypotheses. Renneboog and
Trojanowski (2005) find a negative relation, signacsubstitution, but, Gugler and Yurtoglu
(2003) highlight a positive relation.

Faccio et al. (2001) or Maury and Pajuste (200@sthat large shareholders sometimes join
the majority shareholder to profit from private béts. Blockholders then have a negative
influence on payout, but we cannot talk about stiligin.

Without clear empirical evidence, it is delicated@etermine the direction of the influence of
blockholders. This influence varies certainly aclog to investors and their identity.

1.2.2.2 BOARD OF DIRECTORS AND PAYOUT

Academic literature always considers managers esléicision makers of payout. However,
from a_legalpoint of view, the board of directors is the mdéctision maker of these policies.
In the United States, the amount and frequencyivflehd or share repurchase are decided
only by the board. In France, the board makes ayigyoposal to the shareholders’ general
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meeting which must approve it. The role of the shalders’ meeting remains however
symbolic since it almost systematically validates proposals of the board.

From a legal point of view, if the managers are members of the board, as it is the case in
supervisory boards, they do not take part in theoptadecision. Actually, their influence is
often determining (Brav et al., 2005). Therefore tlole of managers is considered as
essential by the literature.

While the influence of the board on payout seenterdening, little interest is showed by the
theoretical research. Few elements enable us te@ radkypothesis on the direction of this
influence. Payout policy is probably influenced the quality of its decision maker, but is
there a substitution or a complementary relatidwben these two mechanisms?

Two ways of thinking lead us to think thatcomplementary relation is the most relevant
hypothesis

- Our first reasoning is liked to the identity betdecision maker of payout policies. Legally,
it is the board which holds this role. Howeverthé board is entrenched, it is the managers
who will decide.

According to the hypothesis of substitution, anmemthed board would lead to a high payout.
However, it seems difficult to justify that suchbaard would go against the wishes of the
managers or the principal shareholder, and decigmy out. The effectiveness of the board
being limited because of entrenchment, it is likiglgt the decision will be directly made by
the managers and that the payout will be mininmgdcordance with their own interests. On
the contrary, an effective board has the capaoityeicome the decision maker of the payout
policy and it would seem astonishing if it then ides not to pay out. We think that these
remarks go against the hypothesis of substitution.

- The second reasoning considers the efficiencythef control exerted by the board.
According to the hypothesis of substitution, thigcefncy of the board would be sufficient to
make payouts unnecessary. However, the empiriagdeege shows that monitoring by the
board is limited, especially in the presence ofaamshareholder (Tirole, 2006). Thus, a board
should find it beneficial to supplement its contbyl other governance mechanisms, such as
payout policies. Again, that does not bode welltfa substitution hypothesis and it leads us
to support theoretically the complementary hypathes

Some empirical research has analyzed the relagtwden payout and board’s characteristics.
They studied the effect on payout of the indepeodesf directors (Farinha, 2003; Hu and
Kumar, 2004), of the size of the board or of thgdainfluence of members like the founder
(Oswald and Young, 2005).

These studies do not make it possible however wosi#h between the hypothesis of
substitution and that of complementarity. They amainly interested in the board
independence, which remains an element of goveenahose effectiveness is disputed, and
their results are divergent or not significant.

It seems that new and more advanced empirical, tagtkiding more variables, must be

carried out to be able to conclude on the relatloetsveen board characteristics and payout
policies.

However, upon our theoretical discussion, we sugdleat there is a complementary

relationship between the efficiency of the boardcitasing and payout.

According to literature, a board of quality, thenef effective in its role of governance, is a
small board, assisted by committees, where thetiimg of chairman and CEO are

dissociated and where the influence of managerfownders is weak. We consider the



independence of directors as a pledge of qualitgnef there is little empirical evidence on
this subject.

Thus, a complementarity between board monitorind payout means a negative relation
between amounts of payout and the size of the baarthe influence of the founder on the
board. It also means a positive relation betweenwsms of payout and dissociation of the
functions of chairman and CEO, presence of comesiter independence of the board
members.

1.2.2.3.L EGISLATION AND PAYOUT

La Porta et al. (2000) noticed that, when the lastarts investors effectively, they are able to
put pressure more easily on the managers or thieot@oalition to obtain payouts. Without
this protection offered by the law, payout policas rarely used. The study of Faccio et al.
(2001) confirms the positive influence of investgmotection on amounts of payout.

= Through these studies, legislation appears asergance tool complementary to payout.

1.2.2.4 EQUITY MARKET AND PAYOUT

Theory makes the hypothesis of a complementarityvd®n the pressure exerted by the
market for corporate control and payout policieenékn, 1986; Zwiebel, 1996). This
hypothesis finds a good empirical support (Pagd.e1996; Billett and Xue, forthcoming).
However, the pressure exerted by the financial etaik also the consequence of the
monitoring exerted by financial analysts, investorshe various information systems present
on markets (Maati, 1999).

Faccio et al. (2001) underline the role of investor payout decisions. When they locate a
risk of expropriation, they devaluate the stock arake the raising of new capital difficult for
the company. In order not to obstruct the develogmé the firm, managers are then forced
to pay out. Thereby the risk of expropriation mitied. In return, when this risk is not visible
or is weak, the pressure of markets is slackendgayouts decrease.

= The pressure exerted on managers by the stockemaricourages payouts. Therefore,
there is a complementarity between the two govermamechanisms.

1.2.2.5.DEBT AND PAYOUT

According to Jensen (1986), debt and payout areswistitutable governance mechanisms.
Indeed, debt decreases free cash flows and redheeseed of resorting to payout. This
substitution is reinforced by the fact that the tmechanisms are expensive and that debt
covenants often include clauses restricting thelle¥/dividends.

Empirical studies confirm the hypothesis of subsitin between payout and debt. The level
of dividend payout is negatively related to thenfs debt (Fenn and Liang, 2001; Hu and
Kumar, 2004). The level of share repurchase is a¢sgatively connected to debt (Fenn and
Liang, 2001; Weisbenner, 2002; Oswald and Youn§520



Table 2 — Synthesis: Theoretical hypothesis on theelationships between payout and governance
mechanisms

GOVERNANCE M ECHANISM | RELATION WITH PAYOUT NOTES

Law Complementarity

Capital Markets Complementarity
Debt Substitution Strong empirical evidence

Board efficiency Complementarity (?) Very limited empirical evidence

Literature does not agree on the direction of the
Blockholders Changeable influence | relationship. It certainly depends on the iderityhe
blockholder.

1.3.USE OF PAYOUT POLICY AS A GOVERNANCE MECHANISM |

Dividend and share repurchase are two governanchansms. But, their implementation is
decided by internal actors who are the ones to @&tored. This observation questions what
forces those decision-makers to pay out. Why woly take a decision that could limit the
satisfaction of their own interests? Literature e really handled this problem, as it
considers that the amount of pay out always ine®asthe presence of an agency conflict.

Studying the place of payout policies in the goaece system enables to answer this
guestion. Indeed, we deducted from previous rekeardhat mechanisms as markets,
legislation or boards of directors help minorityasfholders to force the payout. Moreover,
some mechanisms also regulate efficiently agenaflicts and so payout doesn’t have to be
increased. Then, we think that the influence ofnageconflicts on payout decisions will
depend on the efficiency of corporate governanseesys.

In the presence of governance mechanisms complanyetiat payout, minority shareholders
should be able to force internal actors to pay Outthe other hand, in the absence of such
mechanisms, it is likely that the internal actoecr@ase payouts in order to increase cash
within their reach and satisfy their own interests.

Moreover, in the presence of efficient substitugadgpbvernance mechanisms, it should be less
necessary to increase payout when facing an agemdict.

= Payout decisions are influenced by agency cosfld¢pending on the governance system
of the firm. Alternate governance mechanisms anéneg conflicts play a role in
understanding payout policies.

2. METHODOLOGY OF THE EMPIRICAL STUDY

To better understand the place of payout policiegavernance systems, we now take a look
at empirical reality. On the French market, we ti& influence of various governance
mechanisms on payout policies, and so the hypahassubstitution or complementarity
stemming from our review of literature. Moreoveg study the influence of agency conflicts
on the size of payout policies.



2.1.SAMPLE SELECTION , DATA SOURCES AND MEASUREMENT OF VARIABLES

To constitute our sample, we selected the compdr@kesging to the French SBF 250 index.
We collected all available data on payout, shakihgland governance over 6 years, from
2000 to 2005. Thus, our final sample includes 9a€eovations on 167 companies.

The choice of the French case stops us from corapdehg the influence of the law.
However, according to La Porta et al. (2000), westter French legislation as insufficiently
protective of minority shareholders.

Moreover, the literature showed the very negligibiBuence of the market for corporate
control in countries where shareholding is con@att. Thus we consider, in agreement with
the literature, that there is a global influencehs markets on firms’ behaviour, but it does
not go through takeovers.

To measure the intensity of agency conflicts, we ssveral variables: control concentration,
the presence of a majority shareholder, managesaiership, the power of the main
shareholder and the free cash flow risk (measurgd cash-flows and investment
opportunities).

The following table sums up the measure used fon gariable of our model.

Table 3 — Definition of variables

DV = Dummy Variable

DEPENDENT VARIABLE CONSTRUCTION OF THE VARIABLES

Total Payout = Payout Yield | TXRDT = (Net repurchase + Dividend) / Capitalization

| NDEPENDENT VARIABLES

Control concentrationf €ONCONT = % of voting rights held by the first three sharlkelers

Presence of a majorit

y. ACTMAJ : DV =1 if the first shareholder has more thar3%3 of the shares
shareholder

Managerial ownership CONTDIR = % of voting rights held by the main managers

- RAPPOC = % of shares of the"shareholder / % of voting rights of th& shareholder
- PVOIRACT = % of shares of the*shareholder / (1 - % of floating shares - % of
shares of the®ishareholder)

- PVOIR2 : DV= 1 if the chairman or the CEO is one of theee first shareholders

- PVOIR3 : DV = 1 if the main shareholder is one of the fders

Power of the main
shareholder

DETERMINANTS OF AGENCY CONFLICTS

Investment - OPPINVT: DV = 1 if Tobin’s Q [measured by: (CapitalizatierDebt Value ) / Book
opportunities Value] is lower than 1

Cash - Flows - CASHFL = Mean operating income / Mean book value

Debt - DETTETOT = Total financial debt / Total assets

- CONTBLOC2 = % of voting rights of the™ shareholder

Blockholders - CONTBLOC3 = % of voting rights of the'3shareholder

- MBRCA = Numbers of directors

- DISSPDG: DV = 1 if the functions of chairman and CEO drgsociated

- COMITECA = Number of committees assisting the board (oalpmittees of
Board efficiency remuneration, audit or nomination)

- FONDCA1 : DV = 1 if the founder of the company is one fuf directors

- FONDCAZ2 = % of vote of the founder family

- INDCA = Number of independent directors

GOVERNANCE MECHANISLMS

10




2.2.METHOD OF ANALYSIS

To test our model, we used some panel data. TheiFest and the Lagrange multiplier test
showed the existence of specific individual effanteur panel, and rejected the existence of
temporal effects. Therefore, beyond the variabtessicered in this study, each company has
specific characteristics which explain its payoatidion. The Hausman (1978) test prompts
us to model the heterogeneity of the firms’ behassdy a model with fixed effects.

However, the linear regression with fixed effectegents a limit. It does not allow studying
the influence of independent variables that dovasy in time. In order to circumvent this
limit, it is interesting to complete the intra-indiual analysis by an inter-individual analysis.
Thus, we complement the estimate of the model fiwed effects by a regression on average
data to study the influence of the fixed or quasad variables.

3. EMPIRICAL RESULTS

Table 4presents the results of linear regressions withdfieffect of payout yield on our
independent variables.

Some variables are quasi stable over our 6 yeastudy. It is the case efvoIR2, PvOIR3 and
FONDCAL. To appreciate the influence of these variabless necessary to use linear
regressions made on average data. Results of bgsessions can suffer from not controlling
firm’s behaviour heterogeneity. Meanwhile, it eregblus to comprehend the influence of
these three variables. BeyomyoiR2, PVOIR3 and FONDCAL, we include several other
determinants of the agency conflicts. The resutpaesented in Table 5.
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Table 4 — Linear regressions with fixed effect of ayout yield

Dependent variable= TXRDT = payout yield.

Independents variables= OPPINVT: dummy variable = 1 if Tobin’s Q is lower than QASHFL = average
cash-flows;CONCONT = control of the first three shareholdeB)DNTDIR = managerial controACTMAJ :
dummy variable = 1 if the first shareholder has enifvan 33,3% of the sharé&APPOC = ownership / control
of the first shareholdePVOIRACT = relative ownership of the first shareholder canegl to the other known
shareholdersCONTBLOC2 = control of the second sharehold@ONTBLOC3 = control of the third
shareholderDETTETOT = total debtsMBRCA = size of the boardCOMITECA = number of committees
assisting the board)ISSPDG dummy variable = 1 if the functions of chairmamdaCEO are dissociated;
INDCA = number of independent directoFDNDCA2 = control of the founderd;OGAPI = size of the firm;
TXRDTEX = dividend yield of the previous year.

(1) (2) ) (4) (5) (6)
c 0.0253** 0.0283*** 0.0265** 0.0292*** 0.0244** 0.0266**
ASHFL
(2.45) (2.72) (2.53) (2.78) (2.12) (2.29)
0.0049*** 0.0036** 0.0052*** 0.0038** 0.0048*** | 0.00329**
OPPINVT
(3.26) (2.10) (3.49) (2.28) (3.24) (2.00)
0.0185 0.0155
CONCONT
(1.30) (1.19)
-0.0273* -0.0240*
CONCONT 2
(-1.93) (-1.82)
0.0105 0.00649 0.00342 0.0000082
CONTDIR
(0.84) (0.54) (0.25) (0.00062)
-0.00368 -0.00218 0.00932 0.00991
CONTDIR 2
(-0.21) (-0.13) (0.50) (0.53)
-0.00542** | -0.00487** -0.00504** | -0.00484**
ACTMAJ
(-2.46) (-2.33) (-2.17) (-2.16)
0.00569 0.00376 0.00425 0.00241 0.00749 0.00563
RAPPOC
(0.72) (0.49) (0.55) (0.33) (0.96) (0.75)
-0.0001*** | -0.0001*** | -0.0001*** | -0.0001*** | -0.0001*** | -0.0001***
PVOIRACT
(-4.09) (-4.20) (-3.97) (-4.07) (-3.84) (-3.91)
-0.0416*** | -0.0393*** | -0.0344** | -0.0320** | -0.0320** | -0.0315**
CONTBLOC 2
(-2.88) (-2.81) (-2.21) (-2.16) (-2.31) (-2.35)
0.0164 0.0193 0.0233 0.0261
CONTBLOC 3
(0.74) (0.90) (2.07) (1.23)
-0.0115* -0.0133**
DETTETOT
(-1.86) (-2.25)
0.0000728| 0.000244
MBRCA
(0.15) (0.53)
-0.000119 | -0.0000362
COMITECA
(-0.16) (-0.049)

12



0.000809 | 0.001000
DISSPDG
(0.47) (0.58)
0.001** 0.0008*
INDCA
(2.26) (1.81)
0.0134 0.0106
FONDCA2
(1.46) (1.22)
-0.00185* -0.00184* -0.00216**
LOGCAPI
(-1.80) (-1.81) (-2.08)
0.179%** 0.180*** 0.173***
TXRDTEX
(4.16) (4.26) (4.29)
0.0186*** | 0.0434** | 0.0155** 0.0410** 0.0141 0.0430**
CONSTANT
(2.72) (2.71) (2.22) (2.59) (1.53) (2.56)
R2 within 5,40% 8,68% 5,37% 8,67% 6,61% 9,829
R2 adjustedequivalent to a
regression with a dummy 65,07% 66,19% 65,01% 66,14% 65,38% 66,48
variable per firm)
F 6,08*** 7,94+ 5,53%** 6,99*** 4,49%** 6,02%**
Individual Fixed-effects Yes Yes Yes Yes Yes Yes
Hausman Test 25,46%* 288,14**4 25,28** 284,77 BWLr** | 267,96%**
Fisher Test (significance of
8,66*** 3'77*** 8,72*** 3,80*** 7,76*** 3'73***
individual effects)
Lagrange multiplier test 722,5%** 66,40%** | 72527* | 67,44** | 627,30*** | 68,20***
Temporal Fixed-effects No No No No No No
Fisher Test (significance of
1,45 1,55 1,33 1,54 1,18 1,41

temporal effects)

* *x xxx gignificant at the 10%, 5% and 1% levelespectively

F: Fisher Test

Coefficients are followed by t-values into brackdtssalues are robust to heteroscedascticity, rammality and

intra-group correlation.

R2 « within » gives an idea of the part of the dependant vaislitra-individual variability explained by the
independent variables. This R2 is often smallergamed to R2 deducted from OLS regressions.
R2 adjusted is issued from OLS regressions witN-1 firms’ dummy variables. Because of the intragtut of
dummy variables, it gives a high evaluation ofélplanatory power of the regression.
Though, we give a low evaluation (R&ithin) and a high evaluation (R? with dummy variables) bthe
explanatory power of the regressions.

We square the two variables ©NCONT and CONTDIR to test the existence of a non linear relationshipith
payout. Indeed, agency conflicts are strong only vén shareholding concentration or managerial
ownership is low or strong, suggesting a non lineaelationship.
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Table 5 - Linear regressions on average data of payt yield over agency conflicts determinants

Dependant variable =TXRDT = payout yield

Independent variables = OPPINVT: dummy variable = 1 if the Tobin’s Q is lower than CASHFL =
average cash-flonACTMAJ : dummy variable = 1 if the first shareholder masre than 33,3% of the shares;
PVOIRACT = relative ownership of the first shareholder canegl to the other known sharehold&¥0OIR2:
dummy variable = 1 if the chairman or the CEO is ofithe three first shareholdeP3yOIR3: dummy variable
= 1 if the main shareholder is one of the foundBX®NDCAL: dummy variable = 1 if the founder of the
company is a directoOGAPI = size of the firm.

(1) (2 (3)
0.0101*** 0.0105*** 0.00961***
OPPINVT
(4.06) (4.33) (4.12)
0.0825*** 0.0839*** 0.0820***
CASHFL
(4.46) (4.31) (4.24)
0.00385 0.00396 0.00359
ACTMAJ
(1.36) (1.35) (2.27)
-0.0000432 -0.0000319 -0.0000379
PVOIRACT
(-0.92) (-0.66) (-0.83)
-0.00747**
PvoIr 2
(-2.52)
-0.00565**
PvoIR 3
(-2.02)
-0.00881***
FonDcAl
(-3.07)
0.00168** 0.00223*** 0.00168**
L OGCAPI
(2.13) (3.01) (2.14)
-0.00776 -0.0174 -0.00653
CONSTANT
(-0.65) (-1.62) (-0.55)
R2 adjusted 29,28% 28,13% 31,07%
F 17,91 *** 15,45%** 16,35***

* *x xxx gignificant at the 10%, 5% and 1% levelespectively

F: Fisher Test.

Coefficients are followed by t-values into brackdtssalues are robust to heteroscedascticity amdrmormality
of residuals.

Discussion

Our results underline the various effects of agermflicts on pay out policies.

First of all, the conflict between majority and minority shareholdergluences the
determination of payout policies. The presence m&gority shareholder and its “power” have

a negative effect on the payout yield. The fact the first shareholder is a manager or a
founder enables him to lower payout. Moreover, h@nged the negative effect of the relative
power of the first shareholder. The more the Btsireholder owns shares compared to others,
the lower will the payout be.

The strong influence of the conflict between majoand minority shareholders puts into
guestion the theoretical beneficial effect of thesence of large shareholders. In France, and
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probably in all the countries with concentrated evship, the presence of large investors
leads more to a risk of minority expropriation,riiia an increased monitoring of managers.

Moreover, the regressions show a concave decresasliaigon between the concentration of
control and payout. Indeed, only the squareaN€ONT variable is significant (at the 10%
level). Thus, the effect of control on payout isakavhen it is dispersed and stronger when it
is concentrated. This result shows once more teagtand negative influence of the conflict
between majority and minority shareholders on paybut also the positive and weaker
influence of theconflict between shareholders and managers

The risk of Free Cash-flovalso significantly and strongly influences paypuaticies. The
level of payout of a firm is negatively relatedite investment opportunities and positively
related to its cash-flows. The greater the riskxqdropriation, the larger is payout.

Thus, our results show that when facing a risk iieFCash Flow and to a lesser extent a
conflict between shareholders and managers, theupapcreases, showing its use as a
governance mechanism. However, when conflicts bstwenajority and minority
shareholders are important, the payout decreasedgrgithat it is not used to regulate these
conflicts. So we wonder what determines, in Fraribe, use of payout policies as a
governance mechanism.

In this paper, we made the hypothesis that the aispayout policies as a governance
mechanism depended on the existence and use of gtwernance mechanisms. Our
empirical study confirmedhe influence of various governance mechanisimspayout
policies.

We found a negative influence of deist payout. Moreover, our results show that_therobn
exerted by blockholdersand more specifically the second largest shadenphas a negative
influence on payout policies. This can result frarsubstitution between payout and control
of the second shareholder, but also from the faadtthe second shareholder takes part in the
expropriation of minority shareholders. That cengdepends from the identity of the second
shareholder. A deeper analysis would be necessamsttie this issue.

Concerning the board of directoriss quality only slightly influences payout paés. The
presence of independent directors encourages pauigions, whereas the presence of the
founder at the board decreases the payout yield.oflher characteristics of the board don’t
influence payout.

Thus, in front of a free cash-flow risk, externbhszholders manage to claim a payout, but it
seems that in the presence of a main shareholder,more difficult for them to ask for
repurchases or dividends. According to our modhes, ¢can be explained by the existence and
use of the other governance mechanisms.

In face of governance mechanisms subgtituting to payout, the use of the dividend and
repurchase should drop. We identified two mechasidraving a negative influence on
payout: debt and the control of the second shadehoDo those mechanisms efficiently
regulate the majority/minority conflicts, but nairdlicts resulting from the risk of Free Cash-
flow or divergences between shareholders and masfagenat would explain the drop in
payout in the first case and its rise in the others

- Debtacts on Free Cash-flow by the same mechanismayasip It is then logical that these
two instruments are not used together when facingkaof Free Cash-flow. The low level of
French companies’ delfin our sample, the average and median “total debital assets”
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ratio is 25%)can partly explain the recourse to payout in froha risk of Free Cash-flow.
Meanwhile, debt explains with difficulty the decseain dividend paid in the presence of
conflicts between majority and minority sharehotder

- The influence of the monitoring exerted by the sécshareholdeion the payout yield is
globally negative, but certainly depends on the reth@lder identity. Then, second
shareholders would not have a single influencecandd not explain the differentiated use of
payout whether the company is confronted to aafdkree Cash-flow or to a conflict between
majority and minority shareholders.

In face of governance mechanisms complementary to payout, the use of the dividend and
repurchase should increase. We made the hypottiegisnanagers only decide to pay out if
complementary mechanisms force them to it. Indéedhe absence of such mechanisms,
their interest is to minimize payout in order tdraxt private benefits.

Our results lead us to think that there may becéffe mechanisms to force payouts when
there is an important risk of Free Cash-flow ooaftict between shareholders and managers,
but not in the presence of a conflict between nigjand minority shareholders.

Our review of literature enabled us to make theollypsis of the existence of several
complementary governance mechanisms: legislati@sspre exerted by the stock market and
the board of directors. Our empirical study did slebw others.

- The board of directorsas the principal decision maker of payout posicghould influence
them. However, our results showed the neutralityhef majority of board’s characteristics.
Literature shows that the effectiveness of the robmixerted by the board is weakened by the
presence of a controlling shareholder. In thisasitun, the board has little autonomy and is
often entrenched and controlled by majority shaledrs.

The weakness of the board’s influence on payoutdaess that in face of a conflict between
majority and minority shareholders, payout decreased only slightly increases in the event
of a conflict between shareholders and managerthisncase, payout is increased because
without a controlling shareholder, it is easier foinority shareholders to defend their
interests.

- The influence of legislatioand of legal protection of minority shareholdees mot been
studied empirically here. However, the research enadthis field, clearly underlined the
positive influence of legislation on the level addyout (La Porta et al., 2000; Faccio et al.,
2001). La Porta et al. (2000) consider France dred dountries of French civil law as
insufficiently protective of minority shareholders.

This classification, although a little arbitraryinds however echo in our results. In the
presence of agency conflicts, it is difficult fan axternal shareholder to push internal actors
to pay out. Again, that explains that the payoubvgered in the presence of agency conflicts
between majority and minority shareholders, in espf the fact that it can constitute a
governance mechanism.

The weakness of the role of the board and the fiogaricy of legal protection explain the
decrease of payout in presence of agency conflisveen majority and minority
shareholders. However, they explain with more clifty the increase of payouts in face of a
conflict between managers and shareholders, akaofi Free Cash-flow. In order to deepen
this point, we discuss the influence of the lagnptementary governance mechanism: the
equity market.

Influence of capital marketsas supposed to be weak in France. Indeed, tkefitakeover

is limited and the direct influence of markets cacle company is weak. However, the
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influence of markets can be more general and pasagh media, financial analysts or rating
agencies...

For example, the market distinguishes “growth ssddkom *“yield stocks”. The first are
companies having a strong potential growth andafioich payout is not important, whereas
for “yield stocks”, dividend policy is determininfpr investors. This distinction certainly
influences managers at the time of their payouistmt Therefore, a company known as
“yield” will have to pay out not to be penalized inyestors. In face of a high Free Cash-flow
risk, firms are prompt by the markets to pay out.

Meanwhile, when ownership is concentrated, it doesseem that markets exert pressure
towards payouts. Is it because they do not sushbeaxistence of conflicts? Is their influence
ineffective? Or is it because it is legitimate, ®iFrench investor, that a large shareholder
extracts private benefits?

For 15 years, the development of “rules” of gootlegoance has focused, under the influence
of the Anglo-Saxon markets, on the conflict betwsbareholders and managers. Then, the
market is probably more sensitive to the risk ofrepriation by managers, than by
controlling shareholders. That would explain thdfedentiated use of payout policies
depending on the type of conflicts.

CONCLUSION

Our study sheds light on the place of payout pediadn corporate governance systems. We
showed that payout policies can help to regulatenag conflicts between minority
shareholders, managers and controlling shareholBeits in France, the use of payout as a
governance tool is slowed down by the absencetefrate mechanism forcing the internal
actors to adopt such policies. The conflict betwesagjority and minority shareholders is
poorly supervised and does not cause sufficienbytagompared to the risk of expropriation
incurred by minority shareholders. But the risk Foke Cash-flow and to a lesser extent
conflicts between shareholders and managers migiieca reaction of the markets or be
better apprehended by boards. It then leads tm@edse in payouts in the presence of such
conflicts.

Therefore, payout policy is, in theory, a goverrenechanism, but its use in the presence of
agency conflicts is moderated in France. To fat#itthe use of pay out policies, it seems
necessary to improve French corporate governandet@mdevelop alternate governance

mechanisms.
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