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Abstract
This paper seeks to determine if institutional investors influence corporate payout policies.   Specifically, this study tests whether institutional investors encourage higher payouts in firms with higher free cash flow and poor growth opportunities. Firm and year fixed effect regressions examining the effect of changes in institutional investor levels to subsequent changes in payout levels are used. For robustness, difference-GMM regressions and regressions for different time periods are performed on the same relationship. Increased institutional ownership leads to increases in total payouts, especially in firms with high free cash flow and poor investment opportunities (low q). According to agency-based free cash flow theory, stockholders should prefer that the management of firms with higher free cash flow and poor investment opportunities increase payouts to shareholders. The results indicate that institutional shareholders reduce agency costs by encouraging management to raise payouts, thus benefiting institutional investors and non-institutional shareholders.
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1. Introduction
Corporations have been using purposeful payout policies for quite some time, despite the fact that, in theory, payouts should have no effect on shareholder wealth, except for perhaps negative tax consequences (Lintner, 1956; Poterba & Summers, 1984). Furthermore, repurchases and dividends are theoretically equivalent methods of payouts except where tax differentials favor one method over the other. Still, it is known that corporate payout policies vary widely, but what forces shape corporate payout decisions?
One force that appears to influence the payout decisions of corporate managers is institutional investors. Institutions have become the dominant force in corporate ownership. They owned 24% of all U.S. stocks in 1980. Now, institutions own over 70% of the shares of U.S. corporations (Gaspar, Massa, Matos, Patgiri, & Rehman, 2013). Institutional investors are also important internationally. For example, institutional investors hold 50 to 60 percent of large listed European companies (Brossard, Lavigne, & Sakinç, 2013). The predominance of institutional investors underscores the importance of the relationship between institutional investors and corporate financial policies.
Institutional investors have been shown to affect corporate governance in many areas (Becht, Bolton, & Röell, 2003). Institutional investors should be better corporate stewards than individual investors because they are more informed and influential. On the other hand, institutional investors are agents that may take actions for their own benefit at the expense of their principals. One example in which institutional investors seem to have failed their principals as monitors is executive compensation. Institutional ownership has grown rapidly since 1980. In the meantime, the average U.S. corporate chief executive’s salary has grown from 42 times to 400 times an average worker’s salary without an accompanying improvement in firm performance (Bogle, 2010).
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Institutional investors must actively monitor management to influence financial policies effectively, but institutions with different characteristics have different incentive levels to expend costly effort to monitor. Institutional investors are likely to fill one or more of three roles in monitoring management: active monitoring, passive monitoring, or cooperating with management at the expense of other shareholders (Elyasiani & Jia, 2010). Since institutions are likely to be better informed and have larger holdings than other investors, engaging in active monitoring and positively influencing corporate governance is likely to lead to improved firm performance (Shleifer & Vishny, 1986). Passive institutional owners such as index funds and many short-term traders are likely to have little effect on corporate
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governance or firm performance. Chung and Zhang (2011) find that institutional investors gravitate to companies with pre-existing good governance to minimize monitoring costs. Cooperating with management to exploit other shareholders is likely when the institution has a business relationship (e.g. an investment banking relationship) with the firm (Cornett, Marcus, Saunders, & Tehranian, 2007).
Easterbrook (1984) and Jensen (1986) develop an agency-based theory which implies that higher payouts keep managers in the capital markets where monitoring costs are lower than those alternatively incurred by current shareholders. Therefore, payouts reduce agency costs. Agency-based theory recognizes that investment policies and payout policies are not independent.   Payouts serve to prevent management from investing excess free cash flow in marginal or value-reducing projects. According to agency-based theory, better informed investors, such as institutions, should encourage higher payouts in firms that are likely to overinvest. Based on this theory, I test a prediction that institutional investors will encourage firms to pay out more of their free cash flow, especially in firms with high free cash flow and poor investment opportunities.
My results provide support for agency-based theory. I find that an increase in institutional ownership leads to a rise in a firm’s total payout in the subsequent year, especially in firms with high free cash flow and poor investment opportunities (low q). This indicates that institutional investors reduce agency costs by inducing managers to make payouts in firms which are likely to overinvest.
This paper has six sections. The introduction discusses the purpose of the paper. Section 2 is a literature review. Section
3 discusses the development of the two central hypotheses. In section 4, the data and methods employed are explained. Empirical results are presented in section 5. A discussion of the results and suggestions for future research are included in section 6.
2. Literature Review
Institutional investors can influence management through methods such as proxy votes, shareholder proposals, publicity generation and the threat of “voting with their feet” by selling their shares. Graham, Harvey, and Rajgopal (2005) survey and interview CFOs who view institutional investors as the most important marginal investors. Many CFOs in their study declare that institutional investors are important because they can lower a stock’s price by herding out of a stock after an earnings miss. Additionally, many of the CFOs assert that institutional investors can provide more accessible and lower cost capital if they are pleased with firm management.
Research has provided evidence that the influence of institutional investors can improve corporate governance. In a study of companies from 23 countries, Aggarwal, Erel, Ferreira, and Matos (2011) find that higher institutional ownership increases the likelihood that poorly performing Chief Executive Officers (CEOs) will be terminated and that firm valuation will improve. Also, institutional investors help to control earnings management (Hadani, Goranova, & Khan, 2011).
Several studies have found a relationship between institutional investors and payout policies. Jagannathan, Stephens, and Weisbach (2000) find higher institutional ownership in firms that are increasing payouts, especially if the increased payout comes in the form of dividends. They explain that tax-exempt institutions that do not share in the tax benefits of repurchases may be behind the preference for increased dividends. Moser (2007) differentiates between classes of institutional  investors  and  finds  that  firms  increase  the  percentage of  payouts  that  go  towards  repurchases  as tax-disfavored (by dividends) institutional ownership increases, but decrease the percentage as tax-favored institutional ownership increases. The information advantage enjoyed by institutional owners reduces opportunities for companies to repurchase stock at bargain prices (De Cesari, Espenlaub, Khurshed, & Simkovic, 2012). Evidence is provided by Desai and Jin (2011) that management alters dividend policy to cater to institutional shareholders.
3. Hypotheses
Shareholders incur agency costs when a firm’s management uses its superior knowledge of the firm’s business activities to make decisions that benefit management at the expense of shareholders. Agency-based free cash flow theory suggests that firms with higher free cash flow and poor growth opportunities should have higher payouts through higher dividends or stock repurchases (Easterbrook, 1984; Jensen, 1986). The higher payouts serve to prevent management from using discretionary funds to invest in projects that provide less benefit to shareholders than the higher payouts do. Therefore, institutional shareholders should attempt to reduce agency costs by encouraging management to raise payouts.
Agency-based theory predicts that higher payouts force managers into capital markets to raise funds which lower the monitoring costs of current shareholders. Agency-based theory recognizes that payouts reduce managerial ability to engage in empire building by investing excess free cash flow in projects that reduce the value of the firm. Therefore,


informed investors should seek to influence management to increase payouts in firms that have high free cash flow and poor investment opportunities as indicated by a low q ratio.
There is empirical support for agency-based theories. Easterbrook (1984) and Jensen (1986) propose that payouts can be used to mitigate potential overinvestment or empire building problems. Grullon and Michaely (2004) find that repurchase announcements get a more positive reaction among firms that are likely to overinvest. Similarly, Officer (2011) finds that dividend initiation announcements lead to higher short-term returns in firms with poor investment opportunities and high cash flow.
Agency-based theory implies that larger institutional investor holdings will lead to higher payouts.   Therefore, I state my first hypothesis as:
H1: Greater institutional investor holdings will lead to higher payouts through dividends or stock repurchases.
The relationship predicted by H1 should be stronger in firms with high free cash flow and poor investment opportunities. My second hypothesis is derived from the agency-based theory:
H2: The relationship between greater institutional investor holdings and higher payouts will be stronger in firms with high free cash flow and poor investment opportunities.
[bookmark: _GoBack]The relationship between institutional investors and payout policy is an endogenous one. Therefore, it is important to show a causal relationship to support these hypotheses. The causal relationship in the agency-based theory predicts that institutional investor changes influence total payout (dividends and stock repurchases) policy changes.
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    Do Institutional Investors   Alleviate   Agency   Problems   by Influencing   Payout Policy in Firms with   Poor Investment Opportunities?     Ric k y   W .   Sc o t t 1   1   D o na l d   R.   T a pia   S c h o ol   of   B u sines s ,   Sa i n t Leo  U n i v e rsit y ,   Sai n t L e o,   Flor i d a,   U S A   C o r res po nd e n c e: Ricky   W .   S c ott,   Do nald   R .   T apia   S c h o ol   o f   B u sine s s,   U n i v ersity   Ca m p u s   –   M C   20 1 1,   P O   B o x   6 6 6 5 ,  Sai n t Leo U n i v ersit y , Sai n t Le o ,   FL   3 3 54 3 - 6 6 6 5 ,   USA,   T el: 1 - 35 2 - 5 88 - 83 0 4. E - m a i l: ric k y .sc o tt@sa i n tle o .edu       Received:  J u ly 3, 2014                              Accepted:  J u ly 2 0 ,   2014                              On l ine Publi s hed:   July 21, 2014  do i:1 0 . 5 4 3 0 /af r .v 3 n3 p 43                           U R L:  h tt p :// d x.d o i .o r g / 1 0 .54 30 /af r .v3 n 3p 4 3       Ab s tra c t   This   p a p e r   se e k s   to   deter m ine   if   in s titutional   investors   influence   c o rpor a te   p a yout   poli c ies.    S p ecific a ll y ,   this   study  tests   w h et h e r   i n stit u ti on al   invest o rs   e n c o ura g e   h i gh e r  p ayo u ts   in   f i r m s   w i th   h ig h er   free cash   f l o w   and   p oor   growth  o pp o r t un ities.   Firm   a n d year   fi x e d e f fect   regressio n s   e x a m in i n g  t h e   e f fec t   o f  c h a ng es   i n  i n stit u ti on al   invest o r  le v e l s   t o  s u bseq u e n t   cha ng e s   in   payo u t   le v els   are   u se d .   For   rob u st n ess,  d i f fere n ce - G MM   re g ress i o n s   a n d   regressio n s   f o r  d i f fere n t   t i m e   p er i od s are   p e rfor m ed   o n   t h e sa m e   relati on s hip . I n creased i n stit u ti on al ow n ers h ip   lea d s   t o   i n crease s   in  t o tal   p a y ou ts,   es p ecially   in   f i r m s   with   h igh   free   cash   flow   a n d   p oor   i nv e s t m e n t   o p p o r t u n ities   ( l o w  q ).   According   t o  a g e n c y - b ased free cash flow   t h eor y , s t o ckhol d ers sho u ld prefer t h at t h e ma n a g e m e n t of fir m s with   h igher   free cash  flow   and   p o or   in v est m e n t   o p portu n ities   increase   p a y ou ts   to   s h areh o l d e rs.   T h e   res u lts   in d icate   t h at i n stit u ti on al  s h areh o l d e rs   re du ce   a g e n cy   c o sts  b y e n co u r a g ing   m a n a g eme n t   to   raise pay ou ts,   th u s   b e n efiting   i n stituti on al   i nv es t o r s  a n d no n - i n stit u ti on al s h areh o l d ers.   Key w o r ds:   Corporate   gov e rnance,  C o r p ora t e fin a nce, D i vidend s ,   Repur c h ases,   Ag e n cy   costs   1.   I nt r o d uct i o n   C o r p o r atio n s   ha v e   b e e n   u s i n g   pu r p o se f u l  p ay ou t  p o licie s   f o r   qu ite   s o m e   t i m e,   d es p ite   the   fact t h at,   in   t h eor y ,  p ayo u t s  s h o u l d   h a v e  n o   e f f ec t  o n   s h a r e ho l d er w ealt h ,  e x ce p t  fo r   p e r ha p s   n e g a ti v e   ta x   co n s e qu e n c e s   (Li n t n e r ,   195 6 ;   P o ter b a   &  Su m m ers,   1 98 4 ) .   F u r t her m o r e,   r ep u r c hases a n d   div i de n d s are   t h e o retically   equival e nt  m ethods  o f   p ay outs   e x c e pt w h ere   tax   d i f fere n tials   fav o r   o n e   m et ho d   o v er   t h e   o t h e r .   Still,   it   is   kn o wn   t h at   c o rp o rate   p a y ou t   p o licies   v a ry   wi d el y ,   b u t what   forces   shape  c o rporate   payout  decis i on s ?   O n e force   t h at a pp ears   to   infl u e n ce   the  p ayo u t  d ecisio n s of   cor p orate   m a n a g ers   is   i n stit u t i on al   i n vestors. I n stit u tio n s  h a v e   b ec o m e   t h e   do m i n a n t   force   in   corporate   ow n e rs h i p .   T h ey   ow n ed   24%   of   all   U.S.   s t o cks   in   19 8 0.   No w ,   i n stit u tio n s  o w n   o v e r   7 0 %   o f   t h e   s h are s  o f   U.S .   cor p orati on s  (Ga s p a r ,   Massa,   Ma t o s,   Pat g i ri,   &   R e h m a n ,   20 1 3).   I n stit u ti on al  i nv es t o rs   are   also   i m po rta n t   i n ter n ati on all y . F o r   e x a m p le,   i n stit u ti on al   i n vest o rs h o ld   5 0 to   60   p erce n t   of   la r g e   listed  E u ro p ean   c o m p a n ies   ( B r o ssard,   La v ig n e,   &   Sa k i n ç,   20 1 3). T h e  p red o m in a n ce  o f   i n stit u ti on al in v estors  u n d e rsc o res  t h e i m po rta n ce of t h e relations h ip  b e t ween i n stit u ti on al  i n vest o rs and   c o rp o rate   fi n a n cial   po licies.   I n stit u tio n al   i n v estors   h a v e been   shown   to   a f fect   corp o r ate  g o v e r n a n ce   in ma n y   areas   ( B ec h t,   B o lto n ,   &   R ö ell,  2 00 3 ).  I n stit u tio n al   in v estors   s h o u ld   b e   b etter   c o rporate   stewar d s   t han   i nd i v id u al   i nv es t o rs  b eca u se   t h ey   are   m o re   inf o r m ed  a n d   infl u e n tial.   On   t h e   o t h er ha n d ,   instit u ti o nal   i nv es t o rs   are   a g e n ts   t h at   m ay   ta k e   acti o ns for   t h e i r  o w n   be n efit   at   t h e  e xp e n se   of   t h eir   pri n c i p als. O n e   e x a m p le in   w h ich   i n stit u t i on al in v estors   seem to   h a v e   failed   their   pri n ci p als   as  m on it o rs   is   exec u ti v e   c o m p e n satio n .   Instit u ti on al  o w n ership   h a s  g r o w n ra p i d ly   si n ce  1 98 0 . In   t h e mea n t i m e,   t h e  aver a g e   U.S.   c o rporate   c h ief   executive ’ s   sa l ary   h a s   g ro wn   f rom 42   ti m es   to   40 0   ti m es   an   aver a g e   worke r ’ s   salary  wit h o u t an   acc o m p a n y i n g   i m p r o v e m e n t in   firm   p erfor m a n ce (Bo g le,   2 0 1 0 ).   I n stit u tio n al   in v estors   m u st   acti v ely   m on itor   m a n a g e m e n t   to   infl u e n ce fi n a n cial p o licies   e f fecti v el y ,   b u t   i n stit u tio n s  with   d i f fere n t c h aracteristics   h a v e  d i f fere n t   i n ce n ti v e   le v e l s   to   ex p end   costly   e f f o rt   to   m on ito r .   Instit u ti on al   in v es t o rs  are   li k ely   to   f i ll   on e  o r   m o re   o f   t h ree r o les   in   m on it o ring   m a n a g e m e n t:   acti v e   m on it o ri ng ,   p ass i v e   m on itorin g , or  c o o p erati n g   with   m a n a g e m e n t   at   t h e   ex p e n se   o f   o t h e r   s h are h o l d e rs   (Elyasia n i   &   Jia,   2 0 10).   S i n ce   i n stit u ti on s   are   li k ely  to   b e  b etter   infor m ed   and   h a v e   la r g er   h o l d i ng s  t h an  o t h e r   in v estors,   e n ga g ing   i n   acti v e   m on it o ring   and   p o siti v ely  i n fl u e n cing   cor p orate g ov e r n a n ce   is   li k ely   to   lead   to   i m proved   f i rm per fo r m ance   ( S hlei f er   &  V is h n y ,   1 9 86 ).   Pass iv e  i n stit u ti on al   ow n e rs   s u ch   as   in d ex   fu n d s   a n d   m a n y   sh o r t - term   tra d ers   are   li k ely   t o   h a v e   little   e f fect   on   corporate

