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Overview of the Research

The question of dividends, although recurrent, continues to occupy an axiological position in
recent research in Finance. The most explored areas of investigation concern in particular
guestions of dividend distribution policies. At this level, it is a question of research aimed at
delimiting the real contours of the determinants of the decision and the amount of the

dividend distributed.

The pioneering work of Modigliani and Miller (1961; 1963) Favoured the neutrality of
dividends. The conventional finance has developed two approaches: the irrelevance
approach Modigliani and Miller (196) that showed that dividend policy has no impact on the
value of the firm and the irrelevance approach which prove that dividend has an impact on
firm value (Walter (156); Gordon and Shapiro (1956)). From all this work, it appears that the
emphasis, in the determinants of the decision and the amount of the dividend, was placed
on purely financial and economic considerations. Extra-financial and economic
considerations were phagocytic, so psychology, temperament, attitude and intrinsic
behaviour of leaders were relegated to second place in the effort to explain dividend

distribution policies.

Many pieces of research have tried to provide rational explanations for the questions of why
firms pay cash dividends and whether investors have a preference for firms that offer
dividend-paying stocks. Studies have demonstrated that dividend policy patterns differ over
time, across countries and even across sectors. In referring to La Porta et al. (2000), Shleifer
(2000) and Sawicki (2009) differences in dividend policies can be explained by the legal

system, corporate governance, and, more, recently investor behavior.

Indeed, by examining recent literature and referring to the most significant facts, there is a
strong rehabilitation of the psychological and behavioural component in the dividend issue.
Thus, the most recent research on the question of dividends gives a central place to this last
component. Similarly, the award of the Nobel Prize (Richard Thaler (2017) has highlighted

the irrationality in the behaviour of agents.

Such a component is protean in the literature. It is approximated by various elements such

as feelings, overconfidence, optimism, pessimism, mimicry. However, since this component




reflects the subjective; a factor that varies from one individual to another, the conclusions of

studies focusing on psychology have proved to be very different or even contradictory.

To reduce such heterogeneity, research then focused on profiling according to the

psychology of executives and investors.

Nguyen and SchuBler (2013) present two approaches: they analyze irrational managers in a
context of efficient markets and present a situation in which a rational manager acts in the
context of an inefficient market. They also offer recommendations for both investors and

managers to enhance their decision-making.

Likewise, Baker and Wurgler (2013) divide the literature on behavioral corporate finance
into two approaches: the effect of irrational investor behavior and managerial bias. They
consider market timing and catering to views as a rational managerial response to mispricing
and assume that managers exhibit irrational behavior, by considering optimism and

overconfidence.

Starting from this premise of the importance of psychological effects in the behaviour of
agents and the risks of excesses; in terms of dividend distribution and, consequently, the
future of the company, some studies have insisted on the importance of governance in

regulating the attitudes of managers towards dividends.

Recently, research on behavioral corporate finance underscores the importance of the
Corporate governance, Market sentiment and CEO overconfidence. Indeed, Corporate
governance is intended to be a tool for directing and managing a company so as to improve
company success and enhance its responsibility, with the aim of considering long term
shareholders. ( Cheah and Lee, 2009). Investor sentiment or Market sentiment such as the
Household Confidence Index as a proxy of market sentiment (Otoo, 1999; Fisher and
Statman, 2003; Lemmon and Portniaguina, 2006; Qiu and Welch, 2006) which have been
considered by financial specialists and speculators to gives valuable information regarding
financial markets, and finally overconfidence biases which could affect as well as financial
decision-making ( Kahneman (2011); Malmendier and Tate 2011, Taylor and Brown, 1988
and Ahmed and Duellman, 2013).

It is in this perspective that our dissertation focuses on matchmaking research between

psychological elements and dividend approach. The epistemological posture of our thesis is




part of a hypothetical deductive approach. In all research efforts and in order to clarify the
legitimacy of our research work both epistemologically and in terms of research devices,
empirical tests are carried out to confirm or refute the hypotheses put forward and to

provide a clearer answer of research questions.

The question raised in our research is:

Could investor sentiment (market perception) and managerial bias provide key answers to

dividend policy?

Such a problem refers to subsidiary questions relating to the semantic and theoretical

framework inherent in dividends:

- What industry catering should say about dividend policy. Does sentiment move

across sectors? Is there an overall sentiment that affects specific sectors?
- Could CEO overconfidence better explain the dividend puzzle?

- Does the matching of biased CEO managers and biased investors (simultaneously
market sentiment and CEO overconfidence) better explain the behavior of dividends

in France?

All these questions guided the structure of this thesis and its objectives, as well as its

methodology.

Introductory chapter: From the Traditional Paradigm to Irrational Approaches and Payout

Controversy

First, we present neoclassical theory, in which we consider that investors and managers are

fully rational when a market is efficient. We then describe the controversy surrounding

payout policy based on classical finance theory.

In this chapter, we consider managers and investors as rational, which assumes that they act
coherently with respect to the information they receive. Therefore, according to the efficient
market hypothesis, price fully reflects all the available information on a stock or equity

market, which means that investors cannot beat the market.

The concept of rationality is closely related to market efficiency theory. Therefore, academic

researchers affirm that rational agents aim to maximize their utility or well-being. This




concept has frequently been interpreted as meaning that self-interest is the only pursuit

undertaken by a rational agent and that anything else is considered irrational.

To understand human behavior, economic and financial sciences have presumed “homo
economicus” and conventional finance is based on one fundamental characteristic:
rationality. Thus, human beings are presented as being perfectly rational. It is very important
to have a clear understanding of the fundamentals of the financial theory of rationality. The
assumption is that all individuals act rationally to increase either their pleasure or their
profit. Economists argue that individuals always make rational utility-maximizing decisions
based on the information they have. In this regard, information is available to investors as
well as managers, so they all have full access to the information they need. Theoretically,

information is a complete and accurate reflection of a company’s intrinsic value.

Chapter I. Dividend Policy, Dividend Catering Cross-Sector Analysis: Rational managers

operate in an inefficient capital market: relaxing the assumption of efficient markets

presumed by the Modigliani-Miller proposition (1961)%, catering theory seeks to point to
situations in which the markets are not rational and tries to clarify the causes by examining

investor psychology.

We focus on investor irrationality and a rational CEO. Thus, we consider corporate decisions

as a rational response to mispricing securities.

We define a CEO as rational, in line with Baker and Wurgler (2011), and a rational manager

seeks to achieve three objectives:
=  First, to maximize fundamental value.
= Second, to maximize the price value of the firm’s securities.
= Third, to exploit mispricing for the benefit of long-run investors.

In order to simplify this case, the rational manager supplies temporarily overvalued stock
and repurchases undervalued stock by utilizing market timing and financial decision policies.
The manager focuses on temporarily mispricing between fundamental value and current

price equity. The empirical work of this chapter is organized as follows:

! Miller, M., & Modigliani, F. (1961). Dividend policy, growth, and the valuation of shares.




= We begin our analysis by studying the impact of investor sentiment on sectors
and the dividend policy among firms listed on the CAC ALL-TRADABLE French
stock market index for the period 2000-2015. We examine the impact of investor

sentiment categorized by sector-level data on dividend firm policy.
=  We test whether investor sentiment differs across sectors.

= We then examine investor sentiment based on firm age (maturity), firm size and
firm characteristics, aiming at explaining the likelihood of paying dividends

among 10 different sectors.

Chapter Il. Dividend Policy, Managerial Bias and CEO Characteristics. We examine the

impact of the irrationality of French CEO Managers on dividend policy.

In this chapter, we define irrational or overconfident managers as individuals who
underestimate the variance or risk of future events by overestimating their ability to affect
firm outcome positively according to the private information they hold (De Long and

Shleifer, 1991; Gervais and Odean, 2001).

We study the impact of overconfident managers, CEO characteristics and ownership
structure with the aim of explaining dividend distribution and by taking into account
alternative explanations, such as corporate governance. Therefore, we test whether CEO

turnover could influence CEO managerial bias.

The empirical work is organized as follows:
= We use different proxies to attempt to quantify manager irrationality.
= We construct an overconfidence index.

= We scrutinize the effect of managerial overconfidence on dividend payout policy

using dynamic panel regression.

= We use the fuzzy set qualitative comparative analysis (QCA) . Using a QCA
algorithm offers the possibility of assessing causation by involving different

configurations of causal conditions that could generate the similar outcome.

Chapter lll. Dividend Policy, Irrational Approaches and Corporate Governance: We try to

match approaches to irrationality to gain better understanding of corporate firms’




decisions. The mix of these two biases and their impact on dividend policy has not yet

been addressed.

We combine managerial overconfidence with investor sentiment in an index (the Household

Confidence Index and confidence index) and introduce institutional investors, blockholders,

and board composition to better understand dividend policy.

Empirical work:

We measure investor irrationality using the Household Confidence Index as a
sentiment measure and overconfidence index (see chapter 2) as a gauge for

managerial overconfidence.

We study the effect of irrational behavior on dividend policy in France using
qguantile regression methods. This methodology produces a multiplicity of
coefficient estimates with every set of estimats that describes the link within the
dependent and the independent variables. Quantile regression provides greater
detail and a more complete picture than the ordinary least squares (OLS)

methodology usually used in previous studies.

The achievement of these objectives recommended that we structure the thesis on the

following chapters:

&
<«

Table 1. Structure of the thesis
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I. Introductory Chapter: From the Traditional Paradigm to Irrational Approaches and

Payout Controversy
Introduction

Behavioral corporate finance is an emerging aera of research so as to provides better
understanding of financial and corporate decisions by studying the preferences of investors
and managers. Conventional finance theory believes that all agents are fully rational,
although this assumption is not true: agents are human beings and their behaviour and
choices are subject to blunders and bias. As a result, several researchers have emerged as
challenging the traditional paradigm. Thus, behavioral corporate finance tries to analyze the
influence of the psychological effect of investors’ and managers’ perceptions on a
corporation’s financial decisions. Behavioral corporate finance is an extension of behavioral
finance and holds that, as well as investors, managers can also be affected by biases that

influence corporate and financial choices, for example investments and dividend decisions.

This thesis focuses on dividend policy, which is one of the major decisions in the existence of
cycle life of a firm. Dividend decision is at the heart of theories of finance and continues to
be one of the foremost discussed challenges in the financial literature. A dividend is a
fundamental element of profitability that allows managers to attract and influence
shareholders. Despite the numerous pieces of theoretical and empirical research on

dividend policy, as yet, no final answer has been provided.

In the first section, we briefly review the literature and the development of finance
approaches from traditional to behavioral models. The goal of our study id to examine the
extent to which financial decision is affected by behavioural biases. In this section, we
discuss conceptual behavioural framework patterns that forecast if irrational approaches
could significantly influence capital structure decisions. We then present theories of classical
finance, Modigliani and Miller (1961) and Gordon and Shapiro (1956), which describe a

utopic situation in which the market is efficient and agents are fully rational.




SECTION I. FROM CONVENTIONAL FINANCE TO BEHAVIORAL APPROACHES

In conventional finance, there is a multitude of theories that do not seem to correspond to
reality. For example, Modigliani and Miller (1963) suggested an optimal capital structure
with 100% debt in light of the generated tax savings (a tax shield). Conventional finance tries
to simplify individual behavior by the use of theories that are too standardized to claim
empirical patterns. In corporate finance, for example, any decision is taken by an individual
(the CEO manager) or by a group of "appropriate" individuals. For example, in corporate
governance, an appropriate group would be the board of directors because behavioral

biases strongly influence their decision-making.

Moreover, any decision of an individual involves a trade within his or her own behavior.
Behavior is, therefore, an essential element in the understanding of individual decisions.
When analyzing behavior, we find that it is the main prerogative of anthropological
disciplines and social sciences, such as psychology and sociology. This type of behavioral
study is also increasingly being seen in the field of finance, since researchers want to
understand the decision-making of agents and to make auxiliary hypotheses in financial

theory that are more realistic.

An overview of the way in which this study is based on behavioral approaches is presented
in a brief summary of the various approaches in the fields of finance, accounting and
management. Inspired by Charreaux (2005), Table 2 summarizes four main fields to highlight

the role of behavioral approaches.




Table 2. Synthesis of behavioral approaches

Objective Authors
Behavioral To explain market | Shiller (1980)°, Shleifer (2000)°, Thaler (2005)°, Barberis
finance anomalies: why and how | and Thaler (2003)5, Kahneman and Tversky (1979)6, Swell
markets can be inefficient. (2008)’
Behavioral To examine financial | Shefrin (2001)8, Baker and Wurgler (2004a,b), 2011, 2013)9,
corporate finance decisions and corporate | Baker et al. (2004)*°, Deshmukh et al. (2009, 2013)",
P governance. Charreaux (2005)"?, Malmendier and Tate (2015)"
Behavioral To analyze the failure of | Bonner and Pennington (1991)14, Ashton (1991)15, Bonner
accounting auditors. and Lewis (1990)*°

Simon (2013)", March (1987)%, Hogarth (1981)",
Bazerman (2008)*°, Lyles and Schwenk (1992)*!, Williams
and Anderson (1992)*

Behavioral To understand decision-
management making processes

2 Shiller, R. J. (1980). Do stock prices move too much to be justified by subsequent changes in dividends?

® Shleifer, A. (2000). Inefficient markets: an introduction to behavioural finance. OUP Oxford.

* Thaler, R. H. (Ed.). (2005). Advances in behavioral finance (Vol. 2). Princeton University Press.

® Barberis, N., & Thaler, R. (2003). A survey of behavioral finance. Handbook of the Economics of Finance, 1, 1053-1128.
e Kahneman, D., & Tverskey, A. (1979). Prospect theory: an analysis of decision under risk. Econometrica.

7 Swell, M. (2008). “Behavioural Finance”, www.behaviouralfinance.net (assessed on: July 29, 2009).

8 Shefrin, H. (2001). Behavioral corporate finance.

° Baker, M., & Wourgler, J. (2004). A catering theory of dividends. The Journal of Finance, 59(3), 1125-1165.

Baker, M., & Wurgler, J. (2011). Behavioral corporate finance: An updated survey (No. w17333). National Bureau of
Economic Research.

Baker, Malcolm and Jeffrey Wurgler. 2013. “Behavioral Corporate Finance: An Updated Survey.” Chap. 5 in Handbook of
the Economics of  Finance Vol. 2A, edited by George M. Constantinides, Milton Harris, Rene M. Stulz. North Holland:
Elsevier.

1% Baker, M., Ruback, R. S., & Wourgler, J. (2004). Behavioral corporate finance: A survey (No. w10863). National Bureau of
Economic Research.

H Deshmukh, S., Goel, A. M., & Howe, K. M. (2013). CEO overconfidence and dividend policy. Journal of Financial
Intermediation, 22(3), 440-463; Deshmukh, S., Goel, A. M., & Howe, K. M. (2009). CEO overconfidence and dividend
policy (No. 2009-06). Working Paper, Federal Reserve Bank of Chicago.

2 Charreaux, G. (2005). Pour une gouvernance d'entreprise « comportementale» Une réflexion exploratoire... Revue
frangaise de gestion, (4), 215-238.

13 Malmendier, U., & Tate, G. (2015). Behavioral CEOs: The role of managerial overconfidence. The Journal of Economic
Perspectives, 29(4), 37-60.

% Bonner, S. E., & Pennington, N. (1991). Cognitive processes and knowledge as determinants of auditor expertise. Journal
of Accounting Literature, 10(1), 1-50.

> Ashton, D. J. (1991). Corporate financial policy: American analytics and UK taxation. Journal of Business Finance &
Accounting, 18(4), 465-482

16 Bonner, S. E., & Lewis, B. L. (1990). Determinants of auditor expertise. Journal of Accounting Research, 1-20.

7 Simon, H. A. (2013). Administrative behavior. Simon and Schuster.

'8 March, J. G., & Shapira, Z. (1987). Managerial perspectives on risk and risk taking. Management science, 33(11), 1404-
1418.

9 Hogarth, R. M. (1981). Beyond discrete biases: Functional and dysfunctional aspects of judgmental
heuristics. Psychological Bulletin, 90(2), 197.

0 Bazerman, M. H., & Moore, D. A. (2008). Judgment in managerial decision making.

2 Lyles, M. A., & Schwenk, C. R. (1992). Top management, strategy and organizational knowledge structures. Journal of
management studies, 29(2), 155-174.

2 Williams, L. J., & Anderson, S. E. (1991). Job satisfaction and organizational commitment as predictors of organizational
citizenship and in-role behaviors. Journal of management, 17(3), 601-617.




I.1. Traditional Finance Versus Behavioral Finance

Behavioral finance is a relatively new field that seeks to combine behavioral and cognitive
psychological theory with conventional economics and finance to provide explanations for
why people make irrational financial decisions. Behavioral finance is a fairly recent discipline
that seeks to mix behavioural and cognitive psychological concepts with traditional finance
to bring an answer for why do individual take irrational decisions. Behavioral finance has
dropped the traditional assumptions of the utility maximization expected of rational
investors in efficient markets. In order to understand behavioral finance, we must first

consider the traditional assumptions of efficient markets as based in neoclassical economics.
Conventional financial theory assumes that:

= Managers and investors are rational: this means that agents must act
coherently with respect to the information they receive. For example, if
investors anticipate that a share price is likely to increase in the future, they
have to buy it or keep it, but not sell it. If a negative event occurs, investors
must take the decision to sell their shares. Therefore, according to this
economic theory, any rational investor buys and sells equity in order to

maximize expected utility.

= As suggested by Eugene Fama (1970), price fully reflects all available
information on a stock market. According to the efficient market hypothesis,
the investor cannot beat the market; this means that it is impossible to
outperform the overall market by, for example, purchasing undervalued stock
or selling overvalued shares, so it is not possible to time the market.
Consequently, no single investor can attain greater profitability than the
others with the same amount of funding invested; their equal possession of

information means that they can only achieve the same return.

However, in the real world, both managers and investors can be irrational. Therefore,

investors and managers do not always behave like the classical decision-makers that many
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financial models assume. This finding is the most important insight and common point

between behavioral finance and behavioral corporate finance.
I.2. Behavioral Finance Versus Behavioral Corporate Finance

Behavioral corporate finance study the impact of investor and managerial emotional biases on
firms decisions. However studies on behavioral finance focus more on the impact of investors

biases on financial markets.

Behavioral corporate finance can be divided into two approaches: the first presents financial
decisions as a rational response to market mispricing; the second emphasizes that even
managers can be rationally bounded, which has a considerable effect on their judgment and
decisions. BCF drops the traditional assumptions of the utility maximization expected of
rational investors in an efficient market, as does behavioral finance. The two building blocks
of BCF are cognitive psychology (how people think) and the limits of arbitrage (when the

market will be inefficient).

Recent research have once approved the connection between individualism and
overconfidence. Chui et al. (2010), assume that a human being in individualistic culture are
more prone to be overconfident. Ferris et al . (2013) sustain the idea that a CEO who
managed a firm in a country with a high level of individualism are considerably more

overconfident that those in low individualistic countries.

Likewise, Baker and Wurgler (2013) suggest that market timing and catering theory could be

consider as a rational managerial response to mispricing.

From this perspective, it is important to realize that dividend catering and market timing are
theories based on behavioral corporate finance. Indeed, these theories address many
anomalies that efficient market theory ignores. These theories contradict one of the axioms
of conventional finance, which maintains that agents are fully rational and take financial
decisions after having thoroughly considered all options. These theories aim to examine

events and behaviors that cannot be explained by conventional finance theory.
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SECTION II. IRRELEVANCE APPROACH
Il.1. Modigliani and Miller (1961)

Modigliani and Miller (1961) developed the thesis that dividend policy is irrelevant and

showed that dividend policy has no impact on the value of the firm in the following cases:

= A perfect capital market: no transaction costs, no taxes, risk-free investments
and information are available for all investors, so investors can forecast future

prices and dividends.

= |nvestors are fully rational: investors seek to maximize their utility regardless

of the form of wealth (dividends or capital gains).

Dividend irrelevance theory has faced several problems with regard to the assumptions and
arguments proposed, since the assumptions are not realistic and do not hold with reality.
For example, both investors and firms have to pay income tax. Investors hardly ever gain
access to the same pieces of information as do managers and, therefore, the absence of
transaction costs is not possible in real-life situations. Despite the various
criticisms concerning the results, however, MM (1961) asserted the oversight of dividends

on firm evaluation.

Moreover, MM (1961) showed that the distribution of profits is just an unimportant detail
and that the decision to pay a dividend does not affect the decisions of the company
concerning investments and funding choices. They also argue that in a perfect financial
market, a firm’s value is affected by future earnings and the risk to its investments.
Nonetheless, the thesis of the non-neutrality of the dividend policy has been advanced by

several researchers.

SECTION Ill. RELEVANCE APPROACH

According to this approach, dividend policy has an impact on the value of a share.
lll.1. Walter’s Approach

Dividend policy may be considered as the definition of a rate of retention of profits. Such
profits in reserve largely determine the amount of a company's internal financing. In this
case, the dividend policy is a strictly financial decision insofar as it affects the overall

financing of the company.
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A dividend can, therefore, be considered as payment of a remaining balance, which is
determined only by the investment opportunities that are available to the company. The
residual approach of dividends was developed by Walter in 1956. It assigns to the dividend
policy a residual role among the financial decisions of the company. It does not consider the
option to distribute dividends as a major financial decision; this comes instead after the

company’s investment and financing decisions have been made.

Based on the assumption that distributing dividends reduces the capacity of the company to
self-finance, it seems necessary in this case to privilege retained income and re-invest it in

the company’s projects.

=  When considering the dividend as a corporate finance adjustment variable,
the decision to distribute (or not to distribute) would be relatively simple.
Simply a matter of comparing the expected profitability of investment
projects with the cost of capital, it suits the company to prioritize using its
profits to fund those projects. If, after having financed all profitable
investment projects with a positive net present value in this way and a portion
of the profits remains unused, the company could distribute this surplus to its
shareholders in the form of a dividend. Well before turning to the market to

issue equity, the firm must first use self-financing as a priority.

Walter's model: Dividends distributed to stockholders are further reinvest by the
shareholders to get advanced returns. So to calculate market price per share (P)

mathematically, is given by:

Tr
_ Dt E-D)

P ke

Where,
P = Market price of the share
D = Dividend per share
r = Rate of return on the firm's investments
ke = Cost of equity : cost of capital of the firm

E = Earnings per share
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So according to walter’s model the firm market value is the result of the expect dividends

and capital gains.

Walter (1956) also suggested the residual theory, which shows that dividend policy relies on
the importance of the investment opportunities available to the firm. Walter’'s model shows
that a company can maximize the market value of its shares by choosing a specific dividend
policy: if the rate of return on investments is higher than that of the market, shareholders
will prefer the retention of all the benefits; otherwise, they will prefer the payment of all the

benefits.
lll.2. Gordon’s Approach

Noting that the general conditions of perfect markets are not always met in the real world,
many authors have defended the thesis of the non-neutrality of dividend policy. Gordon and
Shapiro (1956) considered that the market value of a company depends on the dividend paid

and its growth rate. This theory explains why dividends have an impact on market value.

One of the most significant empirical research is Gordon's (1959) work. He assumed that
investors purchase stocks for three purposes: 1) dividend and income; 2) dividend; and 3)
income. By deriving the connection between the factors that follow each hypothesis, he

assessed the three hypotheses.

e During this year (19511954), he tested the above hypotheses using information from
four sectors. There were eight samples and each sector had the following number of

companies: chemicals: 32 ; food: 52 ; steel: 34 ; and machine tools: 46.

e Gordon tested his sample using data on cross-section prices, dividends and earnings
for the companies at a time when they were used to measure the relatiship between
them. It was found that it was complicated to infer the first hypothesis ( dividend and
earnings) the existence of a logic in the pricing of common stocks, but the second
hypothesis (dividend) offered the interpretation that, if growth is hughly valued, the
increase in the dividend with the corresponding reduction in the retainded earnings
will not increase the value of the share as much as when the low value is set on
growth. In addition, the change in the price of a dividend can be anticipated with
much better precision when the retained earnings are kept constant than when the

increase comes from the retained earnings.
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e As according to the third assumption (earnings), investors earn a share revenue when
they acquire a share of the inventory and they can earn a cash dividend and receive

the retained earnings if they sell the share since it is part of the stock value.

To defend their proposal, these authors ( Gordon and Shapiro 1956) based their responses

on the following assumptions:

=" To increase its investments, the company must increase its retention rate by

decreasing dividends.

= [nvestments are run in a perfect market characterized by the absence of taxes and

transaction costs.
= The company retains a constant proportion of its earnings per share.

= |nvestors are risk averse and think dividendincome is more secure than future capital

gains income.
The market prices of the shares are measured as the following:
Where,

P
0=2L
=g

Po : The current stock price

D;: The value of the next year dividend
r: The constant cost of equity capital
g: The constant growth rate

The model thus demonstrates a link between the share's payout ratio, return rate, cost of

capital, and market value.

Gordon (1962, 1963) also claimed that the theory of irrelevance was wrong. He found that
dividend policy and investment policy are interrelated and that investment policy can not

influence a company's market value on its own and in separation from the dividend policy.
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Conclusion

The remaining introductory chapter is divided into two parts: In the first part, we take a
quick and somewhat simplified journey through the development from conventional finance
to Behavioural finance to help us understand the roots of decision behaviour. In this part, we
show that decision making cannot be considered as a rational output of our reasoning
abilities and firms characteristics as it has been settled in traditional finance, but that in
many cases, a human being while taking decision rely on heuristics or general rules and past
experience which can lead to predictable biases and inconsistencies. People are generally
influenced by their own perspectives, education, the people they mix, the religion they
belong to and the media they access and so on, consequently, we can conclude that decision
making may not be a rational output which is the central premise of Behavioural corporate

finance.

In the second part, an attempt was made to present the main theoretical models and their
empirical tests dealing with the dividend issue in the context of the perfect market. This
literature review of the dividend issue under the assumption of a perfect market essentially

shows that:

- The dividend policy does not have a direct influence on the firm's value (Modigliani

and Miller (1961).

- Companies are very reluctant to lower the usual dividend distribution level and
prefer to distribute a stable distribution level, or, if necessary, gradual increases in

the dividends paid (Linter 1956).

- The empirical heads of the models developed under the assumption of a perfect
market are unable to provide a perfect and unanimous explanation for the dividend

distribution behaviour of companies.
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Chapter I. Dividend Policy, Dividend Catering Cross-Sector Analysis: Inefficient Markets

“The market timing and catering approach views managerial financing and investment
decisions as rational managerial responses to securities mispricing.”

(Baker and Wurgler, 2013, pp. 352-407)
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Abstract

Very little research has been published in the realm of the behavioral models of dividends in
Europe, and what empirical results do exist are not in line with those found in the US,

Canadian and British markets, where dividend catering is obviously in place.

However, when it comes to the French market, dividend catering is limited and more mixed.
Although this hypothesis was rejected by some studies, such as those by Osobov and Denis
(2005), Ferris et al. (2009) and Kuo et al. (2013), it was accepted by Anouar and Aubert
(2017). Accordingly, future studies should focus more on the influence of investor behavior
on dividend policy. Twenty years ago, dividends were more heavily taxed than capital gains
and, for that reason, a corporation that did not pay dividends was perceived as more
interesting to taxable individual investors than comparable companies that paid a dividend.
That's not the situation anymore. The issue to be asked at this point is why managers
support dividend policy, even though there is no major tax advantage between capital gains

and dividend in European nations, including France?

A recent report by Henderson Global Investors (2015%%) showed that France is the country
that has devoted the most dividends to shareholders. Indeed, French companies recently
paid about $47 billion; and are thus ranked first in the euro area and fourth in the world. The
free cash flow rate is high in France and yet the following questions remain unanswered:
Why would French management firms with a high degree of self-financing support a
dividend policy rather than investment opportunities? Why do French firms pay more
dividends? Do investor demands influence dividend policy? Do investors who prefer
dividends have a strong effect on the pricing of securities? How can we explain the behavior
of French companies toward dividend policies across sectors based on industry premium
sentiment measures? It is clear that the answers to the above issues are not obvious and

explain the huge number of research that have been undertaken to date.

In an effort to explain the topics above, the focus of this study is mainly on explaining the
behavior of French companies toward dividend policies among the different sectors based

on industry dividend premiums using logistic analysis of data from 2000-2015. Although our

2 s an independent asset manager specialising in active management which offer financial report in order to help clients
achieve their long term financial goal. (https://www.snl.com )
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main focus is on cash dividends, this thesis also proposes an examination of the impact of
dividend catering cross-sector analysis on dividend policy. This thesis adds to the literature
on behavioral corporate finance and contributes to the field by studying the effect of
industry sentiment on dividend policy. It also sheds light on the importance of sector-level
data in explaining some of the variations in dividends. We find no evidence for the catering
hypothesis in the French market, so it is not surprising that we find investor sentiment to be
an insignificant determinant of dividend policy. Therefore, we introduced an interaction
term between investor sentiment and firm size and firm age to test whether a small and
young firm is more prone to sentiment (Baker and Wurgler, 2007). The results show that all
the coefficients of the interaction term and investor sentiment in small and young firms

(PDinSmallYoung) are very similar and not significant.

We next examined whether sectors divided across firm age and firm size would give a better
explanation of dividend policy and investor sentiment in France. We examined four
portfolios formed by size and age: SYF = Sectors with Young Firms; SOF: Sectors with Old
Firms; SSF: Sectors with Small Firms; and SBF: Sectors with Big Firms, in order to test the
effect of sentiment on industry portfolios and to examine the types of sector that are more
sensitive to investor sentiment. The regression analysis showed that for industry sectors,
firms initiate dividends when the dividend sentiment is stronger. This result provides support
for catering theory and shows that French managers dealing with industry firms cater to
investors’ time- varying demand for dividends. Therefore, we confirm that sector-specific
sentiment is a more appropriate measure for testing the catering theory of dividends. Our
hypothesis is mainly confirmed for the industrial sector. Our findings indicate that industry is
the single sector that—alone—captures the significance of investor sentiment in predicting
dividend policy likelihood. To the best of our knowledge, this study is the first to test

dividend catering within sectors.

Keywords: Behavioral corporate finance, dividend policy, sector-specific sentiment, industry

cluster.
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Introduction

Many studies have attempted to have a reasonable explanation as to why companies are
paying dividends. Do investors have stock dividend payers preference? In the same vein,
surveys show that over time, across nations and even across industries, dividend policy
patterns vary. Referring to La Porta et al. (2000), Shleifer et al. (2000), Sawicki (2009),
Herberg et al. (2011) and Kuo et al. (2013), the dividend policy variations can be understood

by the legal system, corporate governance and, more lately, investor behaviour.

Conceptual and empirical studies may have tried to clarify the dividend policy There is no
common agreement on the factors influencing dividend payment, however. Companies have
long been distributing dividends to shareholders, but there is still debate among the

scientific community about the incentive for this corporate choice.
Why do dividends remain a puzzle?

Black (1976 p.5) found no conceivable answers to why firms cater for cash dividends. To
guote the author, “the harder we look at the dividends picture, the more it seems like a

puzzle, with pieces that just don’t fit together”.

The dividend is a crucial decision for financial managers and is also considered polysemy,
since it may reflect a number of different meanings. On the one hand, firms distribute
dividends to reward shareholders and to encourage other investors to buy new equities at
high prices. On the other, not paying a dividend to shareholders can be considered a signal
that the company is very confident about the future and that the corporation is attracting
new investments. A dividend is a double-edged sword in the way that it can have two
completely different meanings, depending particularly on investors’ and managers’
perceptions. There is a strong interaction between investment, financing and dividend

decisions. A dividend could be considered a result of investment and finance policy.

The finance market has in interest in explaining the functions and organization of the
different operations between investors and managers. In contrast, corporate finance has

always attempted to relate a firm’s decisions about the company to the value of the firm.

These decisions are generally divided along two axes: investment decisions, which relate to

the employment of the funds of the company and include the achievement of projects, and
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financing decisions, which relate to the collection of the funds necessary for investment and

the dividend policy.

The concept of dividend distribution translates the choice that a company must make into a

decision between:
= Distributing profits to shareholders in order to pay for their participation in capital.
or
= The constitution of reserves in order to fund business growth opportunities.

Although these decisions are highly desirable on the part of the company, they are
unfortunately antagonistic: all increases in reserves are made to the detriment of dividends,
and vice versa, even if this conflict is reduced by the fact that the accumulation of capital in
the form of reserves is a source of long-term gain. The context of decision-making and
financial reporting is mostly influenced by several factors, such as the personal
characteristics of individual managers, the internal organizational context and
environmental factors (Schneider and De Meyer, 1991). In addition, based on a review of
previous research published between 1981 and 1992, Rajagopalan et al. (1993) identified
environmental, organizational and decision-specific factors as the most influential

determinants related to decision-making.

Based on the above analysis, we can conclude that the factors influencing the decision-
making process can be divided into four groups: the characteristics of the decision-maker,
the characteristics of the decision, the quality of the environment, and the organizational
context. The characteristics of the decision-maker have been considered by some
researchers in their attempts to explain the decision-making process. For example, Barabe
(1996) took the academic cursus (business school, engineering school, self-made success),
the first technical function exercised (marketing, science, technical, etc.) as well as the

duration of the mandate as factors influencing the style of decision-making.

Both physical and social factors within the environment of a firm that are located outside the
borders of the organization are taken into account when taking decisions (Duncan, 1972).
This constitutes the most-cited variable in the previous research seen as exercising a
significant influence on the characteristics of decision-making. Organizational factors, such

as the structure, size, previous performance and characteristics of the top management
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team, have a significant influence on the characteristics of decision-making (Rajagoplan et

al., 1993).

Lebas (1995) defines the performance of the company as crucial when discussing the
decisions of managers to allocate resources under their responsibility. For example,
dividends can depend on the level of self-financing of the company (the greater the cash
flow, the more a priori they can distribute but, if the company has future growth and
investment opportunities, they prefer to keep their cash flow for financing new projects).
According to Myers and Majluf (1984), in the case of informational asymmetry, firms prefer
to fund their investments by self-financing, rather than by external funds. If this is the case,

cash flow will not be used to finance dividends.

The measure of performance is often seen as the only factor in the assessment of a firm.
However, we note that quantitative measures based on financial accounting criteria have
generated many criticisms. The first criticism is based on the difficulty of comparing the
yields of accounting firms, given the use of accounting principles and standards that are
different from one sector of activity to another. A second criticism focuses on the nature of
accounting and financial data, which are essentially based on historical data. In addition,
these criteria do not take into account risk, which constitutes an important dimension

(M.J.Brouwmann, P. Friskoff ;1987.).

The sectoral dimension is of prime importance. However, it is essential to choose a field in
which to invest in order to ensure the sustainability of a company and maximize the wealth
of investors. It is possible that not all investors have the same preferences industry-wise.
Investors have different expectations in terms of dividend relative to each sector level
because they carry the idea that some sectors distribute more dividends than others. The
policy of dividend distribution, while affecting the company's financing strategy, is justified
more by the attitudes and preferences of investors than by the needs of the company.
Investors who rely on cash dividends to sustain themselves will prefer stocks that have a
regular dividend policy. The companies that fall into this category are those that have
reached a fairly high level of maturity in their life cycle, such as the oil and gas industry. The
market and revenues are regular for the companies in that industry and their need for

growth is moderate.
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The main originality of the work by Agbodjo and Martinez (2012) is in highlighting the
importance of sector-level data in analyzing the relevance of accounting performance
indicators. To our best knowledge, this is the first study in the French context. Thus,
categorization of performance indicators by industry might be of importance to investors
and CEO managers alike. This categorization helps investors in their decision-making process
and the CEO in creating firm value; it also helps the regulatory authority in defining potential
future regulations concerning the measurement of whether a firm’s value has been created

or destroyed.

From the same perspective, some authors have shown relevant criteria related to industry
factors (sectors). Some authors find that key factors in emerging sectors can be used as a
basis for financial decision-making, (M. Porter,1991). Indeed, the evaluation of
environmental strengths, weaknesses, opportunities and threats is the esseniel condition
condition of environmental management. (Daft and Weick, 1984; Smircich and Stubbart,
1985). Therefore Environmental uncertainty can be assessed objectively through sector
study (Porter, 1980) but considered differently by different executives. (Duncan, 1972). The
perception of environmental unpredictability and institutional control influences the
decision to make between proactive and reactive strategic behavior (Anderson and Paine
1975) Daft and Weick, 1984; Dutton and Duncan, 1987). For example, when dealing with
uncertainty and ambiguity, executives react differently. Some managers will actively

interpret their environment, while others will choose to do so in a passive way.

Milliken (1987) noted that when faced with an uncertain environment, executives tend to
spend more time and money in environmental analysis and forecasting in order to be more
confident and have a solid knowledge of the situation. This proactive behavior assumes,
however, perceptions of control. At the organizational level, managers’ behavior determines
their proactiveness or reactiveness in analyzing the environment (Daft and Weick, 1984).
Accordingly, Johnson et al. (1993) suggested that firm performance depends on the
environmental context. Chakravarthy (1986) also postulated that the structure of the
industry or sector of activity influences the strategy and performance of a company. In the
same vein, DiMaggio and Powell (1983) proposed that in describing homogenization
dynamics isomorphism is the most significant idea. Isomorphism enables us to define the

process that causes one unit in a population to resemble the other units that face the same
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environmental circumstances. This strategy indicates that organisational features are
gradually changing to be consistent with the environment's dominant characteristics. In this
context, DiMaggio and Powell (1983) identify three key processes - coercive, normative and
mimetic - by which institutional effects are disseminated through a field of organizations.
These mechanisms underline structural isomorphism (similarities) as an important
consequence of both a competitive and an institutional process. Although all organizations
take shape under the pressure of their institutional aspect, certain types of firm are more
affected by this institutional factor than by others. DiMaggio and Powell (1983) identified
the "organizational aspect ", or sector, as a new level of analysis which is particularly suited

to the study of the institutional process.

The above research has documented that the environmental context and the industry level
at which a firm operates affect its decisions, as well as its performance. Indeed, Mackay and
Phillips (2005) examined the significance of sector to economic and financial choices at the
firm level and confirmed that the capital structure of a company depends on its capital-labor
ratio, the actions of other companies in the sector, and the outcomes of its comparative

achievement from one sector to another.

Guo and Leinberger (2012) used the theory of pecking order to study 250 firms in
Pennsylvania between 1988 and 2007.The findings show that firms’ financial choices varied
among different sector types. Equity financing stayed a last resort for new capital for all
sector organizations of companies, although consumer production and retail / wholesale
sectors tended to opt for debt funding as they sought new capital for asset development,
and high-tech sectors and services tended to prefer internal financing to external financing

to promote their development.

Kayhan and Titman (2007) noted that the history of companies significantly influences the
composition of capital in a manner that persists over time, sometimes for as long as ten
years. Capital structures usually move toward more targeting debt rates over longer periods

of time, however, in line with the trade-off theory.

Empiricals researches®, show that the financial decision of a company is driven by its

characteristics and the kind of the industry where it’s belong to. In addition, assets

x Smith, M., & Liou, D. K. (2007). Industrial sector and financial distress. Managerial Auditing Journal, 22(4), 376-391.
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tangibility, operating profitability, company size and tax structure also affect the financial

approach of a company.

The type of industry impacts a company's capital structure, which in turn impacts dividend
payouts. It is therefore anticipated that the sort of industry and the sector in which a
company works would have an important impact on the policy of corporate dividends.
Different types of varying sectors affect the cash flow of companies, which in turn impacts
dividend policy. For instance, while manufacture businesses require machinery and
equipment, this sort of asset is not essential to the services sector. The manufacturing
industry is capital-intensive, while the services sector is labor-intensive, and there is a need
for more financing to finance capital investment than to pay for staff. It is therefore
expected that service firms will have higher dividend payouts than manufacturing firms.
Several studies have empirically investigated the relationship between industry type and
dividend policy. (Bowenet al., 1982; Bradley et al.,1984; Kester,1986; Baker,1988; Harris and
Raviv,1991; Dempsey et al., 1993; Richardson et al., 2002; Gill et al.,2010; AL Shabibi and
Ramesh, 2011; Subramanian et al.,2011).

The nature of the sector to which a firm refers has a significant impact on its dividend policy.
Emery et al. (2004) stated that, in the US, Differential sector appears to have an effect on
dividend payment policies. Therefore, industries, containing large firms, may adopt a
consistent dividend policy, as opposed to industries involving small firms, for which policies
are uncertain and uneven (Barclay et al., 1995; Lloyd et al., 1985). Smaller firms seem to
have limited resources (internal funds) to finance their projects and, for this reason, are less
likely to pay dividends to their shareholders. It is better for them to take a conservative

approach to dividend payouts.

In addition, previous surveys have shown that high-profit companies are more likely to pay
dividends (Jensen et al., 1992 ; Han et al., 1999 ; Fama and French, 2002). Industries that
include firms that are characterized by earnings stability may formulate a more consistent
policy with regard to dividends than those with an uneven flow of income. Michel (1979)
assessed the presence of a connection between the dividend policy of a company and the

classification of its sector and whether this connection is specific to the sector. The sample

Thim, C. K., Choong, Y. V., & Nee, C. S. (2011). Factors affecting financial distress: The case of Malaysian public listed
firms. Corporate Ownership and Control, 8(4), 345-351.
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covered 13 sectors, with 34 companies selected randomly from 1967 to 1976. Considering
that important differences in the size of the companies included in the sample were
discovered, a dividend policy review was conducted on the impact of size and industry
classification. The findings stated that classification of the sector is a significant determinant

of dividend policy, rather than the size of a company.

Baker and Powell (2000) focused their research on a survey reporting the opinions of several
New York Stock Exchange (NYSE) business managers on variables that influence dividend
policy. This 1997 survey was compared to an earlier survey by Baker et al. (1985). They set
out certain criteria for companies to be included in the survey: the companies surveyed
should have been listed on the NYSE by 1994, the company's primary business could be
classified under a Standard Industrial Classification (SIC) code, the company should have
been included in the COMPUSTAT 1996 version, and the company should have paid a
dividend at least once between 1994 and 1995. The researchers received 603 answers from
the sectors of production, wholesale / retail and services. The results indicate that the
variables most influencing dividend policy are current and anticipated future income and
previous dividend patterns. The findings of Baker and Powell (2000) are very comparable to
those of Baker et al. (1985). Therefore, the authors’ main conclusion is that the factors
influencing US corporate dividend policy do not change significantly over time but the
industry type affects the importance CEO managers attach to certain factors that influence
dividend policy. The authors, however, thought that some industry-based distinctions

between the two studies had declined over the period of time.

Baker et al. (2001) surveyed CEOs of National Association of Securities Dealers Automated
Quotations (NASDAQ) listed firms. The authors used a questionnaire based on Baker et al.
(1985), Farrelly et al. (1986) and Baker and Po well (2000) survey with few modifications. The
guestionnaire was split into three parts: the first section asked CEOs to classify variables by
order of significance when determining their dividend policy; The second included dividend
policy management and background data on the CEOs and their firms; and the third
requested that the respondents specify their level of compliance with certain dividend policy
statements in particular. The authors established specific criteria for companies to be
included in the survey: the company's shares must have been traded on NASDAQ and paid a

quarterly dividend in the 1996-1997 calendar year. The survey was based on the 188
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guestionnaires that were returned. The returned questionnaires were then divided into two
groups: financial companies (finance, insurance, and real estate) and non-financial
companies (agriculture, communications, electricity, fishing, forestry, gas, production,
transportation, and hygiene services). The results indicated that the most significant
variables influencing NASDAQ listed companies' dividend policy were past dividend patterns,

income stability, and present and anticipated future income levels.

Baker and Powell (2000) indicate that companies listed on the NYSE also regarded the
above-mentioned variables important in establishing their dividend policy. The results
corroborated those found in Lintner (1956). It should be observed that not every company
connected to each of the variables the same level of importance. Differences in significance
between financial and non-financial firms have been recognized. This indicates that the kind

of sector could have an effect on the policy of corporate dividends.

Singhania (2005) examined dividend payment trends in a sample of 590 firms listed on the
Bombay Stock Exchange for the period 1992-2004. The academic noted a decrease in the
number of companies that declared dividends during the study period and linked this to the
dual taxation of dividends. However, the average dividend payment showed a substantial
rise over the same period. In addition, the author noted a fluctuation in dividend payments
across firms and across sectors, which ranged from 25% to 68%. Companies in sectors such
as petrol and gas are considered to have stable profits and therefore a more stable dividend

policy than those with volatile revenue streams.

As claimed by Allen and Michaely (2003), Baker (2009) and DeAngelo et al. (2009), rational
theories that consider dividends as a way to mitigate problems between the agent
stockholders and CEO (agency theory) and to alleviate information asymmetry (signaling
theory) have low explanatory power with empirical evidence. The reasons for dividends still
being considered a puzzle can be attributed to psychological factors, tax-related matters and

asymmetry of information.

Another factor is that the salience of institutions does not exclude voluntarism. For example,
Greenwood et al. (2002) developed a model of institutional change in six phases which take
into account the phenomena of institutionalization and deinstitutionalization when
considering the role of the actors, their margin for maneuver and their strategic capabilities.

This model may, for example, make it possible to understand the mechanisms by which a
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new technology is adopted or rejected by a sector of activity. Some researchers (Demil et al.,
2001; Garud et al., 2002; Tellier, 2003) have, therefore, revealed how companies such as
“Intel” and “Sun” could, by virtue of their dominant position, contribute to establishing new

rules in their sector.

However, we can see that the decision to either distribute a dividend or maintain self-
financing is based on a set of indicators of varying degrees of complexity, since this is related

to performance, profitability and sector-level data.

There is a disparity in taxation between dividends and capital gains. This difference in
taxation has, on the one hand, an impact on the behavior of firms in the area of the
distribution of the dividends and, on the other, the orientation of the choice of a portfolio of
shares for investors. It is appropriate to describe the disparities in taxation between
dividends and capital gains that have emerged from the taxation system in France, where
dividends are taxed for the first time as a tax on corporations and, for a second, in respect to

a tax on shareholders’ revenues.

Therefore, we would like to point out that dividends and taxes are no longer a powerful
explanation for the dividend puzzle. In the US in 1976, firms paid about 43% of their earnings
to the Treasury (S111 billion in taxes) and then paid out $31 billion in dividends; investors
were thereby subject to additional taxes based on personal income (Miller and Scholes,
1978). Miller and Scholes (1982) have shown that there are several complex strategies that
have allowed investors to avoid taxes. Thus, in perfect capital markets, all taxes can be

avoided by investing in tax-free institutions, such as insurance companies or pension funds.

The puzzle remains with regard to why managers support a dividend policy, even when
there is no big tax advantage between capital gains and dividends in European countries,

including France.
Despite all the above attempts, the paying of dividends remains an unsolved puzzle.

Empirical and theoretical research by behaviorists suggests that sentiment proxies may be
one of the recent potential explanations for numerous puzzles reported in the literature
(Baker and Wurgler, 2007). Researchers can gain a sense of enthusiasm for a market and for

corporate decisions by asking investors about their beliefs and preferences.
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Examples of behavioral finance research include the following. The Bearish Sentiment Index
published by Investors Intelligence, an investment service based in the US, was used by Solt
and Statman (1988). The index sheds light on the ratio of bearish advisers to the total
number of investment advisors. Clarke and Stateman (1998) argued that market movement
has proved to have a strong influence on investors: high returns in the short run are
associated with a move from a pessimistic to an optimistic state. A bull market leads to
decreased volatility and an increase on future stock return. Therefore, the behavioral view
could also be considered a further explanation of corporate finance decisions. The
behavioral approach provides insights that managers pick the right time to sell their shares
in order to take advantage of stock prices when compared to fundamental value (Lamont

and Stein, 2006).

Given that behavioral finance has resolved many of the anomalies in market finance, it
would be very interesting to apply this to corporate finance. In other words, adopting a
behavioral approach and sector-level data could be very useful in our attempts to answer

the following question: why do firms mainly in France pay dividends?

There are two possible approaches: the first is that of Baker and Wurgler (2004 a). According
to their catering theory, irrational investors categorize firms into dividend-paying and non-
dividend-paying. These investors pay a premium (above the fundamental value) for
dividend-payers. The catering theory of dividends suggests that firms initiate a dividend

when investors overestimate dividend-paying firms.

The second approach, which has not been very widely explored, introduces a sectoral
dimension. The sectoral dimension can be analyzed according to neo-institutional theory:
companies mimic behavior in terms of the dividends of competitors in the same sector. Peng
and Xiong (2006) show that limited attention is paid to catering-learning behaviour; that is,
attention-constrained investors pay more attention to market-to-book and sector-level
aspects than to company-specific factors. For instance, some firms changed their name

during the internet bubble to include dot.com without any central change in their strategies.

Because of their name change announcements, these firms gained a substantial abnormal
return (Cooper et al., 2001), suggesting that investors pay limited attention to company-

specific data.
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We considered it interesting to examine the link between dividend decisions and investor
behavior (investor irrationality) based on sector-level data. There is a lack of exploration in
the behavioral corporate finance literature of the probability of paying a dividend, especially
in the French market, as well as the psychological factors that act as determinants in pushing
a firm to cater for dividends. Although much of the research has led to inconclusive results,
we intend to provide more evidence to better understand the distribution of earnings

through a behavioral approach to finance in the case of the French market.

Many variables that were significant in the context of the US market, as well as past
literature, could be added to our research to increase the explanatory power of models,
such as a sector-level data explanation for dividend catering, stock market liquidity, and life
cycle theory. The majority of the existing financial literature is implicitly based on the
assumption of an efficient financial market. However, behavioral corporate finance research
replaces the traditional rationality assumption with more evident behavioral foundations.
Thus, we examined the validity of the catering hypothesis after adjusting the dividend policy
for key determinants, such as profitability, leverage, cash flow, growth opportunities, firm
age, firm size, and investor sentiment (investor sentiment based on sector-level data). We
then highlighted a set of behavioral explanations for investors’ preferences regarding

dividends.

We present a dividend policy study through a purely behavioral approach, based primarily
on psychological components that characterize investors, in order to give new momentum
to the research. The current research contributes to the literature by studying corporate
finance, particularly dividend policy, by updating surveys drawn from the catering theory of

dividends. This research fills the literature with a number of gaps.

The first way this research fills a gap in the literature is by examining dividend policy across
sectors, as distinct kinds of company can be anticipated to vary plausibly in their policies on
dividend payment. It was also observed that there are very few, if any, studies comparing
dividend policy variations in the sector. The second way, to our best knowledge, is that
previous research has only focused on dividend policy across macro-level characteristics.
Furthermore, this research aims to test the effect of investor preference for dividends on
asset price dynamics across sectors by examining the catering theory of dividends across

industries.

30



THIS CHAPTER PRESENTS A PILOT STUDY TO FIND THE ANSWER TO WHAT INDUSTRY
CATERING SHOULD SAY ABOUT DIVIDEND POLICY. DOES SENTIMENT MOVE ACROSS
SECTORS? IS THERE A GLOBAL SENTIMENT THAT AFFECTS SPECIFIC SECTORS?

The first chapter is organized as follows. Section 1: Why do investors prefer dividends?
Section 2: Catering theory and dividend policy; Section 3: Dividend policy based on sector-
level data; Section 4: Data and sample; Section 5: Methodology; and Section 6: Empirical

results and discussion.

This first chapter is an attempt to extend the catering theory of Baker and Wurgler (2004a)
and Li and Lie (2006). Most of the earlier research focused on the dividend policy
determinants and the effect on stock price. The time trends in dividend payments have been
studied by a few academics. The empirical proof of the existence of catering for dividends is
rather inconclusive. We explore the determinants of dividend payment decisions in the
French market within different sectors by adding several variables relating to investor
sentiment and firm characteristics, taking into account market imperfections in order to

analyze dividend policy and value creation.
Statement of the Problem

In reviewing the literature, it was noted that there is disagreement between the results of
previous studies on dividend policy. For this reason, future research studies should be
conducted to provide better understanding of distribution decisions, particularly where
markets are not efficient. This gap needs to be addressed, as the question that should be
investigated at this level is whether investor sectoral sentiment provides the key answers to

dividend policy.

Many articles have attempted to explain why companies are distributing dividends and why
shareholders like them. We summarize the financial determinants of dividend payments in
this chapter, taking into account taxes, signaling theory to mitigate information asymmetry,
client effect and agency theory. Therefore, we relax one of the perfect capital market's
assumptions. The dividend policy issue is becoming harder to understand. The introduction
of market imperfection could affect the theory of irrelevant dividends. Therefore, if
dividends are important, they may interact with other firms’ corporate

decisions. Consequently, there might be many reasons why dividends matter.
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SECTION I. WHY DO INVESTORS PREFER DIVIDENDS?

Dividends represent a return for investors who put their money at risk in a corporation.
Dividend policy is therefore of concern to managers as various investors have distinct views

and opinions on dividends and capital gains.
I.1. Bird-in-Hand Theory

Gordon (1963) and Lintner (1962) developed this hypothesis as a response to the theory of
dividend irrelevance suggested by Modigliani and Miller (1961). The bird-in-hand theory
suggests that when making stock-related choices, dividends are important and investors
prefer dividends to future capital gains. From this perspective, shares with a high dividend
are disliked by investors and consequently command a higher market price because high
dividends increase stock value. Dividends are valued differently than retained income (or
capital gains) in a world of uncertainty and imperfect information. Investors prefer money

rn

dividends ' "bird in hand," rather than future capital gains' "two in the bush." Increasing

dividend payments can then be linked to company value rises.

Gordon (1963) and Lintner (1962), shareholders are highly risk averse and prefer a safe
return, so receiving a dividend quickly is less risky than a future capital gain. As a result,
investors and stockholders seek the highest return possible and pursue to increase firm

value that delivers high dividends.

Empirical literature revealed that dividend policy factors could be split into two groups: inner
and external factors. Internal variables are shareholder expectations (dividend or capital
gains preferences) and shareholders ' fiscal condition. External factors are related to the
overall economy, legal restrictions, and entries in the capital market, macroeconomics
problems like growth, stability . Baker and Powell (1999) suggest that specific industry and
future earnings are found to be one of the most significant determinant of dividend policy.
They found that dividend is affected not only by internal variables, but also by external

variables.
I.2. Clientele and Tax Effect

According to MM (1961), Under certain circumstances, the pre-existing dividend-client effect
hypothesis could play a part in dividend policy. They pointed out that individual investors '

portfolio decisions may be affected by certain market imperfections, such as transaction
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costs and differential tax rates, in favoring various mixes of capital gains and dividends. MM
asserted that these imperfections could lead investors to select securities that would reduce
these costs. MM called investors ' tendency to attract a certain sort of dividend-paying
inventory a "client dividend effect." Nonetheless, MM argued that although the client effect
may alter the dividend policy of a company to attract certain clients, each client is "as good
as another" in a perfect market. Therefore, there is no impact on firm valuation; that is,
dividend policy remains irrelevant. In reality, investors often face distinct tax procedures for
revenue from dividends and capital gains and incur expenses when trading securities in the
form of transaction costs and inconvenience (influencing portfolios). For these factors, and
based on the circumstances of distinct investors, taxes and transaction costs may generate
clientele investors, such as clientele induced by tax minimization and clientele induced by

transaction costs, respectively.

Another possible dividend clientele effect is related to risk clienteles. Hence, based on the
risk factor, dividends may attract a certain clientele of investors (see for example, Pettit,
1977 and Scholz, 1992). Miller and Scholes (1982) revisited the conclusion of Litzenberger
and Ramaswamy (1980) and criticized their concept of dividend yield in the short term
(monthly). Indeed, Miller and Scholes (1982) proposed that studies using a short-term
definition of dividend vyield are inadequate to detect the effect on stock returns of
differential tax treatment for dividends and capital gains. In addition, Miller and Scholes
(1982) asserted that data bias caused a positive yield-return relationship. The reason for this
argument was that the information effect of dividend omissions was ignored by Litzenberger
and Ramaswamy. An announcement of dividend omissions (perceived as bad news) can lead
to an upward bias in the dividend yield coefficient as it reduces the zero-yield dividend class
returnMiller and Scholes (1982) tried to correct the bias in information and then re-run the
tests of Litzenberger and Ramaswamy. They found that there was no statistically different
coefficient of dividend yield than zero. Like Miller and Scholes, Hess (1981) found similar
results. In his research, during the period from 1926 to 1980, Hess tested the relationship
between monthly stock returns and dividend yield. He noticed mixed results and came to
the conclusion “my work reinforces the findings of Miller-Scholes study...it lends further

empirical support to the original M&M proposition” (p. 453).
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As noted earlier, the fiscal situation of shareholders is one of the influences that most
determine dividend policy. When firms pay dividends, shareholders must pay income tax on
those dividends. Indeed, if investors and shareholders operate in countries in which the tax
on dividends is lower than the capital gains tax, investors will have a preference for
dividends and corporate managers will decrease the dividend payout ratio. Thus, the tax
effect will not only influence shareholder preference, but also corporate earnings. Casey and
Dickens (2000) suggested that investor preference is a function of tax incentives and that

this taxation has an impact on corporate earnings, as well as investors’ preferences.

Dividend policy can reflect investor heterogeneity. Each payout may attract a certain type of
investor. Therefore, a change in the payout can lead to an alteration in the ownership

structure. This is one of the reasons that investors want different dividend yield taxation.

Dong et al. (2005) conducted a survey with a panel of Dutch investors in order to study their
preferences and firms’ dividend payout policy based on different theories: signaling, agency
cost, free cash flow and taxes. They highlighted that investors will always have a preference
for a dividend rather than a capital gain, even if the dividend taxation is higher than capital

gains taxation.

Elton and Gruber (1970) studied the clientele effect by examining firm value over the ex-
dividend period. They concluded that investors have no preference for dividends and, when
capital gains taxation is low, they prefer a capital gain rather than a dividend. Thus, dividend

policy is influenced by taxation.

Desbrieres (1988), when considering the same model used by Elton and Gruber (197),
provided similar evidence of a clientele effect in the French market. Despite differences in
taxation regulations, the research supports the suggestion that the majority of shareholders
prefer capital gains in order to avoid tax penalties that would affect them if they opted for

dividends.

Mori (2010) proposed that the tax-saving issue is linked to the distribution of intertemporal
consumption. He describes that corporate investors prefer high-dividend-paid stocks when
marginal capital gains tax rates are greater than dividends. On the other side, he points out
that some investors would prefer low-dividend-paying stocks to high-dividend-paying stocks

since they have low current cash flow needs. He concludes also that investor demand for
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dividends is not explained by the classical “tax rate clientele effect” but by the “tax amount

clientele effect”.

In the same vein, by considering the shift in clientel demographics, Lee (2011) investigated
the time-varying demand for dividend-paying companies. He performed multivariate
regression and found that the only important determinant of dividend premium is
population variation, represented by an annual shift in the older-to-younger ratio. His
finding supports evidence for investor sentiment, signaling theory, agency cost, tax

clienteles, business cycle fluctuations, time trends and demographic structure.

Armstrong and Haffmeister (2012) analyzed the change in the taxation of US dividends for
qualified public utility shares, evaluating the performance of the ex-dividend date before,
during and after a change in tax law. Empirical results show that both multiply clients and
signal marginal investors who determine the ex-dividend date price of these stocks.
However, some authors do not regard the clientele effect as a rational explanation for
dividend policy. For example, DeAngelo et al. (2004) found that dividends paid in the US over
the 1978-2000 period did not disappear but had increased and become more concentrated.
They further report that the clientele effect and signaling hypothesis were not the most

crucial determinant factors of corporate dividend policy.

In the latest research, the relationship between tax preference and dividend yield on the
Swedish stock market was examined by Dahlquist et al. (2014). Four domestic tax clients
were evaluated: tax-neutral (A), business and individual (B), investment funds (C), and
partnerships (D). They found that tax-neutral (A), investment funds (C) and partnerships (D)
behaved according to the customer tax hypothesis of the dividend. When it comes to
businesses and individuals (B), the findings are ambiguousHowever, the impact on tax
income and stock market valuations is small because dividends and capital gains tax rates
are tiny and most investors do not pay tax on such revenue. They also found that

foundations preferred dividend-paying stocks.

As can be seen, an explanation based on clientele effect and tax effect does not seem able to
fully explain dividend payout policy. This is why some authors seek other explanations. The
following subsections address theories related to signaling theory and information

asymmetry.
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1.3. Signaling Theory

Economically, the signaling model for the function of education is mainly due to Spence
(1974 a, b) and Riley (1975), who presented a situation in which a potential employer does
not know the skill level of individual workers and has to choose between two types: more
productive workers and less productive workers. Asymmetrical information is available
regarding the productivity of workers. Since employers are unable to observe the
productivity of a potential worker, they use educational qualifications to predict output. One
implication of the model is that greater pay is received by more trained employees because
education offers them with credentials rather than abilities obtained. In other words, the
number of years of schooling reflects an educational qualification that predicts worker
productivity. Thus, educational qualifications are considered a visible signal of an invisible

productive worker.

Dividend signaling theory was set in the early 1970s, with the main argument that
asymmetric information exists between executives of a company and outside investors.
Managers may have more details about the expected profitability of a company that
investors can not see. Many authors, such as Watt (1973), Miller and Rock (1985), Noe and
Rebello (1996), La Porta et al. (2000), Aivazian et al. (2003) and Asem & Alem (2015), provide
evidence that since there is informational asymmetry between insiders (managers) and
outsiders (shareholders), firms tend to distribute dividends as relevant information about

their prospects to the financial market.

Consequently, dividend policy is used as a signal of a company's profitability forecast.
Heinkel (1978) originally suggested an asymmetrical model of information, suggesting that a
cash dividend is a function of firm value. The model is based on two hypotheses: (1) the
number of companies with strong anticipated profitability is restricted; and (2) the company
value volatility is negatively associated with expected profitability. Under the asymmetric
information framework, cash dividends mean the anticipated cash flows of
companies; therefore, companies with greater dividends are regarded to perform better
than those with reduced dividends. These signals are used by investors to create their
investment choices and to value the stocks of companies. Bhattacharya (1979) developed
this study line with a two-period model in which executives and shareholders do not have an

agency problem. Managers decide to invest in a business opportunity at the start of the first
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period and have complete information about the anticipated profitability that is unknown to
external investors. Managers also promise to pay investors a certain proportion of dividends
at this stage in time. When the payoff created by the investment is less than the committed
dividend amount at the end of the first period, firms need external funds for the second
period, and transaction costs are incurred. Managers can, therefore, signal the value of a
business opportunity to investors in stock markets by paying a big dividend for the first
period and the company can prevent transaction costs resulting from external financing.
Bhattacharya (1979) suggested from this model that companies decide to pay cash dividends

as a signal to outsiders, irrespective of the dividend's tax disadvantage.

The theory of dividend signaling was endorsed by John & Williams (1985) and Miller & Rock
(1985), but they clarified the theory using distinct arguments. John and Williams (1985)
stated that information about future results disclosed by corporate audits is unreliable, as it
does not fully demonstrate future lucrative investment possibilities for companies.
Companies can interact properly with outside investors only by paying cash dividends or
issuing new stocks due to imperfect information on the anticipated profitability of
companies. A dilution of proportional ownership is not useful to present stockholders when
private information about future profits of companies is favorable. As a consequence,
insiders acting in favor of current shareholders may choose to distribute dividends rather
than sell new stocks. Through these signals, outsiders are persuaded to offer greater prices
for stocks corporations. In this situation, while dividends have a greater tax rate than capital
gains, dividend tax disadvantages are compensated for by rises in stock prices, while insiders

preserve their fractional ownership.

Miller and Rock (1985) presented using a two-period model that cash dividends contain
information about anticipated earnings; however, they interact indirectly with outsiders and
do not need to represent a deliberate strategy of managers of companies to convey
information about future results. Managers invest in a company project at the start of the
first period in which the anticipated profitability is not observed by external investors. The
project produces income for both dividend payments and investment for the second period
at the end of this period. Investors can not have income and future investment information.

The project produces income again at the end of the second period. Dividend declarations
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therefore only provide investors with the missing information on the present earnings of

corporations. Then these gains are used to predict future income.

Ambarish, John, and Williams (1987) discussed John and Williams ' (1985) signaling
equilibrium model and developed an effective model of the association between dividend
payment, investment as well as new share issuance. They asserted that an efficient signaling
equilibrium in the past models maximized the wealth of stockholders among all possible
equilibria because companies have distinct marginal advantages of avoiding ownership
dilution. The new model states that the CEO can interact with outsiders by combining two
kinds: the first is dividend payment and disclosed investment; the second is dividend
payment and new equity issuance. Analyzing this model, Ambarish et al. (1987) developed
two primary characteristics: the first is that there is a favorable link between the declaration
of dividends and the stock price for companies distributing cash dividends when there is a
fixed investment ; Secondly, if companies pay fixed dividends, the impact of an investment
declaration or new net shares is negative for those with higher information, primarily from
existing assets, and positive for those with higher information, primarily from investment

possibilities.

In addition, Bar-Yosef and Huffman (1986) developed an incentive signaling model assuming
that owners of companies have a managerial reward-penalty system to guarantee precise
signals from announcements made by executives. They asserted that the dividend payout is

an increasing function of future cash flow under an appropriate equilibrium for dividend
policy.

Stulz (1990) examined firms ' financing policies with atomic stockholders and argued that the
predictability of dividends over expected cash flows is higher for underinvestment and
overinvestment firms than for those with maximized value. An empirical research by Koch
and Shenoy (1999) supports this argument. According to Stulz's argument, their results
demonstrate a distinct U-shaped relationship between Tobin's q and the predictability of
dividend-based informationFurthermore, Eades (1982) and Rozeff (1982) suggested cash
dividends as a signal of the uncertainty of anticipated cash flows, with the implication that
companies with higher cash flow variability are more difficult to finance future company
activitiesBar-Yosef and Huffman (1986) asserted that significant differences in dividend

payout ratios across sectors could be explained by differences in exposure to industry risk.
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They created a model suggesting that the dividend payout ratio is a function of cash flow
volatility and noticed a negative link between the payout ratio and the cash flow risk level.
While prior studies examined the effect on dividend policy of the unsystematic risk of cash
flows, Kale and Noe (1990) proposed a model in which dividends are seen as a sign of both
the systematic and unsystematic uncertainty of the company cash flows. This model
presents an unsystematic risk dividend signaling theory and suggests that the cash dividend

has a negative relationship with cash flow market risk.

More recently, Forti and Schiozer (2015) attempted to investigate why the banking sector
has the largest payout ratios among other industries. They investigated whether Brazilian
banks used dividends to signal to their debt holders about asset quality and liquidity. They
also concentrated on the role of institutional investors and wholesale markets in banking
finance (Oliverira et al., 2015) and the creditor's request for information (Peek et al., 2010).
Their results are consistent with the notion that financial markets influence dividend. They
point out that banks boost dividends during the 2008 financial crisis to signal asset quality

and liquidity reduces the lending ability of banks.

In the latest research, Esquada (2016) examined the relationship between signaling
hypothesis, corporate governance, as well as the dividend policy impact. In addition, the
research examined the change in dividend policy of US firms-cross-listed emerging market
companies based on signaling, market segmentation, and liquidity hypotheses to analyze
fluctuations in such firms ' equilibrium dividend policy. The research found that companies,
where insiders can affect the decision-making process, are more likely to use dividend rises

and initiations as a sign of an optimistic financial corporate future.
1.4. Agency Theory

Berle and Means (1932) originally set up the agency theory to describe the effect on
contemporary corporations of the gap between ownership and control. An agency
relationship is described as an arrangement whereby agents execute some service on behalf
of principals delegating decision-making power to agents (Jensen and Meckling, 1976). The
agency problem emerges from the asymmetry of information between principals and
managers. Although agents are not the owners of the company resources, butthese
resources can be managed and controlled by the agents. Consequently, agents tend to

make strategic decisions in their own interests, rather than maximizing the wealth of
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principals. There are two kinds of agency problems, according to Jensen and Meckling
(1976): (1) the conflict of interest between executives and shareholders; and (2) the conflict

of interest between stockholders and bondholders.

The literature demonstrates that the conflict of interest between executives and
shareholders causes the two sides: agency costs. According to Jensen and Meckling (1976),
the agency cost of the organization includes expenses of surveillance, bonding, and residual
loss. First, the expenses of surveillance or monitoring are incurred by shareholders in
decreasing the activities of executives who profit themselves rather than principals. Second,
executives incur bonding expenses to ensure that they do not engage in conduct that harms
the welfare of shareholders. Lastly, the residual loss is the divergence between the

executive's decisions and those that maximize the wealth of shareholders.

Easterbrook (1984) claims that, besides monitoring expenses, the agency costs arise from
the issue of risk aversion. With diverse portfolios, shareholders can eliminate non-systematic
risk and expect executives to make company choices as preferred risk at the cost of
bondholders. The private interests of executives, however, are considerably linked to their
companies. Managers will lose their employment and related advantages when companies
demonstrate reduced profitability or go bankrupt. Managers therefore tend to be risk-
averse and carry out low-risk projects with reduced vyields than riskier undertakings. In
addition, Rozeff (1982) and Jensen (1986) argued that the excessive funds accessible to
executives are another cause of agency cost. If the cash flow of a company exceeds that
needed to fund lucrative company projects, corporate managers are encouraged to invest in

projects with negative net present value.

Previous financial literature has disclosed that high dividend payouts mitigate the agency
problem by reducing managers ' free cash flow (Grossman and Hart, 1980). Other studies
conclude that distributing high dividends could discipline executives by decreasing the free
cash flow that could be spent on loss-making projects. Dividend policy can therefore play a

vital role in aligning managers ' interests with shareholders ' interests. CEOs distribute
dividends to ensure that they do not use surplus money for personal advantages and to
eliminate issues with overinvestment (Rozeff, 1982; Easterbrook, 1984; Jensen, 1986; Jensen

et al., 1992; Alli et al., 1993; DeAngelo et al., 2004).
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Finally, companies can pay dividends in order to attract institutional investors. Since legal
constraints (e.g. the prudent man rule, as mentioned in Brav and Heaton, 1998) keep
dividends attractive to institutional investors, the distribution of dividends may be a suitable

way to attract institutional investors.

In the same vein, La Porta et al. (2000) find that one of the agency conflict's main remedies is
law. Their paper relates to the law and finance literature and explains how legal systems
influence dividend policy. They provide evidence that, in a country with weak shareholder
protection, and in civil law countries (such as France), corporations pay high dividend

payouts as a substitute for legal protection (Djankov et al., 2008).

Both institutional investors and dividends have relevant power over corporate policies,
particularly when it is related to agency conflicts (Chang, Kang and Li, 2016). In recent
research, Chang et al. (2016) confirm that monitoring institutions will use dividend payouts

as a tool to mitigate a firm’s agency problems.

Although several researchers have conducted multi-country studies and employed theories
based on seeking a rational explanation for why firms distribute dividends, why investors
have a preference for dividend-paying stocks remains a puzzle. Despite significant research
in this field, a complete understanding of corporate dividends has not yet been achieved
(Brav et al., 2005). Moreover, for the same companies, none of the theories are testable. For
example, referring to agency theory, the distribution of dividends is a way to mitigate a
firm’s agency conflicts and overinvestment. It assumes that companies have a surplus cash
flow, CEOs pay their shareholders dividends, and this payment depends on their economic
position as well as their needs for growth. Companies decide whether or not to pay a
dividend and decide on the technique, type and amount to be distributed. The nature of a
company's assets was also reported as a dividend determinant (Aivazian et al., 2003; Allen
and Michaely, 2003). According to Scott (1977), companies with a large percentage of
tangible assets are more leveraged, which, in turn, positively or negatively affects dividend
payments, depending on whether there is a substituable or a complementary relationship
between dividends and debts. Size has also traditionally been regarded among the dividend
determinants, and prior proof suggests that bigger companies pay greater dividends. (Fama

and French, 2001; Osobov and Denis, 2005, 2008).
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After reviewing the literature, we can conclude that rational explanations and theories
based on agency and signaling theory, clientele and tax effect, cannot fully explain dividend
payout policy. Since this case remains unresolved, recent research has shown a growing
interest in behavioral approaches (irrational investors and managers’ bias, such as

overconfidence) in order to better explain dividend policy (Baker and Wurgler, 2013).

This issue is discussed in depth in this section, first considering Baker and Wurgler's (2004a)

initiated catering theory.
SECTION II. CATERING THEORY AND DIVIDEND POLICY

Baker and Wurgler (2004a) have developed a dividend catering model. Irrational investors
classify firms into dividend-paying and non-dividend-paying firms. These investors pay a
premium for dividend-payers (above the basic value) and directors can use free cash flow to

pay dividends or reinvest in the company's future long-term development.

Managers are therefore faced with a trade-off between short-term catering for investors
(paying dividends to maximize present market prices but destroying long-term development)
and reinvesting in development (i.e. not catering for dividends but maximizing fundamental
long-term value). In addition, Baker and Wurgler (2004a) claim that a dividend premium
expresses the feeling of risky for non paying growth companies as opposed to secure
dividend payers. Catering to investors is perceived as a rational response to mispricing, in
contrast to the assumption of efficient markets presumed by Modigliani and Miller (1961).
The catering theory indicates that when investors overestimate dividend-paid companies,

companies initiate a dividend.

Baker et al. (2004) divide the literature on the two approaches into investors’ bounded
rationality and managers’ bounded rationality. The first approach supposes that the market
is inefficient due to investor sentiment, which causes mispricing or misevaluation. Rational
managers must exploit this mispricing or the disconnection between fundamental value and
current price through corporate decisions, such as investment, dividend catering, or
repurchasing shares. In the second approach, overconfident managers interacting with
rational investors can make the wrong decisions, which can lead to undervaluing firm value.

Since arbitrage is limited, there will not be a good opportunity to exploit.
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Several empirical studies that focused on why firms dividend cater supported the notion that
dividends disappear when the stock price goes up and tend to reappear after a crash in the
stock price. In addition, Brown and Cliff (2005) and Baker and Wurgler (2007) have shown
that investor sentiment measured by dividend premium could be considered as a constrain
predictor of future stock returns. This proxy is a significant determinant of corporate value

(Baker et al.,2009).

Baker and Wurgler (2004a), Li and Lie (2006) and Osobov & Denis (2008) examined dividend
policy in six nations: the US, UK, Canada, Germany, France, and Japan. They tested several
hypotheses regarding why firms pay dividends and concluded that dividend catering is not

the first explanation of dividend policy decisions.

In contrast with Osobov and Denis’s (2008) findings, Von Eije and Megginson (2008) highlight
that there is no evidence for dividend catering. Von Eije and Megginson (2008) studied the
evolution of dividends involving 15 European countries, including France, from 1989 to 2003.
They report that a propensity to pay a dividend has a negative impact on growth
opportunities in common law and is positively linked in civil law. In France, for example, they
found that models of agency costs offer a better knowledge of dividend return payout policy
than the theory of catering. An interesting approach was taken by Kuo et al. (2013), who
show that dividend catering applies only in common law, as documented by Ferris et al.

(2009).

In the same vein, the impact of catering incentives on the propensity to pay dividends across
different nations was examined by Ferris et al. (2009). Their results show the importance of
cross-sectional variations in explaining the catering dividends. They found that the
coefficient of premium dividend is positive and significant for nations of common law and
positive and no significant for nations of civil legislation (e.g. France). Their findings show

that only in common law countries a catering effect occurs (La Porta et al., 2000).

Another key element in setting dividend payout policy is risk. Hoberg and Prabhala (2009),
for example, show that risk explains up to 40% of the disappearance of US dividend firms,

and that catering becomes insignificant after controlling for risk.

A synthesis of the empirical research on dividend catering is shown in Table 3.
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Table 3. Synthesis of empirical research on dividend catering

Author and Evidence
publication Context Empirical methods Empirical findings of
date catering
Catering theory is the most relevant explanation
for the decline in dividend payment in the US
market. They identify four waves of dividends
that appear and disappear, strongly associated
Baker and Fama—MacBeth (19_73) with their premium variable for dividends.
Waurgler (2004 Us procedure; historical ) _ L y
urgler ( articles from the | A review of the economic press ' historical es
a,b) financial press. papers indicates that companies could cater for
demand-driven by sentiment. Dividends tend to
vanish in growth stocks during pronounced
booms and reappear in such stocks after
crashes.
Authors extend the significance of catering
theory to changes in dividend levels: increases
and decreases.
The authors claim that Baker and Wurgler's
) ) o | theory (2004a)can only offer an explanation for
Liand Lie us Multinational logistic | giyidend initiation and omission. Li and Lie Yes
(2006) regression (2006) also report a link between dividend
premium and returns announcement. Their
findings reveal that investors react by placing a
higher market valuation on companies that
consider a dividend premium in their payout
decisions.
Logistic regression
Ferris et al. UK analysis of a | Aggregate data from 1998-2002 and validate Yes
(2006) company's dividend | catering theory.
payment choices
E L . .
urozgne Results indicate that investor sentiment affects
countries: . .
. . the payout ratio of Eurozone countries after
Austria, Belgium, . .
. controlling for company characteristics eg: free
Finland, France, . . .
German cash flow, leverage, income, tangible fixed
Neves and Y Panel data | effects, and size. Therefore, the authors provide
Greece, Italy, . . Yes
Torre (2006) reland methodology evidence supporting the presence of a
! psychological component revealing investors’
Luxemburg, the .
preference and the desire of CEO managers to
Netherlands, I ,
cater for and fulfill investors’ preference for
Portugal and dividend-paying stocks
Spain paying ’
Confirm that executives in common law
. International Logistic regression | countries react rationally to investor demand
Ferris et al. . . . .
(2009) data: 23 with clustered | for dividends. In comparison, firms do not Yes
countries standard errors follow the investors ' preference for dividends
in civil law nations (including France).
Applies to all listed
i f A . . . .
companies of AMMAN 1 ;¢ 46 test whether traditional dividend policy
Stock Exchange an . . .
Ramadan . determinants influence Jordanian stock market
Jordanian market | unbalanced  pooled L . Yes
(2015) . . dividend premiums. The results demonstrate
cross-sectional time-

series OLS regression
model.

the validity of the theory of dividend catering.
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Baker and
Kapoor (2015)

International
data: India,
Indonesia, US,
Canada

The authors use a study based on 500
companies listed on India's National Stock
Exchange (NSE) to compare dividend policy in
India with Indonesia, the US and Canada. They
point out that the most probable reasons for
cash dividends are the signaling theory, the
company life cycle, and the theory of catering.

Yes

Anour and
Aubert (2017)

France

Panel data methods

The dividend premiums are calculated at the
level of the market and the company. The
market demand for dividends measured by
dividend premia has been found to have an
impact on the decision to initiate, continue or
omit to pay dividends and the decision to raise
dividends.

Yes

Julio and
lkenberry
(2004)

us

Fama-MacBeth
methodology

They investigate the option of investor
preferences being "catered" by executives for
dividends that have no clear financial logic
foundation. Although some of the results may
be interpreted as supporting the hypothesis,
the proof is not convincing when regarded as a
whole. It was not found that the dividend-
paying stock "premium" market is increasing at
about the moment that more firms either begin
or resume their dividend payouts. In this
premium, they also find other jumps that are
not associated with significant dividend activity
rises.

The latest dividend-paying stock premiums
could also represent a '"rational" investor
preference for dividends based on factors such
as tax, maturity, and governance.

No

Osobov and
Denis (2008)

International
data: six
countries,
including France

Logit regression

Investigate the dividend policy determinants in
six nations, including France, from 1994 to 2002
and do not find evidence for the catering
hypothesis of dividends outside the United
States.

No

Von Eije and
Megginson
(2008)

International
data: including
France

Logistic regression on
panel data

Find no systematic effects in EU firms of a
country-specific catering variable, suggesting
that catering is not a significant factor affecting
European dividend payment policies.

No

Hoberg and
Prabhala
(2009)

International
data

Fama and MacBeth
(1973) time-series
averages of annual
cross-sectional  logit
coefficients.

After  monitoring  for  systematic and
idiosyncratic risks, dividend catering allows
explaining little bit dividend payments.

No

Kuo et al. (2013)

International
data: 18

Following  Fama

and
French (2001), they apply

The authors point to the extra role of
liquidity, risk, and catering in describing the

No
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countries logit regression to test | dynamics in a propensity to pay dividends
the role of liquidity and | for a very large sample of 18 nations from
risk in the probability of | 1989 to 2011, including the United States,
paying dividends. France, and the United Kingdom. Their
findings confirm that incentives for
catering persist in nations of common law
and not in nations of civil law. They also
conclude that after risk adjustment, there
is no proof of dividend catering (Hoberg
and Prabhala, 2009).
The study's aim was to examine managers '
Managers from a sample . - .
of 591 Canadian understanding of dividend policy. The
. T results indicate that the most appropriate
Baker, Saadi, Dutto companies listed on the . . - .
. Canada ) . variables affecting dividend policy are No
and Ghandi (2007) TSX stock-paying dividend | . . . . .
signaling and life cycle, instead of catering
were surveyed about . L
o . theory, according to the opinions of the
their dividend opinions. .
executives.
The findings reveal that Japanese
Japanese . . . .
Tsuji (2010) electrical Time-series and logit | managers do not cater to dividends for No
. models shareholders in this industry. The dividend
industry L .
premium is not a determinant.
. . . .. | The authors show that dividend catering
International | Times series and logit . . e
Turner et al. (2011) can only explain a little of the variation in No
data model L S -
the dividend initiation rate over time.

Source: Author

The various points of view and conclusions identified above confirm, once again, that
dividends remain an open issue, whether appearing or disappearing. Empirical research
shows that proof of the existence of catering for dividends is somewhat inconclusive, but

mainly in France.

Empirical evidence for dividend catering is confirmed in the US, Canadian and British
markets and there are mixed results for the French market. Osobov and Denis (2005) and

Ferris et al. (2009) reject this hypothesis and accept it once (by Anouar and Aubert, 2017).

What makes our study original is that several studies have examined the determinants of
payout decisions in multi-country studies and markets taking into account many factors,
such as legal protection (Countries of civil law and common law), firm characteristics, and
the dividend premiums pertaining to each country (dividend catering). Indeed, study on
dividend catering was based on a country-specific catering variable's systematic effects. As a
result, and to our best knowledge, this is the first study to focus on dividend catering on a
sector-specific level. To achieve this aim, we propose a dividend model that incorporates a

variable at the sector-level as a proxy of the catering effect.
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The aim of this research is to show the importance of sector-level data among market

sentiment in order to explain some of the variations in dividend payments.

Catering incentives are mainly based on investors’ demand for dividends, limited arbitrage,

and categorization. This argument is discussed in depth in the following section.
II.1. Investor Sentiment
Investors are subject to sentiment, according to an inefficient market hypothesis.

Therefore, since sentiment is unpredictable, Barberis et al. (1998) present a framework that
explains how investor beliefs lead either to overreaction or underreaction, depending on the
news. Sentiment is not just a phenomenon observed by skilled traders, but emotion can also
impact traders in their decision-making while trading in equity, bond and derivatives
markets in a way that deviates from rational behavior (Fenton-O’Creevy et al., 2011). Hence,
recent research on behavioral finance presents a heated debate of investor sentiment, and
evidence of asset misevaluation by investors. Baker and Wurgler (2007) emphasize the

significant effect of investor sentiment on stock market equity.

According to Broihanne et al. (2004), all behavioral phenomena that could explain how
investors form opinions when assessing securities are included in the word "investor
sentiment." The contribution of these models is essential to show that information, whether
private or public, has a different impact on agents due to behavioral biases. Investor
sentiment is defined by Baker and Wurgler(2007) as the propensity to speculate and/or
trade on a faith about future cash flow or risk not supported or defended by the facts to

hand.

A more specific definition is offered by Brown and Cliff (2004) and combines the feelings of
investor optimism and excessive pessimism. Intuitive emotions represent market
participants ' expectations relative to a norm, according to these writers: a bullish market is
when a (bearish) shareholder expects yields to be above (below) average, whatever
"average" may be. Baker et al. (2012) find that investor sentiment plays an important role in
the volatility of the international market and produces predictability of returns with

overreaction corrections.

Many studies, including Fisher and Statman (2000), Brown and Cliff (2004, 2005) and Qiu and

Welch (2004), concentrated on the connection between the US market's shareholder
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sentiment and stock returns. Studies by Zouaoui et al.(2011), Albouy et al. (2010) and

Broihanne et al. (2004) can be mentioned on the French market.

Detailed analysis of the annual Global Investor Sentiment Survey from Franklin Templeton
represents reactions from 11,500 people from 23 nations. The study was provided to 501
individuals in France, the panel of participants is mixed, representing all the areas of France.

The average age is 48 and the minimum investment amount is € 20,000.
The French Investor Sentiment Survey (2015)% reveals that:

= 56% of French investors expected a positive performance from the French

market in 2015, against 52% in 2014, reflecting renewed optimism.

= French investors had higher expectations than the previous year of stock
performance: 38% expected a moderate rise in the market, and 18% a sharp

rise in asset prices.

Sentiment may influence the finance market, as well as corporate finance, in resolving a
different dilemma. Much of the conceptual and empirical studies on behavioral finance has
tried to explain stock markets and crises through investor sentiment (Siegel, 1992; Baur et
al., 1996; Baker and Wurgler, 2006, 2007; Zouaoui et al., 2011). Later studies provide
evidence that investor sentiment could also influence corporate decisions (Baker and

Wurgler, 2004a).

Therefore, many studies, such as that by Rashid et al. (2013), highlight the impact of market
demands on corporate decisions and emphasize the existence of dividend catering theory
and the significance of investor sentiment in explaining dividend policy. Another latest
research focuses on the sentiment of investors as a proxy for dividend news market
response. Vieira (2014) finds that market reaction is more susceptible to dividend rises
when sentiment rises on the UK market, and that market response is less susceptible to
dividends decreases when sentiment rises on the French market, but does not find any proof

for the Portuguese market.

% https://www.franklintempletonme.com
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Behavioral finance, given the above, is based on two criteria: the irrationality of investors
and limited arbitrage. We describe what is arbitrage in the section below and why the
literature on behavioral finance heavily argues that arbitrageurs are unable to correct

mispricing induced by investor sentiment.
I1.2. Limited Arbitrage”®

The outcome of market sentiment and limited arbitrage is mispricing. Arbitrage is the
consequence of market inefficiencies. Indeed in an efficient market there will be no
arbitrage opportunities. The main idea of why do investors cannot exploit arbitrage
opportunities is that the strategies set up to correct mispricing could be both risky and costly

to investors.
SECTION Iil. DIVIDEND POLICY BASED ON SECTOR-LEVEL DATA AND INVESTOR SENTIMENT
lll.1. Dividend Policy and Sector-Level Data

Another factor used in the literature to clarify the dividend policy variation is sector-level
data. With regard to financial research on corporate finance, some authors believe that the
importance of economic sectors has an impact on a financial firm’s decisions, as the
difference in the nature of economic activities needs different funds for the various
operational activities. This makes corporate decisions more important for firms with a
greater need for funds to finance operational activities that will have a different impact on

their dividend policy.

Empirical studies yield few and mixed findings on the evidence of the effect of industry-level
data on dividend policy. Lintner (1956) stated that the sort of sector may affect the policy of
corporate dividends. Mature and well-established manufacturing companies are more
probable than newly developed service companies to pay a dividend. He found that firm and
industry growth prospects, as well as a firm’s earnings and the cycle in the variation in
investment opportunities, are significant variables influencing the dividend policy of a
company. Indeed, he notes that there may be a positive correlation between the dividend
policy of companies belonging to the same sector. He explains that firms generally imitate

and adopt the lead regarding other firms in the same industry. In the same vein, In selecting

%6 Shleifer and Vishny (1997) show that there are situations where there is limit d’arbitrage in which theories in traditional
finance fail to explain and can be better understood using behavioural and psychological aspect.
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their target payout ratios, Marsh and Merton (1987) recommend that companies observe
industry practice. In addition, in the period 1960-1970, Michel (1979) found statistically
significant differences in dividend payout policies among 13 industries. Baker (1988) updated
the data in Michel’s work (taken from 1977-1988) and confirms the industry effect on
dividend payout policy. Due to the same investment opportunities, the Conference Board
(1971) also stated a connection between dividends and industry classification (Michel and

Shaked, 1986, pp. 365-366).

Michel, A. (1979) confirms that the dividend policy of a company is consistent with the
sector in which it works. Companies in high-growth sectors are more likely to maintain funds
for future investment than those in mature, saturated sectors. Emery et al. (2004) focused
on U.S. industrial and basic materials sectors aimed at offering reduced dividend payouts
than utilities. It was therefore conjectured that patterns of corporate dividends and policies
on dividend payouts could differ across industries. Similarly, according to Porta et al. (2003),
different sectors may be at different stages of maturity and growth, which may strongly
influence their policies on dividends. Thus, taking into account the activity sector as a control
variable allows us to avoid some of the possible bias (Bozec and Laurin, 2004). Some studies,
however, conducted by Rozeff (1982), Dempsey et al. (1993), Howe and Shen (1998) and
Frankfurter and Wood (2003), have not been able to define a substantial connection

between industry type and dividend policy.
lll.2. Importance of Sector-Level Data in Investor Sentiment

As investor demand for dividends differs over time (Baker and Wurgler, 2004b), one option
is that dividend preference and dividend demand may differ not only across companies and
nations (Baker and Wurgler, 20044, b ; Li and Lie, 2006 ; Osobov and Denis, 2008 ; Ferris et
al., 2009; Hoberg and Prabhala, 2009; Kuo et al., 2013 ; Baker and Kapoor, 2015 ; Anouar and

Aubert, 2017), but also across sector level.

The sector should be considered an instrument of decision-making. Sector studies are used
by investors and managers to respond to a variety of needs. For example, investors need to
measure the risk they face when they invest in a company. To do this, investors and
managers need to know the companies and the environments in which they operate. The
sectoral dimension is increasingly taken into account by managers, since the microeconomic

approach is incomplete. A company's financial decisions have much to gain from operating
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based on intra-sector comparison since accounting for the specific characteristics of the
activity leaves an imprint on the economic structure of firms belonging to the same activity
industry. As a result, while it is clear that corporate profitability and its financing and
investment policies owe much to internal factors, the character of its economic environment
is far from negligible and significant in its decision-making process to both shareholders and

executives.

Among the indicators that make it possible to identify a (growth, promising, driver) sector

quickly are the following:
= |ncrease in the number of companies in the industry.
= The turnover of companies in the sector.
= The commercial margin of firms in the sector.

= |t has also recently been possible to add investor sentiment, broken down by

industry category.

Investor sentiment is better measured across sectors of activity. The originality of our
research lies in studying the relevance of investor sentiment pertaining to the demand for
dividends by industry category. Indeed, to our best knowledge, this is the first research in
this sense relative to the French market. Thus, the identification of investor sentiment by
sector of activity is likely to be of interest to the various actors in the financial market: it
facilitates the information and decision-making process for investors and allows managers to
better understand the expectations of their investors in terms of dividend distribution for

the purpose of maximizing the value of their firms.

It is essential to understand whether differences in companies ' dividend policies of firms are
expressed by the variations in investor sentiment characterizing each sector of activity. The
study of investor sentiment based on the sectoral dimension consists of building opinion
regarding the attractiveness of the sector of activity. Sectors offer reasonable options and

information that allow investors to invest properly in the market.

The sectoral dimension is of prime importance. However, it is essential to choose a field in
which to invest in order to verify the sustainability of the company and maximize the wealth
of investors. It is possible that not all investors have the same preferences in terms of

industry. Investors have different expectations in terms of dividend relative to each sector
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level because they carry the idea that some sectors distribute more dividends than others.
Although it affects the company's financing strategy, the policy of dividend distribution is
justified more by the attitude and preferences of investors than by the needs of the firm.
Investors who rely on cash dividends to sustain themselves will prefer stocks that have a
regular dividend policy. Companies that fall into this category are those that have reached a
fairly high level of maturity in their life cycle, such as those in the industrial sector and in oil
and gas (Lintner, 1956). Their market and revenues are regular and their need for growth is

moderate.

One of the most important factors in prototype theory is the use of organization, such as the
categorization of information. Many investors, particularly institutional investors, use a
prototypical classification approach to categorize firms into dividend-payers and non-payers
to better process information (Baker and Wurgler, 2004a). Referring to the work of Barberis
and Shleifer (2003), some investors care about whether a firm distributes dividends and put
dividend stock payers in a separate investment category. Categorization simplifies the
processing of information. It allows investors as well as managers to distinguish between

two types of company: actors that distribute dividends and those that do not.

Dividend stock differs from non-dividend stock. Each investor that owns stock will
periodically receive a portion of the company’s earnings in the form of a dividend payout.
The two main types of dividend payout are cash dividends and stock dividends, the more
common being cash dividends. Each firm sets its own dividend policy: some have paid
dividends for decades (such as Total SA and AT&T), others have never paid dividends
(Google in the US; and Acteos, Ubisoft Entertainment, Artprice.com, NicOx, Transgene,

Valneva and Hubwoo in France).

Yakov and Li (2003) noted that the participation of institutional investors (pension funds,
mutual funds, and insurance firms) in the assets of the most profitable firms is increasing
and clarified this finding by the fact that such investors have tangible and intangible
methods to know the businesses that are doing well. One of the factors why firms distribute
dividends is that these firms are less risky, according to scholarly studies. In the most famous

financial press, this notion is prevalent.

Graham and Dodd (1951) clarified that companies are distributing dividends because

shareholders prefer to receive a certain and secure dividend rather than self-financing. Some

52



investors prefer dividend-payers who give them back cash because it is perceived much safer
than stock market volatility. Some investors, therefore, see dividends as a signal of a
company's growth investment opportunities, so they prefer non-dividend-paying companies
because they assume that the companies have retained income to finance lucrative future
projects. Mullainathan (2002) defined "categorical inference" as changing a company from
one category to another, which can not happen without having an impact on investor
opinions and preferences. Investors use this approach to better evaluate and understand the
policy of the company. The above inductions lead us to another explanation: the investor's
decision relies on principle not only on risk aversion (bird in hand) but also on the general

perception of the growth prospects of a company.

Finally, based on studies conducted by Thaler and Shefrin (1981) and Shefrin and Statman
(1984), we find that investors prefer dividend shares to reduce the interest conflict between
shareholders and managers. Consequently, there are several explanations about why

investor preferences or uninformed dividend demand changes.

In contrast, there are investors who are looking for capital gains from growing companies
and, for this group of investors, dividends are undesirable. Companies in this category come
from the high-tech sectors. In the early 1990s, biogenetics, as well as internet companies,
was an example of a sector with high potential growth. Throughout the 1980s, Apple, for
instance, did not distribute any dividends. Furthermore, some investors are more likely not
to stick with specific stocks but to first consider trending sectors in order to make better

investments.

One of the aspects that we would like to point to in this section is the importance of sector
classification for dividend policy. As a market tends to go through rotations, investors need
to be in touch with promising and unprofitable industries. Sectors tend to remain for weeks,
months, and sometimes years in their corresponding trends. Investors should focus on

examining the general market significance of "hot" industries.

Classification of the sector organizes companies into industrial groups based on comparable
economic markets manufacturing procedures, goods or behaviour. Finding the "gauge
industry" is one of the most significant operations that investors can undertake because it
provides them with an indication of when a industry may approach its peak. Consequently,

the gauge will alter over time. Today's high-tech share-leading industry may not exist after
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just a few years. For instance, if in 2001 Dell investors had been told that by 2007 Apple
would become the hottest consumer player in the technology sector, they would have

probably disregarded the information as far-fetched.

Stocks and industries that are hot today could eventually be replaced by different companies
that will be able to find better ways to do business tomorrow, and then that new firm will
become the goal of investors'desires. The notion of classification is based on a cognitive

process used by a key organization to group objects and stuff representing the finest copy.

Rosh (1978) regarded this prototypical approach and enables us to categorize and classify
firms. This concept allows us to study a group of companies that have at least one property

in common with the prototype.

In the light of investors’ demands varying over time, investors sometimes prefer a company
that distributes dividends and sometimes not. Barberis and Shleifer (2003) suggested a
model to explain the effect of investment style on financial markets and asset valuation. The
basic assumption is that each investment style managers meet expresses a need of the
investors. Therefore, classifying firms into categories, such as growth, small cap and
technology stocks, which are risky for many investors, offers labels that often seem to tell
investors everything they need to know about how to act. A theoretical view of
categorization implies that people understand and categorize concepts in terms of implicit

theories or general ideas about these concepts (Markman, 2003).
Categorization is based on complex mental representations of these concepts.

It seems appropriate to take account of investor sentiment on the basis of sector-level data
in order to fully understand the financial decisions of the firms concerned. Based on the
methods used by Baker and Wurgler (2006) and Baker et al. (2012) in their analysis of the
equity market, Deeney et al. (2015) built a similar oil sentiment index that measured oil
market sentiment. They compared the performance of a basic model before and after the
inclusion of the oil sentiment index, and the findings reveal that sentiment impacted oil
prices as well as the equity market recognized in prior empirical research (Simon and
Wiggins 1ll, 2001; Baker and Wurgler, 2006; Whaley, 2000, 2008). They also found that
sentiment has explanatory power when explaining WTI and Brent crude oil prices. They

suggest that sentiment exists in the oil market since there is a need for speculation and
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there is asymmetrical information between oil producers and other market participants.

Their study expanded the notion of sentiment to the energy market.

Referring to Balcilar et al.’s (2015) findings, Islamic equity sectors exhibit positive risk
exposure with respect to shocks in the conventional global market. Islamic consumer
services, oil and gas, and technology sectors exhibit a negative risk exposure during crash

periods.

More recently, Narayan et al. (2017) argued that investors can gain considerably by investing
in certain sectors. They examine investors’ behavior on the NYSE based on the performance
of dynamic trading strategies, regardless of the different portfolios in all sectors, using a
mean variance framework. They conclude that the performance of dynamic strategies is
much more impressive in some sectors than in others. Moreover, they suggest that investors
should carefully choose the sectors in which they invest, in accordance with their preference
for investments. They reveal that returns on dynamic trading strategies in certain sectors,
such as technology and hardware, electricity, household, finance, travel and banking, are

relatively high compared to investments in other sectors.

In addition, Peng and Xing (2006) showed that investors paying limited attention to firm
characteristics leads to catering learning behavior. In other words, investors allocate more
attention to market-to-book ratio and sector-level data than to firms’ specific characteristics.
This study suggests that firms differ in their dividend policy as a result of their

characteristics, investor sentiment and the industry.

In line with the literature above, we developed a proxy for investor dividend sentiment
among firms in different industries to explore an explanation of corporate dividend policy.

The testable hypothesis is as follows:
H1: Sector-specific sentiment has different impacts on firms’ dividend policy.
SECTION IV. DATA AND SAMPLE

This research examines the empirical determinants of dividend payout policy among French

listed companies operating in 10 distinct industries.

Based on information provided by the Industry Classification Benchmark (ICB), we
identified 10 sectors. However, we had no specific expectations regarding the sign of the

variables.
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Our research aims to examine the global French dividend policy trend across 10 sectors
between 2000 and 2015. We aimed to test the catering theory of dividends and the effect of

financial firms' characteristics on the dividend decision (i.e. to pay or not to pay).

First, this investigation attempted to develop a set of assumptions regarding whether
investor sentiment measured by sector dividend premium has an impact on dividend
payment decisions. In accordance with the ICB, we divided firms into 10 sectors. We took
the sample companies from the CAC ALL-TRADABLE Index. We gathered all the accessible
information for each of the companies between 2000 and 2015. The data sources for the
study were Datastream, Worldscope, Thomson, and financial and annual reports. We also

considered various websites to complete the data.

- The research question: Could dividend catering studied using sector-level data

provide fresh insights into dividend behavior?

- The objective: To examine the effect of investor sentiment in explaining the

likelihood of companies paying dividends across 10 industries.

IV.1. Sample Selection

We were following the guidelines of the ICB. ICB offers a extensive industry analysis
framework. It classifies firms into 10 industries: technology, consumer goods, consumer
services, health and care, utilities, industry, software, telecommunications, oil and gas, and

basic materials.

We excluded financial firms. Our sample consisted of 120 firms belonging to 10 different
sectors, or 1,920 company-year observations. Moreover, to emphasize the

representativeness of our sample, we now present a descriptive analysis by sector.
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IV.1.1. Sample categorized by sector

Figure 1 indicates our sample's sector distribution, after omitting financial institutions,
according to the ICB system. Our sample comprises 10 sectors. Therefore, we conclude that

our sample seems representative of all sectors.

Figure 1. Sample classified by sector

Media and ) Basic materials
telecommunica O|Ian0d gas 4%
tions 3%
3%
Software

6%

Source: Author
IV.2. Definitions of Variables

The choice of variables was made as part of our empirical validation in accordance with

empirical work on the dividend policy determinants.
IV.2.1. Dependent Variable
We used the following measure of dividend policy:

Dividend decision payment: The likelihood of paying a dividend. Dummy variable: in
accordance with Baker and Wurgler (2004a), A company-year observation shall be counted
as a payer if it has an ex-date positive dividend per share equal to 1, and equal to 0 if it has
not paid it. This yardstick shows the evolution of dividend policy but does not explain the

payout distribution. The main idea is that managers cater to dividend preferences.

57



In the meantime, if stock prices are overvalued, investors prefer dividend-payers to non-
dividend-payers. Managers thus have an incentive to initiate and provide their shareholders
with dividends. On the other hand, when a market underprices stocks, CEO managers have

to cut dividends.
IV.2.2. Independent Variables

Investor sentiment toward dividend across sectors: Lintner (1956) indicated that there may
be a positive correlation between the dividend policies of companies belonging to the same
sector. As a result of the same investment opportunities, the Conference Board (1971) also
noticed a connection between dividends and industry (Michel and Shaked, 1986, pp. 365-
366). As indicated by Dhanani (2005, p. 1635): Companies may tailor their dividend policies
to suit the specific circumstances in which they operate within the industry. For example,
companies in high-growth industries can curb their dividend-based strategies in an attempt

to retain funds for additional investment compared to those in mature, saturated industries.

Baker and Wurgler (2004a) argued that when the market looks favorably on companies
paying dividends, companies tend to initiate dividends. Indeed, it could be discussed that
investors are placing a measure of sentiment on getting dividend premiums and that this is
the primary reason, besides making a profit. So why do investors prefer dividend-paying
stocks to non-paying stocks? Empirical evidence of what is known as dividend catering has
produced controversial results. For example, Baker and Wurgler (2004a, b), Li and Lie (2006),
Ferris et al. (2006 b), Neves (2006), Ferris et al. (2009), Jain et al. (2009), Kale et al. (2012)
and Baker and Kapoor (2015) provide evidence to support catering theory. In contrast,
findings presented by Julio and Ikenberry (2004), Hsieh and Wang (2006), Bulan et al. (2007),
Chay and Suh (2008), Von Eije and Megginson (2008), Osobov and Denis (2008), Hoberg and

Prabhala (2009) and Vieira (2014) Dispute on the theory of catering incentives.

The main focus of considering this variable is to compute the investor sentiment toward

dividends across industries.

Investor sentiment across industries: We calculated investor sentiment as having a unique
value for one year for all firms in the same sector, not forgetting that this value varies yearly
and reflects the time-varying demand of investors for dividends in the 10 sectors. In one

year, the catering effect of all firms in the same sector is measured in the same way. We use
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an equally weighted average market-to-book ratio (see Table 5 for more details). For each

sector, we calculate a specific investor sentiment. No previous study examined investor

sentiment with respect to dividends within sector. On the basis of this observation, we did

not have any specific expectations as to the signs of these variables.

Table 4. Summary of the measures used in the research

Hypothesis: H1: Sector-specific sentiment has different impacts on firms’ dividend policies.

Variables Measures
Dependent variables
DIV Dividend payment variable: A dummy variable that is equal to 1 if a firm pays a dividend in year {

and 0 otherwise.

Independent variables

Sector dividend

In line with Baker and Wurgler (2004a, b), the dividend premium is defined as the differencs

premium between the average market-to-book value ratio of dividend-paying and non-dividend payers fo
. . . . 27
PD Sectoral all firms included in the same sector in each year.
Control variables
Ratio of the market value of assets to the book value of assets, where the market value of asset;
MBT . . . .
is the book value of assets plus the market value of equity minus the book value of the equity.
GA Growth opportunities: asset growth rate (AG): asset growth rate between year t and t-1.
Measured as the ratio of pre-tax profit plus depreciation to the book value of total assets
CASHFLOW (Deshmukh et al., 2013).
PROFITABILITY Net marg.ln: this value is the income after taxes for the fiscal year divided by total revenue for the
same period.
LEV Measured as the ratio of total debt scaled by book value to tot<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>