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1. Introduction

Powerful CEOs can invest in non-value maximizing projects to pursue managerial objectives
including empire-building, expense preference behavior and the like.! As such, shareholders monitor
CEOs in order to prevent such expropriation, but this can be costly if ownership is dispersed (Shleifer
and Vishny, 1986). A partial solution to this problem is provided by dividend payouts. These can act
as a monitoring device for shareholders because they reduce the amount of cash that CEOs can dissipate
in non-value maximizing projects (Jensen, 1986) and also increase the frequency of CEO scrutiny from
outside investors (Easterbrook, 1984).

The U.S. literature related to non-financial firms documents that CEO entrenchment leads to higher
dividend payout ratios (Hu and Kumar, 2004; Elyasani and Zhang, 2013). This behavior is ascribed to
the incentive of entrenched CEOs to discourage minority shareholder monitoring. Where corporate
governance is weak dividends act as a pre-commitment device: a promise to regularly pay cash to
shareholders reduces agency costs since it reduces the likelihood that these funds will be wasted
on projects that increase the private benefits of CEOs without maximizing shareholder value (John
and Knyazeva, 2006). However, the incentive to pay larger dividends also depends on whether
entrenched CEOs can fend off take-over threats (Stulz, 1988), and on the degree to which monitoring
from the board of directors is effective (Boumosleh and Cline, 2015). A possible reason for weak share-
holder monitoring and low dividend payouts relates to the protection of the rights of minority share-
holders. In their seminal paper, La Porta et al. (2000) provide evidence that in countries with stronger
minority rights payout ratios are higher, suggesting that high payout ratios are an outcome, rather
than a substitute, of strong minority rights. Consistent with this hypothesis, Adjaoud and Ben-Amar
(2010) find a positive link between the quality of corporate governance and payout ratios.? There is
evidence also that dividends dampen expropriation in group-affiliated firms (Faccio et al., 2001), as
investors anticipate the risk of expropriation from the controlling shareholder and require higher pay-
outs. Moreover, shareholders in countries with strong creditor rights tend to be more sensitive to possi-
ble expropriation from insiders, suggesting that firm insiders set dividend policies with the objective to
minimize agency costs of both equity and debt (Shao et al., 2013). This is an important finding - in equi-
librium, payout ratios should reflect the monitoring incentives of all stakeholders.

Building upon this literature, we aim to investigate the relationship between CEO power and div-
idend payouts in the banking sector. This is of interest because unlike non-bank firms, the objectives of
managers and shareholders can conflict with those of other powerful stakeholders such as depositors
and government regulators. Bank executives are subject to the scrutiny of different stakeholders. For
instance, Schaeck et al. (2012) provide evidence of shareholder discipline for risky institutions, while
there is no evidence of such discipline from debt holders and regulators. Monitoring by minority
shareholders may well influence CEO behavior less than oversight from the government. In this case,
the government may favor lower payouts since this could improve bank capital positions, resulting in
safer institutions. Bank safety is a primary concern for the government, because bank failures result in
long-lasting negative effects on economic growth (Kupiec and Ramirez, 2013).

Because of government monitoring, the relation between CEO power and dividend payouts in
banking is not necessarily positive. Banks with entrenched CEOs may have relatively low payout ratios
to deter greater government scrutiny. Dividend policy can shape the features of agent-principal issues
in banking and as such is worthy of further investigation.

Characteristics of CEO power and dynamics are strongly intertwined with the role of bank corpo-
rate governance.’ This topic has recently drawn attention from academics and policy makers alike

! Alternatively, bank CEOs can decide not to take projects with positive Net Present Value (NPV) (Vallascas and Hagendorff,
2013).

2 QOther recent literature, however, finds that dividends may act as a substitute for strong minority rights (De Cesari, 2012), and
can mitigate the conflict between strong and weak stakeholders (Bohren et al., 2012). This is in-line with the ‘substitute model’ for
dividends. Dividends are paid by insiders to establish a good reputation and reduce conflicts with minority shareholders (La Porta
et al., 2000). According to the ‘outcome model’, dividends are the ‘outcome’ of regulation that protects the rights of minority
shareholders (La Porta et al., 2000).

3 Corporate governance can be defined as ‘the allocation of authority and responsibilities, i.e. the manner in which the business
and affairs of a bank are governed by its board and senior management’ (BIS, 2010, p. 5).
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