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sts for the companies listed on the main board and those with normal dividends, while
ithas no significant effect on restraining agency costs for the companies with micro-di-
vidends and small and medium-sized boards. The study supports the dividend agency
cost theory and provides empirical evidence for the regulating departments to improve
the follow-up policy of capital market governance.

[ | INTRODUCTION

On November 9, 2011, Guo Shuqing, the chairman of China Securities Regulato-
ry Commission (CSRC), clearly required listed companies to pay the dividends.
This is a counterattack against those not to pay for a long time in China, howev-
er, can agency costs be significantly restrained in corporate governance?
Although it is the main purpose of mandatory dividend policy protecting
the interests of small and medium investors, and has a greater impact on cor-
porate governance, because in theory, agency costs will be lower by reducing
the free cash flow of enterprises. Then, cash flow will be richer with better op-
erating performance and stronger financial strength, on the other hand, in the
property rights system arrangement, which separates ownership and manage-
ment rights, although the division of labor according to comparative advan-
tages improves the operating efficiency of enterprises, this division of labor
will also objectively lead to the goal bias of owners and operators. The serious
paradox is that the managers always acts according to the maximization of his
own interests rather than that of shareholders’ interests, such as maximizing
private benefits through on-the-job consumption and related transactions, re-
sulting in the accelerated rise of agency costs. Supposing a company with lots of
cash, the profligacy and abuse of funds will be stimulated to increase of agency
costs. Since the existence of free cash flow will increase the agency cost of cor-
porate governance, reducing the free cash flow that can be controlled by execu-
tives will naturally restrain the agency cost. However, the perfection of theo-
retical logic does not necessarily mean the same result of capital market.

THE RESEARCH METHODOLOGY AND THE COURSE OF THE RESEARCH PROCESS

To test the implementation effect of the mandatory dividend policy, this paper
intends to use the difference-in-difference model (DID) to examine the exog-
enous mandatory dividend impact on agency cost. Specifically, this paper re-
gards the mandatory dividend policy of November 2011 as an exogenous shock,
and studies the relation between agency cost and mandatory dividend policy.
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A-share listed companies are selected as research samples from 2007 to 2017,
and the impact of mandatory dividend policy on agency cost will be examined
by panel data regression model, intermediary utility model and DID model.

The possible contributions of this paper are: (1) Using a mixed strategy com-
plete information static model, we not only skillfully incorporate the policy var-
iable of mandatory dividend into the game model, but also explain the mecha-
nism of mandatory dividend policy to reduce the agency cost of listed companies
based on the model conclusion of mixed strategy Nash Equilibrium; (2) Using
the A-share data of Shanghai and Shenzhen Stock Exchanges, we confirm the va-
lidity of the mandatory dividend policy, that is, cash dividend has a significant
restraining effect on agency cost of listed companies; (3) Using difference-in-
difference model (DID) to overcome the endogenous problem of empirical mod-
el, strictly and effectively prove that cash dividend significantly improves cor-
porate governance structure.

LITERATURE REVIEW

Dividend policy remains one of important research topics in corporate finance.
Miller and Modigliani (1961) demonstrate that in the absence of transaction
costs, dividend payment does not affect firm value, and investment policy is ir-
relevant to cash dividends. However, the premise of this model is very strict, that
is, the capital market of perfect competition, and from this, it is deduced that
the value of the enterprise is related to the present value of cash flow generated
by the company in the future, and has nothing to do with dividend policy. How-
ever, there are various kinds of frictions in the operation of the capital market,
and transaction costs are everywhere. Therefore, the theoretical significance
of the dividend irrelevance theory is far greater than the practical implication.
This will inevitably lead to imperfection of capital market, so dividend policy is
decisive instead of indispensable and insignificant in the capital market with
asymmetric information, free-ride phenomenon in shareholder supervision, and
opportunistic behavior of controlling shareholders, adverse-selection of man-
agement, moral hazard and limited rationality of supervision departments.

1. Cash Dividend and Agency Policy

Existing studies largely focus on two aspects of dividend policy, some scholars
believe that cash dividend will reduce agency costs and improve corporate gov-
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ernance, while others insist that dividend policy is one of the important means
for large shareholders to eat up listed companies.

The first view is that cash dividend can improve firm value by reducing the
agency cost. Based on dividend model and income model, it can be inferred
that cash dividend is the source of the intrinsic value of stocks. Yang Hanming
(2008) used the data of manufacturing industry to find that compared with
other industries, the market value and dividend policy of enterprises in man-
ufacturing industry increased synchronously. Hu Yaoting and Mahong (2017)
show that the difference of agency cost will affect the relationship between
cash dividend and corporate value. If there is a good governance mechanism to
reduce agency cost, the cash dividend effect will be greatly reduced in corpo-
rate value. It has a significant positive correlation between cash dividend and
corporate value offered by listed companies. Liu Yinguo, Zhang Chen and Ruan
Sumei (2014) examined that dividend policy can reduce agency costs through
free cash flow. Liu Xing, Tan Weirong and Li Ning (2016) believed that compa-
nies with strong corporate governance structure had a positive effect on div-
idend distribution behavior, which significantly increased the willingness of
companies to pay dividends in the capital market, and to a certain extent re-
duced the agency conflict between the company insiders and external inves-
tors. Wei Zhihua, Li Changqing, Wu Yuhui and Huang Jiajia (2017) found that
cash dividend can reduce both the first agency cost and the second Agency cost.
Xu Haoran and Liao Guanmin (2018) investigated the market reaction of Chi-
nese central state-owned enterprises (SOEs) to the mandatory dividend policy
on the policy of “the return of state-owned capital handed over by Chinese cen-
tral SOEs “by the Ministry of Finance, and found that the firms concerned with
higher agency costs had more positive market reaction.

The second view is that dividend policy is more likely to be one of the im-
portant means for large shareholders to hollow out listed companies through
the “tunnel effect”. As a result, some companies with poor performance often
pay large dividends and damage the value of the company. Qiang Guolin (2014)
found that many listed companies have abnormal phenomena of “cash divi-
dend paying while equity refinancing”. It shows that cash dividend is the way
of large shareholders to tunneling listed companies, so dividend is essential-
ly a tunneling behavior. Qiang Guolin, Li Biao and Zhang Ziwei (2017) found
that the huger amount of over-raised funds, the larger proportion of control-
ling shareholders, the higher the cash dividend payout. The empirical results
of Xiao Zuoping and Su Zhongqin (2012) show that cash flow right is negatively
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correlated with cash dividend level, while the separation of control right and
cash flow right is positively correlated with cash dividend level, indicating that
shareholders regard cash dividend policy as a cover for “hollowing out”. Zhu
Tao and Wang Deyou (2007) studied the data of Listed Companies in 2003, and
found that the actual controlling shareholders have a significant impact on div-
idend policy. The higher the rights of major shareholders, the more likely they
are to pay cash dividends, which supports the exploitation hypothesis of large
shareholders. Huang Juanjuan and Shen Yifeng (2007) found that the dividend
payment of Listed Companies in our country deviates from the preferences of
circulating shareholders, and the dividend policy is formulated only to cater to
the large shareholders to hollow out the listed companies.

In a word, there are two opposite ideas in the empirical test of dividend and
agency theory: one is that dividend policy has “tunnel effect” and is a means for
large shareholders to embezzle small and medium shareholders, so dividend
policy does not play a role; the other is that dividend policy effectively improves
corporate governance mechanism by reducing managers’ disposable cash flow.
The basic economic logic of the latter is that dividend policy not only reduces
managers ‘on-the-job consumption and investment in projects with negative
NPV, and inhibits managers’ over-investment, but also plays the role of intro-
ducing third-party supervision. That is to say, because cash dividend decrease
the free cash flow of enterprises in need of capital investment, third-party su-
pervision must be introduce in refinancing. Therefore, this will ease the con-
flicts between managers and shareholders, large shareholders and small and
medium shareholders, and restrain the resulting agency costs.

2. Semi-mandatory dividend policy and mandatory dividend policy

Considering that, the CSRC will promote the mandatory dividend to protect the
interests of small and medium-sized investors, thereby reducing disposable
cash flow and restraining agency costs.

In 2006, Measures for Securities Issue requires that the percentage of cash
dividends be no less than 20% of the average annual distributable profits in
the late three years by the CSRC. In 2008, the CSRC announced a stipulation
titled “Decision on Revising Some Provisions on Cash Dividend Payments of
Listed Companies” for refinancing companies to distribute a cumulative divi-
dend of no less than 30% of the annual average distributable profit in the past
three years. The above policy links dividend distribution with refinancing, but
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ithas notachieved the desired results. Wei Zhihua, Li Changqing, Wu Yuhui and
Huang Jiajia (2017) investigated that the semi-compulsory dividend policy sig-
nificantly increased the willingness and level of cash dividend payout of listed
companies with refinancing motivation, and the phenomenon of catering to the
policy for financing appeared. Therefore, on November 9, 2011, after Guo Shu-
ging took office, forced enterprises to pay out.

For CSRC semi-mandatory dividend policy, one argues that it does not pro-
tect the interests of investors and listed companies as well as improve the level
of corporate governance effectively. Li Changqing, Wei Zhihua and Wu Shinong
(2010) used the event study method to find that for investors, the dividend
policy did not bring the expected market response, and there may be a “regu-
latory paradox” limitation. Chen Yunling (2014) examiend that the introduc-
tion of dividend policy did not make cash-rich companies pay more dividends.
On the contrary, when there is refinancing demand, companies pay more divi-
dends, which fails to protect the interests of investors. Therefore, the ration-
ality of the policy has been questioned. Yu Guojie and Zhao Yuyu (2018) used
the PSM tendency score to match the implementation effect of empirical semi-
compulsory dividend sharing. It was found that the implementation of the poli-
cy led to more earnings management for refinancing listed companies in order
to reach the regulatory threshold of the corresponding dividend sharing ratio.
Yang Bao, Wanwei and Daisy Chow (2018) found that the semi-mandatory divi-
dend policy led to the paradox of dividend-sharing while R&D, which indicated
that the semi-mandatory dividend policy had a regulatory paradox. Using panel
data model, Li Jing and Jiang Debo (2017) found that the semi-mandatory divi-
dend policy would increase the dividend willingness rather than the dividend
level of listed companies, and the policy did not improve the dividend willing-
ness and the dividend level of listed companies after refinancing.

Another view is that the semi-mandatory dividend policy not only increas-
es the number of dividend-paying enterprises and the willingness to pay divi-
dends, but also improves the corporate governance structure by reducing the
agency costs of enterprises. Wei Zhihua, Li Maoliang and Li Changqging (2014)
found that the semi-mandatory dividend policy not only improves the dividend
payment level of listed companies, but also enhances the willingness of listed
companies to pay cash dividends. Liu Xing, Tan Weirong and Li Ning (2016)
found that the semi-compulsory dividend policy significantly increased the
dividend payment level of listed companies with refinancing intention through
the difference—in-difference-mode(DID). Xu Haoran and Liao Guanmin (2018)
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used the double difference model to find that the compulsory dividend policy
reduced the free cash flow that controlling shareholders could abuse, great-
ly curbed the opportunistic behavior of large shareholders, and the payment
of cash dividend also helped to reduce the second kind of agency cost of the
company. An Qingsong (2012) empirical study found that the semi-mandatory
dividend policy increased the dividend distribution of listed companies, and
proved that the dividend distribution level of Chinese listed companies will
reach the level of developed countries. Wei Zhihua, Li Changqing, Wu Yuhui and
Huang Jiajia (2017) investigated that the semi-mandatory dividend policy sig-
nificantly improved the willingness and level of cash dividend of listed compa-
nies with refinancing motivation by panel data.

In short, scholars have different idea about the effectiveness of the dividend
policy issued by the SFC. Some argue that the dividend policy does not change
the willingness of listed companies to pay dividends, so the effectiveness of the
policy is questionable. Others believe that the dividend policy can improve the
dividend willingness and dividend level of China’s stock market. Comparing the
two, the dividend policy is beneficial to remedy the legal vacancy in general,
and will promote the improvement of the internal governance structure of list-
ed companies, especially to suppress opportunistic behavior of management
and reduce the loss of corporate value. Therefore, the mandatory dividend pol-
icy is a strategic choice with more advantages than disadvantages.

Throughout the existing literature, the mainstream view is that the CSRC
dividend policy improves the dividend willingness and dividend level of list-
ed companies, and achieves the effect of reducing agency costs by controlling
the disposable cash flow of enterprises. Regard to the policy concerned, most
scholars believe that this policy can improve the dividend payout level and will-
ingness of listed companies. However, it should be pointed out that: firstly, the
existing research focuses on the semi-compulsory dividend policy, and pays no
necessary attention to the compulsory dividend policy, and pays less attention
to the heterogeneity of the semi-compulsory dividend policy. Secondly, almost
all the existing studies are based on empirical research. The empirical results
show that the policy effect of mandatory dividend distribution is not timely
modeled, which makes the mechanism of mandatory dividend distribution pol-
icy unclear and divergent opinions. In view of this, this paper not only estab-
lishes a mixed strategy complete information static game to explain the mech-
anism of mandatory dividend policy to restrain agency costs, but also makes
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quasi-natural experiments according to mandatory dividend policy, and uses
DID model to test the inhibition of mandatory dividend policy on agency costs.

THEORETICAL ANALYSIS AND RESEARCH HYPOTHESIS

The separation of ownership and control of modern enterprises not only im-
proves the production efficiency of the company, but also realizes the value-add-
ed of the enterprise. Since the high-ranking managers are no longer the residual
security winners, the discharging and dereliction of duty of the executives are
inevitable. However, the majority of shareholders who really have the residu-
al demanding rights of enterprises have no motivation to closely supervise the
executives because of the decentralization of equity. Therefore, the executives
as rational people will pursue their own interests by abusing funds, on-the-job
consumption, related transactions and over-investment. Maximization is not
the maximization of shareholders’ interests. In this way, serious agency prob-
lems will arise between owners and operators. In this regard, can mandatory
dividend policy effectively reduce the agency cost of listed companies?

On the one hand, as a rational economic man, the motivation of manager op-
portunistic behavior is beyond doubt. They often use various moral hazard be-
haviors to increase private benefits. Therefore, only by adopting high-pressure
measures such as mandatory dividend policy to overcome the opportunistic
behavior of executives, can the agency cost of listed companies be significantly
reduced. First of all, because the efforts of executives could not be effectively
monitored, if the salary of executives would not compensate for the negative ef-
fects brought by the pursuit of maximizing shareholders’ interests, then there
will be inevitable opportunistic behavior of executives, either not working
hard and shirking responsibility, or working hard to turn the surplus of enter-
prises into private benefits. Specifically, according to Feng Genfu and Zhao Jue-
hang (2012), executives pursue private gains mainly through on-the-job con-
sumption, affiliated transactions, over-investment for performance or projects
with negative net present value. On-the-job consumption is a kind of expendi-
ture paid by enterprises that does not increase the actual value of the company
for managers to increase their own utility, such as buying luxury cars, enter-
tainment consumption, luxury decoration of office space, etc. Obviously, the in-
crease of on-the-job consumption will inevitably increase agency costs. Zhang
Lili (2018) said that affiliated transaction is not only an important means for
major shareholders to embezzle the interests of listed companies, but also that
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according to Shi Yong and Li Sihao (2018), its tunneling effect will significant-
ly increase the risk of stock price crash. Over-investment means that the cash
flow managers have in their hands is not the best investment project. Liu Yin-
guo (2008) found that when companies pay cash dividends, they will reduce
the resources that executives can control. Then executives will choose between
expanding the size of enterprises and cash dividends, and they will choose to
continue to expand the size of enterprises. At this time, there is an over-invest-
ment phenomenon. Secondly, if we adopt mandatory dividend policy, we can
re-establish an incentive and restraint mechanism between shareholders and
executives, and force executives to work hard to maximize their personal util-
ity, so as to achieve the goal of reducing agency costs. Yang Yi and Shen Yifeng
(2004) found that cash dividends reduce the disposable cash of enterprises. If
enterprises need to invest at this time, they will introduce third-party supervi-
sion, and the company’s low agency costs will naturally be reduced. According
to Yang Bao and Yuan Tianrong (2014), institutional investors can alleviate the
first kind of agency costs between managers and shareholders in decentral-
ized companies, and find that listed companies reduce the abuse of cash flow
by managers through cash dividends, and also reduce agency costs. Hu Yaoting
and Mahong (2017) found that the difference of agency cost would affect the re-
lationship between cash dividend and corporate value. If the internal govern-
ance mechanism of the company is relatively perfect, the role of cash dividend
in reducing agency cost will be greatly reduced. Active cash dividend issuance
by listed companies is positively related to corporate value, but passive cash
welfare issuance is not. Generally speaking, although executives have a strong
motivation to pursue private benefits, the mandatory dividend policy can im-
pose a hard constraint on this opportunism from outside the company, so the
agency cost of the company will be reduced.

On the other hand, as an external shock, the mandatory dividend policy not
only violates the internal, independent, free and decentralized decision-mak-
ing will of all listed companies, but also would be superfluous. For those grow-
ing companies, it has become the burial products of the Iron Rooster company.
Therefore, these policies will inevitably encounter various kinds of bright or
dark in the process of implementation. Negative resistance leads to unsatisfac-
tory policy results. Looking back on the contemporary financial history, it is
not difficult to find that the semi-mandatory dividend policy in 2008 has a very
limited impact on the “iron cock” companies without refinancing motives. Be-
cause the semi-mandatory dividend policy of that year linked the refinancing
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with dividend dividend, because most of the “iron cock” companies with long-
term profits without dividend have no refinancing motive, so the semi-manda-
tory dividend policy does not have an impact on it. Liu Yinguo, Zhang Chen and
Ruan Sumei (2014) found that the semi-mandatory dividend policy can restrain
the agency costs by reducing free cash flow, and also found that the improve-
ment of corporate governance level can increase the willingness and level of
dividend sharing. Wei Zhihua, Li Changqging and Li Changqing (2014) empirical-
ly analyzed the impact of semi-mandatory dividend policy on Iron Cock Com-
pany, and found that the semi-mandatory dividend policy could not restrain
the dividend payout of Iron Cock Company and did not reduce the proportion
of Iron Cock Company. The dividend policy of Chen Yan, Li Xin and Li Mengshun
(2015) has changed the current situation that listed companies do not pay divi-
dends, but only has an impact on SEO enterprises. Statistics by Wang Zhigiang
and Zhang Weiting (2012) show that although the company’s willingness to pay
cash has increased, it does not rule out the suspicion that it only caters to the
policy. Yu Yan and Wang Chunfei (2014) found that for listed companies with
financing needs, semi-mandatory dividend would increase their dividend dis-
tribution. Wei Zhihua, Li Changqing, Wu Yuhui and Huang Jiajia (2017) verified
that the semi-mandatory dividend policy could effectively reduce two types of
agency costs. The change of dividend could be used as a good signal to indicate
the company’s performance, but it is not good for the company with SEO mo-
tivation. Knowing the past helps learning from the present. According to the
historical experience and the existing economic logic, the policy of compulsory
dividend will also face the embarrassment of semi-compulsory dividend shar-
ing policy, that is, although the dividend policy can reduce the agency cost of
enterprises, the negative resistance of listed companies will lead to a great dis-
count of the effectiveness of the policy.

To sum up, under the high pressure of mandatory dividend policy, it is in-
evitable to increase the willingness to pay dividends of all listed companies,
including “iron cock”, so as to achieve the purpose of restraining agency costs.
Because the CSRC mandatory dividend policy not only requires enterprises to
make clear dividend plans and not to change at will, but also requires enterpris-
es not to pay dividend to explain the use of funds, so the mandatory dividend
policy can reduce the free cash flow of enterprises by requiring cash dividends,
thus reducing various opportunistic behaviors of management and reducing
enterprises. Agency cost. However, the negative resistance of management to
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external shocks should not be underestimated. Accordingly, the hypothesis of
this study can be put forward:

Hypothesis 1: Mandatory dividend policy can significantly enhance the
listed companies willingness to pay out dividend.

Hypothesis 2: Mandatory dividend policy can significantly reduce the list-
ed companies agency cost

Hypothesis 3: Under the condition of asymmetry information, the effect of
mandatory dividend policy will be unsatisfactory because of the resistance of
listed companies.

THEORITICAL MODEL

The three research hypotheses can be proved by a mixed strategy complete
information static game mentioned above in the theoretical model. Because of
the unpredictability of paying, shareholder’s increase is uncertain. The divi-
dend distribution is not only affected by the net profit of the enterprise, but
also by the supervision of shareholders. Driven by opportunism, it is uncertain
whether executives will pay dividends or not. Thus, there is a typical mixed
strategy game between executives and shareholders.

1. Model Thought

Although mandatory dividend policy can effectively reduce the agency cost of
Listed Companies in general, it seriously deviates from the spirit of market con-
tract in the decentralized decision-making of dividend policy, and will inevita-
bly encounter negative resistance from capital market. Therefore, the effect of
policy implementation will be greatly reduced and deviate from the expected
goal of policy designers.

Firstly, the restraining effect of mandatory dividend policy on agency cost
of listed companies is expected. On the one hand, the mandatory dividend pol-
icy can eliminate the uncertainty of cash dividend, ensure that shareholders
can not only obtain a stable expected return, but also generate the impulse to
increase their holdings, which will naturally lead to significant changes in the
balance of supply and demand of the company’s stocks, so that the stock supply
exceeds demand and the stock price rises significantly. On the other hand, un-
der the incentive of shareholder increase and stock price rise, executives will
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inevitably work hard to improve the expected return on investment projects
and provide abundant cash flow for cash dividends.

Secondly, mandatory dividend policy not only challenges the independence
and autonomy of decentralized decision-making of listed companies, but also
impairs the private benefits of executives objectively. Therefore, it will inevita-
bly be resisted negatively. For example, listed companies cater to the needs of
regulatory departments by increasing annual dividend-sharing frequency, but
also secretly reduce the cash dividend per share to protect private earnings.
Eroded. That is to say, there are policies on the one hand and Countermeasures
on the other.

2. Model Assumptions

Assumption 1: The cash dividends available to listed companies are positively
correlated with managers’ work effort e, so the current cash dividends can be
expressed by ae. a is a coefficient not less than zero, which describes the will-
ingness and level of dividend distribution; if it is zero, it means that the compa-
ny has no willingness to pay dividends.

Assumption 2: All shareholders are homogeneous and hold one unit of com-
pany stock. They know nothing about the internal situation of the company’s
operating performance, and only decide whether to increase the company’s
stock according to the dividend or not. At the same time, in order to simplify
the complexity of game equilibrium solution, it is assumed that the proportion
of increase and decrease is T, and the capital gains obtained are all §, and there
arem>0and f>0.

Obviously, >0 may not only be the reason for executive dividend, that is,
for mature companies, rising stock prices usually mean that companies have
the ability to generate after-tax profits to fund cash dividends, but also the ba-
sis for dividend-sharing, that is, for growth companies, even without dividends,
stock prices will rise. At the same time, for shareholders, only when the capital
gains are positive, can he have the motivation to reduce the company’s shares
without dividends or when the company’s development prospects are not op-
timistic; otherwise, he should continue to hold in order to obtain a higher posi-
tive return on investment. This is very consistent with the phenomenon that
many investors in the stock market have been held up for a long time.

Assumption 3: Suppose that the executive’s income is a function of effort,
and the executive’s income consists of salary income and private income.
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The harder an executive works, the higher his wage earnings; while private
earnings increase the effectiveness of an executive, they reduce sharehold-
er dividend earnings. Therefore, the executive’s earnings function can be ex-
pressed as follows:

Uy = ae —be* +c¢ @)

The coefficients a and b are all positive. ae - be? is the salary income of sen-
ior managers, e is the effort level of senior managers. The economic meaning
of the salary income function is that shareholders pay Executives ‘salaries ac-
cording to their efforts, and Executives’ salaries are concave functions of their
efforts; c is the private benefits of executives, because executives have no re-
sidual claim, so there will be indisputable opportunistic behavior of executives.
If the executive compensation at this time is not enough to compensate for the
negative effects of hard work when creating value for shareholders, they will
choose on-the-job consumption and related transactions to indirectly compen-
sate for their negative effects.

Assumption 4: According to the dividend model, it is assumed that share-
holders’ earnings consist of cash dividends and capital gains, and that dividend
gains should be mainly a function of managers’ efforts.

In other words, the efforts of executives will create more corporate surplus,
increase cash dividends that can be allocated to shareholders, and also release
a signal that the business is doing well. Thus, the return function of holding
a unit of stock can be expressed as follows

In other words, the efforts of executives will create more corporate surplus,
increase cash dividends that can be allocated to shareholders, and also release
a signal that the business is doing well. Thus, the return function of holding one
unit of stock can be expressed as follows:

oe

Ugq = ae (or @) +B (2)

Among them, the coefficients a and f are positive; ae is the cash dividend
of the current period, % is the sum of the discounted value of dividends ob-
tained by shareholders when they choose to hold them for a long time, £ is the
present value of capital gains obtained by one-time transactions, R is the pre-
sent value of capital gains obtained by one-time transactions, r is the discount-
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ed value, and g is the growth rate of dividends, in which cash dividends are the
function of managers’ efforts, while the present value of capital gains obtained
by one-time transactions is constant.

4. STRATEGY AND PAYMENT MATRIX OF GAME PARTIES

As mentioned above, according to the strategies of both players, the profit func-
tions of both players can be expressed as follows:

Table 1. Payoff Matrix

Decrease Increase
(1-q ) (q)
Not to pay 0,(1—m) ae(1+r) +1p ae—be?+c (1 +mae (1+7)
' r o r-9)

(1-p)

Pay ae —be? —c, mp + mae + (-mae aebe? -, 4 (Fmae
T r-g ' (r-9)
(p)

Source:author’s mathematical deduction.

Among them, means to increase the holding of listed companies’stock units,
and the other variables are consistent with the above. The economic implica-
tions of this matrix are as follows:

(1) The upper left chooses the profit function of both sides when execu-
tives choose no dividend and shareholders choose to reduce their holdings.
Firstly, for executives, if shareholders choose to reduce their holdings because
the company does not pay dividends, the reduction will cause the company’s
stock price to decline, then executives will face the fate of impeachment and
dismissal, so the current income of executives is 0, that is, unemployment will
offset his wage income. Secondly, for shareholders, if they disagree with the
company’s non-dividend policy or are not optimistic about the company’s de-
velopment prospects, they can take a foot-to-foot vote to reduce their holdings
of the company’s shares. At this time, the earnings consist of two parts: the
shareholders get the capital gains 73 of the current reduction and the discount

1
(1- n)aew of accumulated undistributed dividends obtained by

continuing to hold (1 —m) Unit stock. When n — oo, the limit of



[ | CAN MANDATORY DiviDEND PoLicy REDUCE... 73

1
(1- n)aew is(1—m)
T

“e(iw) , so the total earnings of the sharehold-

eris (1 —m) —ae(iw)

+ .

(2) The upper right chooses the profit function of the two sides when the
executive chooses not to dividend and the shareholder chooses to increase the
ownership. Firstly, for executives, if executives choose not to pay dividends and
shareholders choose to continue holding, this shows that the company’s non-
dividend behavior has been recognized by shareholders. So they will get the
salary of ae - be? and private interest ¢, i.e., his discounted income from future
periods should be ae-be?+c Secondly, for shareholders, since they agree with

r
the dividend-free strategy of senior managers, they have reason to believe that
long-term holding of company stocks may lead to accumulated undistributed
dividends in a future period, i.e. a huge capital gain. Therefore, they will choose
to increase their holding of unit stocks with the discount value of their total

1+g\"
1_ —_—
earnings. The discount value of its total income is (1 + w)ae (11’;r3 . When
1-(539)
(147)

n-oo,itis (1+ n)aerg) for limit of the discount value of (1 +m) the long-

term shareholder’s shares.

(3) The bottom left is the earnings function of both sides when executives
choose dividends and shareholders choose to reduce their holdings. Executives
choose to pay dividends, but suffer from shareholders’ reduction. This makes
executives bear double losses psychologically, that is, not only do they not gain
potential private benefits, but also lose disposable free cash flow, so their earn-
ings are ae - be? - c. It should be pointed out in particular that because of the
influence of tenure system and managers’ market competition, senior manag-
ers are not discounted here. For shareholders, reduction can not only obtain
current capital gains, but also obtain discount income from the sum of divi-
dends (1 - m) and continue to hold them, nf + mae + Q-mae

(4) The bottom right is the profit function of both sides when executives
choose dividends and shareholders choose to increase their holdings. First, for
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senior managers, choosing to dividend and let the dividend grow at a fixed rate
G will enable them to reach tacit understanding with shareholders and agree
with each other. At this time, although the choice of dividends abandons the
possibility of obtaining private benefits, the positive signals released by divi-

dends make the status of executives not threatened, and can continue to obtain
ae—be?

r-g

the discounted value .of salary income that the future operating compa-

ny can bring for a continuous term of office, the reason why r-g is chosen as the
discount rate of executive’s salary income is that the executive can completely
convert his salary income into stock in order to obtain the potential income of
the company’s growth. As far as shareholders are concerned, the rational choice
at this time is to increase the holding of company stocks, not only to obtain the
dividend income of the current period, but also to obtain all the intrinsic value

of stocks when they hold stocks for a long time, so the total income of share-
(1+mae

holders at this time is: ae + .
(r-g)

4. EQUILIBRIUM ANALYSIS OF GAME

(1) Equilibrium of Executives

Given the shareholder’s holding probability q, the expected earnings of execu-
tives when they choose to dividend and non-dividend are respectively.

FG) =1~ b6 0+ 4(225) .

E(not pay) = (1 —¢q)(0) +q (@) “

Therefore, let E (pay dividend ) = E ( pass dividend), after a series of alge-
braic operations,

r(r-g)(a—bae-1) (5)
r—g(a—bae+1)+r(r—g)(a—bae—1)

q=

According to the principle of equal expectation payment, there should be
no difference between the expected returns of dividend-sharing and non-divi-
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dend-sharing for executives at the Nash equilibrium of mixed strategy in game
theory. Equation (5) shows that whether shareholders hold shares of listed
companies depends mainly on discount rate r, dividend growth rate g and divi-
dend per share d.

(2) Equilibrium of Shareholders

According to the matrix, given the dividend probability q of executives, the
expected returns of shareholders when they choose to hold or not are respec-

tively:
_ _ (1+471) (1+m)ae
E(Increase) = (1 —p) ((1 + n)ae g)) +p (oce + e ) 6)
E(Decrease) = (1 —p) ((1 —m)— ae(Hr) + ﬂﬁ) +p (nﬁ + mae + &5 ”)‘”) (7)

Based on the principle of equal expectation payment, there should be no dif-
ference between the expected returns of shareholders who choose to hold and
nothold on the Nash equilibrium of mixed strategy. Therefore, let E(hold)=E(not
hold), it is

T, () (4m)

— 1 _ r (r-g) (8)
p 2(n— 1)+((1:3)r

(3) Nash Equilibrium and Mandatory Dividend Policy

According to equation (3) and (5), the mixed strategy Nash equilibrium (p, q) of
the complete information static game is obtained.

B (1-m) (1+m)
(1 _ [ = g)_1 r(r—-g)(a—bae-1) )
2(n— 1)+((1r:73)’” "r—g(a—bae+1)+r(r—g)(a—bae—1)

At this time, for shareholders, if the compulsory dividend system is imple-
mented, the dividend probability p = 1 is always valid on Nash equilibrium, and
this result can be brought into equilibrium conditions.
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_ np
€= a(1+1’j—g—1‘7"—n) ©)

This means that, under the influence of mandatory dividend policy, the de-
gree of Executives’ work effort e depends on the discount rate r, the current
capital gain f of the company’s stock and the shareholder’s increase ratio 7, the
dividend growth rate g, the dividend distribution ratio a, etc.

(i) Under the assumption of continuous derivability, the first-order partial
derivative of executive effort e to dividend ratioa can be obtained.

de _np L ttn__ 1w
ar - a (1+1+n_1—n_n)2 ((T—g)z r2 ) > O (10)

g

According to the assumption of the model, the upper formula is always posi-
tive. This means that at the Nash equilibrium of mixed strategy, the higher the
discount rate, i.e. the reward rate necessary for a company’s investment pro-
ject, the higher the level of hard work of executives. At this time, the high rate of
return on investment projects can ensure that the company produces enough
cash flow to pay dividends, so executives are not afraid of the policy assess-
ment of regulatory authorities, nor the benchmarking effect of peers and com-
petitive pressures, thus feeling a bright future and full of energy.

(ii) Under the assumption of continuous derivability, the first-order partial
derivative of managerial effort e to current capital gain § can be obtained:

de
B

1

iz, > 0 (1D

T
a

This shows that the market performance of corporate stock is positively
correlated with the managers ‘hard work, that is, the higher the stock price, the
more incentive the managers to work hard, because not only their work can be
affirmed by the market, but also the stock price rise can attract more investors
to hold corporate stock. At the same time, since the stock price is based on the
company’s performance, which means that the company can provide enough
cash flow for cash dividend, so executives need not worry about their own div-
idend pressure, so they can be light-loaded, without worries, and work hard
with all their heart and soul.
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(iii) Under the assumption of continuous differentiability, the partial deriv-
ative of managerial effort degree e to shareholder increase ratio m can be ob-

tained.
oo _Alvmgy) (12)
ot (1+1+n 1—n_n)2
r-g r

According to the previous assumption, given the dividend discount rate r
and dividend growth rate g, P 0, is always valid. As long as the share-

holders’ meeting becomes a loyal supporter of the senior managers, keeps
increasing the stock holdings of the company, and continuously makes a posi-
tive evaluation of the company’s performance, the senior managers will work
hard without hesitation, so that the company can achieve profitability and con-
tinuously improve the dividend level, thereby improving the earnings of the
shareholders and senior managers. This is a win-win and mutually beneficial
strategic interaction.

(iv) Under the assumption of continuous derivability, the first-order partial
derivative of executive effort e to dividend growth rate g is obtained.

de _ mf 1 1+m

_ Z
ag a (1+1+_TZ_ITTL'_T[) (r_g)z

=g

<0 (13)

Under the assumption of continuous derivability, the first-order partial de-
rivative of executive effort e to dividend growth rate g can be obtained, which
shows that the growth of dividend growth rate g will inhibit the enthusiasm and
effort of executives. This is because the mandatory dividend policy has formed
a stable expectation of cash dividends. If the dividends continue to grow, the
dividends in the distant future will become more and more, which will make
executives overwhelmed unless the company’s dividends can be distributed
continue to grow at the rate of r. Obviously, this is a very strict and unrealistic
assumption that there can be no fluctuation in company performance. In this
way, dividend growth rate g may not be enough to worry about in the short
term, but it will be the last straw to crush the camels in the long run, which will
cause a heavy blow to the enthusiasm of executives.

(v) Under the assumption of continuous derivability, the first-order partial
derivative of executive effort e to dividend ratio « is obtained.
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9e _ _ ™
da a2(1+;t—;—1_7"—7r) <0 (4)

According to equation (14), it can be found that the degree of efforts of ex-
ecutives is inversely proportional to their dividend-sharing ratio. The econom-
ic logic behind it: With the increase of the dividend proportion, the company’s
disposable free cash flow will decrease accordingly, which will not only hinder
executives from increasing their private benefits, but also make the dividend
distribution system produce an unbalanced mentality, that is, shareholders
gain nothing without any reason, using the identity of the capital owner to em-
bezzle their own labor results. Therefore, it is self-evident that the executive’s
work effort e decreases with the increase of the dividend ratio a.

5. Model Conclusion

First of all, needless to say, since it is a mandatory dividend policy, whether or
not out of sincerity, listed companies will show a significantly higher willing-
ness to pay dividends than before.

Secondly, according to equation (10)-(12), the implementation of manda-
tory dividend policy will significantly encourage executives to work hard and
reduce the agency cost of corporate governance. On the one hand, the manda-
tory dividend policy will undoubtedly increase the expected returns of inves-
tors, which will naturally stimulate investors to increase their ownership of
company stocks, which will change the balance between supply and demand of
company stocks, further boost the rise of company stock prices, so that execu-
tives will be motivated by both shareholder ownership and stock price rise, and
work harder. On the other hand, since executives are willing to work harder,
the expected return on investment projects will naturally rise. In this way, ex-
ecutives can provide a steady stream of cash flow for cash dividends. It is self-
evident that the exogenous impact of mandatory dividend policy can construct
a virtuous circle between executives and shareholders: mandatory dividend
policy - cash dividend of the company - shareholders and investors holding
more shares of the company - stock price rise - executives working hard - the
next round of cash. Unexpectedly, this cycle will start again and again.

Finally, according to equation (13) and (14), some factors of corporate divi-
dend policy itself will lead to the actual effect of mandatory dividend policy
deviating from the expected goal of the policy. Specifically, whether it is cash
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dividend ratio or dividend growth rate, it will create pressure and threat to the
performance of executives in the long run. Therefore, as a rational economic
man, executives may take a negative resistance strategy at the beginning to
create a buffer space for their future strategic adjustment, such as deliberately
lowering the cash dividend ratio and setting a close approach. Dividend growth
rate at 0, etc. However, in this way, the effect of mandatory dividend policy will
be weakened invisibly.

RESEARCH DESIGN

1. Selection of Empirical Model

(1) Difference-Difference Model (DID)

The difference-difference model can be used to test the effectiveness of policy.
Using exogenous policy shocks to do quasi-natural experiments, the double dif-
ference can overcome the influence of other factors on the results, so the net
impact of policy shocks can be obtained. Because of the exogenous nature of
policy shocks and the diversity of policy objects, there will be treatment groups
affected by policies and control groups not affected by policies. The DID model
is to test the effect of the policy by comparing the changes of the experimental
group and the control group before and after controlling other factors.

In order to test the impact of mandatory dividend policy on agency cost,
this paper makes a quasi-natural experiment on the implementation of man-
datory dividend policy, uses DID method to identify causality. According to the
external impact of “mandatory dividend policy”, we compare the policy effects
before and after the external impact, and then analyze whether the manda-
tory dividend policy will reduce the agency cost of listed companies. On No-
vember 9, 2011, Guo Shuqing, chairman of the CSCR, proposed that listed com-
panies should pay dividends. On November 9, 2011, the “mandatory dividend”
incident affected the whole stock market: after 2012, the dividend rate of the
stock market further increased, after 2015, the dividend of listed companies
increased substantially, and by 2017, about 80% of listed companies had divi-
dends. Therefore, the dividend distribution of many companies is affected by
the sudden impact of this policy, which provides us with good quasi-natural
experimental conditions. According to the DID model, this paper constructs
amodel (1) based on DID:
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agent, = a + fitreat;, + frlaw +Lf3law;, * treat;, + Pyroe; + Lsbpsi + Lelevi, +
B,capex;, + fgshly + BoSretained;, + fiodual;, + f11firmage; + +B1,cash; +

B13SOEy + B1aGEM;; + Bysyeary, + fysindustrey, + & (15)

Among them, agent, is agency cost of company i at time ¢; treat stands for
dummy variables in experimental group (The Iron Cock Company, which did
not pay dividends for three consecutive years before the policy was introduced,
was the first to be affected by the policy of “mandatory dividend policy”. The
treat is 1, which indicates that listed companies are affected by policy shocks;
otherwise, 0; law is a policy time variable, with 0 before policy and 1 after pol-
icy; and coefficient of B, describes the impact of mandatory dividend policy on
agency costs, which is the focus of this research.

Table 2. DID Subgroup

Before Policy After Policy Total
Controlling Group 6141 10312 16453
Experimental Group 1345 5001 6346
Total 7486 15313

Source:author’s calculation based upon the Great Intelligence Database in China.

(2) Test of Parallel Trend Hypothesis

However, one of the prerequisites is that the parallel trend hypothesis is satis-
fied between the experimental group and the control group for unbiased esti-
mation results of double difference method, that is, the treatment group and
the control group should have the same change trend before the event occurs,
otherwise the double difference method will overestimate or underestimate
the effect of the event. In order to verify the hypothesis of parallel trend, this
paper investigates it with the aid of event study method. If the hypothesis of
parallel trend holds, then the reduction of agency cost of Iron Cock Company
will only occur after the mandatory dividend policy, and there should be no sig-
nificant difference between the change trend of the experimental group and
the controlling group before that. The test of parallel trend hypothesis can also
eliminate the problem of self-selection in DID regression to some extent.
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Table 3. Equilibrium trend hypothesis test

Variable 2010 2011 2012 2013 2014 ‘ 2015-2017

Agent | -0.006 -0.006 -0.016™" -0.012""" -0.0117 -0.016™"
(-1.24) (-1.16) (-3.37) (-2.57) (-2.26) (-4.24)

Controlling control control control control control control

Variable

Year control control control control control control

Industry control control control control control control

N 23129 23129 23129 23129 23129 23129

Note: Standard errors in parentheses. *** p<0.01, ** p<0.05, * p<0.1

Source:author’s calculation based upon the Great Intelligence Database in China.

According to table 3, we can see that the coefficients of Before2 and Beforel
before the policy are not significant, that is to say, there is no significant differ-
ence in agency costs before the policy. However, in the current year, the year
after the policy and the remaining three years after the policy, the coefficient
of After2 is 1%. Only in the two years after the policy, the level of After2 is 5%.
That is, after the policy, the proxy cost decreases significantly. Therefore, the
parallel trend assumption required by the double difference model is satisfied.

2. Definition and Description of Variables

(1) Explained Variables

Agent cost. Referring to Wei Zhihua, Wu Yuhui and Li Changqing (2012), the
agency cost rate (agent, management cost/operating income) was used to
measure the agency cost between shareholders and managers. That is to say,
the higher the management fee rate is, the higher the agency cost of listed com-
panies is.

(2) Explanation Variables and Control Variables

The mandatory dividend policy (law) was proposed on November 9, 2011, so
the mandatory dividend policy (after 2012, the value is 1, otherwise 0). For the
control variables, using the existing literature for reference, this paper regards
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asset-liability ratio (lev), profitability (roe), large shareholder shareholding ra-
tio (sh1), enterprise asset investment (capex), year and industry dummy vari-
ables as control variables. Specific definitions and calculations of each variable
are shown in table 3.

Table 4. Variable Definition Measure

agent agent cost Management expenses compared to operating income
treat subgroup variable When the enterprise does not pay dividends for three
consecutive years, the value is 1, that is, Iron Cock Company;
otherwise, itis 0.
div Cash dividend per share Cash dividend per share
policy variable
law Profitability level Dummy variables, 1 before 2012, or 0
roe Asset-liability ratio Return on net assets
lev Asset-liability ratio Asset-liability ratio
shl Shareholding ratio of Number of shares held by the largest shareholder/total equity
the largest shareholder
roa Profitability Return on total assets
firmage Company age The Natural Logarithm of the Established Years
cash Internal cash flow Holding for cash, i.e. cash and its equivalents/total assets
bps net asset value per share Net assets/total equity
capex Capital expenditure Cash/total assets paid for acquisition and construction of fixed
assets, intangible assets and other long-term assets
retained Retained earnings per Retained earnings/total equity
share
GEM Company’s plate When the enterprise is GEM, the value is 1; otherwise it is 0.
SOE The Nature of Enterprise When the enterprise is a state-owned enterprise, the value is 1;
Property Rights otherwise, it is 0.
Dual Integration of two posts The value of dummy variable is 1 when the chairman and
general manager are the same person; otherwise, it is 0.
year Year variable time variables from 2007 to 2017
Industry Industry variable the CSCR Industry Code Sets Dummy variables, 1-18 Industry
Classifications

Source:author’s collection based upon the Great Intelligence Database in China.

3. Descriptive Statistics of Main Variables

Table 5 is a descriptive statistical analysis of the main variables. During the
11 years, the average dividend distribution of listed companies was only 0.08.
This shows that the dividend distribution of listed companies is not enough.
The maximum cash dividend per share is 11, which indicates that some compa-
nies with high dividends have raised the overall average dividend distribution
level. The maximum value of cash to total assets ratio is 0.96, while the mini-
mum value is -0.16, but the average value is 0.18, which indicates that there
are two extremes of cash. For cash-rich enterprises, it is easy to generate agen-
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cy costs; but for cash-negative enterprises, it means that the operating perfor-
mance of enterprises is not good. If such companies pay out cash, large share-
holders will empty the listed companies. This may result in agency costs. The
average value of agency costis 8%, and its maximum value is 0.99, which means
that the management cost accounts for the whole business income. This shows
that the agency cost of listed companies is higher. The average share-holding
ratio of the first largest shareholder is 36%, which indicates that the listed
companies in China are not decentralized shareholders.

Table 5. Descriptive Statistics of Main Variables

variable N mean sd p50 min max
agent 36135 0.08 0.08 0.07 0 0.99
div 36135 0.08 0.18 0 0 11
roa 30595 0.10 0.09 0.08 -0.77 1.79
roe 30468 0.14 0.24 0.11 -28.29 11.81
lev 30550 0.44 0.20 0.44 0 1
shl 23815 0.36 0.15 0.34 0 1
bps 30483 4.33 4.14 3.60 -0.09 302.7
capex 30326 0.06 0.06 0.05 0 0.68
Sretained 30571 1.69 3.35 1.24 -17.78 301.7
dual 36135 0.30 0.46 0 0 1
cash 30330 0.18 0.15 0.14 -0.16 0.96
firmage 36135 2.93 0.30 2.94 1.10 4.09
SOE 36135 0.30 0.46 0 0 1
GEM 36135 0.22 0.41 0 0 1
industry 36135 12.78 4.28 15 1 18

Source:author’s calculation based upon the Great Intelligence Database in China.

4. Data Sources

This paper chooses A-share companies in Shanghai and Shenzhen Stock Ex-
changes from 2007 to 2017 as research samples, and carries out the follow-
ing processing: excluding financial enterprises, ST companies, missing data
(agency cost missing data and new listed companies in 2018), excluding listed
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companies with negative ownership rights and interests. A total of 36153 valid
samples were obtained. The database used in this paper is from the Great Intel-
ligence Database. The data processing in this paper is completed by stata13.0.
At the research time point, due to the mandatory dividend policy proposed on
November 9, 2011, in order to examine the impact of the policy shocks, this pa-
per chooses 2012 as the policy deadline, before 2012 as the variable before the
policy, after 2012 as the variable analysis after the policy, so as to more accu-
rately examine the impact of the policy.

EMPIRICAL RESULTS AND ANALYSIS

This part mainly examines whether mandatory dividend policy has restrained
the agency cost before and after the implementation of the policy, and through
the analysis of intermediary utility, further studies and analysis find that the
mandatory dividend distribution policy can reduce the agency cost of enter-
prises.

1. Preliminary Testing of Dividend Willingness
and Dividend Level of Listed Companies

Table 6 The dividend distribution of A-share enterprises in Shanghai and Shen-
zhen Stock Exchanges from 2007 to 2017 shows that the number of dividend-
sharing enterprises as a whole is increasing year by year. But before 2015, the
number of dividend-sharing enterprises is relatively small, and after 2016, the
proportion of dividend-sharing has increased to 70%, 80%, indicating that the
mandatory dividend policy has a very significant effect only after 2015. From
the proportion of dividends, although the level of dividends increased, divi-
dends only accounted for about 30% of net profit, of which the dividend pay-
ment rate in the 2012 policy period was 41% higher. At this time, because the
policy had just been introduced, listed companies had the suspicion of catering
to the regulatory authorities. In a word, the willingness to pay dividends of Chi-
nese listed companies is rising, but the dividend level is not very high. There-
fore, hypothesis 1 is proved.
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Table 6. Dividend distribution of A-share enterprises in Shanghai
and Shenzhen from 2007 to 2017

Accounting Year ‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 2011 ‘ 2012 ‘ 2013 | 2014 ‘ 2015 ‘ 2016 ‘ 2017

Number of dividend- 735 772 932 | 1230 | 1521 | 1686 | 1772 | 1852 | 1899 | 2326 | 2675
sharing Enterprises

The proportion 21 23 28 37 45 50 53 55 56 69 80
of dividend-sharing
Enterprises

Mean cash dividend 0.16 0.15 0.16 0.2 0.18 0.16 0.14 0.15 0.14 0.16 0.18
per share

Mean cash dividend/ 0.37 0.43 0.36 0.35 0.35 0.41 0.39 0.36 0.37 0.35 0.36
net profit

Source:author’s calculation based upon the Great Intelligence Database in China.

2. The Effect of mandatory dividend policy to agency cost

In order to test the inhibitory effect of mandatory dividend policy on agency
cost of the experimental group and the control group, according to DID mod-
el (1), the effect of policy implementation on agency cost of the company was
observed to test hypothesis 2. The estimated results of the double difference
model of agency cost difference between the experimental group and the con-
trol group are shown in table 7.

Table 7 reports the regression results of the mandatory dividend policy to
suppress agency costs of Iron Cock Company. Column (1) is a simple double-
difference model with law*treatment coefficient of -0.0043 and significant at
1% level, which shows that the mandatory dividend policy significantly reduc-
es the agency cost of Iron Cock Company. On this basis, we continue to intro-
duce other control variables at the corporate level, namely, asset-liability ra-
tio (lev), net assets per share (bps), the largest shareholder shareholding ratio
(sh1), capital expenditure (capex) and retained earnings per share (Sretained).
The regression results show that the significance of law * treatment has not
changed, but the coefficient has further doubled. On the basis of column (2),
we further introduce the situation of two-position integration (dual), firm age,
cash flow, property right nature (SEO) and GEM, and find that the coefficient of
law * treatment is - 0.0117 and significant at 1% level. Among them, the com-
bination of two positions, the company’s internal cash and the company’s es-
tablishment years will significantly increase the agency cost of the enterprise,
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that is, the concurrent appointment of the general manager and the chairman
of the board of directors indicates that the general manager has greater rights,
and opportunistic behavior will occur at this time; the company’s internal cash
flow will also increase the agency cost of the company, after all, sufficient cash
can ensure that opportunistic behavior has a definite purpose. If the compa-
ny is established for a long time, its internal interests will be solidified easily,
which will further increase the agency cost. In conclusion, the introduction of
the mandatory dividend policy in 2012 has indeed reduced the agency cost of
Iron Cock.

Table 7. Regression result about mandatory dividend policy reducing agency cost

equation (1) equation (2) equation (3)
VARIABLES agent agent agent
Law*treat -0.0043** -0.0092*** -0.0117***
(-2.4287) (-3.9710) (-5.0862)
treat 0.0147*** 0.0167*** 0.0175%**
(9.6071) (8.3261) (8.7498)
law 0.0188*** 0.0157*** 0.0142%**
(9.2095) (6.6637) (5.9801)
roe -0.0200%** -0.0276%** -0.0287***
(-12.4464) (-14.6638) (-15.3697)
lev -0.1055%** -0.0902%**
(-44.7019) (-33.9950)
shl -0.0475%** -0.0448%**
(-16.4005) (-15.1244)
bps -0.0016*** -0.0023***
(-6.8233) (-9.6156)
capex -0.0082 -0.0061
(-0.9536) (-0.7018)
sretained -0.0022%** -0.0012%**
(-5.7340) (-3.1142)
dual 0.0091%**
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Table 7. Regression result...

equation (1) equation (2) equation (3)
VARIABLES agent agent agent
(8.5294)
cash 0.0216***
(5.9857)
firmage 0.0035*
(1.8419)
SOE 0.0020*
(1.9084)
GEM 0.0211%**
(15.5302)
Constant 0.0806*** 0.1660*** 0.1442%**
(26.7714) (43.1766) (20.2600)
Year Control Control Control
Industry Control Control Control
Observations 30,468 22,800 22,799
R-squared 0.1743 0.2600 0.2728
B 214.2 228.6 2134

Note: Standard errors in parentheses. *** p<0.01, ** p<0.05, * p<0.1.

Source:author’sregression based upon the Great Intelligence Database in China, using stata 14.0.

To get net effect of mandatory dividend on experimental group and con-
trolling group, the study adopts difference-in-difference model to estimate
average difference of agency cost for the above group separately, the result is
shown in table 8. From Table 8, we can see that the average agency cost of the
control group is 0.134, and that of the experimental group is 0.154. The dif-
ference is 0.019, which shows that there is a significant difference between
the two groups at the 1% level. The agency cost of the experimental group is
higher. However, after the introduction of mandatory dividend policy, the av-
erage agency cost of the experimental group was 0.156, while that of the con-
trol group increased to 0.15. At this time, the average agency cost of the experi-
mental group is almost the same as that of the control group, which shows that
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the mandatory dividend policy significantly reduces the agency cost of “Iron
Cock” company by improving the corporate governance level. Finally, the result
of double difference is -0.013 (significant at 1%). Thus, the mandatory dividend
policy reduced the average agency cost of the experimental group by 1.3% com-
pared with the control group. Therefore, hypothesis 2 is proved.

Table 8. DID result of mandatory dividend and agency cost

Time 0 Timel
Variable
. . . DID
Control Experiement . Controlling | Experiement N
Difference Difference
Group Group Group Group
Agency Cost 0.134 0.154 0.019™" 0.150 0.156 0.006™" -0.013™"
(8.12) (4.89) (4.57)

Note: Standard errors in parentheses. *** p<0.01, ** p<0.05, * p<0.1.

Source:author’sregression based upon the Great Intelligence Database in China, using stata 14.0.

3. Mandatory Dividend Policy and Agency Cost:
Re-test Based on Dividend Payment Rate and Plate Difference

In order to obtain more in-depth suppression of mandatory dividend policy on
agency costs of enterprises with different dividend levels and different sectors.
This paper dividends the samples according to the dividend payment criteria of
micro-dividend companies and listed companies. The regression results of the
specific grouping DID are shown in table 9.

Table 9. DID Subgroup for mandatory dividend and agency cost

Micro Dividend Policy Dividend Small and Medium .
Main Board Company
Company Company Board Company
Before After Before After Before After Before After
the policy | the policy | the policy | the policy | the policy | the policy | the policy | the policy
Controlling 360 492 5781 9820 1767 3549 3864 5073
Group
Experimental 22 183 1323 4818 107 884 1209 2846
Group
Total 382 675 7104 14638 1874 4433 5073 7919

Source:author’sregression based upon the Great Intelligence Database in China, using stata 14.0.
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From the perspective of dividend payment rate, this paper observes the re-
straining effect of policy on agency cost. Through the table 10 (2) and (3), we
can find that the double difference of agency cost of normal dividend compa-
ny is - 0.013 (1% level is significant), which shows that the mandatory divi-
dend policy can reduce the agency cost of normal dividend company very well.
The economic logic behind it: For the cash dividend distribution according to
the requirements and the specific situation of the company, we can reduce the
disposable cash flow of the enterprise, thereby reducing agency costs and im-
proving corporate governance mechanism. However, for micro-dividend com-
panies, the double difference is - 0.003 (not significant), and there is a “regula-
tory paradox” with countermeasures under the policy. Since listed companies
dare not openly antagonize the SFC, the company will have to submit, but the
mandatory dividend policy seriously violates the company’s willingness to pay
dividends, so the company will adopt a policy of passive resistance, that is, the
mandatory dividend-sharing causes listed companies to choose a dividend per
share that tends to zero, so that the regulatory authorities will not say a word.
However, the cash dividend payment rate is less than 0.1, which is similar to
no dividend, so it will not have any impact on the free cash flow of enterprises.
Therefore, for micro-dividend companies, the mandatory dividend policy does
not reduce the agency costs of such enterprises, so hypothesis 3 is proved.

Secondly, it examines the effect of policies on agency costs from different
sectors. The results of grouping DID in different sectors are as shown in ta-
ble 11. The mandatory dividend policy has better effect on restraining agen-
cy costs of listed companies on the motherboard, but has no significant effect
on small and medium-sized boards. The main reason is that the company list-
ed on the motherboard has been established for a long time, mainly by state-
owned enterprises, and the agency cost is more serious than that of small and
medium-sized boards. Therefore, the effect of mandatory dividend policy to
reduce the agency cost of listed companies on the motherboard is remarkable.
For SMEs listed companies, most of them are in the growth of enterprise life
cycle. At this time, it is important to maintain the internal retained earnings
and keep the momentum of development, rather than to give back to investors.
Therefore, the restraint of mandatory dividend policy on agency costs of SMEs
listed companies is not significant.
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Table 10. DID Result about mandatory dividend effect agency cost
from the perspective of dividend level and boards

Micro dividend Normal Dividend Main Board SME Board
Agency Cost 0.003 -0.013*** -0.009*** -0.001
(0.21) (4.52) (2.75) (0.22)

Note: Standard errors in parentheses. *** p<0.01, ** p<0.05, * p<0.1.

Source:author’sregression based upon the Great Intelligence Database in China, using stata 14.0.

In short, through the heterogeneity analysis of enterprises, we can know
that the mandatory dividend policy has better effect on reducing agency costs
for listed companies on the motherboard and those with normal dividends,
but it has no significant effect on restraining agency costs for listed companies
with micro-dividends and small and medium-sized boards.

4. Mandatory Dividend Policy and Agency Cost:
An Analysis of Mediation Effect

This paper holds that the return rate of total assets of enterprises is the inter-
mediary index of reducing agency cost by mandatory dividend policy. Specifi-
cally, in order to achieve a long-term stable dividend target, executives have
to work hard and look for high-yield investment projects, that is, executives
will work hard so that the company can achieve profitability and continuous-
ly improve the dividend level, thereby improving the returns of shareholders
and executives. In this way, not only investors ‘cash dividends are guaranteed,
but also in order to provide cash flow for cash dividends, company executives
have to work hard, so the company’s total asset return rate will increase. In-
creasing returns on total assets will be paid to shareholders in the form of cash
dividends, not all of which will be translated into private gains of executives.
Therefore, mandatory dividend policy can partly mediate agency costs of Iron
Cock Company through total assets returns.

To test the intermediary effect of the return on total assets of an enterprise,
the study designs Model (16)-(18) to investigate the Mediating Role of Testing
Return Rate of Total Assets

agent;; = a + fytreat * law;, + fytreat;, + f3law; + Y control; + &, (16)
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roa;; = a + Bytreat * law;, + Potreat;, + Bslaw;, + Y controly + &;; 17

agent;y = a + Bsroa; + ytreat * lawy, + Sotreat;, + falaw; +

18
Y. control;; + &;; (18)

Among them, roa means turnover. According to the test procedure of inter-
mediary effect, model (16) is used to test the effect of mandatory dividend pol-
icy on agency cost to see if 8, is significant. If it is, Model (17) and Model (18)
will be tested. Under the condition that 8, 1B are significant, if y, significant, it
shows that the total asset return partly mediates the mandatory dividend pol-
icy to restrain agency costs.

Among, roa means turnover.

As shown in table 11, when the agent in column (1) is the explanatory vari-
able, the compulsory dividend policy significantly reduces the agency cost of
“iron cock” enterprises. When the agent in the column (2) is the explanatory
variable, the compulsory dividend policy significantly reduces the agency cost
of the “iron cock” enterprises. When the agent is the explanatory variable in the
column (3), the coefficient of law * treatment is still significantly negative after
controlling the intermediate variable, indicating that the total return on assets
partly mediates the mandatory dividend policy to reduce agency costs. In ad-
dition, in order to ensure the reliability of the results, Sobel Z test is conducted
again for the mediation effect. Sobel Z’s statistic is -4.329, which shows that the
intermediary effect is significant at the level of 1%. That is to say, the rate of
return on total assets of enterprises is indeed an important way to reduce the
agency cost of “iron cock” enterprises by mandatory dividend policy.

Table 11. The Mediating Effect of Total Asset Return Rate on Mandatory Dividend

Equation(1) Equation(2) Equation(3)
VARIABLES agent ROA agent
roa -0.1923%***
(-24.0228)
Law*treat -0.0117*** 0.0281*** -0.0063***
(-5.0862) (14.8830) (-2.7667)
treat 0.0175%** -0.0172%** 0.0142%**
(8.7498) (-10.5316) (7.1654)
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Equation(1) Equation(2) Equation(3)
VARIABLES agent ROA agent
law 0.0142*** -0.0366*** 0.0072%**
(5.9801) (-18.8557) (3.0291)
roe -0.0287*** 0.1141%** -0.0068***
(-15.3697) (74.6436) (-3.2953)
lev -0.0902*** -0.0554*** -0.1008***
(-33.9950) (-25.5564) (-37.9515)
shl -0.0448%** 0.0255%** -0.0399***
(-15.1244) (10.5209) (-13.6062)
bps -0.0023*** -0.0051%** -0.0033***
(-9.6156) (-26.0049) (-13.6759)
capex -0.0061 0.0891*** 0.0111
(-0.7018) (12.6207) (1.2946)
sretained -0.0012%** 0.0157*** 0.0018***
(-3.1142) (50.1127) (4.5806)
dual 0.0091*** -0.0003 0.0090***
(8.5294) (-0.3873) (8.5750)
cash 0.0216*** 0.0617*** 0.0335%**
(5.9857) (20.8784) (9.2971)
firmage 0.0035* -0.0052*** 0.0025
(1.8419) (-3.3584) (1.3299)
SOE 0.0020* -0.0118*** -0.0003
(1.9084) (-13.9548) (-0.2885)
GEM 0.0211*** 0.0005 0.0212%**
(15.5302) (0.4644) (15.7994)
Constant 0.1442%** 0.1184%** 0.1669***
(20.2600) (20.3408) (23.5409)
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Table 11. The Mediating Effect...

Equation(1) Equation(2) Equation(3)
VARIABLES agent ROA agent
Year Control Control Control
Industry Control Control Control
Observations 22,799 22,799 22,799
R-squared 0.2728 0.4202 0.2908
F 213.4 412.3 227.6

Note: Standard errors in parentheses. *** p<0.01, ** p<0.05, * p<0.1.

Source:author’sregression based upon the Great Intelligence Database in China, using stata 14.0.

5. Robustness Test

(1) Using Lag Variables

In order to test the robustness of the conclusion, the least square regression
method is used to overcome the endogenous problem in the experimental
group and the control group by using the control variable with one lag period.
As shown in table 12, the regression results of column (1) and column (2) show
that the coefficient of law * treatment is significantly positive at 1% signifi-
cance level, which is consistent with the above conclusions. Moreover, because
the data span chosen in this paper is from 2007 to 2017, and the data span is
large, there may be missing agency cost data. Therefore, this paper chooses de-
leted data model and uses control variables with a lag of one period to carry out
Tobit regression between the experimental group and the control group. Spe-
cific results, such as column 11 (3) and column 4 (), show that the coefficient
of law * treatment is significantly positive at the 1% significance level, which is
consistent with the above conclusions. Therefore, the conclusion of this paper
passes the robustness test.
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Equation(2) Equation(4)
method oLs Tobit
Law*treat -0.0083*** -0.0077***

(-2.7534) (-2.8779)
treat 0.0165*** 0.0160***
(6.4080) (6.7749)
law 0.0045* 0.0030
(1.8292) (1.2130)
L.roe -0.0345%** -0.0342%**
(-5.6744) (-9.5891)
L.lev -0.0948%** -0.0951***
(-27.6810) (-31.9557)
L.shl -0.0432%** -0.0430***
(-13.5270) (-13.0720)
L.bps -0.0022*** -0.0022%**
(-7.8117) (-8.1324)
L.capex 0.0019 0.0017
(0.2090) (0.1823)
L.mglcsy -0.0010* -0.0012**
(-1.8598) (-2.5081)
L.cash 0.0281*** 0.0280***
(5.7413) (6.9551)
L.firmage 0.0045** 0.0042*
(1.9704) (1.9528)
SOE 0.0005 0.0005
(0.4958) (0.3967)
GEM 0.0193*** 0.0193***
(10.5119) (12.2623)
dual 0.0099*** 0.0099***
(7.6190) (8.2567)
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Equation(2) Equation(4)
Constant 0.1450*** 0.1460%**
(16.8972) (18.0257)
Industry Control Control
Year Control Control
Observa 19,615 19,615
F/ chi2 131.7 6080

Note: Standard errors in parentheses. *** p<0.01, ** p<0.05, * p<0.1.

Source:author’sregression based upon the Great Intelligence Database in China, using stata 14.0.

(2) Eliminate the Impact of the Financial Crisis

The subprime mortgage crisis, which began in 2007, will inevitably have an
impact on the operation of Listed Companies in China. However, the financial
crisis will not only affect listed companies, but also fluctuate investors’ invest-
ment confidence. Furthermore, investor panic will reduce investors’ valuation
of listed companies, so the investment and financing of listed companies will
be involved, which will also lead to changes in the dividend-sharing strategy
of enterprises. Therefore, in order to eliminate the impact of the financial cri-
sis on the conclusions of this study, the data of 2008 and 2009 are excluded and
regressed, and the grouping of the two-year samples is excluded as shown in
table 13.

Table 13. DID Subgroup

Before Policy :::::; Total
Controlling Group 4051 10312 14368
Experimental Group 837 5001 5838
Total 4888 15313

Source:author'sregression based upon the Great Intelligence Database in China, using stata 14.0.
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From table 13, we can see that the average agency cost of the control group
is 0.134, the average agency cost of the experimental group is 0.152, and the dif-
ference is 0.018 before the mandatory dividend policy. The difference between
the two groups is significant at the level of 1%. The agency cost of the experi-
mental group is higher. However, after the introduction of mandatory dividend
policy, the average agency cost of the experimental group was 0.151, while that
of the control group increased to 0.157. At this time, the average agency cost of
the experimental group is almost the same as that of the control group. Finally,
the result of double difference is -0.011 (significant at 1%). Thus, the mandato-
ry dividend policy reduced the average agency cost of the experimental group
by 1.3% compared with the control group. Therefore, it shows that the manda-
tory dividend policy significantly reduces the agency cost of Iron Cock Com-
pany by improving the corporate governance level. This is consistent with the
conclusions of this study.

Table 14. DID about mandatory dividend and agency cost

Time 0 Time 1
variable Difference-
Control | Experimental Difference Control Experimental Difference -in-Difference
Group Group Group Group
Agency Cost 0.134 0.152 0.018™" 0.151 0.157 0.006™" -0.0117"
(6.29) (4.80) (3.59)

Note: Standard errors in parentheses. *** p<0.01, ** p<0.05, * p<0.1.

Source:author’sregression based upon the Great Intelligence Database in China, using stata 14.0.

RESEARCH CONCLUSIONS AND IMPLICATION

1. Research Conclusions

This paper takes Guo Shuqing, the CSCR chairman in November 2011, as the
background, and uses the sample of Listed Companies in Shanghai and Shen-
zhen Stock Exchanges from 2007 to 2017 to study the restraint of mandatory
dividend policy on agency costs of enterprises. The hypothesis 1-3 is confirmed
by theoretical inference, model analysis and empirical test. To this end, the fol-
lowing specific conclusions can be drawn:

Firstly, mandatory dividend policy will not only undoubtedly increase the
willingness of listed companies to pay dividends, but also, more importantly, it
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can significantly restrain the agency costs of listed companies. Specifically, the
mandatory dividend policy invisibly increases the expected return of share-
holders and potential investors, which can not only motivate them to increase
their stock holdings, but also change the balance between supply and demand
of the company’s stock, thus leading to the rise of stock prices. Obviously, this
will ultimately motivate company executives to work harder. At the same time,
Executives'due diligence must increase the reward rate of investment projects,
which naturally increases cash dividends and cash flow. Therefore, the man-
datory dividend policy has constructed a virtuous circle mechanism between
senior managers and shareholders, that is, mandatory dividend policy - cash
dividend - shareholder ownership - stock price rise - executive hard work -
the necessary rate of return for investment projects - sufficient cash flow -
cash dividend payable.

Secondly, the mandatory dividend policy reduces the agency cost of listed
companies by changing the total asset return rate. This intermediary effect is
completely consistent with the conclusion of the game model, that is, multiple
incentives of shareholder ownership, stock price fluctuation and mandatory
dividend policy, prompt executives to work hard, improve the expected return
on investment projects, and ultimately make the total asset return rate of the
company continue to rise, and increase the abundant cash flow for cash divi-
dend. Of course, this will also objectively reduce the agency cost of the company.

Finally, although the mandatory dividend policy reduces the agency cost of
Listed Companies in general, the inhibiting effect shows significant heteroge-
neity, that is, the expected policy effect is unsatisfactory at different levels, and
serious deviations have taken place. Specifically, the mandatory dividend poli-
cy has a significant inhibitory effect on agency costs of listed companies on the
motherboard and normal dividend companies, while for small dividends and
small and medium-sized listed companies, the inhibitory effect of agency costs
is not significant.

2. Policy Recommendation

According to the conclusions of the study, the following suggestions are put for-
ward:

Firstly, since the mandatory dividend policy can suppress the agency cost of
Listed Companies in general, it is suggested that the SFC strictly implement the
mandatory dividend policy, especially to make clear the punishment measures
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for those who refuse to implement it. In the implementation of the policy, many
listed companies secretly display their positions, follow the falsity of the SFC,
and passively resist the mandatory dividend policy. This is not only a challenge
to the seriousness of the policy itself, but also a disregard and contempt for the
rights and interests of small and medium-sized shareholders. Therefore, the
CSCR should not only introduce operable policies, but also take strict measures
to implement these policies vigorously.

Secondly, considering the heterogeneity of enterprises, it is suggested that
the SFC abandon the one-size-fits-all policy and design different dividend
standards according to different types of companies. In order to avoid the
“regulatory paradox”, the SFC should take full account of the growth of list-
ed companies, size and industry differences, and treat them differently, not in
a one-size-fits-all manner. That is to say, listed companies with higher agency
costs should increase their dividend-sharing ratio, such as state-owned enter-
prises and state-owned enterprises; for growing enterprises or enterprises
with high R&D investment, the dividend-sharing ratio should be reduced ac-
cordingly. At the same time, actively guide listed companies to pay more at-
tention to the protection of the interests of small and medium-sized investors
through dividend policy.

Thirdly, in order to avoid the tragic fate of becoming a leek, it is suggested
that small and medium-sized investors should actively use the signaling role
of cash dividend, dynamically adjust the stock portfolio, consciously vote by
foot, and effectively monitor the working attitude and behavior choice of sen-
ior managers. After all, a continuous and stable cash dividend is often a signal
of the stable financial and operating conditions of listed companies; conversely,
the long-term unreasonable non-dividend distribution of listed companies may
also be a signal of financial data fraud, internal control and tunneling compa-
nies. Therefore, the dividend distribution of listed companies is a good signal to
the capital market, and the majority of small and medium-sized shareholders
can optimize their stock asset allocation accordingly. At the same time, small
and medium-sized shareholders should strive to be close to institutional inves-
tors, because institutional investors can monitor the overall operation of en-
terprises on behalf of small and medium-sized shareholders, and supervise the
further improvement of corporate governance.

Fourthly, it is suggested that executives of listed companies should cor-
rectly understand the mandatory dividend policy, take this as an opportuni-
ty, dividend-sharing according to law, and establish a benign interactive con-



B CaN MANDATORY DIVIDEND PoLicy ReDUCE... 99

tractual relationship with shareholders. Since the Company Law determines
the obligation of dividend distribution of Listed Companies in the form of law,
the dividend distribution of listed companies should be duty-bound. Now the
mandatory dividend policy rectifies the long-term non-dividend-sharing of
listed companies. Executives should take into account the general situation and
strictly implement the mandatory dividend policy.
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