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Abstract

This Article empirically investigates the impacts of the board’s rejection of shareholder proposals on corporate value and the appropriate approach to regulation. The study utilizes a dataset of such incidents in China, where the board enjoys significant discretion in rejecting proposals due to the inadequacy of legal enforcement mechanisms. The findings provide suggestive evidence that the market reacts negatively to the announcement of proposal rejections, leading to a significant decline in a firm’s stock value. The most adverse effects are associated with rejections of director nomination proposals and blockholder-sponsored proposals. The inclusion of external legal opinions can help alleviate these adverse consequences. Additionally, the research uncovers that while the two stock exchanges in China demonstrate overall competence in identifying harmful rejection decisions, the effectiveness of their regulatory actions via comment letters is hindered by the inherent weakness of the soft law approach. Drawing upon these results, this study posits that the critical value of the shareholder proposal regime lies in providing a low-cost approach for dissident shareholders to replace poorly performing management and facilitating the constructive engagement of large shareholders and the management. Furthermore, it is recommended that China establish an SEC-style review process for board rejection decisions, with the exchanges as the ultimate authority permitting the exclusion of shareholder proposals.
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Appendix A: Measure of Market Leader Persistence

Drawing on the research of Dou, Ji, and Wu (2021, 2022, this study proposes an industry level measure of market leadership persistence. The measure is constructed by assuming that the likelihood of market leadership turnover follows a logistic regression model, as outlined by Eq (A.1).

(A.1)



P

(


I

turnover
,
i


t
→
t
+
1


=
1

)

=

1

1
+

exp

(

−

b
o

−

b
1


x

i
,
t



)









where, 




I

turnover
,
i


t
→
t
+
1







 is an indicator that takes on a value of one if the market leaders of industry i in year t + 2 are different from those in year t, and x

i,t
 is a column vector that encapsulates explanatory variables. Explanatory variables include the industry asset growth rate, industry ratio of expenses to revenue, industry R&D expenses scaled by revenue, the CR4 indicator (i.e., the concentration ratio of the top four firms in the industry), and the natural log of the number of firms in the industry. The market leader persistence variable is the predicted probability that new market leaders will emerge: 
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Appendix B: Definitions and Summary Statistics of the Variables

See Tables B.1 and B.2.


Table B.1:


Variable definitions.



	Panel A. Dependent variables
	
CL
	Binary dummy variable that equals 1 if a rejection decision is targeted by a comment letter.
	



	Panel B. Independent variables
	
Director
	Binary dummy variable that equals 1 if a shareholder proposal only nominates director candidates.
	
Governance
	Binary dummy variable that equals 1 if the content of a shareholder proposal only involves governance issues such as charter amendments, executive compensation, and internal control.
	
Business
	Binary dummy variable that equals 1 if the content of a shareholder proposal only involves business judgment issues, such as investment plan, share payback, and dividends.
	
InsInvestor
	Binary dummy variable that equals 1 if the content of a shareholder proposal is sponsored by an institutional investor.
	
Blockholder
	Binary dummy variable that equals 1 if the content of a shareholder proposal is sponsored by a shareholder individually or a shareholder coalition collectively holding more than 10 % of the shares.
	
Lawyer
	Binary dummy variable that equals 1 if the rejection decision is announced with an outside counsel’s legal opinion.
	



	Panel C. Control variables
	
ROA
	Return on assets: operating income before depreciation/total assets.
	
Leverage
	Asset-liability ratio: total liabilities/total assets.
	
M2B
	Market value of common equity/book value of common equity.
	
Cash
	Cash ratio: cash equivalence/current liabilities.
	
SaleGrowth
	Sales growth rate: (Sales

t
 − Sales

t−1)/Sales

t−1.
	
Loss
	Binary dummy variable that equals 1 if the firm’s net income is negative.
	
Age
	The natural logarithm of the number of years since the firm’s IPO.
	
Size
	The natural logarithm of the firm’s market capitalization.
	
Intangible
	Intangible asset ratio: intangible asset/total assets.
	
Z-Score
	Financial distress as measured by (Altman 1968)’s Z-Score.
	
SOE
	Binary dummy variable that equals 1 if the firm’s is a state-owned enterprise.
	
BoardSize
	The nature log of the number of people on the board.
	
Duality
	Binary dummy variable that equals 1 if the chairman and the CEO are held by the same person.
	
IndtBoard
	The percentage of independent directors.
	
Top1
	The proportion of shares held by the largest shareholder
	
AuChg
	Binary dummy variable that equals 1 if the firm changed its auditors during the year.
	
AuOp
	Binary dummy variable that equals 1 if the audit opinion is qualified during the year.
	
Restate
	Binary dummy variable that equals 1 if the firm filed a financial restatement during the year.
	
M&A
	Binary dummy variable that equals 1 if a merger or acquisition is announced during the year.
	
Violation
	Binary dummy variable that equals 1 if the firm is punished by regulators during the year.
	
Litigation
	Binary dummy variable that equals 1 if litigation is announced during the year.
	
HHI
	The Herfindahl-Hirschman Index: 
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, where x

i
 is the main business income of firm i, and x is the total main business income of the industry to which firm i belongs.
	
Leader
	Binary dummy variable that equals 1 if the firm is the one of the top two firms ranked by sales in the industry to which it belongs.
	
Persistence
	Industry level measure of market leadership persistence as explained in Appendix A.
	
Tradable
	Binary dummy variable that equals 1 if the firm is in a tradable industry as explained by Mian and Sufi (2014).
	
Lerner
	The Lerner Index: 
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, where Expenses include operating expense, sales expenses, and administrative expenses.





Table B.2:


Summary statistics of variables.



	VarName	Mean	SD	Min	Median	Max
	
CL
	0.45	0.50	0.00	0.00	1.00
	
Director
	0.58	0.50	0.00	1.00	1.00
	
Governance
	0.08	0.28	0.00	0.00	1.00
	
Business
	0.14	0.35	0.00	0.00	1.00
	
InsInvestor
	0.36	0.48	0.00	0.00	1.00
	
Blockholder
	0.62	0.49	0.00	1.00	1.00
	
Lawyer
	0.45	0.50	0.00	0.00	1.00
	
Roa
	−0.16	0.28	−1.45	−0.07	0.11
	
Leverage
	0.57	0.30	0.03	0.58	1.50
	
M2B
	4.35	6.48	0.66	2.47	44.61
	
Cash
	0.56	1.17	0.01	0.23	9.71
	
SaleGrowth
	0.33	2.37	−0.74	−0.01	16.98
	
Loss
	0.58	0.50	0.00	1.00	1.00
	
Age
	2.63	0.42	1.61	2.48	3.30
	
Size
	21.94	0.85	19.89	21.78	25.72
	
Intangible
	0.05	0.05	0.00	0.03	0.42
	
Z-Score
	3.18	9.48	−13.34	1.90	58.24
	
SOE
	0.08	0.28	0.00	0.00	1.00
	
BoardSize
	2.06	0.23	1.61	2.20	2.40
	
Duality
	0.25	0.44	0.00	0.00	1.00
	
IndtBoard
	0.37	0.06	0.30	0.33	0.60
	
Top1
	0.21	0.09	0.04	0.17	0.44
	
AuChg
	0.23	0.42	0.00	0.00	1.00
	
AuOp
	0.52	0.50	0.00	1.00	1.00
	
Restate
	0.41	0.49	0.00	0.00	1.00
	
M&A
	0.92	0.28	0.00	1.00	1.00
	
Violation
	0.64	0.48	0.00	1.00	1.00
	
Litigation
	0.86	0.35	0.00	1.00	1.00
	
HHI
	0.16	0.15	0.02	0.09	0.87
	
Leader
	0.13	0.34	0.00	0.00	1.00
	
Persistence
	0.07	0.02	0.02	0.07	0.13
	
Tradable
	0.70	0.46	0.00	1.00	1.00
	
Lerner
	−0.01	0.23	−0.69	0.04	0.40








Appendix C: Probit Regression Results

See Table C.1.


Table C.1:


Probit regression results with alternative control variables (2015–2022).



	Variables	Coeff.	Robust std. err. (1)
(p-value)	Robust std. err. (2)
(p-value)
	Panel A. Independent variables
	



	
Director
	−1.450	0.896 (0.106)	0.762* (0.057)
	

Governance

	
−3.656
	
1.496** (0.015)
	
1.318*** (0.006)

	

Business

	
−7.333
	
2.640*** (0.005)
	
3.604** (0.042)

	
Institution
	2.849	1.610* (0.077)	
0.964*** (0.003)

	

Blockholder

	
7.790
	
2.132*** (0.000)
	
1.897*** (0.000)

	

Lawyer

	
−4.576
	
1.663*** (0.006)
	
1.786** (0.010)

	



	Panel B. Control variables
	



	
ROA
	9.542	3.416*** (0.005)	3.258*** (0.003)
	
Leverage
	−25.892	10.249** (0.012)	7.725*** (0.001)
	
M2B
	0.627	0.231*** (0.007)	0.210*** (0.003)
	
Cash
	3.412	1.075*** (0.002)	0.780*** (0.000)
	
Salegrowth
	−0.856	0.318*** (0.007)	0.303*** (0.005)
	
Loss
	−3.231	1.741* (0.063)	1.977 (0.102)
	
Age
	2.386	0.767*** (0.002)	0.911*** (0.009)
	
Size
	−1.486	1.173 (0.205)	0.796* (0.062)
	
Intangible
	47.437	16.895*** (0.005)	17.955*** (0.008)
	
Z-value
	−1.573	0.657** (0.017)	0.548*** (0.004)
	
SOE
	12.740	4.479*** (0.004)	4.382*** (0.004)
	
Top1
	−25.903	7.748*** (0.001)	6.817*** (0.000)
	
BoardSize
	29.560	8.602*** (0.001)	9.227*** (0.001)
	
IndtBoard
	89.104	27.487*** (0.001)	31.156*** (0.004)
	
M&A
	−14.343	3.450*** (0.000)	2.768*** (0.000)
	
AuChg
	−14.776	4.143*** (0.000)	3.711*** (0.000)
	
AuOp
	0.673	1.821 (0.712)	1.186 (0.570)
	
Restate
	−0.288	0.700 (0.681)	0.748 (0.701)
	
Litigation
	5.929	1.845*** (0.001)	1.480*** (0.000)
	
Lerner
	1.311	4.803 (0.785)	3.755 (0.727)
	
Leader
	−2.456	2.184 (0.261)	1.413* (0.082)
	
Persistence
	−154.124	50.524*** (0.002)	38.092*** (0.000)
	
Tradable
	3.215	1.470** (0.029)	1.560** (0.039)
	Constant	−32.072	33.337 (0.336)	25.010 (0.200)
	



	Pseudo R
2
	0.651
	Observations	73



	
This table presents the Probit regression results of the relationship between proposal attributes and the exchanges’ decisions to issue CLs. Coeff. reports coefficients of the variables. Robust std. err. (1) reports standard errors corrected for clustering at the firm level and Robust std. err. (2) reports standard errors corrected for clustering at the year level, both with p-value in parentheses. Significance levels at 10 %, 5 % and 1 % are respectively designated as 
*
, 
**
, and 
***
. Results for independent variables that are significant at the 5 % level or higher are in bold.
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