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Abstract
Using a 2004 Chinese securities regulation that requires equity offering proposals to obtain the
separate approval of voting minority shareholders, we examine whether giving minority
shareholders increased control over corporate decisions helps reduce value-decreasing corporate
decisions for firms domiciled in weak investor protection countries. We find that the regulation
deters management from submitting value-decreasing equity offering proposals in firms with
higher mutual fund ownership. There is also weak evidence that minority shareholders are more
likely to veto value-decreasing equity offering proposals in firms with higher mutual fund
ownership in the post-regulation period. Overall, our evidence suggests that in weak investor
protection countries, the effect of granting minority shareholders increased control over
corporate decisions on the quality of corporate decisions depends on the composition of minority
shareholders.
JEL: G32, G34, G38
Keywords: corporate governance, shareholder democracy, direct shareholder participation,
financing policy

I. INTRODUCTION
Corporate ownership is highly concentrated in weak investor protection countries (La
Porta et al. 1999; Claessens et al. 2000). Hence, the agency conflict between firm executives and
controlling shareholders is minimal and the major agency conflict is between minority
shareholders and controlling shareholders and their appointed executives, hereafter referred to as
insiders or management for brevity. Since rational minority shareholders will price protect,
insiders should have an incentive to bond themselves to good corporate governance in order to
mitigate minority shareholders’ adverse selection (Jensen and Meckling 1976). However, in
reality, many listed firms in weak investor protection countries do not adopt good corporate
governance because weak country-level investor protection directly increases the costs that
insiders incur to bond themselves to good governance (Doidge et al. 2007).
As reviewed by La Porta et al. (2000) and La Porta et al. (2008), the extant international
corporate governance literature shows that failure to establish strong country-level investor
protection carries significant economic costs for both firms individually and countries as a whole.
Therefore, identifying effective control mechanisms to strengthen the legal protection of
minority shareholders becomes an important research issue. However, due to poor legal
enforcement, many traditional investor protection provisions such as board independence are not
very effective in reducing insiders’ agency problems (DeFond and Hung 2004). To combat
insiders’ agency problems, shareholder activists have shown an increasing interest in shifting the
corporate decision making power from insiders to minority shareholders (Vascellaro and Tibken
2008). Regulators around the world are also showing an increasing willingness to propose
regulations that would grant minority shareholders increased control over corporate decisions
(Scannell 2009; Ridley and Menon 2009).
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However, whether minority shareholders should be granted increased control over
corporate decisions is hotly debated because it is difficult to quantify ex ante most of the costs
and benefits associated with an increase in minority shareholders’ control rights (Vascellaro and
Tibken 2008; Scannell 2009; Holzer and Berman 2010; Holzer 2011). Proponents such as
Bebchuk (2005) argue that granting minority shareholders increased control over corporate
decisions is necessary to combat widespread managerial agency problems and therefore will
increase shareholder value. Opponents such as Bainbridge (2006) counter that minority
shareholders’ direct participation in corporate decisions will reduce shareholder value for several
reasons. First, minority shareholders may lack the necessary information idiosyncratic to a
particular firm to make informed decisions. Second, some minority shareholders such as public
pension funds may have an incentive to use their control power to pursue social, political or
environmental agendas that hurt shareholder value (Porter 1992). Third, even if minority
shareholders are granted increased control rights over corporate decisions, not all of them will
have the incentive or ability to effectively exercise their rights (Listokin 2010), especially in
countries with weak law enforcement. As a result, there is a risk that a small number of nonshareholder value maximizing minority shareholders can hijack major corporate decisions.
Finally, minority shareholders’ intervention in firm management may cause unnecessary
diversion of management attention and firm resources from other more productive uses
(Business Roundtable and the U.S. Chamber of Commerce vs. the SEC, No. 10-1305 (DC Cir.
July 22, 2011)).
The objective of this study is to provide direct empirical evidence relevant to this debate.
Specifically, we use a unique 2004 securities regulation issued by the China Securities
Regulatory Commission (CSRC), commonly referred to as the segmented voting regulation, to
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examine whether giving minority shareholders increased control over corporate decisions helps
improve the quality of corporate decisions for firms domiciled in weak investor protection
countries. Prior to the segmented voting regulation, insiders of publicly traded Chinese firms
frequently diverted corporate sources to themselves using various mechanisms, including issuing
new equity at discounted prices followed by the diversion of the equity offering proceeds to
controlling shareholders. The segmented voting regulation seeks to reduce the extent of insiders’
diversion by requiring several types of major corporate decisions, the most common of which is
equity offering proposals, to obtain the separate approval of minority shareholders who
participate in the voting.
To assess the effect of the segmented voting regulation on the quality of corporate
decisions, we conduct three empirical analyses. Our first analysis uses the equity offering
proposals over the period 1/1/2004-6/30/2005 to test whether the segmented voting regulation
discourages

insiders

from

submitting

value-decreasing

proposals.

Because

insiders’

expropriation will directly reduce the amount of cash flows available to minority shareholders,
which in turn will result in a decline in stock prices, an equity offering proposal is defined to be
value-decreasing (value-increasing) if the cumulative abnormal stock return to the announcement
of the proposal (denoted as CAR) is negative (positive). Our second analysis examines the
difference in the magnitude of CAR for the equity offering proposals submitted to shareholders
for approval across the pre- and post-segmented voting regulation periods. Our third analysis
uses the detailed voting data available in the post-regulation period to examine (a) which
minority shareholders are more likely to participate in the voting and (b) whether minority
shareholders’ voting decisions are correlated with proposal quality.

3

We expect the effect of the segmented voting regulation to depend on the effectiveness
with which minority shareholders exercise their control power. Hence, we also consider the
influence of the top ten minority shareholders’ ownership, which firms must disclose quarterly.
We decompose the top ten minority shareholders into institutional investors and individual
investors because the former are often regarded as more sophisticated and better informed. We
further decompose institutional investors into mutual funds and other miscellaneous institutions
such as brokerage firms or industrial companies because mutual funds are the largest
homogenous institutional investor group for our sample firms. For the reasons discussed in
section III, we do not make any predictions on the effects of the different types of institutional
ownership.
We find that on average the segmented voting regulation significantly deters valuedecreasing proposals but not value-increasing proposals. The segmented voting regulation’s
deterrence effect on value-decreasing proposals is stronger in firms with higher mutual fund
ownership or higher individual shareholder ownership but not in firms with higher other
institutional ownership. Consistent with the deterrence effect of the segmented voting regulation,
we find that the mean CAR for the submitted proposals is significantly negative in the preregulation period but becomes significantly positive in the post-regulation period. The difference
in CAR across the two periods is significant and increases with mutual fund ownership but not
with the other institutional ownership or individual investor ownership. Overall, our results
suggest that giving minority shareholders increased control over corporate decisions can help
increase the quality of corporate decisions in a weak investor protection country like China, but
only in firms with higher mutual fund ownership.
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With regard to minority shareholders’ voting behavior in the post-regulation period, we
find that minority shareholders with lower stock ownership levels are less likely to vote on
submitted proposals. Among the top ten minority shareholders, individual shareholders are less
likely to vote on submitted proposals than mutual funds and other institutional investors. We find
mixed evidence on the association between proposal quality and the likelihood of minority
shareholders’ vetoing the proposal in the post-regulation period. We find no evidence of a
negative association between proposal quality and minority shareholders’ veto for the full sample.
In addition, there is weak evidence of a negative association for firms with higher mutual fund
ownership. In section IV, we explain how this seemingly counterintuitive evidence is consistent
with an equilibrium where insiders are deterred from submitting value-decreasing proposals and
therefore minority shareholders rarely face the need to veto submitted proposals.
We conduct a series of robustness checks for our empirical results. We find no evidence
that our results are attributable to alternative explanations, such as confounding regulatory
announcements or a general improvement in investor protection during our sample period.
Our study makes several important contributions. First, we contribute to a growing
literature following La Porta et al. (1997, 1998) that analyzes the effect of legal environments on
shareholder value and financial market development. Most studies in this literature examine a
country’s legal environment as a whole and do not examine the specific mechanisms through
which law affects financial markets. Understanding the consequences of introducing specific
investor protection mechanisms is important because country-level legal reforms are often
incremental and piecemeal. In addition, the majority of the studies use cross-country regressions
and therefore their conclusions are subject to the well-known concerns of endogeneity,
measurement error, and correlated omitted variables (La Porta et al. 2008). A key contribution of
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our study is to directly demonstrate the effect of adopting one specific investor protection
mechanism on the quality of corporate decisions. As detailed in section II, our unique setting
allows us to overcome several common methodological challenges in establishing the causal
effect of changing minority shareholders’ control on the quality of corporate decisions.
Second, our results are also relevant to a growing literature on the proxy voting decisions
of mutual funds resulting from the recent availability of mutual fund proxy voting data (Davis
and Kim 2007; Cremers and Romano 2011). This literature finds that mutual funds often support
management in proxy voting (Cremers and Romano 2011), raising questions about the
governance role of mutual funds. However, the evidence from our study suggests that a key
governance role of mutual funds is to deter management from submitting value-decreasing
proposals. Therefore, a narrow focus on mutual funds’ actual voting behavior may significantly
understate the governance role of mutual funds.
Third, we provide timely information to government regulators around the world who are
debating whether to grant minority shareholders more direct influence over corporate decisions.
The evidence from our study suggests that in weak investor protection countries, the positive
effect of giving minority shareholders a direct say on corporate decisions depends on the
composition of minority shareholder ownership.
The next section discusses the institutional background and related research. Section III
discusses the effect of the regulation on management’s proposal submission decision. Section IV
analyzes minority shareholders’ voting behavior in the post-regulation period. Section V
concludes.

II. INSTITUTIONAL BACKGROUND AND RELATED RESEARCH

6

Institutional Background
Prior to China’s split share structure reform beginning in May 2005, domestically listed
Chinese firms, often referred to as A share firms, had two types of common stocks. The first type
was non-tradable shares, which were largely owned by a controlling shareholder and typically
represented two-thirds of a firm’s share capital. The second type was tradable shares, which were
owned by Chinese citizens, domestic institutions and qualified foreign institutional investors, and
listed on one of the two domestic stock exchanges. We refer to the holders of tradable shares as
minority shareholders in this paper. Aside from the difference in tradability, the non-tradable
shares and tradable shares enjoy equal voting and cash flow rights. Chen and Yuan (2006) find
that the non-tradable shares are very illiquid, typically selling for less than 20 percent of the
market price of tradable shares, thus limiting the ownership benefits of equity to the controlling
shareholders if they wish to sell in the short run.
Due to lack of investor protection in China (Allen et al. 2005), controlling shareholders of
A share firms have a strong incentive to divert the resources of A share firms to themselves (Jian
and Wong 2010; Berkman et al. 2011; Fan et al. 2007; Jiang et al. 2010). 1 Prior to the issuance
of the segmented voting regulation, equity offerings were a popular mechanism for corporate
insiders to expropriate resources from existing minority shareholders. Specifically, management
could first price an equity offering at a significant discount relative to the prevailing market price
of trading shares in order to entice both existing and new minority (i.e., tradable) shareholders to
participate in the offering, resulting in a significant dilution of existing shareholders’ equity

1

In addition to the agency conflict between the controlling shareholder and minority shareholders, an agency
conflict also exists between all shareholders and the management in state-controlled Chinese firms. This is because
the controlling shareholder of state-controlled firms is the government which may not have the same incentive as the
controlling shareholder of a family controlled firm to monitor the management. The existence of this additional
agency conflict further increases the need for minority shareholder protection.
7

interest. 2 The dilution effect was largely borne by existing minority shareholders because the
market price of non-tradable shares was much lower than the market price of tradable shares and
therefore the new equity offering price was almost surely above the market price of non-tradable
shares. Second, management could divert part or all of the proceeds from the equity offering to
the controlling shareholder through various channels such as related party transactions and
related party loans (CSRC 2004). Hence, existing minority shareholders rarely benefited from
the proceeds of the new equity offering. In the presence of a dominant controlling shareholder in
most A share firms, tradable shareholders had little ability to stop the insiders from passing
value-decreasing proposals because equity offering proposals only required the approval of more
than 50 percent of all common shares that participated in the voting.
To curb such expropriation behavior, the CSRC issued a regulation entitled “Provisions
on Strengthening the Protection of the Rights and Interests of the General Public Shareholders”,
commonly referred to as the segmented voting regulation, on December 7, 2004. In addition to
the previous requirement that major corporate decisions be approved by more than 50 percent of
all tradable and non-tradable shares that participate in the voting, the segmented voting
regulation requires several major corporate decisions, including equity offering, major corporate
restructuring, and overseas listing of subsidiaries, to be separately approved by more than 50
percent of the tradable shares that participate in the voting. 3 The new regulation applied to all
domestically listed firms and took effect on December 7, 2004.
2

In the pre-segmented voting regulation period controlling shareholders rarely purchased shares in equity offerings
because any new shares they acquired were non-tradable but had to be purchased at the same price as tradable shares.
3
In addition to the segmented voting rule, the segmented voting regulation also contains four additional investor
protection provisions: (a) strengthening the role of independent directors by requiring material related party
transactions and the hiring and dismissal of the company auditor to be subject to the approval of at least one half of
the independent directors; (b) improving investor relations by encouraging management to improve the quality of
corporate disclosures and investor communications; (c) encouraging listed firms to adopt a regular dividend policy
and prohibiting listed firms that have not distributed cash dividends in the past three years from issuing new equity;
and (d) holding controlling shareholders and company executives to the standard of fiduciary duty for minority
8

Related Research
Not much is known, based on the extant literature, about the economic effects of granting
minority shareholders increased control over corporate decisions for firms domiciled in weak
investor protection countries. One stream of relevant research is the international corporate
governance literature that examines the cross-sectional association between country-level
investor protection and shareholder value and financial market development (see La Porta et al.
2008 for a review). However, this literature does not examine the specific channels through
which law affects financial markets. 4 More importantly, this literature does not distinguish
investor protection provisions that facilitate minority shareholders’ monitoring of insiders who
make corporate decisions from investor protection provisions that shift the control over corporate
decisions from insiders to minority shareholders. In addition, as noted by La Porta et al. (2008),
many studies in this literature suffer from the problems of correlated omitted variables,
measurement error and endogeneity. It is still an open question whether improving a country’s
investor protection would necessarily lead to an improvement in the quality of corporate
decisions, especially in weak investor protection countries.
Berkman et al. (2011) examine the abnormal stock returns around the announcements of
three Chinese securities regulations within a two-month period in 2000. 5 Berkman et al. find that
firms with weaker governance experienced significantly larger abnormal returns around the
shareholders and increasing the administrative penalties for violation of such fiduciary duty. As explained in section
III, we show that our results are unlikely to be explained by any of these four investor protection provisions.
4
A notable exception is Atanasov et al. (2010) who study the effect of a 2002 Bulgarian law change that prohibits
dilutive equity offerings, freezeouts and going-private transactions. However, they do not consider how granting
minority shareholders direct control over corporate decisions affects the quality of corporate decisions.
5
The first regulation allows shareholders with more than five percent voting rights to propose motions for
discussion at the shareholders’ annual meeting and prohibits shareholders involved in a related party transaction
from voting on the transaction. The second regulation prohibits listed firms from issuing loan guarantees to their
shareholders, shareholder controlled or affiliated companies, or any individual. The third regulation requires the
board to perform a rigorous due diligence investigation prior to any material asset acquisition or disposal.
9

announcements of the three regulations than did firms with stronger governance. While their
results suggest that the three regulations increased the degree of investor protection, it is difficult
to determine whether their results are due to a significant increase in minority shareholders’
control over corporate decisions as opposed to a strengthening of firms’ internal governance.
Gillian and Starks (2007) identify several methodological challenges in establishing the
causal effect of changing minority shareholders’ control over corporate decisions on shareholder
value. First, minority shareholders’ control over corporate decisions often changes slowly.
Therefore, a researcher may find it difficult to reliably measure such a small change in minority
shareholders’ control or detect the effect of the small change on shareholder value.
Second, most changes in minority shareholders’ control over corporate decisions deal
with general corporate governance issues such as board structure or voting procedures rather
than with specific corporate decisions. Hence, it is difficult to directly attribute any observed
change in managerial behavior such as changes in corporate investment to a change in minority
shareholders’ control.
Third, even if a change in minority shareholders’ control is related to a specific corporate
decision, a researcher generally cannot observe the outcome of the specific decision made by
minority shareholders and thus has to infer the impact of the change in minority shareholders’
control from aggregate performance outcomes such as stock prices or accounting earnings. As
stock prices and accounting earnings reflect the effects of multiple economic forces, any
association between changes in minority shareholders’ control and changes in stock prices or
earnings could be subject to alternative explanations.
Our setting offers features to address these methodological challenges. Specifically, the
segmented voting regulation represents a significant mandatory shift in the control over
10

corporate decisions from management to minority shareholders and deals with specific corporate
decisions involving equity offering proposals. In addition, we can observe the outcomes of the
specific decisions made by minority shareholders. Hence, we can more directly demonstrate the
causal link between an increase in minority shareholders’ control over corporate decisions and
the change in the quality of corporate decisions in our setting.

III. THE EFFECT OF THE SEGMENTED VOTING REGULATION ON THE
QUALITY OF MANAGEMENT’S EQUITY OFFERING PROPOSALS
The Deterrence Effect of the Segmented Voting Regulation
We first examine whether the segmented voting regulation deters managers from
submitting value-decreasing proposals. Consistent with the notion of shareholder value
maximization (Shleifer and Vishny 1997), which focuses on the cash flow rights of stock
ownership as reflected in stock prices, we use the market adjusted cumulative abnormal return
over the [-2, +10] trading days around the proposal announcement date (denoted as CAR) to
proxy for proposal quality. 6,7 We extend the CAR’s holding period to ten trading days after the
proposal announcement for several reasons. First, the Chinese stock exchanges limit the
maximum daily stock price movement to be no more than +10 percent so that a short window
CAR may not fully capture the proposal quality. Second, equity offering is a complex business
decision for which minority shareholders may need more time to digest the information included
in the proposal and to search for private information to evaluate the merits of the proposal. This
is especially important in China because management usually does not provide detailed
6

The period between the proposal announcement date and the proposal voting date is at least 20 trading days for all
but one proposal. For this one proposal, the CAR’s holding period includes nine trading days that end on the day
before the voting date. Our inferences are similar if this one proposal is dropped. Throughout the paper, similar
inference means that results are consistent with our predictions at a two-tailed significance level of ten percent.
7
Prior China related event studies also use relatively long periods to measure abnormal returns (e.g., Fan et al. 2008;
Berkman et al. 2010).
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information on equity offering proposals. Finally, the Chinese stock market is dominated by
small retail investors and there are not enough sophisticated investors such as financial analysts
or institutional investors who can help quickly impound the value implications of an equity
offering proposal into stock prices (Ma 2004).

The sample and data sources
We limit our empirical analysis to the eligible firm months over the period 1/1/20046/30/2005. Our sample starts on 1/1/2004 because detailed ownership data on the top ten
minority shareholders are not available before 2004. Our sample ends on 6/30/2005 because in
May 2005 the CSRC launched a major reform, the split share structure reform, which converted
non-tradable shares into tradable shares and therefore temporarily suspended the approval of
equity offering proposals.
As detailed in Appendix A, we follow various CSRC regulations to identify all the A
share firm months in which the firms are eligible to propose equity offerings as of the beginning
of each observation month. After deleting observations with missing control variables, there are
21,512 firm months during our sample period, of which 855 unique firms containing 11,924
(55.4 percent) firm months are deemed eligible to propose equity offerings. All financial data are
obtained from either the WIND or CSMAR (China Securities Market and Accounting Research)
database. We use WIND to identify the sample of equity offering proposals submitted in our
sample period and hand collect all the relevant information on the equity offering proposals.

Methodology and predictions
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We use the following multinomial logit model to test the effect of the segmented voting
regulation on management’s decision to submit value-increasing versus value-decreasing equity
offering proposals:
SUBMISSIONit = a + b * AFTER + c * CONTROLit + ε it

(1)

where i and t are firm and month indicators, respectively. SUBMISSIONit is A if firm i does not
submit a proposal in month t (the benchmark), B if firm i submits a value-increasing (i.e., CAR>0)
proposal in month t, and C if a firm i submits a value-decreasing (i.e., CAR<0) proposal in month
t. AFTER is a dummy variable that is equal to one for the 7 months in the post-regulation period
starting in December 2004, and zero for the 11 months in the pre-regulation period. 8 , 9
CONTROL is a list of common determinants of equity offerings to be discussed below. All the
other variables are defined in Table 1.
The effect of the segmented voting regulation on managerial behavior depends on how
management anticipates minority shareholders’ voting behavior. If minority shareholders are not
independent from management, management will continue to submit value-decreasing proposals.
If minority shareholders are independent and thus have the incentive to use their control power to
veto value-decreasing proposals, rational management should anticipate this and thus should be
less likely to submit value-decreasing proposals such that the coefficient on AFTER should be
negative for value-decreasing proposals. Furthermore, there are significant costs associated with
submitting a proposal that is later vetoed. One cost is the nontrivial time and resources devoted
to the preparation of the proposal. Another cost is the damage to management and directors’

8

There were no equity offering proposals announced during the period December 1, 2004-December 6, 2004.
Upon the release of the exposure draft of the regulation on September 27, 2004, some firms might have attempted
to avoid the final regulation by accelerating future equity offering proposals to the period 9/27/2004-12/7/2004. As a
robustness check, we also define AFTER using September 2004 as a cutoff and find similar inferences.

9
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reputation resulting from the veto of a value-decreasing proposal. In addition, management may
be forced to face the media and investors to explain the reasons for the veto, which could be
embarrassing to management (see, e.g., “Equity Offering Proposal Vetoed, Fuyao Inc. Has to
Look For Alternative Financing Sources”, China Mining Journal, June 23, 2004).
To the extent that they are rational, minority shareholders should not veto valueincreasing equity offering proposals in both the pre- and post-regulation periods. Anticipating
this, management’s submission behavior for value-increasing proposals should not change after
the segmented voting regulation. Therefore, we do not expect the coefficient on AFTER to be
negative for value-increasing proposals.
To control for systematic differences in the characteristics of the sample firms across the
two time periods, we follow existing corporate finance research (Jung et al. 1996; Berger et al.
1997; Myers 2003; Leary and Roberts 2010) by including the following common equity
financing determinants: Q, CASH, CFO, LEV, VOLATILITY, AR12, ASSETS, and industry fixed
effects. All control variables are defined using the most recently available information as of the
beginning of month t. 10
We conjecture that the deterrence effect of the segmented voting regulation should hinge
on minority shareholders’ expected voting behavior. Hence, we also examine whether the effect
of AFTER varies with a firm’s minority shareholder ownership structure. Economic theory
suggests that the incentive to participate in shareholder voting should increase with a
shareholder’s stock ownership. Hence, we focus on the stock ownership of the top ten minority
shareholders.

10

Following Li et al. (2009), we also control for a dummy variable for state-controlled firms and a regional
institutional development index developed by Fan and Wang (2004) in our Tables 2 and 3 and obtain similar
inferences.
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Among the top ten minority shareholder ownership, we distinguish the ownership of
mutual funds (MUTUAL_OWN), other institutional investors (OTHERINST_OWN), and
individual investors (INDIVIDUAL_OWN), as defined in Table 1. We decompose the top ten
minority shareholders into individual investors and institutional investors because institutional
investors are believed to enjoy economies of scale, informational advantages, and greater
financial sophistication. We further decompose institutional investors into mutual funds and
other institutional investors because mutual funds are the largest homogenous institutional
investor group in our sample period and thus it is interesting to separately study the impact of
mutual fund ownership. The category of other institutional investors contains a diverse list of
institutional investors with tiny ownership stakes, including brokerage firms, national social
security trust funds, insurance companies, foreign institutions, domestic industrial corporations,
etc. Hence, we do not break down the OTHERINST_OWN ownership category further and make
no prediction for the effect of this category. 11
Due to the presence of opposing economic forces, it is difficult to make a clear prediction
about the effect of mutual fund ownership on management’s proposal submission decision. On
the one hand, there are economic forces that would encourage mutual fund managers to support
(object to) managerial decisions that increase (decrease) shareholder value. First, Chinese mutual
funds’ primary business activity is fund management and hence we expect Chinese mutual funds
to be more independent and be more willing to object to value-decreasing managerial
11

Chen et al. (2007) argue that independent long-horizon institutions with large ownership stakes have a stronger
incentive to monitor managerial behavior. In particular, Chen et al. (2007, p.283) argue that the longer an institution
has been invested in a firm, the better is its knowledge of the firm and the more influence it will have with
management. In our setting, an institution’s influence with management is explicitly granted by the segmented
voting regulation and thus is independent of the institution’s investment horizon. Hence, we consider an institution’s
independence and ownership level but not investment horizon. We expect both short-horizon institutional ownership
and long-horizon institutional ownership to have an incentive to deter management from submitting valuedecreasing proposals. Empirically, we find little evidence that the results in Tables 2 and 3 are stronger for firms
with higher long-horizon mutual fund ownership.
15

decisions. 12 Second, the Chinese mutual fund industry is fairly competitive and therefore
underperforming mutual funds face a significant risk of fund withdrawal by mutual fund
investors (Ferreira and Ramos 2009; Xiao and Shi 2011; Liu 2011). Third, mutual fund managers
who deliver lackluster fund performance face a significant risk of employment termination (Li
2008; Jing 2009). For example, mutual fund managers are regularly ranked based on past fund
performance by popular Chinese magazines and newspapers. Highly ranked fund managers
command high cash compensation, while lower ranked fund managers face the threat of rapid
termination.
On the other hand, opposing economic forces may induce mutual fund managers to
support managerial decisions that decrease shareholder value. For example, many Chinese
mutual funds are controlled by the Chinese government which is known to have non-value
maximizing objectives or brokerage firms which may have other business relations with publicly
traded firms such as investment banking. Furthermore, due to China’s weak rule of law, mutual
fund managers could collude with listed firms’ management in order to extract private benefits
for themselves.
Despite these conflicting forces, anecdotal evidence suggests that Chinese mutual funds
have been increasingly active in protecting their funds’ ownership interests from insiders’
expropriation. Even prior to the passage of the segmented voting regulation, several prominent
cases illustrated mutual fund activism, including ten mutual fund management companies,
representing 53 mutual funds, objecting to China Merchants Bank’s proposed RMB$10 billion

12

Mutual funds may also have business ties such as consulting arrangements with the firms in their investment
portfolio, but Davis and Kim (2007) find no evidence that business ties negatively affect U.S. mutual funds’
independence (Cremers and Romano 2011). A buy-side analyst working in the Chinese mutual fund industry for
many years told us that Chinese mutual funds in our sample period provided little consulting services to publicly
listed Chinese firms.
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convertible bond offering in 2003 (Sun 2003). This mutual fund activism was one of the triggers
that led to the passage of the segmented voting regulation in 2004 (Fang 2004).

Results
Table 1 shows the descriptive statistics and correlations for the relevant regression
variables in model (1) for the 11,924 firm-month observations. Approximately 0.9 percent of the
firm months (105 unique proposals) included value-increasing equity offerings while one percent
of the firm months (123 unique proposals) included value-decreasing equity offerings. Among
the top ten minority shareholders, the mean mutual fund ownership is 4.6 percent of the total
outstanding tradable shares versus 4.5 percent for the other institutional shareholders and two
percent for individual shareholders. These percentages are economically meaningful but are
much lower than the mean institutional ownership in listed U.S. firms. Despite the small
aggregate ownership, the top ten institutional shareholders can be influential because the
segmented voting regulation requires that equity offering proposals be separately approved by
the majority of tradable shares that participate in the voting. We document in section IV that the
top ten institutional shareholders are more likely to participate in the voting and therefore are
likely to have a substantial impact on the voting outcomes under the segmented voting regulation.
[place Table 1 about here]
Panel A of Table 2 shows the regression results of the multinomial logit regression model
(1) for value-increasing equity offering proposals and value-decreasing equity offering proposals
relative to the reference group of firms that do not have any equity offering proposals in a month.
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The coefficients on the control variables are generally consistent with prior research though they
are not always significant. 13
[place Table 2 about here]
The insignificant coefficient on AFTER for value-increasing proposals suggests that there
is no evidence that increasing minority shareholders’ control over corporate decisions affects
management’s likelihood of submitting value-increasing equity offering proposals. The
coefficient on AFTER for value-decreasing proposals is significantly negative, suggesting that
management is less likely to submit value-decreasing equity offering proposals in the postregulation period.
Panel B of Table 2 shows the results of model (1) after allowing the coefficient on
AFTER to vary with the minority shareholder type. With respect to value-increasing proposals,
the

coefficients

on

AFTER×MUTUAL_OWN,

AFTER×OTHERINST_OWN

and

AFTER×INDIVIDUAL_OWN are all insignificant at the ten percent two-tailed level. With
respect to value-decreasing proposals in Panel B of Table 2, the coefficients on
AFTER×MUTUAL_OWN and AFTER×INDIVIDUAL_OWN are significantly negative but the
coefficient on AFTER×OTHERINST_OWN is insignificant, suggesting that the presence of
mutual fund ownership and individual investor ownership discourages management from
submitting value-decreasing proposals in the post-regulation period relative to the pre-regulation
period. 14 Following Ai and Norton (2003) and Norton et al. (2004), we also compute the

13

Given the low frequency of equity offering proposals, we also use the Table 2 analysis using a rare event logit
model. Alternatively, we re-estimate the regressions in Table 2 using an industry and firm size matched sample. Our
inferences are similar using both alternative approaches.
14
The significant interaction effect for AFTER×MUTUAL_OWN is unlikely to reflect mutual funds’ stock picking
ability. If it did, the coefficient on MUTUAL_OWN should be also significantly negative rather than insignificant for
the pre-regulation period for value-decreasing proposals in Table 2, Panel B.
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marginal effect of AFTER×MUTUAL_OWN for value-decreasing proposals. 15 We find that the
change in the marginal effect of AFTER associated with a one standard deviation change of
MUTUAL_OWN is -0.71%, which is economically significant relative to the unconditional
probability (one percent) of value-decreasing proposals in our sample period.

Quality of Submitted Equity Offering Proposals Before Versus After the Segmented Voting
Regulation
Given that the segmented voting regulation discouraged value-decreasing equity offering
proposals as shown in Table 2, we should also expect the average quality of submitted equity
offering proposals to be higher in the post-regulation period than in the pre-regulation period.
We test this prediction by comparing the average magnitude of CAR across the pre- and postregulation periods. We expect the average CAR to be more positive in the post-regulation
period. 16
Panel A of Table 3 shows that proposal quality is higher in the post-regulation period.
The mean and median CAR are both significantly negative in the pre-regulation period using the
t-test and rank-sum test. In contrast, the mean and median CAR are both positive in the postregulation period and significantly different from zero using the t-test. In addition, the mean and
median CARs are significantly different over the two time periods using either a t-test or ranksum test.
[place Table 3 about here]
15

The STATA codes for computing the marginal effect of an interaction term in a multinomial logit model are
available from the authors upon request.
16
It is important to note that we cannot automatically infer the results in Table 2 based on the confirmative evidence
in Table 3. This is because Table 3 does not distinguish value-decreasing proposals from value-increasing proposals.
For example, an increase in CAR across the two periods in Table 3 could be caused by an increase in the number of
value-increasing proposals but there could be no change in the pattern of value-decreasing proposals in the two
periods.
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Panel B of Table 3 shows the regression results on the impact of the top ten minority
shareholder composition on CAR across the two time periods without and with control variables.
Since inferences are similar across the two regressions, we focus on the results in the first
regression. Since management had absolute control over equity offering decisions in the preregulation period, it may not be surprising to observe that none of the coefficients on
MUTUAL_OWN, OTHERINST_OWN, and INDIVIDUAL_OWN is significant. However,
consistent with the evidence in Table 2, the coefficient on AFTER×MUTUAL_OWN is
significantly positive, suggesting that mutual fund shareholders play an effective governance role
in the post-regulation period by improving the quality of submitted proposals. The coefficient on
AFTER×MUTUAL_OWN is also economically significant. A one standard deviation increase in
MUTUAL_OWN is associated with an increase in CAR of 3.22% from the pre- to post-period.
There is no evidence of an improvement in proposal quality over the two time periods in firms
with higher other institutional or higher individual shareholder ownership. Overall, the combined
results in Tables 2 and 3 provide fairly mixed evidence on the effect of individual investor
ownership on the quality of managerial equity offering proposals. Therefore, we do not draw any
strong conclusion on the effect of individual investor ownership.

Robustness Checks
In this section we perform a series of robustness checks to rule out alternative
explanations for the regression results in Tables 2 and 3.

Potential limitations of CAR as a proxy for proposal quality
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We acknowledge that CAR could suffer from several potential limitations as a proxy for
proposal quality. First, CAR may not fully capture the information content of stock market’s
reactions to announcements of equity offering proposals due to information leakage. Hence, we
also measure CAR over either [-10, +10] or [-5, +10] trading days and obtain similar inferences.
Second, CAR could be nonzero for volatile stocks even when the announcement of an
equity offering proposal suggests no evidence of managerial agency problems. Hence, our
classification of value-decreasing versus value-increasing proposals based on the sign of CAR in
Table 2 is likely to be noisy. To deal with this concern, we create a standardized CAR (denoted
as SCAR), which is defined as

, where N is number of trading days in the CAR window, and

σ is standard deviation of daily market-adjusted returns over the [-280,-31] trading days prior to
the equity offering proposal announcement date. Then we redefine an equity offering proposal to
be value-decreasing if its SCAR is below -1.65, value-increasing if its SCAR is above +1.65, and
value neutral if its SCAR falls between -1.65 and +1.65. The cutoff 1.65 is the critical T value for
the two-tailed significance level of ten percent. Inferences are similar using SCAR.
Third, even if management continues to submit a large number of value-decreasing
equity offering proposals in the post-regulation period, CAR may not be negative due to the stock
market’s anticipation of minority shareholders’ vetoing value-decreasing proposals. However, as
we have argued in the section “Methodology and Predictions”, due to the costs of preparing an
equity offering proposal and the reputation cost resulting from the vetoing of a managerial
proposal, we believe that it is not rational for managers to submit value-decreasing proposals that
are expected to be vetoed by minority shareholders. Empirically, to the extent that this
anticipation effect exists, it does not appear to be severe in our sample because as shown in
section IV, only a small number of equity offering proposals were vetoed by minority
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shareholders in the post period. Finally, even if this anticipation effect is material, we can still
use Table 2’s research design to conclude that the segmented voting regulation has a significant
disciplinary effect on managerial financing decisions. The disciplinary effect is reflected in the
deterrence effect noted in our paper as well as minority shareholders’ ex post vetoing of
submitted value-decreasing proposals. The CAR at the proposal announcement will capture both
effects. Hence, we can still use Table 2 to assess the overall effectiveness of the regulation, but
we can no longer use CAR as a proxy for proposal quality or use Table 2 to separately identify
the deterrence effect of the regulation.
Fourth, Myers and Majluf (1984) show that CAR could be negative in the presence of
information asymmetry between insiders and outside investors. Hence, even if the true
underlying quality of the proposed equity offerings does not improve in the post-regulation
period, the average CAR could be still less negative in the post-regulation period. The reason is
that corporate insiders may have an incentive to provide more information about the proposed
equity offerings and therefore the degree of information asymmetry between insiders and outside
investors is smaller in the post-regulation period than in the pre-regulation period. We do not
believe that our results in Tables 2 and 3 can be attributed to this alternative explanation for
several reasons. The first reason is that Myers and Majluf’s information asymmetry hypothesis
cannot explain why the average CAR in the post-regulation period is significantly positive as
shown in Table 3. The second reason is that the prices of all equity offerings are determined
based on the prevailing stock prices prior to the offerings. Hence, we expect corporate insiders to
have equal incentives in both time periods to provide information to outside investors in order to
mitigate the dilution of existing equity holders. The third reason is that the CSRC did not change
the mandatory disclosures that are required to be contained in equity offering proposals during
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our sample period. We find no evidence that the disclosure quality of the equity offering
proposals measured by the number of words contained in an equity offering proposal differs
between the pre-regulation period and the post-regulation period. 17
Fifth, the quality of CAR as a proxy for proposal quality could be affected by
confounding corporate announcements occurring during the CAR measurement window. To deal
with this issue, we use a regression approach 18 to remove the portion of CAR that is correlated
with the two most common firm-specific announcements occurring during the CAR measurement
window, earnings surprises and dividend surprises, and obtain similar inferences.
Sixth, we replicate our key interaction regression models shown in Tables 2 and 3 using
a short-window CAR measured over trading days [-1,+1] centered on the proposal announcement
date and untabulated results support similar inferences.
Finally, we measure the equity offering proposal quality using observable firm
characteristics rather than CAR, which could be problematic if the Chinese stock market is
inefficient. Existing finance theory (e.g., Jung et al. 1996) suggests that high growth firms with a
low balance of cash holding and high leverage should face a higher legitimate need for equity
financing. Because the segmented voting regulation discourages managers from making valuedecreasing equity offering proposals that are not justified by their firms’ economic situations, we
expect that the firms that do submit equity offering proposals are more likely to be firms with
higher growth (Q and SALESGROWTH), lower cash holdings (CASH), and higher leverage (LEV)
in the post-regulation period than in the pre-regulation period. Table 4 shows the results of this
hypothesis. To control for industry-year effects of the firm characteristics, the values of all the

17

This finding also suggests that provision (b) noted in footnote 3 is ineffective in inducing corporate insiders to
disclose more information.
18
The detail of this regression approach is available from the authors upon request.
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variables in Table 4 are adjusted for the industry-year medians. With the exception of Q, the
differences in SALESGROWTH, CASH, and LEV across the two time periods are all consistent
with our predictions.
[place Table 4 about here]

The confounding effect of the split share reform
We next examine whether the results in Tables 2 and 3 are due to management’s
anticipation of future securities regulations that occurred after December 7, 2004. The most
significant securities reform in China following the segmented voting regulation was the split
share structure reform in 2005. The key effect of this reform was to increase the liquidity of nontradable shares, which in turn should help align the interests between minority shareholders and
controlling shareholders, especially those with a larger ownership of non-tradable shares.
Therefore, in anticipation of the reform, controlling shareholders with higher stock ownership
may have weaker incentive to expropriate minority shareholders in our post-regulation period.
To rule out this alternative explanation, we rerun the regressions in Tables 2 and 3 by including
NONTRADE_OWN, defined as the stock ownership of all non-tradable shareholders, and its
interaction with AFTER. Untabulated regression results show that the coefficients on
AFTER×NONTRADE_OWN are never significantly different from zero, suggesting no evidence
of an anticipation effect of the reform. More importantly, inferences with respect to the key
coefficients of interest in Tables 2 and 3, AFTER×MUTUAL_OWN, are unaffected.

General improvement in investor protection
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The results in Tables 2 and 3 could potentially be explained by China’s gradual
improvement in investor protection during our sample period. We perform several types of
analyses to rule out this alternative explanation. First, we examine whether there is a time trend
in the mean/median CAR over our sample period. To the extent that our results in Tables 2 and 3
are due to China’s gradual improvement in investor protection, we should observe similar
findings even for the period prior to the segmented voting regulation. As shown in Figure 1,
there is no evidence of a time trend in the mean/median CAR over our sample period except for
the jump in CAR coincident with the segmented voting regulation.
[place Figure 1 about here]
Second, we replicate the interaction effect regressions in Tables 2 and Table 3 using a
pseudo AFTER over the following three alternative 18-month time periods prior to the
segmented voting regulation: (a) January 2003-June 2004; (b) April 2003-September 2004; and
(c) July 2003-November 2004. As the regulation took effect on December 7, 2004, the last
pseudo period contains only 17 months. We choose a gap of 3 months between the starting
months of the three pseudo periods. Similar to the definition of AFTER, the pseudo AFTER is
zero for the first 11 months and one for the remaining months. The untabulated regression results
suggest no evidence that the results in Tables 2 and 3 are due to a gradual improvement in
investor protection.
Third, we examine whether the investor protection provision (c) noted in footnote 3
explains the results of Table 2 by restricting our sample firms in Table 2 to those that paid cash
dividends in at least one of the past three years. Our inferences are not changed (untabulated).
This may not be surprising because this restriction only results in a small reduction in our sample
from 11,924 to 10,317.
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Fourth, we conduct a falsification test by examining whether there is a decline in the
extent of inter-corporate loans from A share firms to their controlling shareholders in the postregulation period. Jiang et al. (2010) show that inter-corporate loans are a common mechanism
that controlling shareholders use to expropriate minority shareholders of publicly traded A share
firms. While a general improvement in investor protection such as the four additional investor
protection provisions of the segmented voting regulation noted in footnote 3 (especially
provisions (a) and (d)), may reduce controlling shareholders’ incentive to expropriate minority
shareholders using both inter-corporate loans and value-decreasing equity offering proposals, the
segmented voting regulation does not directly limit management’s ability to expropriate minority
shareholders using inter-corporate loans. Therefore, to the extent that the results in Tables 2 and
3 are due to a general improvement in investor protection rather than the segmented voting
regulation, we should also observe a similar decline in the extent of outstanding inter-corporate
loans post the segmented voting regulation. We use the following OLS regression model to test
this prediction:

ORECit = β i + β1 * AFTER + β 2 ∗ LNTAit + ε it

(2)

where i and t are firm and quarter indicators, respectively. OREC, defined as gross other
receivables deflated by year-end total assets, is a proxy for the inter-corporate loans per Jiang et
al. (2010). AFTER is equal to one for the fiscal quarters after the 4th quarter of 2004 and zero
otherwise. Because OREC is scaled by total assets, we include LNTA (defined as the natural
logarithm of quarter-end total assets) to control for size effects. The model includes firm fixed
effects, but inference is similar without the firm fixed effects. To determine whether minority
shareholder composition affects the coefficient on AFTER, we also allow the coefficient on
AFTER to vary with MUTUAL_OWN, OTHERINST_OWN, and INDIVIDUAL_OWN.
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[place Table 5 about here]
Table 5 shows the regression results of OREC for all publicly traded A share firms over
our sample period 1/1/2004-6/30/2005. 19 Inference is similar if the sample in Table 5 is limited
to firms whose OREC at the 2003 year-end is above the median or only the firms included in
Table 2. To avoid alternative explanation resulting from a change in the mix of the sample firms
over time, we require each firm to have non-missing observations in each of the 6 quarters over
our sample period. This sample restriction results in a loss of 740 firm quarters in Model 1 and
641 firm quarters in Model 2. As shown in Model 1, the coefficient on AFTER is significantly
positive. In addition, the coefficients on the interaction terms between AFTER and the three
minority shareholder ownership structure variables in Model 2 are insignificant. Overall, the
results in Table 5 reduce the concern that our results in Tables 2 and 3 are due to a general
improvement in investor protection over our sample period.

IV. MINORITY SHAREHOLDERS’ VOTING BEHAVIOR IN THE POSTREGULATION PERIOD
Determinants of Minority Shareholders’ Participation in the Voting
We now use the detailed minority shareholder voting data available in the post-regulation
period to analyze minority shareholders’ voting behavior. We first examine the influences of a
minority shareholder’s ownership and minority shareholder’s type on the minority shareholder’s
incentive to participate in the voting of submitted proposals. 20
[place Table 6 about here]

19

Jiang et al. (2010) also find that the level of OREC is negatively associated with the listed firm’s future earnings
performance. This negative relation holds in our sample as well. In addition, the negative relation is similar for both
the pre- and post-regulation periods, suggesting that the nature of OREC is similar over the two time periods.
20
We find no evidence that CAR is a significant determinant of minority shareholders’ voting participation decision.
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Panel A of Table 6 shows the descriptive statistics on minority shareholders’ participation
rates. PARTICIPATE_ALL is the number of tradable shares that participated in the voting as a
fraction of all the outstanding tradable shares on the voting date. Recall that minority
shareholders in this paper refer to tradable shareholders. The other participation rate variables are
defined similarly except that they are defined for different subsets of tradable shareholders. For
example, PARTICIPATE_MUTUAL is the number of tradable shares owned by mutual funds that
are among the top ten tradable shareholders on the voting date and participated in the voting as a
fraction of the total number of tradable shares owned by mutual funds who are among the top ten
tradable shareholders on the voting date. We have all the data needed to compute
PARTICIPATE_ALL, but we cannot directly compute the other participation rates due to lack of
data on the top ten tradable shareholders on the voting date. Therefore, we use the algorithm
explained in the notes to Table 6 to infer the top ten tradable shareholders who are eligible to
vote on the voting date.
As shown in Panel A of Table 6, the median participation rate is 13.3 percent for minority
shareholders as a whole. This low rate is largely driven by non-top ten minority shareholders as
evidenced by the median participation rate of only 4.4 percent for non-top ten minority
shareholders in contrast to a median participation rate of 62.8 percent for the top ten minority
shareholders. This finding is consistent with the economic intuition that minority shareholders
with lower ownership benefit less from voting. Among the top ten minority shareholders, the
median participation rates are 65.6 percent, 48.8 percent, and 18.3 percent for mutual funds,
other institutions, and individual shareholders, respectively. The top ten individual shareholders’
median participation rate of 18.3 percent is surprising low, suggesting that many top ten
individual shareholders are not active in corporate governance.
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Panel B of Table 6 models the determinants of voting participation by the top ten
minority shareholders who are eligible to vote on the voting date. As expected, minority
shareholders with lower stock ownership are less likely to vote. However, even after controlling
for stock ownership, it is interesting to observe that both mutual funds and other institutions are
still more likely to vote than individual shareholders. The coefficient on MUTUAL is also
significantly different from the coefficient on OTHERINST (two-tailed p-value=0.025),
suggesting that mutual funds more actively participate in shareholder voting than other
institutions. These results are consistent with the findings in Tables 2 and 3.

Proposal Quality and Minority Shareholders’ Voting Behavior
In this section we examine the relation between proposal quality and minority
shareholders’ voting decisions. This analysis helps reconcile our findings in Tables 2 and 3 with
the mixed results on mutual funds’ governance role in the U.S. literature based on mutual funds’
proxy voting data (e.g., Davis and Kim 2007; Cremers and Romano 2011). This U.S. literature
shows that U.S. mutual funds often side with management in proxy voting, suggesting that they
are not active in corporate governance. We argue that it is difficult to draw any strong inference
about minority shareholder monitoring from an insignificant relation between proposal quality
and minority shareholders’ voting decisions. First, if minority shareholders such as brokerage
firms are not independent and thus will not exercise their veto power, managers who understand
this will continue to submit value-decreasing proposals and such proposals will be always
approved. Second, if such minority shareholders are independent and thus would veto valuedecreasing managerial proposals, we expect rational managers not to submit such valuedecreasing proposals in the first place and therefore minority shareholders will not have to veto
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submitted managerial proposals. Hence, regardless of minority shareholders’ independence, we
should not expect minority shareholders’ voting decisions to be systematically correlated with
proposal quality in equilibrium. In other words, an insignificant relation between proposal
quality and minority shareholders’ voting decisions could be still consistent with minority
shareholders being effective monitors.
Of course, management may not be able to perfectly anticipate how minority
shareholders will vote. Hence, in reality we may still observe the submission and veto of valuedecreasing proposals in equilibrium. Accordingly, we also use the following logit model to
examine the empirical relation between proposal quality and minority shareholders’ voting in the
post-regulation period:
VETOit = a + b * DCARit + ε it

(3)

where i and t are proposal and date indicators, respectively. VETO is a dummy variable that
equals 1 if a proposal is vetoed by minority shareholders in the post-regulation period, and zero
if it is passed by minority shareholders in the post-regulation period. Following Brickley et al.
(1988), we use DCAR rather than CAR as a proposal quality proxy because CAR could be subject
to greater endogeneity concern. DCAR is a dummy variable that is equal to one for valueincreasing equity offering proposals (i.e., CAR>0) and zero otherwise. We also allow the
coefficient on DCAR to vary with the level of stock ownership of each of the three types of top
ten minority shareholders. MUTUAL_OWN, OTHERINST_OWN and INDIVIDUAL_OWN are
measured at the fiscal quarter end immediately before the proposal voting date.
[place Table 7 about here]
Table 7 shows the results of regression model (3). There are 82 equity offering proposals
that were voted on by minority shareholders in the post-regulation period. Ten out of the 82
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proposals (12 percent) were vetoed by minority shareholders. As shown in model 1 of Table 7,
on average there is no association between proposal quality and minority shareholders’ voting
decisions. Model 2 in Table 7 reports the logit regression result of model (3) that allows the
coefficient

on

DCAR

to

vary

with

MUTUAL_OWN,

OTHERINST_OWN,

and

INDIVIDUAL_OWN. The coefficient on DCAR×MUTUAL_OWN is significantly negative (twotailed p=0.011). Thus, there is evidence that minority shareholders are more likely to veto valuedecreasing proposals in firms with higher mutual fund ownership. However, this finding is not
robust when we replace VETO with AGREE, defined as the number of tradable shares that agreed
with the managerial proposal as a fraction of the total number of tradable shares that voted on the
proposal. The untabulated Tobit’s regression result of AGREE shows that the coefficient on
DCAR in model 1 remains insignificant and the coefficients on MUTUAL_OWN and
DCAR×MUTUAL_OWN in model 2 also become insignificant. Overall, at best there is only
weak evidence of a negative association between proposal quality and minority shareholders’
vetoing of submitted equity offering proposals in firms with higher mutual fund ownership.
Though counterintuitive, the mixed finding in Table 7 is consistent with an equilibrium in which
managers with perfect information anticipate that minority shareholders will veto valuedecreasing proposals.

V. CONCLUSION
This study examines how the segmented voting regulation that requires managerial equity
offering proposals to seek the separate approval of voting tradable shareholders, referred to as
minority shareholders, affects the quality of equity offering proposals. We find that the effect of
the regulation depends on the types of minority shareholders present in the firm. The regulation
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helps deter management from submitting value-decreasing equity offering proposals in firms
with higher mutual fund ownership or individual investor ownership but not in firms with higher
ownership by other institutional investors. In addition, the mean abnormal stock return around
the proposal announcement (CAR) for the submitted proposals is significantly more positive in
the post-regulation period than in the pre-regulation period for firms with higher mutual fund
ownership but not for firms with higher ownership by either other institutions or individual
shareholders. We also find weak evidence that proposal quality is negatively associated with
minority shareholders’ likelihood of vetoing the proposal in firms with higher mutual fund
ownership but not in firms with higher ownership by either other institutions or individual
shareholders.
Our study provides timely input to the debate on the costs and benefits of granting
minority shareholders increased control over corporate decisions. Our results are directly
relevant to the CSRC facing the challenging task of protecting minority shareholders’ interests
and developing the country’s domestic financial market. Given China’s poor record of investor
protection and weak law enforcement, it is important to determine whether the segmented voting
regulation worked as intended in certain firms. To our knowledge, this is the first study to show
how strengthening minority shareholders’ direct control over corporate decisions affects the
quality of those decisions for firms domiciled in weak investor protection countries.
Our study also suggests several possible avenues for future research. First, it would be
interesting to examine how the segmented voting regulation affects management’s incentives to
explore alternative methods of expropriation. This question is relevant to assessing the direct and
indirect effects of the regulation on shareholder value. The evidence in Table 6 is a good starting
point but more research is warranted to understand the full magnitude of such indirect effects.
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Second, it may be interesting to examine how the segmented voting regulation affects the
combined gain of both minority shareholders and controlling shareholders. It is possible that the
segmented voting regulation merely represents a wealth transfer from controlling shareholders to
minority shareholders without improving the overall economic efficiency of the firm.
Nevertheless, given that government regulations often fail to achieve their intended effects,
demonstrating the direct effect of the segmented voting regulation on the quality of equity
offering proposals is a useful first step in our quest to understanding the overall efficiency effects
of

this

regulatory

change

to
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firms

and

the

economy.
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APPENDIX A. THE PROCEDURES USED TO IDENTIFY THE FIRMS ELIGIBLE TO
PROPOSE EQUITY OFFERINGS
We rely on the following regulations issued by the Chinese Securities Regulatory
Commission (CSRC) to identify the firms that are eligible to propose an equity offering:
a) Measures for the Administration of New Share Issuance by Listed Companies (Order No.
1 [2001] of the CSRC);
b) Notice on the Administration of New Share Issuance by Listed Companies (Order No. 43
[2001] of the CSRC;
c) Implementation Measures for Listed Companies’ Issuing Convertible Corporate Bonds
(Order No. 2 [2001] of the CSRC);
d) The Interim Measures for the Administration of Convertible Corporate Bonds (Order No.
16 [1997] of the Securities Committee of the State Council;
e) Notice on the Administration of Convertible Corporate Bond Issuance by Listed
Companies (Order No. 115 [2001] of the CSRC);
f) Notice on the Conditions for the Additional Issuance of Securities by Listed Companies
(Order No. 2 [2002] of the CSRC); and
g) Notice of the China Securities Regulatory Commission on Several Issues Concerning
Major Purchases, Sales and Exchanges of Assets by Listed Companies (Order No. 105
[2001] of the CSRC).
These regulations require firms that wish to propose an equity offering to meet several
qualitative and quantitative requirements. Because most qualitative requirements are subjective
and difficult to measure using publicly available data, we rely on the quantitative requirements to
determine a firm’s equity offering eligibility. Specifically, a firm is deemed eligible to propose a
rights offering if it satisfies the following two conditions: a) the average return on equity (ROE)
over the past three years is no less than six percent; and b) the firm has not conducted any rights
offering in the previous year. A firm is deemed eligible to propose a general offering if it
satisfies the following two conditions: a) the average ROE (based on an unknown formula
specified by the CSRC) over the past three years is no less than ten percent; 21 and b) the ROE in
21

As we do not have access to the CSRC’s ROE formula, we define ROE as annual net income divided by the
average shareholder’s equity.
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the previous year is no less than ten percent. However, under the CSRC regulations a firm is also
deemed eligible to propose a general offering if it experiences a “significant” restructuring in any
of the previous three years. A restructuring is deemed significant if the restructuring’s deal value
is no less than 50 percent of the firm’s gross total assets. A firm is deemed eligible to propose a
convertible bond offering if it satisfies the following two conditions: a) the average ROE over the
past three years is no less than ten percent or the average ROE based on net income excluding
non-recurring items over the past three years is no less than six percent; and b) the firm does not
report a loss in any of the previous three years. Again, under the CSRC regulations a firm is also
deemed eligible to propose a convertible bond offering if it experiences a “significant”
restructuring in any of the previous three years.
We exclude a firm year from our sample if it does not satisfy the eligibility requirements
for a general offering, a rights offering, or a convertible bond offering. If we literally follow the
above eligibility requirements, a significant number of firm years that did propose equity
offerings would be excluded. Hence, we relax the quantitative thresholds by reducing the ten
percent threshold to nine percent, the six percent threshold to five percent, and the 50 percent
threshold to 40 percent. With those relaxed thresholds, we retain all but one equity offering
proposals in our final sample.
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TABLE 1
Descriptive Statistics (N=11,924 firm-month observations)
Panel A. Descriptive Statistics
Variable Name
SUBMISSION=B

Mean
0.009

Std
0.093

Q1
0.000

Median
0.000

Q3
0.000

SUBMISSION=C

0.010

0.099

0.000

0.000

0.000

MUTUAL_OWN

0.046

0.081

0.000

0.004

0.055

OTHERINST_OWN

0.045

0.080

0.003

0.017

0.055

INDIVIDUAL_OWN

0.020

0.020

0.004

0.017

0.030

Q

0.574

0.357

0.328

0.512

0.759

CASH

0.172

0.118

0.084

0.142

0.228

CFO

0.071

0.107

0.017

0.072

0.126

LEV

0.466

0.188

0.340

0.467

0.588

VOLATILITY

0.023

0.011

0.018

0.021

0.025

AR12

0.054

0.286

-0.126

-0.006

0.177

ASSETS

21.430

1.080

20.736

21.312

22.016

The sample covers the firm months that are eligible to issue new equity over January 2004 to June 2005. CAR is the
market adjusted cumulative abnormal return over the [-2, +10] trading days around the equity offering proposal
announcement date. SUBMISSION = A if a firm does not submit a proposal in month t, B if a firm submits a valueincreasing (i.e., CAR>0) proposal in month t, and C if a firm submits a value-decreasing (i.e., CAR<0) proposal in
month t. MUTUAL_OWN is the total stock ownership (as a percentage of the total outstanding tradable shares) of all
the open ended and close ended mutual funds ranked among the top ten minority shareholders at the end of the
quarter prior to month t. OTHERINST_OWN is the total stock ownership (as a percentage of the total outstanding
tradable shares) of all the other institutional investors ranked among the top ten minority shareholders at the end of
the quarter prior to month t. INDIVIDUAL_OWN is the total stock ownership (as a percentage of the total
outstanding tradable shares) of all the individual investors ranked among the top ten minority shareholders at the end
of the quarter prior to month t. Q is the natural logarithm of a firm’s Tobin’s Q at the end of the quarter prior to
month t. Q is defined as the market value minus the book value of shareholders’ equity plus total assets divided by
total assets. Results are similar if the market value of non-tradable shares is assumed equal to their book value in the
Q definition. CFO is cash flows from operations over four quarters divided by the average total assets at the end of
the quarter prior to month t. LEV is total debts divided by total assets at the end of the quarter prior to month t.
CASH is cash and marketable securities divided by total assets at the end of the quarter prior to month t. ASSETS is
the natural logarithm of total assets at the end of the quarter prior to month t. VOLATILITY is the standard deviation
of daily stock returns over a one year period that ends in the beginning of month t. AR12 is the buy and hold equally
weighted market adjusted abnormal return over a one-year period that ends at the beginning of month t.
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Panel B. Pearson Correlations
(1)

(2)

(3)

(4)

(5)

(6)

(7)

(8)

(9)

(10)

(11)

(12)

SUBMISSION=B
(1)

1

SUBMISSION=C
(2)

-0.009
(0.306)

1

AFTER
(3)

0.012
(0.204)

-0.023
(0.012)

1

MUTUAL_OWN
(4)

0.029
(0.001)

-0.002
(0.815)

0.121
(0.000)

1

OTHERINST_OWN
(5)

-0.003
(0.710)

0.001
(0.903)

-0.030
(0.001)

0.030
(0.001)

1

INDIVIDUAL_OWN
(6)

-0.014
(0.126)

0.005
(0.580)

-0.017
(0.058)

-0.446
(0.000)

-0.156
(0.000)

1

LEV
(7)

0.031
(0.001)

0.019
(0.042)

0.020
(0.028)

-0.079
(0.000)

-0.009
(0.356)

0.119
(0.000)

1

Q
(8)

-0.014
(0.118)

0.000
(0.999)

-0.165
(0.000)

0.080
(0.000)

-0.015
(0.105)

0.177
(0.000)

-0.273
(0.000)

1

CFO
(9)

0.011
(0.249)

0.012
(0.185)

0.045
(0.000)

0.260
(0.000)

0.062
(0.000)

-0.226
(0.000)

-0.173
(0.000)

0.071
(0.000)

1

VOLATILITY
(10)

-0.010
(0.279)

-0.018
(0.054)

0.174
(0.000)

-0.034
(0.000)

-0.012
(0.209)

0.123
(0.000)

-0.027
(0.003)

0.095
(0.000)

-0.071
(0.000)

1

AR12
(11)

0.029
(0.002)

0.009
(0.342)

0.026
(0.005)

0.461
(0.000)

0.044
(0.000)

-0.273
(0.000)

-0.113
(0.000)

0.147
(0.000)

0.270
(0.000)

0.201
(0.000)

1

CASH
(12)

-0.026
(0.005)

-0.034
(0.000)

0.014
(0.125)

0.020
(0.027)

0.038
(0.000)

0.056
(0.000)

-0.342
(0.000)

0.127
(0.000)

0.131
(0.000)

0.164
(0.000)

0.067
(0.000)

1

ASSETS
(13)

0.020
(0.030)

0.006
(0.535)

0.014
(0.119)

0.242
(0.000)

0.145
(0.000)

-0.522
(0.000)

0.221
(0.000)

-0.475
(0.000)

0.177
(0.000)

-0.207
(0.000)

0.216
(0.000)

-0.208
(0.000)
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TABLE 2
The Effect of the Segmented Voting Regulation on Management’s Incentive to Submit Value-Increasing and
Value-Decreasing Equity Offering Proposals: Multinomial Logit Regression Results
Panel A. Main Effects Model
Independent Variable

SUBMISSION=B
(Value Increasing)
Coefficient

SUBMISSION=C
(Value Decreasing)
Coefficient
p-value

p-value

AFTER

0.239

(0.214)

-0.450

(0.019)

LEV

1.318

(0.001)

0.808

(0.050)

-0.509

(0.181)

-0.074

(0.805)

1.090

(0.230)

1.576

(0.112)

Q
CFO
VOLATILITY

-23.376

(0.310)

-28.458

(0.041)

AR12

1.315

(0.000)

0.398

(0.144)

CASH

-2.184

(0.024)

-3.675

(0.000)

ASSETS

-0.144

(0.229)

-0.089

(0.407)

Industry fixed effects

YES

Pseudo R-square
N

0.030
11,924
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Panel B. Interaction Effects Model
Independent Variable
MUTUAL_OWN

SUBMISSION=B
(Value Increasing)
Coefficient
p-value

SUBMISSION=C
(Value Decreasing)
Coefficient
p-value

0.635

(0.730)

1.890

(0.198)

OTHERINST_OWN

-0.960

(0.533)

0.383

(0.760)

INDIVIDUAL_OWN

3.043

(0.678)

9.678

(0.068)

AFTER

0.346

(0.353)

0.666

(0.160)

AFTER×MUTUAL_OWN

1.539

(0.478)

-9.765

(0.004)

AFTER×OTHERINST_OWN

-0.005

(0.998)

-0.698

(0.818)

AFTER×INDIVIDUAL_OWN

-16.478

(0.181)

-33.060

(0.048)

1.416

(0.001)

0.811

(0.080)

-0.631

(0.119)

-0.072

(0.813)

0.925

(0.307)

1.675

(0.085)

LEV
Q
CFO
VOLATILITY

-21.091

(0.328)

-30.325

(0.038)

AR12

1.170

(0.000)

0.506

(0.104)

CASH

-2.195

(0.028)

-3.675

(0.000)

ASSETS

-0.204

(0.151)

-0.086

(0.536)

YES

Industry fixed effects

0.037
11,924

Pseudo R-square
N

The sample covers the firm months that are eligible to issue new equity over January 2004 to June 2005. AFTER is a
dummy variable that is equal to one for the 7 firm-month observations after the regulation (i.e., December 2004 and
after), and zero otherwise. See Table 1 for other variable definitions. Two-tailed robust p values are clustered at the
firm level.
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TABLE 3
The Effect of the Segmented Voting Regulation on the Quality of Equity Offering Proposals
Panel A. The Market Reactions to Announcements of Equity Offering Proposals in the Pre- and PostRegulation Periods

Mean
Median
Standard deviation
Two-tailed p-value of onesample t-test
Two-tailed p-value of onesample rank-sum test

CAR in the PreRegulation Period
(N=147)
-0.0143
(-0.0176)
[0.0679]

CAR in the PostRegulation Period
(N=81)
0.0136
(0.0177)
[0.0663]

0.012

0.069

0.005

0.119

Two-Tailed p-value on the Test of
the Difference
t-test
rank-sum test
0.003

0.004

Panel B. OLS Regression Result of CAR: Interaction Effects Model
Independent Variable

Model 1
(Without Control Variables)

Model 2
(With Control Variables)

Coefficient

p-value

Coefficient

p-value

0.004

(0.964)

-0.006

(0.946)

OTHERINST_OWN

-0.116

(0.231)

-0.112

(0.265)

INDIVIDUAL_OWN

-0.021

(0.903)

0.043

(0.828)

AFTER

-0.012

(0.533)

-0.017

(0.403)

AFTER×MUTUAL_OWN

0.365

(0.002)

0.397

(0.003)

AFTER×OTHERINST_OWN

0.146

(0.193)

0.141

(0.239)

AFTER×INDIVIDUAL_OWN

0.400

(0.562)

0.445

(0.551)

LEV

-0.011

(0.779)

Q

MUTUAL_OWN

-0.013

(0.478)

CFO

0.009

(0.849)

VOLATILITY

0.284

(0.220)

AR12

-0.004

(0.828)

CASH

0.019

(0.755)

ASSETS

0.003

(0.596)

Industry fixed effects

YES

YES

Adjusted R-square

0.106

0.082

228

224

N

The sample contains the equity offering proposals announced over the period 1/1/2004-6/30/2005. All the variables
are defined as in Tables 1 and 2 except that they are measured at the end of the quarter prior to the equity offering
proposal announcement date. Two-tailed robust p values shown in Panel B are clustered at the firm level.
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Table 4
Characteristics of Firms That Proposed Equity Offerings in the Sample Period
Pre-Regulation Period
Variable

Post-Regulation Period

p-value of the Test of Difference

N

Mean

Median

N

Mean

Median

t-test

Wilcoxon rank sum test

Industry-year median adjusted Q

147

0.024

-0.035

81

0.023

-0.047

(0.970)

(0.451)

Industry-year median adjusted SALESGROWTH

135

0.085

0.032

77

0.221

0.099

(0.051)

(0.083)

Industry-year median adjusted CASH

147

-0.005

-0.020

81

-0.027

-0.049

(0.077)

(0.037)

Industry-year median adjusted LEV

147

0.039

0.038

81

0.069

0.079

(0.126)

(0.069)

SALESGROWTH is defined as the natural logarithm of the ratio of total sales over quarters T-3 to T to total sales over quarters T-7 to T-4, where quarter T is the
fiscal quarter immediately before month t. All the other variables are defined in Table 1.
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TABLE 5
The Regression Result of Inter-Corporate Loans
Dependent Variable = OREC
Model 1
Model 2
(Main Effect)
(Interaction Effect)
Coefficient

p-value

MUTUAL_OWN

Coefficient
0.010

p-value
(0.411)

OTHERINST_OWN

-0.022

(0.137)

INDIVIDUAL_OWN

-0.152

(0.063)

0.006

(0.039)

-0.009

(0.490)

AFTER×OTHERINST_OWN

0.003

(0.873)

AFTER×INDIVIDUAL_OWN

0.080

(0.381)

-0.047

(0.007)

AFTER

0.008

(0.000)

AFTER×MUTUAL_OWN

ASSETS

-0.047

(0.005)

Firm fixed effects

YES

YES

Adjusted R-square
N

0.890
6,906

0.888
6,879

The sample in each column includes all A share firms that have nonmissing data in each of the 6 quarters over
1/1/2004-6/30/2005. OREC is gross other receivables divided by year-end total assets. AFTER is one for the quarters
after 1/1/2005 and zero otherwise. All variables are winsorized at the 1st and 99th percentiles. See Table 1 for other
variable definitions. MUTUAL_OWN, OTHERINST_OWN, and INDIVIDUAL_OWN are measured at the beginning
of the quarter. Two-tailed robust p values clustered at the firm level are reported in parentheses.
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TABLE 6
Minority Shareholders’ Voting Participation Rate in the Post-Regulation Period
Panel A. Descriptive Statistics on Minority Shareholders’ Voting Participation
Variable

N

Mean

S.D.

25%

50%

75%

PARTICIPATE_ALL

80

0.161

0.129

0.061

0.133

0.235

PARTICIPATE_TOP10

76

0.550

0.277

0.365

0.628

0.780

PARTICIPATE_NONTOP10

76

0.089

0.104

0.015

0.044

0.135

PARTICIPATE_MUTUAL

56

0.635

0.358

0.456

0.656

1.000

PARTICIPATE_OTHERINST

64

0.476

0.416

0.000

0.488

0.912

PARTICIPATE_INDIVIDUAL

51

0.270

0.307

0.000

0.183

0.409

Panel B. Determinants of Top Ten Minority Shareholders’ Voting Participation
Dependent Variable = VOTE
Coefficient
p-value

Independent Variable
MUTUAL

0.965

(0.009)

OTHERINST

0.511

(0.034)

OWN

0.281

(0.000)

-1.043

(0.000)

CONSTANT
Pseudo R-square
N

0.093
751

Test of hypothesis
Null hypothesis

Difference in coefficient

MUTUAL – OTHERINST = 0

0.454

p-value
(0.025)

PARTICIPATE_ALL is the number of tradable shares that participated in the voting as a fraction of all the
outstanding tradable shares on the voting date. The other participation rate variables are defined similarly except that
they are defined for different subsets of tradable shareholders. For example, PARTICIPATE_MUTUAL is defined as
the number of tradable shares owned by mutual funds who are among the top ten tradable shareholders on the voting
date and participated in the voting as a fraction of the total number of tradable shares owned by mutual funds who
are among the top ten tradable shareholders on the voting date. The top ten tradable shareholders who are eligible to
vote on the voting date are derived indirectly using the following algorithm. First, for each equity offering proposal
voted in quarter t, we identify the top ten tradable shareholders as disclosed at the beginning and end of quarter t and
the top ten voting tradable shareholders as disclosed in the voting outcome announcement. Second, if the voting date
is exactly at the end of quarter t, we assume that the top ten tradable shareholders as disclosed by the company’s
periodic report at the end of quarter t are the top ten tradable shareholders eligible to vote on the voting date. Third,
if the voting date falls during quarter t and a tradable shareholder is among the top ten tradable shareholders either at
the beginning or at the end of quarter t or both, we compare VOL1 (defined as all tradable shareholders’ trading
volume from the beginning of quarter t to the voting date) and VOL2 (defined as all tradable shareholders’ trading
volume from the voting date to the end of quarter t). If VOL1<VOL2, we assume that the top ten tradable
shareholders at the beginning of quarter t have not sold their shares by the voting date and therefore are eligible to
vote on the voting date. If VOL1>VOL2, we assume that the top ten tradable shareholders at the end of quarter t are
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the shareholders eligible to vote on the voting date. Fourth, we rank the tradable shareholders identified in step (2)
through (3) above along with the top ten voting tradable shareholders based on their stock ownership. It is important
to include the top ten voting tradable shareholders in the ranking because our steps (2) and (3) may miss some top
ten tradable shareholders who might have turned over their shares quickly around the voting date. Those who are
ranked among the top ten are assumed to be the top ten tradable shareholders eligible to vote on the vote date. VOTE
is a dummy variable that equals one if a minority shareholder voted in a submitted proposal and zero otherwise.
MUTUAL is a dummy variable that equals one if the minority shareholder is a mutual fund. OTHERINST is defined
similarly for other institutions. OWN is the percentage of tradable shares held by a minority shareholder. There are
82 proposals minority shareholders voted on in the post-regulation period, but the sample sizes in Panels A and B
are smaller due to missing data. The unit of observation is a proposal in Panel A and a top ten tradable shareholder
in Panel B.

47

TABLE 7
Proposal Quality and the Likelihood of Minority Shareholders’ Veto in the Post-Regulation Period

Independent Variable
CONSTANT
DCAR

Dependent Variable = VETO
Model 1
Model 2
(Main Effects)
(Interaction Effects)
p-value
p-value
Coefficient
Coefficient
-1.576
(0.000)
-2.225
(0.025)
-0.799

(0.255)

2.948

(0.164)

MUTUAL_OWN

0.112

(0.090)

OTHERINST_OWN

0.045

(0.664)

INDIVIDUAL_OWN

-0.068

(0.749)

DCAR×MUTUAL_OWN

-0.454

(0.011)

DCAR×OTHERINST_OWN

-0.166

(0.192)

DCAR×INDIVIDUAL_OWN

-0.602

(0.376)

Pseudo R-square
N

0.023
82

0.219
82

The sample contains the equity offering proposals that minority shareholders voted on in the post-regulation period. The dependent variable is VETO, a dummy
variable that is 1 if a proposal is vetoed by minority shareholders, and zero if it is passed by minority shareholders. DCAR is a dummy variable equals to one if
CAR>0 and zero otherwise. CAR is the market adjusted cumulative abnormal return over the [-2, +10] trading days around the proposal announcement date.
MUTUAL_OWN, OTHERINST_OWN and INDIVIDUAL_OWN are defined as in Table 1 except that all of them are measured at the end of the fiscal quarter
immediately prior to the proposal voting date. Two-tailed robust p values clustered at the firm level are reported in parentheses.

48

FIGURE 1
Stock Market Reactions to Equity Offering Proposal Announcements by Calendar Quarter

See Table 1 for the definition of CAR. The mean/median CAR is computed by calendar quarter. The proposals
submitted on or after December 7 in the 4th quarter of 2004 are treated as proposals submitted in the 1st quarter of
2005.
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