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Abstract: In this paper we document the frequency of implementation of non-binding, majority-
vote shareholder proposals and analyze the determinants of Boards’ decision to implement them.
Using a sample of 620 shareholder proposals that received a majority vote between 1997 and
2004, we show that the frequency of implementation has more than doubled from 16% in 1997
to over 40% in 2003-2004. This increase is not driven by changes in the mix of proposal or
proponent types, and seems to reflect a structural shift in the post-Enron governance
environment. We predict that the implementation decision is related to the governance structure
and financial characteristics of the targeted firm, pressure from shareholders and peer firms, and
the characteristics of the proposal. We find a positive relation between shareholder pressure and
the likelihood of implementation. In particular, we document that the likelihood of
implementation decision is increasing in the percentage of votes cast in favor of the proposal and
in ownership by “activist” shareholders. We find that targeted firms are more likely to
implemented majority-vote proposals after industry-peer firms implement a similar proposal.

We also find that proposals relating to Board issues and executive compensation are less likely to
be implemented than other types of proposals. Our tests fail to identify an association between
governance characteristics and the performance of targeted firms and their decisions to
implement majority vote proposals.

" Preliminary draft. Please do not quote.



Board of Directors’ Responsiveness to Shareholders:
Evidence from Majority-Vote Shareholder Proposals

1. Introduction

The recent wave of corporate scandals has raised questions about the effectiveness of
Boards of directors in their monitoring role. The subsequent reform debate focused on
enhancing Boards’ independence from malnalgement,1 increasing Boards’ accountability to
shareholders (e.g. by changing the Board election system)2 or improving Boards’ internal
processes and practices (Carter and Lorsch, 2004).

One direct example of Boards’ alleged lack of responsiveness to shareholder concerns is
the historically low frequency of adoption of non-binding shareholder proposals receiving a
majority vote [The Economist, 2002]. However, a number of factors suggest that the cost of
ignoring majority-vote shareholder proposals may have increased over the last few years, both
for the targeted firms and for the individual directors. Firms ignoring majority votes on
shareholder resolutions receive lower ratings from governance services, such as The Corporate
Library, are more likely to end up on CalPERS’ “focus list” of poor financial and governance
performers (CFO.com, 2005) and often receive negative press coverage (CFO.com, 2003),

particularly if the proposal has received majority support for a number of years. These effects

' On November 4, 2003, the SEC approved final amendments to the NYSE and Nasdaq corporate governance listing
standards. Under the amended standards, the majority of the Board of directors and all Board’s committees must be
comprised of independent directors, under more stringent independence criteria.

> In 2003 the Security Exchange Commission (S.E.C.) proposed a rule that would have provided certain
shareholders access to their companies' proxy materials to have their nominees included along with management's
nominees in elections to the Board of Directors (see Bebchuk, 2003, for details). Under pressure from business
lobbyists, the proposal has been abandoned. However, shareholder activists in the 2005 and 2006 proxy seasons
have been submitting a number of shareholder proposals asking firms replace the current plurality vote system with
a majority voting system. In a plurality vote system, the director nominee can be elected in uncontested election
even with only one vote cast in favor - since the other votes can only be withheld (there is no “vote against”). In a
majority voting system, the nominee will only be elected if a majority of votes are cast in her favor. Many of these
resolutions have received significant support and the majority voting system is being adopted by numerous firms,
even among those non-targeted by these proposals (CFO.com, 2006)



reflect the increased interest by the investment community in “governance risk” after the Enron-
type scandals. Besides, in the post-2001 reform-oriented environment, real or perceived
governance failures - such as the failure to act upon majority vote shareholder proposals - may
strengthen the position of those supporting radical changes opposed by the corporate
community.3 As for individual directors, firms’ refusal to implement shareholder proposals that
have received majority support is one of the most common reasons behind vote no campaigns,
i.e., campaigns to withhold votes from all/some directors®, and directors singled out in these
campaigns face a higher chance of losing their Board seat as well as other directorships (Del
Guercio, Wallis and Woidtke, 2006). All these factors suggest that Boards may have re-
examined their policy with respect to shareholder resolutions receiving significant support.

In this paper we analyze the frequency of adoption of non-binding, majority-approved
shareholder proposals over the 1997 — 2004 proxy seasons and then examine the determinants of
the Boards’ decisions to implement such proposals. In particular, we predict that the likelihood
of implementation of majority-approved shareholder proposals is higher for targeted firms with
better governance structures, when shareholders pressure and peer pressure is higher, and when
the targeted firm has experienced poor recent performance.

Using a sample of 620 governance-related shareholder proposals that received a majority
vote between 1997 and 2004, we document that the frequency of implementation has almost
doubled from an average of 22% between 1997 and 2002 to an average of 41% in 2003-2004.

This dramatic increase mirrors the concurrent increase in the number of shareholder proposals

? For example, in a December 2003 letter, the Council for Institutional Investors complained about firms’ low
responsiveness to shareholder proposals and asked the S.E.C. to include a pattern of ignoring majority vote
shareholder resolutions among the “triggers” for shareholder access to the ballot (see ftnt.2). The then Chairman of
the S.E.C., W. Donaldson, reportedly embraced this idea (Reuters, 2003)

* Institutional Shareholder Services (ISS), the influential proxy voting service, currently recommends to withhold
votes from the entire Board if the Board fails to act on a proposal supported from the majority of the votes
outstanding last year, or the majority of the votes cast over the last two years (ISS, 2006).



submitted to a vote, but it has different explanations. While the surge in the number of
shareholder proposals is mostly the result of higher activism by labor unions, particularly in the
area of executive compensation (e.g. proposals to expense employee stock options), the higher
frequency of implementations occurs across various types of proposals (particularly proposals to
remove anti-takeover measures) and is not driven by new proposal types, nor by increased
activism by stronger proponents. Hence, the above trend seems more consistent with a structural
shift in the governance environment and lends some support to frequent assertions of a new
‘atmosphere’ in the boardrooms.

As for the determinants of the implementation decision, our multivariate analyses provide
evidence of a positive association between the degree of shareholder pressure and the likelihood
of implementation. In particular, we document a positive and significant relation between the
degree of voting support and the likelihood of implementation. We also find that proposals
brought to vote by shareholders that have a greater ability to exert pressure such as unions and
various types of institutions, are more likely to be implemented. In addition, greater levels of
ownership by activist shareholders who presumably lend their support to shareholder proposals
and are likely to push for implementation subsequent to a majority-vote, are associated with
greater likelihood of implementation. Peer pressure also seems to play a key role, since firms
whose peers implement majority vote shareholder proposal in the recent past appear more likely
to follow suit. Financial performance and structural indicators of governance, such as a
shareholder rights index (G-score), the degree of Board independence and CEO-Chairman
duality do not seem to affect the likelihood of implementation. These results hold after

controlling for sample selection bias.



Our study contributes to the growing academic literature on the determinants and effects of
shareholder activism. Previous studies on Rule 14a-8 shareholder proxy proposals have
concluded that this form of activism has been, at best, marginally effective, citing the low rate of
adoption of the proposals.5 However, most of these studies analyze shareholder proposals over
the 1980s and 1990s. Our evidence suggests that a key dimension of the effectiveness of
shareholder resolutions — the frequency of their implementations — has increased significantly
after 2002. This trend occurred at the same time as the increase in the number of proposals and
the frequency of majority votes, enhancing the economic relevance of the findings. A typical
concern in this line of research is that the implementations we document (e.g. removal of
classified Board and poison pills, etc.) would have occurred anyway, due to underlying causes
other than the shareholder proposals. However, recent studies provide evidence to the contrary.
Guo, Kruse and Nohel (2005) analyze firms’ decision to de-classify their Boards and find that
the presence of a shareholder proposal to declassify the Board greatly increases the likelihood of
this decision (after controlling for other determinants). Similarly, Ferri, Sandino and Markarian
(2006) find that the presence of a related shareholder proposal increase the likelihood of adoption
of stock options expensing by targeted firms and even non-targeted peer firms. These findings,
combined with our evidence of a positive relation between degree of voting support and
likelihood of implementation, suggest that the implementations are the effect of the proposals
rather than some other underlying factor.

Our results may also be of interest to different groups of practitioners. Understanding the

determinants of Boards’ implementation decision can help shareholder activists sponsoring these

> In general, these studies find that shareholder proposals have limited effect on targeted firms’ governance policies
and performance, with few exceptions. For a detailed summary of these findings see Gillan and Starks (1998) and
Karpoff (2001). Recently, Del Guercio, Wallis and Woidtke (2006) analyze the consequences of vote no campaigns
and conclude that this form of activism is more powerful than shareholder proposals in triggering governance
changes.



resolutions to better direct their efforts. For example, the positive association between the
implementation by a peer firm and the likelihood of implementation suggests that it may be a
better strategy for activists to target firms in the same industry, since leading one firm to
implement the proposal may have spillover effects on peer firms targeted by the same proposal.
Our evidence on the recent increase in implementation rate of majority-vote proposals may lead
to a greater participation by institutional investors traditionally more inclined to engage in
behind-the-scene negotiations with management than to submit proposals under Rule 14a-8
proposals. Boards of Directors can find helpful our analysis of the determinants of the
implementation decision, particularly if one assumes that our analysis, on average, captures “best
practices” by Boards. Finally, our findings can inform the policy debate at a time when
regulators are considering a number of changes to the proxy voting process (e.g. S.E.C. current
proposal to allow electronic voting of proxies).

The paper proceeds as follows. Section 2 discusses the related literature and develops
our predictions. Section 3 outlines the sample selection and the data used in the analysis.
Section 4 presents descriptive statistics and examines univariate and multivariate results. Section

5 discusses the findings and concludes.

2. Related Literature and Predictions
2.1 Institutional Background

Shareholder proposals are typically submitted under Securities and Exchange
Commission Rule 14a-8, which permits any shareholder holding shares worth $2,000 for at least
one year to include one proposal and a 500-word supporting statement in the proxy statement

distributed by a company for its annual shareholder meeting. Under Rule 14a-8, shareholders



must submit proposals at least six months before the shareholder meeting date. The proposals are
limited in the subjects they can address (e.g. they cannot address “ordinary business” matters)
and, most importantly, they are generally non-binding, i.e. they must be in the form of a
recommendation to the Board and cannot mandate policy actions - reflecting the S.E.C. aversion
to proposals that (by mandating actions) might preclude the Board's ability to exercise business
judgment and effectively usurp its fiduciary role (for more details, see Black, 1998, and Gillan
and Starks, 2000).
2.2 Determinants of Boards’ Decisions to Implement Majority-approved Shareholder Proposals
Our focus in this paper is on the determinants of Boards’ decisions to implement non-
binding, majority-vote shareholder proposals. Shareholder proposals are presented well in
advance of the annual meeting (at least 120 days before). Hence, the Boards have the
opportunity to evaluate the proposals, discuss them with management, hear from major
shareholders, observe the past actions of peer companies in similar situations and decide between
implementing the proposals (or some modified version of them) and letting shareholders vote
upon them at the annual meeting.6 Therefore, with few exceptions,” the fact the proposal is
eventually voted upon indicates that the Board opposed it, and the decision to implement the

proposal after a majority-vote (even though non-binding) reflects a reversal in this initial

® Previous studies document that a significant number of proposals are withdrawn either because the board agrees in
merit, or because the board and management prefer to avoid the negative publicity associated with a majority vote
(or generally the higher scrutiny of the topic submitted for a vote by the other shareholders), or as a result of
negotiations between the proponent and the board (Carleton, Nelson, and Weisbach, 1997; Smith, 1996). Our study
focuses on a different form of Board’s responsiveness to shareholder proposals, that is, the decision to implement
them after a majority vote. Majority-vote proposals were opposed by management when initially presented, while
withdrawn proposals may have been withdrawn because the Board agreed with them and had already adopted them
(or was in the process of adopting them). Hence, we believe our setting allows for a more powerful investigation of
the notion of Boards’ responsiveness to shareholders.

" In very few cases the Board does not actively oppose or support a shareholder proposal and defers the decision to
implement it until after the annual meeting. For example, in 2000 the shareholders of Health Net, Inc. presented a
proposal to de-classify the Board of directors. In its proxy statement, the Health Net, Inc. Board stated, “The Board
of Directors is not making a recommendation on how stockholders should vote on this Stockholder Proposal, but
instead wants to receive a clear indication of how the Company’s stockholders would like it to proceed on this
issue.”



opposition. Our objective is to understand why some Boards implement the same proposals they
decided not to implement a few months earlier.

We conjecture that the governance structure of the targeted firm, the degree of
shareholder and peer pressure it faces, its financial performance, the proposal type and the time
period are likely to affect the likelihood that the Board implements a shareholder proposal after a
majority-vote. The next paragraphs will develop these predictions in more detail.

2.2.1. Governance structure

In general, we would expect Boards to be more responsive to shareholders in firms with
better governance structures. However, a number of different firm-level mechanisms interact to
determine the governance structure of corporations, including internal monitoring mechanisms
(Board of Directors and ownership composition) and external monitoring mechanisms (anti-
takeover measures and the market for corporate control, see Cremers and Nair, 2006). These
different mechanisms may differ in terms of their effects on the likelihood of implementation of
majority vote shareholder proposals.

With respect to the Board of directors, it has been long recognized that directors have an
incentive to build and maintain a reputation as effective monitors in the director labor market
(Fama and Jensen, 1983). Ignoring majority-approved shareholder proposals will likely hurt
their reputation and often leads to highly publicized no-vote campaigns, with negative
consequences on their ability to keep directorship seats (Del Guercio, Wallis and Woidtke,
2006). Concerns with reputation effects are arguably more important for independent directors,
that is, Board members who are not officers of the firm (and hence whose careers are less tied to

the CEO and other top management) and who do not have other personal or business ties to the



firm’s management. Therefore, we expect more independent Board to be more likely to
implement majority-approved shareholder proposals.

The second major internal corporate governance mechanism is shareholder composition,
specifically ownership by institutional shareholders (Jensen and Waner, 1988). One way
monitoring by institutional owners manifests itself is through shareholder activism (Black, 1990;
Karpoff, Malatesta and Walkling, 1996; Smith, 1996). For example, institutional investors can,
in extreme cases, “vote with their feet” by selling their shares of an un-cooperative firm. Thus,
firms with higher levels of institutional ownership may be more responsive to the shareholder
proposals supported by institutional investors. However, institutional investors may play a
different role based on their investment horizon and conflicts of interest (Black, 1990; Bushee,
1998; Cremers and Nair, 2006). We conjecture that Boards will be more likely to implement
majority-approved shareholder proposals if there is a significant level of ownership by
“dedicated” institutional investors (i.e. institutions with large, long-term holdings). Our
prediction assumes that a higher ownership makes it more likely that these investors contributed
to the majority vote received by the proposal.

Finally, we make no prediction with respect to the relationship between external
governance mechanisms and the likelihood of implementation. On one hand, one may expect
firms with stronger shareholder rights (e.g. fewer takeover defenses) to be generally more
responsive to their shareholders’ concerns. On the other hand, the pressure on Boards to
implement a proposal (say, eliminate super-majority provisions) will be lower if the firm fares
well in terms of other measure of shareholder rights (e.g. no poison pill), leading to predict a

negative relation between strength of external governance and likelihood of implementation.



2.2.2 Shareholder pressure

We conjecture that, all else being equal, Boards are more likely to implement majority-
approved shareholder proposals when there is more pressure from the shareholders to do so. One
way shareholder pressure manifests itself is the voting outcome of the proposal. High voting
support will galvanize proponents and other shareholder who voted for the proposal, resulting in
more intense campaign for its implementation after the annual meeting. This effect will be
compounded by greater press coverage. Note, however, that the voting outcome may positively
affect the likelihood of implementation also for a different reason. Boards may interpret the
voting outcome as an indication of the quality of the proposal, i.e. as a signal of its value-creating
potential. Both interpretations lead to predict a positive association between voting outcome and
likelihood of implementation.
Note also that the voting outcome has different dimensions: proposal approval,® percentage of
votes cast in favor of the proposal, percentage of votes outstanding in favor of the proposals. The
different dimensions allow us to explore in our empirical analysis a variety of questions. For
example, does the likelihood of implementation depend on whether the majority-vote proposal is
formally approved, after controlling for the percentage of votes in favor of the proposal? Do
Boards use a ‘“shadow” implementation rule, i.e. implement only proposals that receive a
majority of shares outstanding, essentially ignoring proposals supported only by the majority of
votes cast? Does the percentage of voting support matter or achieving certain threshold is enough
to trigger Boards’ actions? These questions have important implications for academic research,
as well practitioners and regulators. For example, a finding that Boards respond to majority-vote

proposals even when they are not formally approved, and that the percentage of voting support

¥ Note that a majority-vote proposal may not be considered approved if approval requires a majority of all votes cast
(including abstentions, and, sometimes, broker non-votes) or a majority/super-majority of all votes outstanding.
More details on this in Sec.3.1.



matters, would suggest that shareholder proposals can be effective at triggering governance
changes. On the other hand, a finding that boards tend to implement only (or mostly) proposals
achieving the majority of votes outstanding (rather than votes cast) would imply that shareholder
activists need to direct their efforts at increasing voting turnout, and would have implications for
policy decisions affecting the proxy voting process.9

The degree of shareholder pressure may also depend on the history of the majority-
approved shareholder proposal. Specifically, it might be difficult for a Board to dismiss a
proposal that wins a majority vote for a number of years in a row. As for the case of the voting
outcome, a sequence of majority votes may both increase the pressure on Boards and provide a
more ‘stable’ signal of the quality of the proposal and the shareholders’ desires'’ — particularly if
the Board is concerned that the vote may be the temporary effect of shareholder dissatisfaction
with the firm performance or that the ownership base may change significantly from period to
period. On the other hand, a sequence of majority votes without implementations may be viewed
as measure of Board’s entrenchment and lack of responsiveness to shareholders, leading to
predict a negative relation with the likelihood of implementation. What effect will prevail is an
empirical question.
Finally, the pressure to implement the proposal may also depend on the characteristics of the

proponent, as well as the presence of activist shareholders (who presumably supported the

? The S.E.C. is considering a rule that would allow electronic voting of proxies and that, as a result, may affect
voting turnout and the probability of a proposal being approved. At the same, NYSE is consider whether to
eliminate broker non-votes from the votes count in “routine” proposals such as Board elections and auditors’
ratifications. A better understanding of firms’ reaction to majority votes and approval may inform the policy
discussions on these issues.

' For example, in response to a shareholder proposal to de-classify the Board, in its 2004 Proxy Statement, Baker
Hughes Incorporated states, “While continuing a classified board is believed to be in the best interest of the
stockholders at this time, if this proposal receives at least the same support by the stockholders of all outstanding
shares at the 2004 Annual Meeting as it did in 2003, the Board intends to introduce and support a binding proposal
at the 2005 Annual Meeting to amend the Company’s Restated Certificate of Incorporation in order to eliminate the
provision classifying our Board.”

10



proposal and will push for its implementation after the majority-vote). It has been documented
that certain shareholders, such as the California Public Employees’ Retirement System
(CalPERS), partly due to its large stake in targeted companies, have been able to play a
prominent and often successful role as shareholder activist (Smith, 1996; Prevost and Rao, 2000;
Barber, 2006).
2.2.3 Peer pressure
Boards are often concerned with the actions undertaken by their peers in the same industry.
Indeed, shareholder proposals often bring actions taken by other companies as example of best
practices that the targeted firm should follow. Hence, we expect that the frequency of
implementation of the same proposal by peer companies in past year will positively affect the
likelihood of implementation.
2.2.4 Financial Characteristics

We expect the decision of a Board to implement the majority-approved shareholder
proposals to be associated with the firm’s recent performance in the period leading up to the
annual meeting. Specifically, if the firm is performing well, the Board can use good performance
as an excuse to dismiss shareholder proposals as unnecessary. If, on the other hand, the firm is
performing poorly, it is more likely to face pressure to respond to the requests of its shareholders.

Also, we expect firm size to be positively associated with the decision to implement.
Larger firms have, on average, higher analyst following and get more coverage in the media,
thereby facing higher political costs from ignoring shareholder resolutions.
2.2.5. Type of proposals and time effects

We predict that Boards’ decisions to implement majority-approved shareholder proposals

will vary by the type of proposal and the year in which the proposal is presented. In particular,
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we expect that Board’s responsiveness has increased since 2002, mostly due to higher scrutiny
after Enron-type corporate scandals. As for the proposal types, we make no direct predictions
since it is hard to ‘rank’ different proposal types in terms of cost and benefits accruing to
shareholders and Boards. For example, while one may expect managers to be particularly
concerned with proposal threatening their job security (e.g. proposals to remove-anti-takeover
provisions), leading to stronger Board resistance to these proposals, it is also likely that
shareholder pressure will be higher for these proposals, since they may have a stronger impact in

terms of valuation effects.

3. Sample Selection, Research Design and Variable Description
3.1 Sample selection

Our sample of shareholder proposals is obtained from the Investor Responsibility
Research Center (IRRC), which has collected data on shareholder proposals from proxy filings
since 1986 for companies included in the Standard & Poor’s 1500 index. Our focus is on
governance-related shareholder proposals voted upon between 1997 and 2004."!

The IRRC database contains the company name, the date of the annual meeting, the name
of the shareholder proponent (when available), a brief description and categorization of the
proposal content, the percentage of votes vast in favor of the proposal, a dummy for whether the
proposal received a majority vote, a dummy for whether the proposal was formally approved and
the requirement for proposal approval. The IRRC dataset defines as majority-vote proposals
those where the votes cast in favor are higher than the votes cast against (without counting

abstentions or broker non-votes). However, a proposal is considered formally approved only if it

""IRRC is still in the process of tracking the implementation information for proposals voted upon in 2005.
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fulfills the proposal-specific and firm-specific requirement for approval. As a result, a majority-
vote proposal may not be considered approved if approval requires a majority of all votes cast
(including abstentions, and, sometimes, broker non-votes) or a majority/super-majority of all
votes outstanding. Our final sample consists of 2,456 governance-related shareholder proposals
over the period 1997-2004, of which 620 received a majority vote and 555 were formally
approved.12

For all proposals receiving a majority vote, the dataset also contains a brief description of
any subsequent action taken by the company in response and, sometimes, a reference of the data
source for such information. Using this information as a starting point, we identify the action
taken by the firm and its date, and code as “implemented” any majority-vote proposal where the
Board takes a significant step toward a partial or full implementation within a year from the
annual meeting where the proposal received a majority vote. Appendix 1 provides some
examples.B

Note that since IRRC only tracks implementation-related information for majority-vote
proposals, we have no information about potential actions taken by firms in response to non-
majority votes. While according to IRRC the rate of implementation of non-majority vote
proposals is negligible, this element introduces a potential for selection bias, which we will try to
deal with in our research design (see Sec.3.2)."

Based on the description provided in the IRRC database, we aggregate shareholder

proposals into five major groups: Board, Defense, Executive Compensation, Shareholder Rights,

"2 In 38 (18) cases, majority vote proposals failed to pass because approval required a majority (20 cases) or
supermajority of shares outstanding (18 cases), while in the remaining 27 cases they failed to pass because either
abstention votes (22) or abstention votes and broker non-votes (5 cases) were counted as votes against the proposal.
13 We are in the process of creating a separate classification for “partially” implemented versus “fully” implemented
proposals and provide more descriptive evidence on the circumstances of each type of implementation.

" To assess this problem, for the next version of the paper we are planning to hand-collect implementation
information for a sample of non-majority vote proposals where votes for range between 40% and 50% of the sum of
votes for and against.

13



and Others (see Table 1, Panel B). The “Board” category includes proposals concerning Board’s
composition, directors’ compensation, independence, and qualifications. The “Executive
Compensation” category includes proposals concerning executive compensation, such as
proposals requiring shareholder approval of severance packages, disclosure of specific
compensation items, use of certain compensation schemes (e.g. performance-based options,
indexed options), as well as proposals to expense employees’ stock options. The “Defense”
category includes proposals aimed at removing anti-takeover measures, mostly poison pills and a
classified Board structure. The “shareholder rights” category includes proposals to eliminate
supermajority provision, to adopt confidential voting, etc.. Finally, “Other” proposals include
proposal dealing with a variety of issues, such as prohibiting auditors from doing non-audit work
for the firm or inviting the firm to consider strategic alternatives (i.e. sell the firm to third party).

Based on the information in the dataset, we also classify the proponents in one of these
five groups: Individuals, Unions (Labor Union Funds), Public Pension Funds, Religious Groups
Funds and Other Shareholder Groups (this includes investment advisors, investment
management firms, mutual funds, etc.). In some cases, the proponent identity is not disclosed
since firms are generally obliged to disclose it only upon specific request.
3.2 Research Design

To test our hypothesis we estimate the following Probit model:

Probability of Implementation = f (Governance Structure, Shareholder Pressure, Peer

Pressure, Financial Characteristics, Type of Proposals, Time Effects) (1)

To account for selection bias due to the fact that we only observe the implementation

decision for majority-vote proposals, we also employ a maximum likelihood Probit model with
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sample selection where the first step is the Probit model (1a) described below and the second
stage is the Probit model in (1):
Probability of a Majority Vote = f (Shareholder Composition, History of Proposal,
Financial Characteristics, Sponsor Effects, Type of Proposals, Time Effects) (1a)
We estimate heteroskedasticity-adjusted standard errors that are clustered by firm.
Clustering accounts for the fact that we may have multiple observations for a given firm in our
sample.
Section 3.3 below discusses the variables used to estimate (1). Appendix 2 provides a

mode detailed description of these variables as well as the variables used in the selection model

(1a).

3.3 Variables Description
Dependent Variable: IMPLEMENTED

The dependent variable in equation (1) above is an indicator variable that equals one if
the company implements the proposal during the year following the majority vote, and zero
otherwise (see Section 3.1 for our definition of “implementation”).
Governance Structure

We employ three sets of variables to capture the governance structure of the firm. The
first set of variables is intended to represent the degree of Board independence and the level of
CEO influence on the Board. CEOCHAIR is an indicator variable equal to one if the firm’s CEO
is also chair of the Board of directors, and zero otherwise. %INDEP is the percentage of
independent directors according to the IRRC definition. INTERLOCK equals one if at least one

director is involved in an interlocking directorship with an executive, and zero otherwise. In
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supplementary analyses, we also examine a dummy equal to 1 when the percentage of shares
held by independent directors is greater than 1%.

A number of previous studies suggest that these variables may capture the monitoring
effectiveness of the Board. We measure these variables as of the date of the annual meeting in
which the proposal is voted upon. We obtain the data from the IRRC Directors dataset. When
not available in the IRRC Directors dataset, we hand collect them from the firms’ proxy filings.

Second, to capture the external governance structure of the firm, we use the governance
index, G, based on Gompers, Ishii, and Metrick (2003) from the IRRC Governance dataset. G is
a summary measure of the level of shareholder rights at a given firms and is available in the
years 1995, 1998, 2000, 2002, and 2004. We use the most recent governance index in or before
the year of the annual meeting.

Third, we construct a proxy for the degree of proposal support by ‘stable’ institutional
owners, defined on the basis of their past investment behavior and horizon. To do so, we first
obtain data on institutional ownership from the Thompson Financial Institutional Holdings
Database. This database reports institutional holdings quarterly, based on form 13F filings to the
S.E.C. We measure institutional ownership at the most recent quarter end before the annual
meeting. Then, using the classification in Bushee (1998), we divide institutional ownership into
two categories: 1) INSTIT_OWN_DED, the fraction of shares outstanding held by ‘dedicated’
institutional owners, who are characterized by having large investments in firms, low portfolio
turnover, and no trading sensitivity to current earnings news; ii) INSTIT_OWN_OTHER, the
fraction of shares outstanding held by all other institutions, i.e. those that are highly diversified
and have low portfolio turnover (‘quasi-indexers’) and those with high turnover and who follow

momentum investment strategies (‘transient investors’). We assume that higher ownership by
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dedicated investors increases the likelihood that at least a fraction of them supported the proposal
and we predict that such support will result in a higher probability of implementation.
Shareholder Pressure

In our analysis, we use two variables to capture the degree of shareholder pressure
resulting from the voting outcome. APPROVAL indicates whether the company considered the
proposal passed based on the firm- and proposal-specific vote requirement. VOTES_FOR is the
percentage of votes cast in favor of the proposal (excluding abstention votes and broker non-
votes). In sensitivity tests, we also consider a dummy for whether the proposal achieved the
majority of shares outstanding.

As discussed in Section 3.1, we believe the history of the proposal may affect the degree
of shareholder pressure. We use N_MAJ_CONS, defined as the number of consecutive years that
the proposal has received a majority vote, to represent the history of a given shareholder
proposal.15
Additional source of shareholder pressure to implement the proposal are the presence of
activist institutions and the proponent’s identity. Following Cremers and Nair (2006), we
measure the ownership by activist institutions, OWN_ACTIVIST, as the fraction of shares
outstanding held by activist pension funds. We define UNION_PROP as an indicator variable
equal to one if the proponent of the proposal is a labor union fund, and zero otherwise.
Similarly, INSTIT_PROP is an indicator variable that is equal to one if the proponent is a public
pension or another shareholder group (e.g. investment advisors, mutual funds, etc.), and zero

otherwise. In supplementary analyses we also use a dummy equal to 1 if the fraction of common

"% Since our dataset only covers the 1997-2004 period, for all proposals presented in 1997 we hand-collect
information on whether the proposal was presented and received a majority vote in 1996. For the sub-sample of
1997 proposals also presented in 1996, we then hand-collect the same data for 1995, and so on. The source for these
data are proxy statements (list of proposals submitted) and 10-Qs (voting outcome).
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shares outstanding held by the proponent of the proposal. We hand collect the proponent’s
percentage ownership from proxy statements. However, this measure is available only for a
subset of the majority-vote proposals since firms are not required to disclose it.

Finally, from the 10-Qs field after the annual meeting we hand collected the percentage
of votes withheld from director nominees at the annual meeting where the majority-vote
shareholder proposal is voted upon. Based on these data we define VOTES_WITHHELD as an
indicator variable that equals one if at least 20% of votes were withheld from at least one
director, and zero otherwise.

Peer Pressure

To capture the degree to peer pressure our sample firms face, we use
PEER _IMPLEMENTED, an indicator variable equal to one if at least one firm in the S&P 1500
with the same two-digit SIC code implemented a similar proposal during the prior year, and zero
otherwise.

Financial Characteristics

We use stock returns