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ABSTRACT

By building a game model between the institutional investors and the management, an analysis has been conducted to
uncover the influential factors that are crucial to the role switching of institutiona investors when confronting tunneling
behaviors of the management: supervision cost, shareholding ratio, invisible income, fines and patience. In cases of
lower supervision cost, higher shareholding ratios, less invisible income, larger amount of fines, more patience and
pursuing long-term gains, institutional investors will tend to play an active role in corporate governance. They will act
as an active supervisor to restrain the tunneling behavior of the management.
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1. Introduction

Tunneling effect, named by Shleifer, is a common fraud
in which controlling shareholders and the management
collude to expropriate the interests of minority share-
holders. As a countermeasure, China has introduced the
ingtitutional investors as an external governance mecha-
nism for better corporate governance. Since the China
Securities Regulatory Commission made proposals to de-
velop the mechanism of ingtitutional investors in 2000, a
series of policies and measures have been issued to pro-
mote its development. Recent years, with the rapid de-
velopment of ingtitutional investors and their participa
tion in corporate governance, researchers keep wonder-
ing, could institutional investors effectively restrain the
tunneling behavior? Will they act as active supervisors or
bystanders, or will they collude with the management to
trample over the interests of the minority shareholders
when confronting with the tunneling behaviors?

By building a game model between the institutional
investors and the management, we have successfully un-
covered the influential factors that are crucial to the role
switching of institutional investors when confronting tun-
neling behaviors of the management.

2. Literature Review

Regarding the role of institutional investors in corporate
governance, most of the literatures have proved institu-
tional investors to be active and effective supervisors.
Coffee and Barnard are representatives of such hypothe-
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sis. They argued that institutional investors are incompe-
tent to play an active role in improving corporate gov-
ernance structure. In their perspective, ingtitutiona in-
vestors are not investors but speculators. The pursuit of
liquidity has resulted in their preference for short-term
investments and diversified investment strategies, which
is not acknowledged by the management. At this point,
the role of ingtitutional investors is weakened by such
internal barriers. Besides, due to the fact that most of the
institutional investors have long been engaged in certain
capital market operations, the lack of professional know-
ledge in other related fields keeps many scholars ques-
tioning the benefits that ingtitutional investors bring to
the listed companies.

So far, most of the domestic studies on split-share re-
form support the view that institutional investors collude
with the management and trample over the interests of
the company as a whole. Reference [1] pointed out that
from the occurring of Shady Deal of Fund in China in
2000 to profit transfer scandals between public funds and
social security funds exposed in 2005, to corruption scan-
dals during split-share reform, people keep raising ques-
tions about the role of institutional investorsin protecting
the interests of minority shareholders and improving
market efficiency. Reference [2] studied the determining
factors of the split share reform and concluded that insti-
tutional investors failed to have bargaining power and
thus leaving the interests of the minority investors un-
protected. Reference [3] found that the share-holding
ratio of the ingtitutional investors was significantly in-
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versely correlated to the stock reform on prices. They
explained that non-tradable shareholders colluded with
institutional investors to expropriate the interests of the
minority investors. Reference [4] conducted a special re-
search on the collusion issues between institutiona in-
vestors and non-tradable shareholders. They concluded
that during the voting process of the share reform pro-
gram, the support rate of the institutional investors was
significantly inversely correlated to the stock reform on
prices, which was exactly the evidence of the collusion
between ingtitutional investors and non-tradable share-
holders. Reference [5] found that the shareholding ratio
of the institutional investors was significantly inversely
correlated to the consideration ratio of both non-tradable
shareholders and tradable shareholders. Based on the
findings, they concluded that strategy alignment hypo-
thesis is applicable for the relationship between insti-
tutional investors and listed companies. Reference [6]
conducted their empirical research in the perspective of
managerial displacement. They used data of A-share
companies listed in Shanghai and Shenzhen stock ex-
changes from 2004 to 2008. The result indicated that the
shareholding ratio of the institutional investors was in-
versely correlated to the probability of senior executives
being dismissed due to unsatisfying performance. The
significant improvement in the company performance
after the managerial replacement through internal ap-
pointment clearly indicates that institutional investors are
responsible for the collusion behind the managerial re-
placement. Regarding how institutional investors collude
with the management, Reference [7] believed that there
are three alternatives: 1) the sponsor institution is bribed
to vote for the split share structure reform; 2) profit trans-
fer through related business; 3) institutional investors are
informed of the insider information beforehand and thus
get benefited by means of buying stocks at alower price.

3. Game Analysis of Supervision and
Collusion

3.1. One-Shot Game

In China, the governance structure of the listed compa-
nies is not sound, resulting in facts that the due functions
of the meetings of shareholders and the boards of direc-
tors and supervisors are incomplete. If institutional in-
vestors participate in corporate governance, their invest-
ment cost may outweigh their gains, which is against
their original intention of achieving more gains in corpo-
rate governance than in the securities market. Their abun-
dant capital has a conclusive effective on their positions
in the shareholders meetings. In order to maximize the
gains, major shareholders may give up some of their in-
terests and collude with ingtitutional investors to control
the operation of the company.
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Assumptions of the model are made as follows:

1) Two participants are included in the game model
with one as the ingtitutional investor and the other one as
the management. The institutional investor is on behalf
of the minority shareholders, and the management in-
cludes senior managers and controlling shareholders.
Both of the participants are rational men pursuing the maxi-
mization of their own interests; they make decisions at
the same time, aware of each other’s strategies and bene-
fits.

2) The shareholding ratio of the institutional investor
is  while the shareholding ratio of the management is 6.

3) The invisible income obtained from tunneling be-
havior of the management is 7, the fine is F if such be-
havior is caught by the institutional investor, the prob-
ability of being caughtisa, F>T,0<a <1

4) If ingtitutional investor colludes with the manage-
ment, the invisible income 7 will be shared based on their
shareholding ratios. If their collusion is caught, thefineis
S, and the probability of being caughtisp, S>T,S>F,0<
p<Ll

5) The supervision cost of the institutional investor is
C and the normal income of the company isR.

Based on the above assumptions, the payoff function
and matrix of both sides are shownin Table 1.

0, reflects the gain of the institutional investor by
conducting supervision on the collusion of the manage-
ment. If collusion is caught, we could conclude that the
interest of the company has been expropriated by the
management, resulting in a supervision cost C. If fines
are imposed on the management, then the gain of the
institutional investor could be calculated as 0, = S(R +
oF —T) — C. O, isthe gain of the management. Although
the management has obtained invisible income, fines
have been imposed. Thus, O, = OR + T — aF. Qs reflects
the gain in the case of the ingtitutional investor colluding
with the management. Although both of profits and in-
visible income T could be shared, they need to bear cer-
tain risk. Thus, Q3 = (R + T —pS), Qs = O(R + T — pS).
Similarly Qs = R — C, Qs = OR, Q7 = fiR, Qs = 6R.

For the ingtitutional investor, suppose the probability
of supervisionis a, and the probability of collusionis 1 —
a. For the management, suppose the probability of collu-
sion is b, the probability of no collusionis1—b.

The gain of the ingtitutiona investor by conducting
supervision is be1+(1—b)xQ5; the gain of collusion

Table 1. The payoff function and matrix of both sides.

Ingtitutional investor

Supervision Collusion
Management Collusion 01, 0> 03, 04
No collusion Os, Os 017, 0s
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is bxQ,+(1-b)x0;.

The gain of the management by conducting collusion
is axQ, +(1—a)><Q4 ; the gain of no collusioniis
aXQe""(l_a)XQs-

In such case, {(a*, 1-a*)(b*, 1-b*)} is the equi-
librium point of this game, satisfying Equations (1) and
(2):

b*xQ, +(1-b*)x Q05 =b*x0; +(1-b*)x 0, (1)

a*xQ, +(1-a*)x 0, =a*xQs +(1-a*)xQy,  (2)
Then
0(pS-T) C

T —

T (1-0)T-aF+6pS’~  B(aF +pS-2T)

It can be seen from the above equations that the value
of b* isinfluenced by ingtitutional investors supervision
cost, shareholding ratio, invisible income and fines. In
cases of higher supervision cost, lower shareholding ra
tios, more invisible income and smaller amount of fines,
the probability of collusion is greater. In other words, the
loss will outweigh the gain if institutiona investors con-
duct supervision under such circumstance. As a result
institutional investors will tend to collude with the man-
agement for the maximization of their own interest. Thus,
to effectively restrain the tunneling behavior of the man-
agement, measures could be taken to lower institutional
investors supervision cost, increase their shareholding
ratios and reduce invisible income through intensive ju-
dicia supervision. a* is mainly influenced by the amount
of fines and invisible income. In cases of larger amount
of fines and less invisible income, ingtitutional investors
will tend to play an active role in corporate governance.
They will act as an active supervisor to restrain the tun-
neling behavior of the management.

*

3.2. Repeated Game

In the one-shot game, every participant only cares about
the one-time gain. If the game is repeated, participants
may give up the immediate gain for their long term in-
terest and use different balancing strategies. As a result,
the frequency of the game would influence the output of
the repeated game.

In the repeated game, the institutional investor first
determines whether to conduct supervision, and the ma-
nagement makes decision on whether to collude accor-
dingly. In each period, the institutional investor makes
decision on whether to conduct supervision based on the
gains from the strategy made, which will be added up to
the overall strategic gains.

If the ingtitutional investor determines to conduct su-
pervision at the beginning of the game, due to the asym-
metric information, the management will determine to
conduct collusion with probability of 5. But after the first
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stage of the game, the management will refuse to collude.
In such case, the ingtitutiona investor's gain for each
period could be calculated by Equations (3) and (4):

E(1)=bx0Q,+(1-b)x0O; 3
0 Q5
E(n)=) _ 4
( ) t=1 (1+ O_)t
in which o isthe discount rate. Thetotd gainisE£ = E(1) +

If the institutional investor determines to conduct no
supervision at the beginning of the game, due to the
asymmetric information, the management will still de-
termine to conduct collusion with probability of 5. But
after the first stage of the game, the management will
continue the strategy of collusion. In such case, institu-
tional investor’s gain for each period could be calculated
by Equations (5) and (6):

E (1) =bx0,+(1-b)x 0, (5)
> 03

= 6

El(n) t:]_(l—‘ra)[ ( )

in which o isthe discount rate. Thetotal gainis
E, =E,(1)+E,(n).
Let £ = E;, then

« C
+Y c
= C+—
t1(1+o_)t _ +U
,B(aF+pS—2T)

ﬂ(aF+pS—2T)

It could be seen from the above results that, as com-
pared with the one-shot game the result of the repeated
game is influenced by extra factors of time ¢ and o. Li
Xianggian (2002) believed that ¢ is an indicator of in-
vestors' patience. A large o represents more patience of
the investors while a small ¢ represents less patience. In
other words, a large ¢ means that the institutional inves-
tors are value investors, and they will tend to restrain
tunneling behaviors for long-term gains; reversely, a
small o means that the institutional investors will tend to
collude with the management for short-term gains. This
viewpoint is consistent with that of Gaspar: institutional
investors with longer holding periods are motivated to
supervise the management of the company [8].

4. Conclusions

Through the game analysis between the ingtitutional in-
vestors and the management, we have successfully un-
covered the influentia factors that are crucial to the role
switching of institutional investors in corporate govern-
ance: supervision cost, shareholding ratio, invisible in-
come, fines and patience. In cases of lower supervision
cost, higher shareholding ratios, less invisible income,
larger amount of fines, more patience and pursuing long-
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term gains, ingtitutional investors will tend to play an
active role in corporate governance. They will act as an
active supervisor to restrain the tunneling behavior of the
management.

Normally, the board of directors of the listed compa
nies makes the operational decisions. Institutional inves-
tors never participate in corporate governance. But most
of the equity of the listed companies is in the hands of
controlling shareholders while the rest of the equity is
scattered. Controlling shareholders could manipulate the
operation of the company behind the scenes to expropri-
ate the interests of the minority shareholders. Besides,
most of the controlling shareholders of the listed compa-
nies speculate in the stock market to hoard capital. Their
indiscriminate expansion of the scale has resulted in the
unstable development of the securities market. At the end
of 2007, China Securities Regulatory Commission ap-
proved documents that enable the institutional investors
to participate in the board of directors of the listed com-
panies and take part in corporate governance. Since then
ingtitutional investors have been playing a role of cen-
tralizing the equity of the listed companies to a certain
extent. Meanwhile, as a major shareholder, institutional
investors could not only restrain the controlling share-
holders from benefiting from their control power but also
protect the interests of the minority shareholders and
maintain the sustainable development of the stock mar-
ket.

Mark, consultant at the World Bank Group, once said:
requirements to develop the mechanism of institutional
investors include clearly established legal system, fair
investment environment, diversified investment style,
professional asset management and smooth sales chan-
nels. Thus, in order to motivate the institutional investors
to improve corporate governance and protect the interests
of the minority shareholders, measures should be taken in
the following directions:

1) Relax restrictions on the shareholding ratio of the
ingtitutional investors. Currently in China the equity of
the listed companies is highly centralized. Relax restric-
tions on the shareholding ratio of the institutional inves-
tors could empower institutional investors more rights to
influence the decisions. In this way, checks and balances
could be achieved among the shareholders.

2) In order to minimize losses caused by ethical risks,
policy making departments should build a complete dou-
ble principal-agent mechanism between institutiona in-
vestors and companies. In China most of the funds of the
institutional investors are raised from a vast mgjority of
individual investors and thus institutional investors
should bear the trust obligation. But ingtitutional inves-
tors' investment behavior is influenced by their own
property rights, corporate governance structure and ma-
nagement system. Thus, to prevent institutional inves-
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tors from seeking profits for self-running investors by
violating their trust obligation, property rights of the in-
gtitutional investors should be clarified to ensure that
institutional investors of all kinds unhook connections
with self-running investors such as securities companies.
Besides, a sound internal governance structure is neces-
sary for the institutional investors. A complete board of
directors should be built, independent directors in the
true sense should be introduced, and a rigorous internal
control system should be built to prevent internal and
self-dealing transactions. In addition, most of the institu-
tional investors are evaluated by their short-term per-
formance. As a result, most of the fund managers are
motivated to focus on their short-term performance rather
than long-term gains, which is against the philosophy of
value investment and standards. Too much attention on
short-term gains is the cause of ingtitutional investors
being speculators rather than investors. In order to further
the transformation of ingtitutional investors into value
investors and motivate them to play an active role in su-
pervision, the performance appraising system of the in-
stitutional investors needs further improvement.

3) Strengthen the development of externa environ-
ment and create a fair and active investment environment
for the ingtitutional investors. Although China has issued
a series of related laws and regulations to strength the
development of institutional investors, a sound system of
laws and regulations in the field of securitiesis yet to be
established. As a result, the legal basis of securities tran-
sactions is not solid. Meanwhile, the implementation
force of securities laws is inadequate in practice, result-
ing in violations al the time. Thus, the supervision and
management of institutional investors should be strength-
ened to protect the interests of the minority investors.
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