20124F9 7 HF14t  H3H
oE 2 it 5 ) % W R
China Accounting and Finance BReview

Volume 14, Number 3 — September 2012

ESRESFERBERRE SR ETHFERND
EXENRIERR"

RH ) RS ROV

BE

gk T 2 R A ) D o [ O T 2005 SRR SIE T — 4 BCE (IRRD
FEAR I3 B ) DU b i 2% W4 A i e A% TR A o RO B R A A O )
R A DL B PR A 1] G R PR AR S AT 2 D IR ONHAN > ATE R BF R R - ML
(&) R EL s > FBeRoa sl > Ut > WAL BB 38 B 1) T A0 4 L e 4 AL
ARG o RAIE — X B A BAR A O (Chen et al., 2011 5 Firth et
al., 2010) o ZR3CH X —HIR - BFEHEIEEIA R A BENS J2 i 2L & i B
5 AR B BB AR A BT o BATABE TR BL - PRI S AP BE R 4
55 A A IR ™ 1A W] RE Ak SEAR > TINLAG A 5 A L ) v ) i U SE A T
REAN B OB R AR B

FAHEA  FEEIRRE - BN ~ R B
T B4 k5 1 F830.91 ~ F230 ~ F832

A% SCIRR R W S BT Y M K 5T H (107 D63006) [ 5% 1 8K B2 4 4 1 H (71072036 1

71102134) FNZHE TR LL 0TS A A SRR TR LUK Bl v B TR (11SG35) Ry Bl
COEE - BORE GRHWER > WEH ¢ agql@mail.shufe.edu.cn) @ FIBIME R ~ 21500

SSWETBE - HBYR © 200433 5 AXNBC : SEE RS LA > S 5T g o [ R LR 7 ool o



EHN FIRE RV

—5lF

TE 2005 45 2 A7 H I E N BEART 3 b0 A IS D AF 37038 A I E A% Sl A
R #H — BV E RS EA LA > MREREEARZ D ANSH R E - X R
KU B A ARAGE I T RAR TS BN A& KL DIRE - 25 5 51 & JF W8 ] AR 5 I i
AR 2 [ R 4 v 2 > TR T i = AR T i 1 RMER R »

20054F 4 A > PEREAWEEHE RS CIERAT) R T BB E Eis
A A3 B — I IR BB 3 O (g SCRTAR el ™) o 4% IR 255K »
7 A A S R PR AR 2 T R R P PR A A T R TR A KR R
R SR (RS BB 2/3 2640 ) AT Y > S EUR T A s KR 3gn > AT XS 24 A
JBAN T AN 8 0 > A 38 e e A TR RS SASH IR eSO A AT D I JIEAR T 8 T T
IR o SLAR o YL B AR B OARAT B AN - T A R AR W 2 e

R UE W 2 L E > 220 A 9 B Bl S AR A 2/3 i il JIE JRE AR 1) R il 0ot Ty R S
it o A 98 38 BB AR rh e A B A9 B R AT LAR B R 3 - 3 e ] B4 ot I iy 3 P A8
LA B B ARARAT SR SRR O o AE > AR N IERIE SR > e EH
F]REAN L BB E A 25 1P % (Mahoney, 2004) o 76 S HAR A+ - HF W
IR > H A A T B T [R] HE D S R R AR A o AT 9 5 AR 1
Flts o

BESE s BT E A A A R ORI [ LA i A < SR L
E T S o R MG 4 A SR I 2 ) S R 8 R PR o A o B v BB RO A B
WEhAL « Hk > HEERESFR LT AREHZETREN RIFXR" > UIEL4EREGE
BIRE R E  MTAREUE B o B= > hEILEEBA RN KRR S W RRE
GEARAT > AT AT RE S BT A R EAT BRI SR 5 Wi SRR A s A AT S R
U3 4 B BN F ) B AR AT REBR = Zh AL & B HEE S i 7] 3R s 5 B AR 2 1]
A A T HEAT AR o ARl (ZERIBSE > 2006) > FEARZE T » HEEME MR
TS PRI AR 22 TR) B R ) 3 B O AR IO B A B o T 2 o U ] i) R 4 A B RN LAt
—BEA LA B AT IR s o o

Chen et al.(2011) ~ # PR FNJELLHE (2008) ~ Firth et al.(2010) FIHF7 &I » JL[FA]
4 BN UG 59 3 BT R A 1) I 3 e LU B = > B ORH BAIG o (HLR: > SRR A ST
RAEIL [ HE S WAE— DG B BT B b AS [R) 2 7 B4 1) A €8 A T IR

U A > A 10 BRI A DA JE T 30 S S AR A AR AR ) 3 8 T T L R AR o

22005 4F > UEME WA O T BT wBORU BT AU DS B AT o o I I R A
%gﬂaf%%*;ésliﬁﬁz ~ UPEES ~ Hp LN B ARA TR R S5 A A O T T A B A
ENEAS =Y/ D

3 EE2005FK LA 218 FIEHFIE S I 4,691 1Z NR TR o Fia ik 58 It & 8% T AR
362,464 NIRRT > A ARRFI BR% 1 23.2% o SRUR © HEUEZRIE TR ST 2005 44T >
CREREZAR) 2006 4F 1 H 6 H R -

4 Firth et al. (2010) 42 3F W 20K 3 4 28 BHOC T BRI B ECF SR I B AL » #6888 L 4 B A ]
BB B2y o (HEE > hEPIRSE AR WRRR GRS LHW K > H25 EiA RS
bR 2 A5 R AR IR A R A B (Cheng, 2005) © FTLL > fERRGOS AR A > A2 H7E
JREBCRT AR 1 ) 43 % 3 ke v 47 i A £ o

SoOZRFIN - B R PMEE ST (CR VT MEEAR) - 200648 H 13 H) $R4E T — WIHRIEFR > FAAH B
TTARAT — WK BT R 5 N 4 Bl AR B 8 > 20 6] B9 RO 24350 MO i T IR
Newbridge Asia AIV 11T LPAE4 T 345 28 B ) 2R PESCH 504 (Wang, 2010) © FECGEZRI) (2005
FE9H S H) R > —SuIEG MR A A RN - EA R 200,000 AR o



F PR PR A U P R A R

NFBEE o Bl 1A BB 0T R R BATL 2 A5 A B T SR AR L 5 B sl AR ] > o
MTIAE BRI AN 5L 55 b ASC — FE B TR

i IR PN 2 — AU B O R B E TIPS o i T RA B EALH
HECEF P IR > TP EEE T REA B R AR BT AT B0 mT AR S Ik i 2 ik
JEARHEAT BT o 5 AR IR AL B R B G P B Y B A R A HATAh
TR o BT BT RES AT RNESS FREERBAR &
T/ AT RE PR BUAIR o 7 5 B VA BEAY 55 =AM AR SR AT B TR 1 B
o BN FINBEEBR > BT DABREES > EAREAF - FFEE—LH
MR B R o X LE A ZE S M BRI B — 77 B A B 2
MBIl GEERIL) o 75— 7T > T Ix SEHLA a8 B R AR > BT LR oAl
Fy B o AT RET | B SN AR R o BUAL > R ZHEE SN BLR & rTRER 2 E
AEN S B AT AT BE B 2 M 4 A B R T 2% W) A A OBOR 2
BT sl (B -

BT 1,153 E BT A mlAAEAS > FATAIDFT AR - AP e 0 w5
SRR > DTSR A B A A 9 Sk D AT RE S R Tl R AR AT A
P [N BRATE R B > WA 15583 1A 1480 b 1) 50 v ) 2 SR Al B S5 P IBEAR
HATRET > TSR R AR o PR TOE TR Y] > BT
R AE AR U I R AR 4R WD AR O 2R AR B R RS R R X — R
L3 B A AR W R B BOR Z I Y 5 1 2R T R A LB — 2 - 7
Z > AR SUELE RARW] - L[R]3 L8 36 BEARAE REAS 22 M ABC i b 22 4 L A
A L P AR 22 1] 9 T ) L

AR TGN © 5 R H T ST B AR I o 55 = i
PRAETY BUE AAEAS L FE © SR PR TEE R « fefa > BRI BA a3 -

= HEESNHRER/IR
2.1, HIEE R

AP ] B B T 3 % ST N > 4R 22 ] TN T AR R S A o s A
TR - BARER B AREA AT IEIERS » B RERBER KR ER SHE
JBEPBEAR AR [ A SR~ B4 TR BURH LA 75 78 AR (Huang and Xu, 2009) ° JX 265 i 8
J3E i R S E AR TR > AR BT A A A R R R e - R
JBE RS AR AT Al Ik Pl v s 32 SR L T Ry > (FEE T U TN (B A 4 LA 38 8 AN R
Wb 28 7] 89 & FIBE 11 (Chen and Yuan, 2005) o iX LAY AL B4 5180 T — 2R 5%
TAFNABB TR > AR T ERATSNRERESY & - /R D0
TR BEI A TE % EE > LU > Chen et al.(2009) & B4 H T 37 18 R 3 37 388 1% 0 25 5] 72
> — L wI ] TR R S AT BOR R TP O SR SR K h S A R B 2
JRIRAR AT N -

O FRATIR A T AL S R Ry LR Rk 4 R f T A B SRR - HHAB AL B Y
MR BAEAE LA A TT AR
7 REE A SN IAT T EROB KIS AR -



EHN FIRE RV

N T ORIy BT 5 BUR I - E 2 TES T AR 22 5 - T 2005 4F
4 AT TR BOR R 2 B R R T A i R A D Ui E R o AR i R R AR
N T ARAGFTABAL > D455 L T AR 1R W S — S RO B REHE 2 IO 58 > LA
TH 24 VL 308 IR JB 2R AR i T E T AN 36 FRC R B TR S o RSO S R DR B =0k 2
TR R AR T BRI o

SR B R R SR AR R D AR 58 - TG B R R - R A ]
IR IR AT BB (QFIL) MA FlE N AL « B2 2007 4F
JIg » 72.63% H) GBI BT A > Hir65.23% N IERZE G o SEREEG T RA L
o LG A T3 B A3 > ST R A A AR R JRESE IR IBEAR 1) 1R ) e R S 0 IR R R
PHHEEMA A -

KT L[] AR AU B OCE TP RE T > T REA AR AR R A RIS o 12 IR
B BN RE IR T > BEE B0 LB > RSO BRI o JRRIFE T - S
B A BCEERCRIR A B ) R A RN e ) - TS RS B iR 7E 5
DHSE P FBBOR BRI > O Ui ORI L 9 A 4 o T SR O AUBE A E
J& > R IR IR E B AT R PR BONAN SRR O o JEIRIAE T o B[ < i I A A )
o T BE B AR Bl 2 3 S A B A BEAH > A ITTE [ A I R R AR B IR
RAZFHEZM G TN o T 5 Fm s BB & RS b i hE A
NT BEBIFIEE > A BEAR AR 2 2o it d AR B 4 o

DALAER W R0 L4 5 1 08 A Lo 01k 25 > 370 308 P P 7 AR A ) e BT A7
i (Chen et al, 2011 5 ¥REFFELLHE > 2006 5 Firth er al., 2010 ; Wang, 2010) ° iX
SERE 5 BT R B AN BE T RO TN AR O TS R R A AR B [ — 2 o PSR A TP T
JEIR T A T3 R FRAH R Z IR AR o

B £ B AR RGBS BB AR IR BB EE R AR N RS R
HHRIN o AHZ > 00T E i B A T 5 N A B R B T B Y [
E I ARIESER - M H. > AT EEILFEFES (Tufano and Sevick, 1997 ;
Guercio et al., 2003 5 Chen et al., 2008 5 Kong and Tang, 2008) > H[E i) I 47 41
NEAER2R LRS- SPrLUTEPE - SISk BT EFAWE - Bt > &
EEE P RERLA AL LA L2 B FE R B E A5 o

B RN E e S E i A RIALEA R PR (Brickley et al., 1988 3
Chen et al., 2007 ; Davis and Kim, 2007) ¢ £ E > B4 B 7] A9 A E 7 Fe il
BIARITBIE SR A R o O UESA Al 2R BT RI I ESR AN ~ Ul SO bR A7
55 o FEREHH > UEFRA RIEDN BT A AR - AXHE Iy B8 fe 2t Ji5 A
REARAT IR o JT L » GiE 2528 WA ShATLE 20 Ik 308 18 P A T s 7 8 AR A T AN 6] o
TaxAL s BRI R BEEE L fTREAE N T s BRI A 4R 1 A A
£ A DL P IR B AR R A A 2 e 2R o

s P ER A AR H A O AT B o (R A B W] Y R O R — o S ] T
BB o BEGE A A AL R B AR BRI R £ o 1T AR RGO AR R4S o

) ﬁjﬂﬁﬂ o | R A BN W)Y e K 44 AR N RABCRARAT — WL 2R A RDR R AR T B SR A
i) o



F PR PR A U P R A R

B BREHREMETARWERZELREN RIFXRT  DMERREER
ERRES o ARVEMIZAEA BWE ST B ALY - IFREM A HIE B 1) WP LE B
& o AATTREAE W S B e PR HIE B ) e B R - 5] S5 S AR R .
Williams and Ryan (2007)4& th > b 23 5 % 282 o] B 1) BE LA 8 IR B8R 15 . » DI
FHBATHY SCHE -

B AR B A R AR B R AR Z MRS AT B LA
AR RS L o KA E - MF N —RbRr it > or IFETT g 33—
P RAFARAL " 72 > TR BEJE 48 20 /) 5 HAB A /] Z Wl 89 S AE S 550 o H11E 2000
AEARGE Y B BRI R T AR R I AR AT o 10

IR BGRRE A AR H AR - (HERZHUE LT - Al Z 2R
AUA UEHE AR RfE AR o eGP vt 2 (R4 HA 45 09 73 b — DR > iF R s
AREVIERAE » T HE B TR PR M i T AR ) Il G SR BV o BRI BEAY
b3 2 2 Ak 4 A AR )8 > QR IR BB B IR 2 o T L > S0 T 4B iA B A 5K
WERFR - TWTEHIE b - JERSES EA —E RIS X -

2.2. ARBIENRE

o I 4 B o FR AT AR — > 4 T 4 AL Ao 5 2 L i i AR R A T AL o B
HSCHIR R o B 4 A P 0 1) T () Sl R S R PR A T DA A S — AR ) P Ot
o BRI > PASSTERY A BE > 4 f) AR (] AT A ) 5 40 AR A LG 490 80 JBE MOt A 22 Tl )
TR IMUAHE B - AR SCHIF T 5 i BN 35 4 04 3 BEATL i B 15 22 A DX R 1" - 300
XFRAHR R R -

PAHE RO SCRR =0 > el WL T e im B B AR - R A
UESSAS P OB Sk (e N S-S BV A CI B CN B S R e o SN Tl - B -
PR ¥ 8 7 B3 > DT 2 B 4 A8 PR RO o AH BT - B PR R i 0 HL e
R B LREE A X TR S B S MBS A R > (A2 3A
AR BB RS B o T L — NN B B R A I R R A RE A AR LR
HRA > JBREW G B R ARG T R4 o KB MBI A4 w] (i 55 4 8 B ARS8 50
W g o I H I — 20 A R I AR R A B R SRR A AT S R IR BEAIL Y -
Fama and Jensen (1983a, 1983b, 1985) 481} » # % w] I8z [n] H 9% 7= i I FEBUE — Fh EE
BERRIEHLH © Sirri and Tufano (1998) AN » FEGFHRTEH 2ARML R AL S0 sk ik
BRI GRS - Qian(2006) KB > A AT WL [mIAL i B[R] 55 46 & A6 L) 14 ] R
B -

EpE > =N ESEHAR AT RMA RS s WEHHES - BT
R IE ST E R ISR TR — D ESEHA A > T —F Z 1A e N A X
Sl o AR > FF R 4 Y U2 (R ATL ] PT A5 350 4 A ) L B 5 22 9 U 38 LA B O
A o MR O T 3 ] 5 40 1) 12 R0 SR B 40 2 W) AN BE T LS 1 1 2k 48 22 ] X ]
POREEE fﬂMacKay and Wu (2007) FIBFFCREL > REFESEILNF > EREMAT

0 R F AL E R HE > 7 W Mahoney (2004) 1 Zhang (2006) ©
AR R SRR S I > R AT LA Al IR 2D 0.5% BRI o bR AR R A LA B 4R
B HULEHEIL0.5% » A MMBH A IR N BRI PR A 2R 4 B A /7 AR P o



EHN FIRE RV

4 TR b AT A0 TR ARG o BT o Bl TBUIIF A I 4 B BPH 50 40 7T fi
HIAT EEHG T 8

AR BOTRE TF R A A B > WS YU B T AR L Tl A
A VRSB AR 6 B > FRE AT P2 » SRTT AEIE L ELOR T - BT - LAY
T 5 FETATL ) B 2 A o 24 T O 0 1 R » JEF Bk 40T » T 142
T (B —

Hi: LHAXES  FRAESESHETLARRE SR B TRMERE -

ARICR T He i BRI S — MU RO RS RIS 5 o 51 ANEINLAY £
B N N7 P EOF K IECR » B 73 I E PR AR L - (R v [ i S
DR R o i T AR B MEABERS - B AR VRAE N [ T B RS AE e R A B
ML BERE R o 2 2007 4F I8 » 3L 159 KIS M 28 KB P& N Al A AN
o BH13,254 4 NIRRT TE™ > ARG T H1940.45% o B— Bkt - JATHUNE
AT HNGET SRR B 1R B AE AR LA N B R R e A R —E LY -

BRULZAb > “E TR —FOR BA R R LR T B AL o aX Pl R B L B 4l 5
AIFHAT AT I TT A ELAFAT o SMEHLA B 0 N3 BONBAAE > Al RELEJEL N
1) PRy X AN L i 2% ) AR U A BRSO R o fl T RN X A £
AR B AN IR > AERCE - AR FU2URE P 9838 SR 0 2R > AN BT SR A a2 AL )
LI AT RESE D o ARYE B3R AT o B2 AR SO SR AN TSR

H2: HEARAESENES  IMRERESTENLETRARNRE SR N TREER
1 -

5 SN B AL G IR B B ) AUAR B R IR R L Y BT A LA o A SCRROG T
B 5 58  R ARG TAE R BER F B TTE B AR - FFIR T AR SR AL o
SR RN ML R E RE HE S TR B o BN > Carleton et al. (1998) il
Smith(1996) WF7T K I - MGG & B K IE B VEM o G > AR RR & A 2
BRIENAL - E N B E » 2/ VR TE— e E E B g - TR
W A AL 1398 5 R SE M B B - SE B E A n] RE R IL SR E A 4
8 M5 R E B AR A B R ] REMESEAR

F— RS NA N - AL P 2 S BOA BT R VLR B A
SR AR A =12 5 A T R IR e BRA ] (Woidtke, 2002 5 Davis and Kim,
2007) o AMERIBF TR IR - B4 iOHLAG 98 & TE A n] BRI Ak 4B g AR R o DL
B BB B > Barclay et al. (1993) KB » HUA BT A BUBEE b o S fih bl ™ & - i3l
G L [F) B 45 1 KRR O AR 28R ZH Ut JU LB K2 o AT TRe 30 S gk e Dy 4 ] R 4 K
ARG /NEAR Z R R 2 vh R o AT — 20 BE R R > B SRR EEHE A4
B — DB KA AR AT DATESE AR BE I CRA A

2 Tjﬁiﬂlu » JDEEAR R o ][] R A 4 A LAY ] IR S KON UBS 2 [ 15 i R A 45 A B2 W] O 1R 045 0K
BRI - E SR AT AL 2007 SRR o EESRAL PRy AR o



HBA PR A U P R A R

Hh ] SE R ) E ZA UV B S E AR IR A R ~ IR S A HA [ A 35 AR o 6
o LR 2 B PRI 2 R A I e AR R A P 9T LA T BB A S HAt [ A S A AR 0
A AR IR o T H. > 32X 2 FE A AL AT AE S [ AT Al i 5 BB = A AR L i o 5
— il BT ST RES | RO ACRE [ - RIVEA % 8 2 e A PR 24 R A4 R (fRBEA)
BOA P EME RSB HE o R SERYUE B E Fra Ot s > s
B B ] REAN I PROE S BEAR S S ET o PRRL > SR T R ML BB RO 1E T
IR - FRATIR AN SE 4 PR A BB 5 AU BB 0 A

H3a: fIMBEOHRENESHEISHNATRE GR" WA RMEEECE
BRY) -

H3b: HIMBAHFRENESHEISHLAARE GR N TRMEES (RER
W) e

Bt AR RS T = AMF RV BERC R o

=~ BENE EMBEAREE
3.1. EHGE
A I AR U B FEAR [ A AL 40 R

CR_FINAL = &, + a,FUND_GOV + a,FUND + a,FUND_GOV*FUND
+ a,ROA + a,B/M + aVOL + a,LIM_YR + azNPROP
+ a,INDP_RATIO + o, HERFINDAHLS + a,,CENTRAL
+ a,LOCAL + a,ZHULJIA + a,,ZCHI + a,DIV + a,INJECT

+ ESEQ +E (1)

Hrp -

CR_FINAL— feZ RO« 3 TR0 380 1 F A N 1% ) G e JE AR 4 Ak — /N W 1
REHEZ M B 58 DA IROUREEAN o B2 S AT e fn 2 e i 0 0 7 2 oA S AF Ay
M7 EAE  ARAUIE ~ =B - RS - RIS A5 o FEAR S >
ATEARFEIZE RSB N AT 7 AT BN — B > BVt 8 AR B 10 e mT ARAS 19 A
B o BARYTI Iy i bt sk B R o

FUND— L[ B R B H ] > AR 5w YO BRRlcRiT » A1) R Ik 8 R A v -
B TR RO B 7 R I AR 1 e A

HEIRI(FUND_GOV) R =/ NWAS & > Blo/1748 R o AR DAL Sk - JE[A]
F AT L) (FUND) RSO (CR_FINAL) Z RIS RS < R > IR ML 13
SRR T DAAR S B OG  3E [)  4 1) TE FEAIL ) BE A 28 i ax — R R o

U REYFEERS R -NEAYE — ERLARERES ST RS E MG « s A ST
T DA SRR E RS A 109 FiAt SRR E RS A G 602 Wl » —H BT T IR

&
4o



EHN FRE RV

THEHL » FATEE T OPENWIAS & > WURAE— A R F KR @B A p > JF
TR0 L 4 T HE A A B 3 A LG 491 v B P SO TR A W L9 > A8 43X RS R BN
NS S ESHNAR  OPENBUE N1 » HINHUE N0 « BN MIEES
T S AR A 1 Y T REMEAR XA > BRATHUIFUND*OPENW R E N IE -

NTKEH2 » AT T HGE A A ESEAINEE RO AR o YA F
Al Rl AR rh > A7 MR BRI & B R O L) R F /MR R R 4
i > WEAR B FOREIGNIUE N1 » IR N0 » BN EA SN SRS S R i
JEOBAR AT 5 1 Y AT BEPEAR XS EAIR - FAT UMW FUND *FOREIGN W38 e 50 3 %5 .
FENIE -

NTRIEH3 - AVBIANT HIGH_TOWAS & o X2 R AT+ K378 B AR o i)
He o WA R T E PR TR R S AR T 2R A8 > WHIGH _108UA
N1 (RIHLE R AU a5 E S A ) » SIBUE N 0 o 4 AR 3K
S BIHUARR A O U e 1 R 4 5 R R S BB AR A 15 R T e e o O
FUND*HIGH_I0 W) ZE T3 2 K00 5 N0 5 WG BB AT - BINUE R 40 58
) BL B ] R RATF VA BRAE R > WIPUA 2SI R N IE ©

HEHE LATE SCHR (Chen et al., 2011 5 BrpREAELLHE » 2006 5 Firch et al., 2010 5 Li
et al., 2011) » FATEBBI I LLFEHIAS & © ROA— KR HIHR > B/M— KT
MESHSHNEL - vOL— B BIRIE SR > LIM_YR — Bt/ v 3 i 8 A 43 1) BR B
IS > NPROP— 6B RE LU » INDP_RATIO— JhSr # = L5 » HERFINDAHLS5 —
L R 90 20 B 25 Y 25 38 /R $6 8% (Herfindahl Index) > CENTRAL— A S BUR5 I
A8 > LOCAL— M7 BUR S IENEAS & o ZHUILJIA ~ ZCHI ~ INJECT ) DIV — IR %
FIMEAS & > EARALE « 5B IR (ZHULJIA) ~ YRR (ZCHI) ~ 1 %Ki INJECT) >
DU LRI o BSEQ— — AL B AE R NEAR B > Oy 7 $ 1l AS [) B Ac e vk 22 S 52 i »
FRATDR A — M AL B T — ASWEAR 58 > WF 5T A 18] 4 B el w193 I 67 Bkt o

3.2. FA R

I IF bR > RS A EAS T4 1,338 KA BT AT] o tR1IAFR > N T
PR > AR TR AT TREAGER > (1) BA 1k it 38 B JC U BN 5 8
Al > (2) 200746 H 31 H Z il v A& 58 BRI 104 AT > (3) BEEOSAN BE I 1 4
FANT] > (4) S 10 I Bl FE B B R 1) 16 R W) 5 (5) i ORI 3 AR A AR Hp G [
EBHTE BRI S6 KA F] > AR T 1,153 KA BT o A
AT A N ZR 1B 7R o TERATIIREA L R > 4 BEGE I 2 94T 70 Fehsfe » Horp
683 RIE T HliE > (HIX I ABERE TS EE T > RRNRAFEARN TS 5
RT3 A A F R > TETA 1,338 KA LA A > H 56% 192 Al JE T il
il o

s PUBIRY (ZHULIIA) 301 > QR BURK VAR BN — BT AR Uil SRR 1R 3 F s > 4R i
?ﬁﬂﬁ?ﬁ#@Fﬂbﬁiﬁﬁﬁﬁﬂﬁ?ﬁiﬂ%%ﬁ&l\ﬂ%ﬁﬁib@é > DUIRAE D 1> AR O o HoAt I A% i 5 S5 L3¢
Bl o



HBA PR A U P R A R

R1 BHEAEREBENDH
RI1A . FEAREFERT FEAMINE 200544 H 29 H £ 200747 H31 H)

IR IR AEHE
JREASU A 8 S0 T B ot e ] A T A 1,338
IR A I L 38 B 1 2 ) 5
HIBRHZE 2007 457 H 31 H 1 4 58 BB MU 2 7] 104
VB3R FRE ORI Ay B34 ke 2 14 2 ) 4
I3 JB 5 [ R B 0 R 0 B 2 14 8 ) 16
SRR D2 B A 1) 225 4 1 i A8 B 28 4 B0 2k 1 2 ) 56
AR ] 1,153
®IB: AT

STl g3 AEHE
A A%~ BR 0 ol 26
B. Rk 16
C. filig 683
D. M7~ B KE A R R 55
E. #30l 24
F. sciliziiy - f ol 48
G. g BHA 64
H. LR MEE RS 78
L &Rl R 9
J. BrdirEl 45
K. fh2fssl 36
L. &R 530t 8
M. g & 61
it 1,153

s SEIEE RO
4.1, R MR T

ARCHBIERIET WIND B E > L2t TRLEWMRES TR - T
S RAE RS > FRATR I A 3 248 B 49 19% S 99% 0 i Bt 4T T A (EAL B - ¥ %% >
CR_FINALW¥IE (FF %0 BIEERRA 10 B B rT 3RS X 2.978 (3.000) A -
CR_FINALWFRUEZE ] 0.795 » Ui IHIZAS BAEAEAR A Rl RAFAE— I 55 o ARSUREA
RO 1 43 A 5 AR AL > A0 Li et al.(2011) ©

FUNDBY¥HER 250551 740.056F10.003 o % F BB LE T - A s BB AR s
FEFFRAAF » FUNDBUE N0 © OPENFI FOREIGN W38 43 #1°8 0.322 #10.182 >
REEREA S > £ 32.2% (18.2%) M T] » HAT 4 ik 38 AR o i o iU e 4 (Oh
P R AL FRIL LB R o HIGH_TO W PHIE IR 0.244 > I 24.4% MIFEA LS\ )
BEEBRE NN A BHR -



EHN FIRE ROV

®2: BEGETE
Std.

TE N  Min Q1 Mean Median  Dev. Q3 Max
CR_FINAL 1153 0.220 2.600 2.978 3.000 0.795 3.400 7.000
CR_RAW 1153 0.000 2.240 2.607 2.700 0.735 3.000 5.780
CR_REV 1153 -2.740 0.200 0.371 0.400 0.328 0.500 3.400
FUND 1153  0.000 0.000 0.056 0.003 0.086 0.090 0.396
ROA 1153 -0.469 0.005 0.016 0.022 0.070 0.046 0.205
B/M 1153 -0.440 0.334 0.532 0.506 0.275 0.699 1.383
VOL 1153  0.037 0.282 0.393 0.390 0.188 0.454 1.423
LIM_YR 1153 1.000 3.000 3.262 3.000 0.942 3.000 7.000
NPROP 1153  0.233 0.553 0.615 0.628 0.114 0.697 0.929
INDP_DIR 1153 0.000 0.333 0.341 0.333 0.051 0.364 0.571
HERFINDAHL5 1153 0.000 0.000 0.003 0.001 0.007 0.004 0.153
CENTRAL 1153 0.000 0.000 0.173 0.000 0.378 0.000 1.000
LOCAL 1153 0.000 0.000 0.475 0.000 0.500 1.000 1.000
ZHULJIA 1153 0.000 0.000 0.123 0.000 0.329 0.000 1.000
ZCHI 1153 0.000 0.000 0.074 0.000 0.262 0.000 1.000
DIV 1153 0.000 0.000 0.227 0.000 0.419 0.000 1.000
INJECT 1153 0.000 0.000 0.042 0.000 0.201 0.000 1.000
OPEN 1153  0.000 0.000 0.322 0.000 0.468 1.000 1.000
FOREIGN 1153 0.000 0.000 0.182 0.000 0.386 0.000 1.000
HIGH_IO 1153  0.000 0.000 0.244 0.000 0.430 0.000 1.000
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TR ) = /MUHRAS 8 OPEN ~ FOREIGN I HIGH_IO ° OPENJ&—/MAS & > Q1 SRFEA 7]
FORT R BB AR P > AR LB P 3084 P & 45 A E I 5 22 25 (R0 N P il 3k 4 oy

) > MBUEN 1 > FWEAEN O  FOREIGNZ—NMAS & > WRAE 2 70w+ K it m e ik
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KTHERARE > ROAWEIHRZBEE N7 - WIDESTET > BSOS B - 8
FEWT (LIM_YR) W Z B35 D 0 > 3R I 3 Ui e PR B i ) e » 42 R PR IS 3 S AF
BN o JE WL B (NPROP) W R B N IE > R IIVEAE 1 1B S A 33 o ik
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T T AR (BN T S 40 (B LE (B /M) #E =A™ 8] AR o i) [m] ) SR B8 N IF - (B U AE AR
B P EE (RE= 0.118 > t = 1.71)  IFESCRRAS B/M A1 2 Bl R R AR
[ B RS © Chen er al. (2011) LAM/B(B/M FIEIE) VE R BEZZH 0 AR HEAS & > FdbIx
-5 I BT ) JB ST AN 2 D) S 3 TE ARG o AR > SRR AT (2007) 42 M/B AR i
A ERCK A B (SR LS - PR AR AR S R R RIS
BTN ) AR A A B B ONHARY o fHR > AR IR R Y R R I B4R - 7R304
IR o B/MBYIRH R NIE > 3R B/ MO B B 5% 0 mT e 22 I T
KN 2WER o 5 Chen et al.(2011) K481 » 22 (VOL) TE =MREE &y 11> B
AXTEREHY (3) Hp 523 o i K I 38 BB ZR 1 b 25 I8 7R F8 80 (Heerfindahl index) 76 T 1]
VAR e 4R B 2 o DO AT S5 0 A A 0 90 4 0y 07 > R B Y R O 3 A B AR A
HGB IR ~ BEEERE TR AN LR I > % AR R 5 B O 2 5
ik o Adj-R> 9 39.3% » 15 BAARE T ELA B 1) fife T
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EHN FIRE ROV

®/4 D EERHEARREERBAR R AT

3 & : CR_FINAL

TE Coef. T Coef. T Coef. T
Constant 1.596*** (8.79)  1.620*** (8.89)  1.613*** (8.69)
OPEN -0.051 (-0.79)

FOREIGN -0.093**  (-2.13)

HIGH_IO 0.053 (1.04)
FUND -1.577***% (-9.54) -1.405*** (-7.34) -0.935*** (-5.82)
OPEN*FUND 0.634*** (2.81)

FOREIGN*FUND 0.726** (2.08)

HIGH_IO*FUND -0.758*** (-3.27)
ROA -1.083*** (-4.13)  -1.077*** (-4.47) -1.121*** (-4.55)
B/M 0.119 (1.62) 0.118* (1.71) 0.105 (1.58)
VOL -0.147 (-1.49) -0.156 (-1.58) -0.155* (-1.65)
LIM_YR -0.037*** (-5.83) -0.038*** (-5.69) -0.041*** (-5.88)
NPROP 2.338** (8.66)  2.319*** (8.84)  2.339*** (8.98)
INDP_DIR 0.337**  (2.40) 0.337**  (2.29) 0.325***  (2.62)
HERFINDAHLS 1.471 (0.61) 1.048 (0.50) 1.007 (0.46)
CENTRAL 0.237***  (6.26) 0.233*** (5.73) 0.232***  (6.19)
LOCAL 0.269*** (11.18) 0.264*** (10.17) 0.260*** (10.43)
ZHULJIA -0.527***(-16.42)  -0.525***(-16.39)  -0.527***(-17.306)
ZCHI -0.306*** (-4.99) -0.312*** (-5.06) -0.313*** (-4.99)
DIV -0.161*** (-3.01) -0.159*** (-3.02) -0.166™** (-3.19)
INJECT -0.208*** (-3.16) -0.195*** (-2.91) -0.220*** (-3.61)
SEQ YES YES YES
Observations 1153 1153 1153

Adj-R? 0.393 0.393 0.393

AR T H1 B H3 W BIHEE R o AR & R L BONAN (CR_FINAL) » B4 a3 & 1)
ZAMUHEAS B OPEN ~ FOREIGN F HIGH_10 » Q1SFEAS /S B4 117 K i B4R ik
BRI R 528 > WOPENSET 1 > WWEET 0 o A0SR A 2w (4 i R e B i A
NG R RS BT Y 5 28 W FOREIGNZ:F 1 > 5 MIZEF 0 o AEEA A B R AT+
KB BB A > MU TR (340 5 o i 2R S T R B et o5 288 > WIHIGH_I0%F1 > &%
Fo0 o HhARERE HR RIS CMZE2 o S5 L RTINS EESH] o oo = F1 <5 FR
1% ~ 5% Fl 10% (9 8 K U -



FEIR LS R AR A B

50 CHUEINHL AR SR

HZE . CR_RAW

TE Coef. T Coef. T Coef. T
Constant 1.292*%* (10.26)  1.313*** (10.40)  1.306*** (9.96)
OPEN -0.034  (-0.59)

FOREIGN -0.047 (-0.92)

HIGH_IO 0.031 (0.48)
FUND -1.418%** (-6.96) -1.290*** (-5.95) -0.829*** (-5.67)
OPEN*FUND 0.591** (2.79)

FOREIGN*FUND 0.686** (2.10)
HIGH_IO*FUND -0.566** (-2.47)
ROA -0.899**  (-2.42) -0.885** (-2.48) -0.922** (-2.56)
B/M 0.084 (0.82) 0.080 (0.83) 0.074 (0.78)
VOL -0.069 (-0.72) -0.070 (-0.71) -0.075 (-0.81)
LIM_YR -0.028*** (-3.00) -0.031*** (-3.09) -0.031*** (-3.21)
NPROP 2.081*** (10.16) 2.065*** (10.64) 2.078*** (10.57)
INDP_DIR 0.456*** (2.76) 0.455*** (2.69) 0.452*** (2.90)
HERFINDAHLS 2.234 (0.66) 1.802 (0.59) 1.811 (0.58)
CENTRAL 0.227** (9.25) 0.223*** (8.25) 0.225*** (8.40)
LOCAL 0.230*** (8.93) 0.226*** (8.91) 0.223***  (8.44)
ZHULJIA -0.467*** (-6.73)  -0.465*** (-6.71)  -0.468*** (-6.93)
ZCHI -0.196*** (-5.32)  -0.199*** (-5.78) -0.201*** (-6.05)
DIV -0.165*** (-3.07) -0.164*** (-3.07) -0.170*** (-3.23)
INJECT -0.238*** (-3.20)  -0.230*** (-2.97) -0.245*** (-3.55)
SEQ YES YES YES
Observations 1153 1153 1153

Adj-R? 0.381 0.382 0.381

[RIAR S 2 W 4R B (CR_RAW) » B:&0 iR & 1) = /MU A & OPEN ~ FOREIGN
FMHIGH_I0 » WIRAEFAL FIWET TR FEB A AR > HBGOIE SR B0 5 2% > WOPEN
FET 1 GNAET 0o WRFERALN ST Hlm B o> ANR T RS RA RN 52
B> W FOREIGNS:T 1 > BWWEET 0 o WARAEREAS A " RYHT R E R AR T ARG (4
B ETEA O S 280 W HIGH_T0%F 1 BT 0 o HAhAS 8 iE 2 MR sk C Al
F2 o I EFAT IR ISAN T o +=* ==+ 51N 1% ~ 5% F 109% HY K (R
&) o



EHN FRE RV
®6:  HEETNHL : HEEIRHLS X TR

HZE : CR_REV

TE Coef. T Coef. T Coef. T
Constant 0.304*** (3.93)  0.307*** (3.89)  0.307*** (4.03)
OPEN -0.018 (-1.08)

FOREIGN -0.047 (-1.46)

HIGH_IO 0.022 (1.02)
FUND -0.159 (-1.15) -0.115 (-0.63) -0.106 (-0.76)
OPEN*FUND 0.043 (0.36)

FOREIGN*FUND 0.040 (0.29)

HIGH_IO*FUND -0.192 (-1.19)
ROA -0.184 (-1.05) -0.192 (-1.07) -0.199 (-1.10)
B/M 0.036 (0.96) 0.038 (1.04) 0.032 (0.85)
VOL -0.078*** (-2.68) -0.086*** (-2.91) -0.080*** (-2.75)
LIM_YR -0.008 (-1.10)  -0.008 (-1.00) -0.010 (-1.22)
NPROP 0.257** (3.20)  0.254*** (3.02)  0.261™* (3.31)
INDP_DIR -0.119 (-0.97) -0.118 (-0.93) -0.127 (-1.02)
HERFINDAHLS -0.763 (-0.53) -0.754 (-0.56) -0.805 (-0.59)
CENTRAL 0.010 (0.31) 0.009 (0.30) 0.007 (0.23)
LOCAL 0.039**  (1.99) 0.038** (1.96) 0.037*  (1.89)
ZHULJIA -0.060 (-1.42) -0.060 (-1.43) -0.059 (-1.42)
ZCHI -0.110*  (-1.71) -0.113* (-1.74) -0.113* (-1.71)
DIV 0.004 (0.26) 0.006 (0.36) 0.003 (0.20)
INJECT 0.030 (1.22) 0.034 (1.42) 0.025 (1.04)
SEQ YES YES YES
Observations 1153 1153 1153

Adj-R? 0.117 0.119 0.117

PFIAR B2 BN (CR_REV) » Fraif B &0 =/ MCBIAS &2 OPEN » FOREIGNFI
HIGH_10 » WARAEREA L\ AT+ R0 BB AR o R BT A 0 e 5 2 80>
OPENZ5TF1 > HWET0 o WRTEREAL AT TR R BB A p > SM3E S0 54 AT 1)
ey b 2480 > W FOREIGN 5T 1 > & M4ETF 0 o WHRFERAR A RH T R4+ - HL
FEA OB S 0 S TR LGy & 280 W HIGH_TO%F 1 W% T 0 o HAbAS 8252 Wik
St CFIZR 2 o S ZEFAT IR IE N TS o *** ~ #*F0* 73R 7R 1% ~ 5% Fl 109% 1
K ORE) -
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> 3 O 8 1 B B AR AN I B A 4 2 AT A T B A RE MR RAIG o ZEAETEY (2) >
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Abstract

In 2005, the Chinese Government launched a reform to eliminate the split share
structure of listed companies, around two thirds of whose shares were non-tradable. The
reform requires holders of non-tradable shares (controlling shareholders) to compensate
holders of tradable shares (minority shareholders) so as to obtain the liquidity right.
Some studies have found that managers of mutual funds tend to collude with controlling
shareholders to set a lower compensation ratio to offer to minority shareholders (Chen
et al., 2011; Firth et al., 2010). This paper extends this line of research by examining
whether fund governance can mitigate such an agency problem. We find that open-end
funds and funds with a foreign background are less inclined to collude with controlling
shareholders. In addition, mutual funds with higher institutional ownership are more
likely to engage in such collusion, indicating that institutional mutual fund investors

may induce serious agency problems in the Chinese mutual funds industry.
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l. Introduction

Before 2005, Chinese domestic A-shares were divided into non-tradable and tradable
shares. Non-tradable shares were generally owned by the state or state-owned entities
(controlling shareholders), while the typical holders of tradable shares were individual
and institutional investors (minority shareholders).! This split share structure not only
weakened the price discovery function of the capital market but also caused the interests
of the holders of non-tradable shares to deviate from those of the holders of tradable
shares, and thus it was detrimental to the sound development of stock markets.

In April 2005, the China Securities Regulatory Commission (CSRC) initiated a
reform to eliminate the split share structure in the Chinese market. Under this reform,
a firm’s controlling sharcholders are required to negotiate with the holders of tradable
shares to set a compensation scheme whereby in exchange for the latter’s agreement to
lift the liquidity restriction on non-tradable shares, the former has to make a payment to
the latter. Since the market is concerned about a sudden influx of shares subsequent to
the reform, the aim of the compensation is to offset the potential adverse price impact on
the holders of tradable shares.? It is evident that the holders of tradable shares are intent
on getting higher compensation while the controlling shareholders want the opposite.

According to the CSRC’s rules,® a firm’s compensation package cannot be finalised
until it gains support from at least two thirds of the holders of tradable shares. As
the largest type of institutional investors in tradable shares,* mutual funds’ attitude
toward the compensation package is critical for the controlling shareholders to obtain
sufficient support. Managers of mutual funds participate in negotiations with controlling
shareholders on the compensation package to be offered to holders of tradable shares.’
However, as the agents of fund unit holders, fund managers may have different objectives

to the fund investors (Mahoney, 2004). In repeated communications and negotiations,

A Chinese listed firm’s non-tradable shares are mostly held by the controlling shareholders. In this
paper, the term “controlling shareholder” is sometimes used interchangeably with “non-tradable-share
holder”.

On average, controlling shareholders would pay out 3 shares for every 10 tradable shares. Accordingly,
the compensation ratio is defined as the number of additional shares or equivalent shares finally
received from the non-tradable-share holders by the tradable-share holders per 10 shares held.
“Notice on Pilot Project on Non-tradable Shares Reform” promulgated by the CSRC and “Guidelines
on Non-tradable Shares Reform of Listed Companies” promulgated by the CSRC, the state-owned
Assets Regulatory Commission, the Ministry of Finance, the People’s Bank of China, and the
Department of Commerce in 2005.

By the end of 2005, there were 218 securities funds managing 469.1 billion renminbi of assets.
All securities investment funds invested 246.4 billion renminbi in tradable A-share stocks, which
represents 23.2% of all tradable A- and B-shares. Source: 2005 Annual Statistics of China Securities
Investment Fund Industry published by China Securities News on 6 January 2006.

> Firth et al. (2010) claim that “the CSRC took away the voting rights of the individual fund managers
for the share structure reform decision and passed them to the investment committee of the fund
management company.” However, the investment committee of a fund management company in China
is composed of fund managers, and it is the fund manager who takes part in the field study in listed
firms and in the negotiations with non-tradable-share holders (Cheng, 2005). Therefore, fund managers
could still play a significant role in the negotiation and determination of compensation ratios during
the process of the reform.
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fund managers tend to collude with controlling or non-tradable-share holders for the
following reasons.

First, because fund managers in China can only get a fixed management fee, which
is based on a fixed proportion of net assets rather than fund performance, they may
lack the incentive to negotiate with controlling shareholders for a higher compensation
ratio. Second, mutual funds need to build up stable “friendships” with the managements
of listed firms so as to retain information channels or advantages. Third, the major
shareholders of fund management companies in China are usually large investment
banks. These banks may have certain kinds of business connections with listed firms
(e.g. securities underwriting or other investment banking services). These shareholders of
fund management companies may lack the incentive to monitor mutual fund managers.
According to one newspaper article (Li et al., 2006), in many cases, the main bargaining
issue between fund managers and non-tradable-share holders is not the compensation
plan itself; rather, it is the level of side payments to be given to the managers of mutual
funds and other large tradable-share holders.°

Empirically, Chen et al. (2011), Jin and Yuan (2008), and Firth et al. (2010) find
that the higher the proportion of tradable shares held by mutual funds or institutional
investors, the lower the compensation ratio. However, most of these studies treat
mutual funds as a uniform group. Also, there has been little research examining the
role of different types of mutual funds in the reform. We contribute to the literature by
investigating whether certain fund governance mechanisms can help to mitigate such
collusion or the agency problem.”

The first proxy for fund governance quality is whether the fund is an open-end
fund. Due to the redemption mechanism, open-end funds tend to have better governance
quality than closed-end funds and therefore are less likely to collude with controlling
shareholders. The second proxy for fund governance is the foreign background of the
fund’s affiliated management company. We predict that funds with a foreign background
are less likely to collude with controlling shareholders because of the reputation effect
and/or their unfamiliarity with the business scenarios in China. The third proxy for fund
governance is the ownership of mutual fund units by institutional investors. Besides
individual fund unit holders, certain institutional investors, such as insurance companies,
pension plans, and some other institutions, are also investors in mutual funds. On the

one hand, these institutional fund unit holders may be able to monitor fund managers

¢ One anecdotal example is provided in that article by Li, Guo, and Sun (The Economic Observer,
13 August 2006). It is reported that the spokesman of the Shenzhen Development Bank, a privately
controlled listed banking firm, disclosed to the financial media that the firm’s first attempt at reform
failed because its controlling shareholder, Newbridge Asia AIV III LP, refused the extortionate
demands made by fund managers in exchange for their agreement (Wang, 2010). According to an
article in Security Times (5 September 2005), some fund managers bargained with the management
of listed firms and charged 200,000 to 300,000 renminbi for their voting rights.

7 We focus on mutual funds because mutual funds are the most important holders of tradable shares
and the data of other institutional investors are not publicly available (e.g. their own shareholder
structure).
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(governance hypothesis). On the other hand, institutional holders of mutual funds may
give rise to another agency problem since the managers of these institutions (e.g. the
managers of state-owned insurance companies) are the agents of some other stakeholders.
Besides, most of the institutional fund unit holders are also state-owned entities and
thus may share similar interests with the controlling shareholders of listed firms.
Therefore, they may lack the incentive to monitor the managers of mutual funds (agency
hypothesis).

Based on a sample of 1,153 listed firms in China, we find that open-end funds and
foreign background funds are less inclined to collude with controlling shareholders. In
addition, we find that funds with higher institutional ownership are more likely to collude
with controlling shareholders and thus induce a more severe agency problem. Additional
tests indicate that the collusion primarily takes place before the controlling shareholders
propose the first draft of a compensation plan instead of during the negotiation process;
this is consistent with the argument based on the implicit contract between controlling
shareholders and mutual funds.® Overall, our empirical results are consistent with the
argument that certain governance features of mutual funds can mitigate the collusion
between mutual funds and controlling shareholders in the non-tradable shares reform
process.

The remaining parts of the paper are organised as follows: the institutional
background and research hypotheses are presented in Part II; the model specification and
sample selection are described in Part III; Part IV discusses the empirical results; and

Part V concludes the paper.

Il. Institutional Background and Hypotheses
Development

2.1. Institutional Background

When the Chinese stock markets were established, the A-shares of domestically
listed firms were split into tradable and non-tradable shares. Even though non-tradable
shares could not be transferred on open markets, non-tradable-share holders had exactly
the same voting, cash flow, and other legal rights as tradable-share holders (Huang and
Xu, 2009). These non-tradable shares were usually owned by the state or certain state-
owned entities and usually accounted for the largest ownership stake in listed firms. Even
though non-tradable-share holders could transfer their shares via negotiation or auction,
the transfer price was based on the book value, which did not reflect the profitability of
a listed firm (Chen and Yuan, 2005). The split share structure had some adverse impacts
on corporate governance and thus impeded the proper development and expansion of

Chinese capital markets. A considerable number of studies have examined these issues;

8 An implicit contract is primarily built on a long-term relationship and mutual trust.
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for example, Chen et al. (2009) find that due to the differential pricing for tradable and
non-tradable shares, some firms engaged in tunnelling by employing a high dividend
payment policy to divert the proceeds from an initial public offering (IPO) or rights
issue into controlling shareholders’ pockets.

To remedy the problems induced by the split share structure, the CSRC initiated a
reform of non-tradable shares in April 2005 after several unsuccessful experiments. The
main objective of the reform was to convert all non-tradable shares into tradable shares.
To obtain the liquidity right, non-tradable-share holders had to negotiate a compensation
plan with tradable-share holders to offset the potential stock price decline when the
former reduce their holdings. The plan had to be approved by at least two thirds of the
tradable-share holders before the non-tradable-share holders could obtain the liquidity
right.

Typical investors in tradable shares are individuals and institutions, the latter being
primarily composed of mutual funds, insurance companies, pension funds, brokerage
firms, qualified foreign institutional investors (QFII), and corporate legal persons. By
the end of 2007, institutions held 72.63% of tradable shares, 65.23% being owned by
mutual funds. Because of their large holdings of tradable shares, mutual funds can play
a critical role in the negotiation and determination of a compensation plan proposed by
non-tradable-share holders.

There are potentially two opposing arguments about the role of mutual funds in
the non-tradable shares reform. The first argument, based on the bargaining power of
mutual funds, predicts that ownership by mutual funds is positively associated with
the compensation ratio; that is to say, mutual funds can negotiate with controlling
shareholders for a higher compensation ratio by exercising their influential voting rights.
The second argument is based on the agency problem of mutual funds. As the agents
of fund unit holders, fund managers take part in negotiations with non-tradable-share
holders. Since fund managers may have different objectives to the fund investors, it is
natural to expect that non-tradable-share holders may promise certain implicit or explicit
favours to mutual funds in repeated communications and negotiations so as to obtain
their support for the reform; that is to say, mutual funds may collude with controlling
shareholders, which is detrimental to the interests of minority shareholders.

Several studies document that the higher the proportion of tradable shares held by
mutual funds, the lower the compensation ratio offered to tradable-share holders (Chen
et al., 2011; Jin and Yuan, 2006; Firth et al., 2010; Wang, 2010). Such an association is
contrary to the prediction based on the bargaining power of mutual funds but consistent
with the agency problem of mutual funds, which is detailed below. The scenario of the
relations between various stakeholders in the reform is illustrated in Figure I of Appendix
A.

First, in negotiations with the controlling shareholders of listed firms, the managers

of mutual funds act as the agents of the fund holders. However, the compensation or
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management fee given to fund managers in China is based on a fixed proportion of net
assets rather than on fund performance. Besides, unlike mutual funds in the US (Tufano
and Sevick, 1997; Guercio et al., 2003; Chen et al., 2008; Kong and Tang, 2008), mutual
funds in China are all contractual funds without a board of directors.” Thus, there is lack
of monitoring from independent directors in China. Because of the lack of motivation
and monitoring, a fund manager may have both the incentive and the opportunity to take
advantage of fund holders.

Second, certain institutions may have a conflict of interest in terms of business
connections with listed firms (Brickley et al., 1988; Chen et al., 2007; Davis and
Kim, 2007). In China, the shareholders of fund management companies are usually
certain investment banks.!® Investment banks engage in current or potential securities
underwriting, mergers and acquisitions, or other investment banking services with listed
firms. In the non-tradable shares reform, the investment banks serve as the intermediaries
which provide advice for the listed companies and they only get paid if the reform
plan is approved by the tradable-share holders. Therefore, there is a strong incentive
for the investment banks to secure the approval of tradable-share holders through all
possible means. Due to such business connections, fund managers may be reluctant to
challenge the non-controlling shareholders of listed firms during the process of setting
a compensation plan for tradable-share holders.

Third, mutual funds need to build up stable “friendships” with the managements of
listed firms so as to retain information channels or advantages. Managers possess superior
information about a firm and can also control the flow of information to investors.
They can withhold information or limit the flow of information to some investors while
facilitating the flow of information to others. Williams and Ryan (2007) indicate that the
managements of listed firms may reveal information to specific shareholders in exchange
for their support.

The collusion between mutual funds and the controlling shareholder of a listed firm
can be regarded as an implicit contract primarily built on mutual trust. As a side benefit,
building up a reputation of being a “good partner” also helps a mutual fund to interact
with other firms in the long run. In China, “the inside story of mutual funds” reported
in 2000 uncovered the professional misconducts of fund managers.'!

Fund holders may rely on official regulation to uphold justice for them, but in most
cases, it is difficult to acquire solid proof in order for official regulation to be executed.

Alternatively, they can rely on fund governance to mitigate the implicit infringement

® A fund management company in China has its own board of directors and independent directors on
the board, but the shareholders of a fund management company are not necessarily equivalent to fund
holders. Independent directors of a fund management company are intended to protect the interests
of shareholders rather than the interests of fund holders or investors.

10 For example, the two largest shareholders of Fullgoal Fund Management Co. are Haitong Securities
Company and Shenyin & Wanguo Securities Company, two investment banks.

" Please refer to Mahoney (2004) and Zhang (2006) for the details of mutual fund scandals.
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of the interests of fund unit holders. The objective of fund governance is to mitigate
the agency problems of mutual funds and to protect the interests of fund unit holders.
Therefore, empirical research on fund governance is meaningful not only for scholars

but also for investors.

2.2, Hypothesis Development

The non-tradable shares reform in China provides an opportunity to examine the
agency problem of mutual funds from a new perspective. The existing literature shows
that managers of mutual funds tend to collude with controlling shareholders to set a lower
compensation ratio. Accordingly, the extent of a mutual fund’s agency problem can be
proxied by the negative relation between fund ownership and compensation ratio. Then,
the issue is whether certain governance characteristics of mutual funds can mitigate this
negative relation.

Our first proxy for fund governance is the redemption mechanism of mutual funds.
The literature reveals the importance of the redemption mechanism for fund governance.
If unsatisfied with fund managers, the unit holders of an open-end fund can redeem their
fund holdings, which will substantially reduce the amount of fund assets and hence the
management fees received by the fund managers. In contrast, the holders of a closed-end
fund can only sell their shares in the secondary market; doing so may cause a deep fall
in the unit price, but it will not change the amount of fund assets at all.'”” Furthermore,
an open-end fund that is perceived to be well managed can not only keep its original
capital but also attract new capital. The enormous inflow of new capital serves as a
bonus to the fund’s managers and creates incentives for them to perform in the best
interests of fund investors. Fama and Jensen (1983a, 1983b, and 1985) point out that the
option for investors to redeem their assets is a critical governance mechanism. Sirri and
Tufano (1998) show that fund investors rush to open-end funds with good performance
records. Qian (2006) finds that the incidence of scandals is lower in mutual funds with
the redemption mechanism.

In China, a fund management company may have both open-end and closed-end
funds. It can be argued that there is no difference between open-end and closed-end
funds since they may both belong to the same fund management company. However, the
redemption mechanism of open-end funds may cause a fund manager to allocate more
resources to the open-end funds under his or her management. Although the Rules for
Mutual Funds in China require that a fund management company must not discriminate
between the mutual funds under its control, MacKay and Wu (2007) show that through

cross subsidisation and human resources reallocation, fund management companies in

12" For the duration of a closed-end fund, a fund management company is required to hold at least 0.5%
of the fund’s shares. Unless its holdings are far beyond 0.5%, a deep fall in share price is practically
harmless to a fund management company.
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China tend to favour their open-end funds. Therefore, it is expected that open-end funds
tend to have better governance quality than closed-end funds.

Within the scenario of the non-tradable shares reform, the unit holders of open-end
funds will redeem their holdings if they realise that fund managers may collude with the
controlling shareholders of listed firms, something which is detrimental to their interests.
Thus, the potential redemption mechanism can mitigate or constrain the agency problem

of the managers of open-end funds. The above argument leads to our first hypothesis:

H1: Relative to firms dominated by closed-end funds, collusion with controlling

shareholders is less likely to take place in firms dominated by open-end funds.

Our second proxy for fund governance quality is the foreign background of funds.
Introducing foreign institutional investors into domestic markets is a consistent policy of
the Chinese Government. The objective is to increase the extent of internationalisation
and to promote the sound development of Chinese stock markets. Due to the rigorous
entry qualification, those who are allowed to enter Chinese markets are internationally
renowned institutional investors."* By the end of 2007, there were 159 funds and 28
joint venture fund management companies with a foreign background in China; these
funds managed 1325.44 billion renminbi of assets and accounted for 40.45% of the fund
market." It is expected that, on average, the governance mechanism of funds with a
foreign background is inherently better than that of domestic funds; in particular, their
worldwide reputation serves as certification or a signal of superior fund governance.

In addition, collusion represents an implicit contract that is unlikely to be legally
binding. Agreement upon and the implementation of such an implicit contract are built
on mutual trust. Foreign institutional investors are still too new in China’s domestic
markets to have built up long-term “friendships” with the controlling shareholders of
listed firms. The mutual trust between them may not yet be solid enough for both parties
to collude for mutual benefit. Due to their inherently better governance, the effect of
their reputation, and/or their unfamiliarity with domestic controlling shareholders, foreign
background funds tend to suffer less from agency problems than domestic funds under

the reform of non-tradable shares. This leads to our second hypothesis:

H2: Relative to domestic funds, collusion with controlling shareholders is less likely

to take place in firms dominated by funds with a foreign background.

The third proxy to be examined is the ownership structure of mutual funds. The

current literature on the governance role of institutional investors mainly focuses on

3 For example, JP Morgan is the foreign partner of China International Fund Management Co. and
UBS is the foreign partner of UBS SDIC.

4 Source: 2007 Annual Report of China Mutual Fund Industry published by the Securities Association
of China.
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listed firms and has generated two competing views. The first view is that institutional
ownership can enhance the quality of governance; for example, Carleton er al. (1998)
and Smith (1996) find evidence of active monitoring by large institutional investors
(see Karpoff (2001) for a survey). Accordingly, if well motivated, institutions, as the
blockholders of a mutual fund, are able to monitor fund managers at least to some extent.
Within the scenario of non-tradable shares reform, as institutional unit holders’ ownership
of a fund increases, fund managers are more likely to perform in the interests of fund
unit holders and less likely to collude with controlling shareholders.

A competing point of view is that institutional ownership may result in a
deterioration in governance quality since institutional investors also have the incentive to
use their voting power to consume corporate resources or to enjoy private benefits that
are not shared with minority shareholders (Woidtke, 2002; Davis and Kim, 2007). The
existing literature finds that the institutional investors of a mutual fund tend to intensify
the agency problem of the fund. Using closed-end funds in the US as their sample,
Barclay et al. (1993) show that the higher the ownership concentration, the higher the
price discount. This phenomenon is especially evident when the large shareholders of
mutual funds are non-profit organisations. Barclay et al. interpret this phenomenon as
the conflict of interests between the large and small shareholders of a mutual fund. Their
further investigation confirms that through an alliance with a fund manager, each large
shareholder of a fund receives private benefits to a certain extent.

The primary institutions investing in Chinese mutual funds are insurance companies,
pension funds, and other state-owned entities.’> Most insurance companies and pension
funds in China are state-owned and thus may have a similar agency problem as other
state-owned entities. Besides, such state-owned institutions may share similar interests
with the controlling shareholders of state-owned firms. This scenario may give rise to
a double-agency problem where the managers (agents) of state-owned pension funds
and insurance companies have less incentive to monitor the managers of mutual funds.
Then, mutual funds with higher institutional ownership are more likely to collude with
controlling shareholders to set a lower compensation ratio to offer to tradable-share
holders. Therefore, we provide two competing hypotheses (governance hypothesis vs.

agency hypothesis) regarding the role of institutional mutual fund investors:

H3a: Collusion with controlling shareholders is less likely to take place in firms
dominated by mutual funds with higher institutional ownership (governance
hypothesis).

H3b: Collusion with controlling shareholders is more likely to take place in firms

dominated by mutual funds with higher institutional ownership (agency hypothesis).

5" The pension funds in China are managed and supervised by the National Council for Social Security
Fund, a state-owned entity. For investment portfolios, take Social Security Pension Fund Portfolio 109
and Social Security Pension Fund Portfolio 602 as examples: both invest in several mutual funds.



Hou, Jin and Yu

The three hypotheses are summarised and illustrated in Figure II of Appendix A.

lll. Model Specification and Sample Selection

3.1. Model specification

The basic regression model to test the hypotheses is as follows:

CR_FINAL = a,+ a,FUND_GOV + a,FUND + a,FUND_GOV*FUND
+ a,RO4A + o.B/M + a,VOL+ a,LIM_YR + a,NPROP
+ a[NDP_RATIO + a,,HERFINDAHLS + o, CENTRAL €))
+ a,LOCAL+ a,,ZHUIJIA + a,ZCHI + a, DIV
+ a INJECT + YSEQ + ¢,

where:

CR_FINAL is the compensation ratio: the number of additional shares or equivalent
shares finally received from the controlling shareholders by the tradable-share holders
per 10 tradable shares held. A comprehensive compensation package would be offered
by controlling shareholders to tradable-share holders in exchange for the liquidity
rights. Directly giving additional shares to tradable-share holders is the most usual
way of compensating them. Other ways to offer compensation include warrants, asset
restructuring, stock repurchase, asset injection, and cash payouts. In this paper, the
different types of compensation are aggregated into a single measure, that is, the
additional shares offered to tradable-share holders per 10 tradable shares (as illustrated
in Appendix B).

FUND is the proportion of tradable shares held by mutual funds. It is defined as
the aggregate ownership by the mutual funds among the top 10 tradable-share holders
divided by the total number of tradable shares before the beginning of the reform process.
The negative coefficient of FUND indicates the existence of collusion between mutual
funds and controlling shareholders.

Three indicator variables are employed as proxies for fund governance quality
(FUND_GOY). Since the agency problem of mutual funds can be proxied by the negative
relation between fund ownership (FUND) and compensation ratio (CR_FINAL), our
interest is concentrated on whether certain governance characteristics of mutual funds can
mitigate that negative relation or the interaction term in the regression (FUND*FUND_
GOYV). To test HI, the indicator variable OPEN is used to classify the sample. If among
one firm’s 10 largest tradable-share holders, the number of tradable shares held by
open-end funds is greater than that held by closed-end funds, the firm is regarded as
having a greater proportion of open-end fund ownership (i.e. firm dominated by open-
end funds); then, OPEN is set to equal 1 (otherwise, it is 0). We run the regression

with the interaction term between firm-level fund ownership (FUND) and the indicator
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for firms with greater open-end fund ownership among their 10 largest tradable-share
holders (OPEN=1). We expect that the coefficient of FUND*OPEN will be significantly
positive since open-end funds are less likely to collude with controlling shareholders.

To test H2, we identify the samples based on the foreign background of the fund
management company. The indicator variable FOREIGN is defined as when, among
the firm’s 10 largest tradable-share holders, ownership by mutual funds with a foreign
background is greater than that by domestic funds (i.e. firm dominated by foreign
background funds); then, FOREIGN is set to equal 1 (otherwise, it is 0). We expect that
the coefficient of the interaction term between FUND and the indicator for firms with
greater ownership by funds with a foreign background among their 10 largest tradable-
share holders (FOREIGN=1) will be significantly positive since funds with a foreign
background are less likely to collude with controlling shareholders.

To test H3, we partition the samples based on the ownership of fund units by
institutional investors. For mutual funds among the firm’s 10 largest tradable-share
holders, if the average ownership of fund units by institutional investors is greater than
the median of the whole sample, HIGH_IO is set to equal 1 (i.e. firms dominated by
funds with high institutional ownership); otherwise, it is 0. We expect that the coefficient
of the interaction term between FUND and the indicator for sample firms with a greater
proportion of shareholdings among their 10 largest tradable-share holders owned by funds
with a higher-than-median institutional ownership (HIGH_IO =1) will be significantly
negative if the agency hypothesis holds and positive if the governance hypothesis holds.

Based on the prior literature (Chen et al., 2011; Jin and Yuan, 2006; Firth et al.,
2010; Li et al., 2011), we include the following variables as controls: ROA4 — return on
assets; B/M — book to market ratio before the reform; VOL — stock returns volatility;
LIM_YR — length of lockup period, which is defined as the length of the lockup period
in terms of number of years; NPROP — proportion of non-tradable shares in total
shares; INDP_RATIO — ratio of independent directors on the board of the listed firm;
HERFINDAHLS5 — Herfindahl index of the top five tradable-share holders ownership;
CENTRAL — indicator of firms owned by the central government, which is set equal to
one if the firm is owned by the central government and zero otherwise; LOCAL —indicator
of firms owned by the local government, which is set equal to one if the firm is owned
by the local government and zero otherwise; ZHUIJIA, ZCHI, INJECT, and DIV —
indicators for promise items, including the promise to conditionally distribute additional
shares or cash (ZHULJIA), the promise to increase holdings (ZCHI), the promise to inject
capital (INJECT), and the promise to pay cash dividends (DIV), all of which are dummy

variables;'® SEQ — a group of reform batch dummies: In order to control the effect of

16 Take ZHUIJIA as example: It is set equal to 1 if the non-tradable-share holders promise to distribute
additional shares or cash to the tradable-share holders once the stock performance or stock price falls
below the target in the next few years and 0 otherwise. Other indicator variables are defined in the
same way.
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batch difference, a dummy variable is assigned for each different batch, and there are
67 batches in total.

3.2. Sample Description

At the time the split-share structure reform started, 1,338 A-share firms were listed
on the Shenzhen and Shanghai stock exchanges. As summarised in Panel A of Table 1,
among these firms, the following cases are excluded from our study: (1) 5 firms without
non-tradable shares; (2) 104 firms which had not finished implementing the reform by
31 July 2007; (3) 4 firms for which compensation ratio data are missing; (4) 16 firms
for which stock returns volatility data are missing; and (5) 56 firms for which the data
on the ownership structure for the mutual funds among their 10 largest tradable-share
holders are missing. The final sample consists of 1,153 firms. The industry distribution
of the sample firms is reported in Panel B of Table 1. Within our sample firms, 683
belong to the manufacturing industry according to the CSRC Industry Classification
Code. This does not represent industry concentration because the industry distribution
of our sample is similar to that of the whole sample, where out of the 1,338 A-share

firms, 56% belong to the manufacturing industry.

Table 1: Sample Selection and Distribution (29 April 2005-31 July 2007)

Panel A: Sample selection procedure

Selection Procedure No. of Firms

A-share listed firms in China at the time the non-tradable
shares reform started 1,338

Excluding the firms without non-tradable shares 5
Excluding the firms which had not completed the reform

by 31 July 2007 104
Excluding the firms for which compensation ratio data are missing 4
Excluding the firms for which stock returns volatility data

are missing 16
Excluding the firms for which the mutual funds, as their

blockholders, lack ownership structure data 56

Firms in the final sample 1,153
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Panel B: Sample industry distribution

CSRC Industry Classification No. of Firms
A. Agriculture, forestry, livestock farming, fishery 26
B. Mining 16
C. Manufacturing 683
D. Electric power, steam and hot water production and supply 55
E. Construction 24
F. Transport and storage 48
G. Information Technology 64
H. Wholesale and retail trade 78
1. Finance and insurance 9
J. Real estate 45
K. Social service 36
L. Communication and Cultural Industry 8
M. Comprehensive 61
Total 1,153

IV. Empirical Results

4.1 Descriptive Statistics

The data in our research are from the WIND Database. Table 2 reports the
descriptive statistics. All of the continuous variables are winsorised at the top Ist and
bottom 99th percentiles in order to avoid outlier problems. First, the mean (median)
of CR_FINAL is 2.978 (3.000) shares per 10 shares held. The standard deviation of
CR_FINAL 1is 0.795, suggesting some variations across firms. The distribution of the
compensation ratios in our sample is similar to that in other studies, such as Li et al.
(2011).

The mean and the median of FUND are 0.056 and 0.003 respectively. For those
firms where there is no fund ownership among their 10 largest tradable-share holders,
the FUND is zero. The means of OPEN and FOREIGN are 0.322 and 0.182 respectively,
indicating that 32.24% (18.2%) of the sample firms have open-end (foreign background)
funds dominating among their 10 largest tradable-share holders. The mean of HIGH IO
is 0.244, indicating there 24.4% of the sample firms have high institutional ownership
funds dominating among their 10 largest tradable-share holders.

The mean of INDP_DIR is 0.34. However, there is little variance in this variable,
indicating that in most firms, around 34% or so of the board members are independent
directors. The mean of HERFINDAHLS is 0.003, indicating a lower concentration of top
five tradable-share holders ownership. The means of CENTRAL and LOCAL are 0.173
and 0.475 respectively, indicating that 17.3% of the firms in our sample are controlled

by central government and 47.5% by local government.
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Table 2: Descriptive Statistics

Variables N Min Q1  Mean Median Std. Dev Q3 Max
CR_FINAL 1153 0220 2.600 2978  3.000 0.795  3.400  7.000
CR_RAW 1153 0.000 2240 2607 2700 0.735  3.000 5.780
CR_REV 1153 -2.740 0200 0371 0400  0.328  0.500  3.400
FUND 1153 0.000  0.000 0.056 0.003 0.08  0.090  0.396
ROA 1153 -0469  0.005 0016 0.022 0.070 0.046  0.205
B/M 1153 -0440 0334  0.532 0506 0275  0.699  1.383
VOL 1153 0.037 0282 0393 0390 0.188 0454 1423
LIM_YR 1153 1.000  3.000 3262  3.000 0942  3.000 7.000
NPROP 1153 0233 0553 0615 0628  0.114  0.697 0929
INDP_DIR 1153 0.000 0333 0341 0333 0051 0364 0.571
HERFINDAHLS 1153 0.000  0.000 0.003 0.001 0.007 0.004 0.153
CENTRAL 1153 0.000  0.000 0.173  0.000 0378  0.000  1.000
LOCAL 1153 0.000  0.000 0475  0.000  0.500  1.000  1.000
ZHUIJIA 1153 0.000  0.000 0.123  0.000 0329  0.000  1.000
ZCHI 1153 0.000  0.000 0.074  0.000 0.262  0.000  1.000
DIV 1153 0.000  0.000 0.227  0.000 0419 0.000 1.000
INJECT 1153 0.000  0.000 0.042 0.000 0.201  0.000  1.000
OPEN 1153 0.000  0.000 0322  0.000 0468  1.000  1.000
FOREIGN 1153 0.000  0.000 0.182  0.000 0.386  0.000  1.000
HIGH_IO 1153 0.000  0.000 0.244  0.000 0430  0.000  1.000

CR_RAW is the initial compensation ratio proposed by the firm for the first time. CR_FINAL
is the compensation ratio finally approved and accepted by the tradable-share holders. CR_REV
is the revision from the initial compensation ratio to the final compensation ratio. FUND is the
proportion of mutual fund holdings among the 10 largest tradable-share holders to total tradable
shares. ROA is return on total assets before the reform. B/M is the book to market ratio before the
reform. VOL is the volatility of stock return. LIM_YR is the length of lockup period. NPROP is
the proportion of non-tradable shares in the total shares. INDP_DIR is the number of independent
directors to the total number of directors on the board. HERFINDAHLS is the Herfindahl index of
the top five tradable-share holders ownership. CENTRAL is a dummy variable which is equal to 1
if the firm is controlled by central government and zero otherwise. LOCAL is a dummy variable;
it is equal to 1 if the firm is controlled by local government. ZHUIJIA is a dummy variable to
indicate the availability of promise to conditionally distribute additional shares or cash. ZCHI is a
dummy variable to indicate the availability of promise to increase holdings. INJECT is a dummy
variable to indicate the availability of promise to infuse capital. DIV is a dummy variable to indicate
the availability of promise to pay future dividends The three proxies for fund governance quality
are OPEN, FOREIGN, and HIGH_IO. OPEN is a dummy variable; it is equal to 1 if, among the
firm’s 10 largest tradable-share holders, the tradable shares held by open-end funds are greater than
those held by closed-end funds (i.e. dominated by open-end funds) and 0 otherwise. FOREIGN
is a dummy variable; it is equal to 1 if the firm is dominated by foreign background funds and 0
otherwise. HIGH 1O is a dummy variable; it is equal to 1 if the firm is dominated by funds with

high institutional ownership and 0 otherwise.
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4.2. Correlations between Variables

The correlations between the variables produced by a univariate analysis are shown
in Table 3. CR_FINAL is significantly negatively correlated with FUND (corr. coef. =
-0.134), which is consistent with the existing literature. Consistent with other studies,
CR_FINAL is also significantly positively correlated with NPROP and LOCAL.

As to the correlations between OPEN, FOREIGN, and HIGH_IO, all of the
coefficients are significantly positive. It should be noted that none of the coefficients is
greater than 0.4, indicating that each proxy measures the governance quality of mutual

funds from a different perspective.

4.3. Test of Hypotheses

The results of the multiple regressions to test H1 to H3 are presented in Table 4. The
coefficient of FUND in column (1) is -1.577 and is statistically significant at the 1% level
(t = -9.54), indicating that the compensation ratio tends to be lower as fund ownership
increases. This result shows the agency problem of mutual funds and is consistent with
previous studies. As to the effect of fund ownership when open-end funds dominate
a sample firm’s 10 largest tradable-share holders (OPEN = 1), the coefficient of the
interaction term between FUND and OPEN is 0.634 and is significant at the 1% level
(t = 2.81), indicating that the redemption mechanism can mitigate the agency problem
of mutual funds to some extent or that the managers of open-end funds are less likely
to collude with controlling shareholders. In terms of economic magnitude, as the fund
ownership increases by one standard deviation (0.086), the compensation ratio offered to
tradable-share holders increases by 0.055 shares, which represents an increase of 1.83%
on average (relative to the mean of CR_FINAL). The empirical evidence indicates that
when a firm’s 10 largest tradable-share holders are dominated by open-end funds, fund
managers are less likely to collude with controlling shareholders. This is consistent with
H1: collusion is less likely to take place in firms dominated by open-end funds due to
the redemption mechanism.

The results of the regression to test H2 are reported in column (2) of Table 4. The
coefficient of FUND in column (1) is -1.405 and is significant at the 1% level (t = -7.34).
As to the effect of fund ownership when a firm’s 10 largest tradable-share holders are
dominated by funds with a foreign background, the interaction term FUND*FOREIGN
is positive and statistically significant (coef. = 0.726, t = 2.08). In terms of economic
magnitude, the compensation ratio offered to tradable-share holders increases by 0.062
shares or 2.1% (relative to the mean of CR_FINAL) as fund ownership increases by one
standard deviation. The empirical results show that foreign background funds tend to be
less likely to collude with controlling shareholders since they may have better governance

quality.



Hou, Jin and Yu

'sg[qerreA juopuadopur oy} Jo suonIuydp Ay 10j g 9[qe], 1o D xipuaddy 0} 19J01 9sBI[J "9SIMIdYI0 () pue dIysioumo [euonmsul YSIy yim spunj Aq pajeurwiop

ST Wy oy} J1 [ 0) [enbd ST 31 ‘o[qetrea Awwunp © ST O FOJH "9SIMIdYI0 () PUe Spunj punoisyoeq uSre1oy Aq pajeurwiop SI Wiy oyj Jj1 | 0) [enbd s1 1 ojqeriea Awwunp e sI

NOIZYOA "SIMIaYI0 () pue spunj pus-uddo Aq pajeurwiop sI Wiy oyj Jj1 | 0) [enba sI 31 o[qeriea Awwunp e sI N7JO SOIeys 9[qepe} [ej0) 0} SIOPJOY oIeys-d[qeper) 1saSie

01 oy Suowre sSurpjoy puny jemynw jo uontodoxd oy st NN ‘oner uonesuedwod [euy Yy} 0} onel uonesuddwos [eIIUT AU} WOIJ UOISIAI Y} SI 47y ¥ 'SIOP[OY dIeys

-o[qepen ay) Aq pojdoooe pue paaoidde A[jeuy oner uonesuodwos oY) SI TPNJL YD oWl Isiy ay) Joj wiuy oy} Aq pasodord oner uonesuadwos [enrur oyl SI Yy 4D

I 00 8000  TH00 %£980°0-%xx0L10  TEO0 #00°0 6000 9000  SI00 sssll1T0- 9100~ #4b800 4445010 sasLTI'0 ssxb01'0 €10°07 ssex [ TT 07 s2STI0- LOAINT 0T
I w010 000 #8900 €000 wss€T10  LIO0-  $00'0 ssexT€10 LT00- #SL0°0 #4sPTTO 6900 #4E80°0 ssx€0T°0 wsxSST0 TO00- s ETT 0" sesex 1 TI'0- Ald 6l
I #8800 Ov0°0-  T€00- 600  LTOO  «PLOO-  8EOD 9100 6800 #x+8010  0T00  €E00 #0010 %S90°0 LTI 0~ s259T1 0 520800 [H)Z 81

I 488007 12 LTL 07 289F10 1000 92STI0- TIOO LI00-  €50°0- %9600 8100 TEOO  T10°0 sxxC0T'0  4L60°0" ssesP 1€°0- 42967 0 VI(INHZ L1

I w00 1000 #60°0- 0600 6E0°0  8TO0-xx891°0 #2010 LTO0  SO00 LSOO 9S00 #4P80°0 #8710 sx£ETI0 0T 91

I SI00 6700~ 1900 STO0  TT00  #0L00- 900 #+800  ISO0 #«#80°0 #9900 9000  TEOO  TEO0 TPUINTD  S1

I 1100 LK00 1200 0000 ssesCST 07 s STT0 5550610 54C1T0 90LT0 555L6S0 %€90°07 12 €0T°0- #4€80°0- CIHPNIAYAH 91

I 100 T100- 8100  8%000-  S¥00 6000 #1000  #RO0 €200  TEO0- 1T00  LEO'O AT dant €1

I 0100 #xxE9T 07 wsesPLT0- 4x0F1°0 8€00 9100~ 80010~ #L00 441600 #2E070 52£56€°0 dOddN Tl

I ssSTT0 #L90°0 2221910 £990°0 sss8T10 s45TTI0 wssb 110 020°0-  ST00- 81070 WUNIT T

I ws€T10- 9000~ 100~ #40800- €100 9200~ «190°0- %5600~ «SLO0- 104 01

I saellT0 29800~ 0100 $T0°0-ws2£T00-  TSO0 49800 %6900 e e

I w8010 w6810 s5xLLT0 24£9€0 15000~ 6100 8€0°0 yoy 8

I 8900 srsSPE0 22x16E0 €200~ SS0°0- 6500~ OrHOIH 'L

I s09€0 wss6VE0  226L0°0- #L90°0-  LEOO- NOITYOd 9

I w0870 58900~ £9900-  €H00- NAdO S

I $0L0°0 s €107 s €110 annd -y

I wI8E0  ¥E0°0- AT €

I w160 NI 4D T

I MDD 1

07 01 81 ‘L1 91 B! ! 't U T 01 0 8 L 9 b ki ‘€ ! 1 YVA

XIJBJA UOIB[ALIO)) € J[qel



Fund Governance and Collusion with Controlling Shareholders

Column (3) of Table 4 provides the results of the regression to examine H3.
The coefficient of FUND is negative and significant (coef. = -0.935, t = -5.82). The
interaction term between fund ownership (FUND) and the indicator for the sample firms
whose 10 largest tradable-share holders are dominated by funds with higher-than-median
institutional ownership (HIGH_IO = 1) is significantly negative (coef. = -0.758, t =
-3.27). This indicates that a lower compensation ratio would be offered to tradable-share
holders when a firm’s 10 largest tradable-share holders are dominated by funds with
higher institutional ownership. Or, in terms of economic magnitude, the compensation
ratio for firms dominated by funds with higher institutional ownership will decrease
by 0.065 shares as fund ownership increases by one standard deviation, representing
a reduction of 2.2% (relative to the mean of CR_FINAL) on average. If institutional
investors could monitor fund managers to ensure that they perform in the interests of
fund unit holders, we would observe the contrary. The empirical results support the
agency hypothesis (H3b) of the institutional ownership of mutual funds: that is, due to
the double-agency problem, collusion with controlling shareholders tends to be more
severe for mutual funds with higher institutional ownership.

As for the control variables, the coefficient of ROA is significantly negative across
three columns, indicating that the better the performance, the lower the compensation
ratio. The lockup period (LIM_YR) is significantly negative in all three columns, showing
that controlling shareholders are willing to offer a higher compensation ratio for a
shorter lockup period. Proportion of non-tradable shares (NPROP) is positively associated
with compensation ratio in three columns, suggesting that the higher the potential
increase in supply once the lockup period ends, the higher the compensation required
by tradable-share holders to offset the possible price decline. As regards the percentage
of independent directors on the board (/NDP_DIR), this is significantly positive across
three columns; this demonstrates that independent directors play some role in the split
share structure reform. The indicator of firms controlled by central (CENTRAL) and local
(LOCAL) government are both significantly positive, suggesting that such firms are more
likely to offer a higher compensation ratio to tradable-share holders.

Book to market ratio (B/M) has positive coefficients in three columns but is only
significant in column (2) (coef. = 0.118, t = 1.71). In the literature, there are different
explanations for the relation between B/M and compensation ratio. Chen et al. (2011)
employ M/B (the reciprocal of B/M') as a proxy for price discount and expect that there
will be a positive relationship between the compensation ratio and the price discount
before the reform. In contrast, Xin and Xu (2007) treat M/B as a proxy for growth (or
investment opportunity) and expect that tradable-share holders would accept a lower
compensation ratio for a firm with a higher M/B ratio or better investment opportunity.
However, none of these studies finds significant results. In our study, B/M has positive
signs in the regressions. It is possible that the growth opportunity effect dominates.
Similar to Chen et al. (2011), volatility (V¥OL) remains negative in three columns but

is significant only in column (3). The Herfindahl index of the top five largest tradable-
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share holders (HERFINDAHLYS) is not significant in any column. All four promise item
dummies are negative and statistically significant in all three columns; this indicates
that when controlling shareholders promise to distribute additional shares or cash or to
increase holdings, the compensation ratio will be lower. The adjusted-R square is 39.3%,

indicating the good explanatory power of the model.

Table 4:Fund Governance and Collusion with Controlling Shareholders

Dependent Variable: CR_FINAL

Variables Coef. T Coef. T Coef. T
Constant 1.596%**  (8.79) 1.620%**  (8.89) 1.613%**  (8.69)
OPEN -0.051 (-0.79)

FOREIGN -0.093**  (-2.13)

HIGH_IO 0.053 (1.04)
FUND -1.577*%% - (-9.54) -1.405%%*%  (-7.34) -0.935%** (-5.82)
OPEN*FUND 0.634%**  (2.81)

FOREIGN*FUND 0.726%* (2.08)

HIGH_IO*FUND -0.758*** (-3.27)
ROA -1.083***  (-4.13) -1.077%%% - (-4.47) -L121%%%F (-4.55)
B/M 0.119 (1.62) 0.118* (1.71) 0.105 (1.58)
VOL -0.147 (-1.49) -0.156 (-1.58) -0.155*%  (-1.65)
LIM_YR -0.037***  (-5.83) -0.038***  (-5.69) -0.041*** (-5.88)
NPROP 2.338%**  (8.66) 2.319%**%  (8.84) 2.339%**  (8.98)
INDP_DIR 0.337** (2.40) 0.337%* (2.29) 0.325%%*  (2.62)
HERFINDAHLS 1.471 (0.61) 1.048 (0.50) 1.007 (0.46)
CENTRAL 0.237***  (6.26) 0.233%**  (5.73) 0.232%**  (6.19)
LOCAL 0.269***  (11.18) 0.264%*%*  (10.17) 0.260*** (10.43)
ZHULJIA -0.527*** (-16.42) -0.525%**% (-16.39) -0.527*** (-17.36)
ZCHI -0.306%**  (-4.99) -0.312%**  (-5.06) -0.313%** (-4.99)
DIV -0.161***  (-3.01) -0.159***  (-3.02) -0.166*** (-3.19)
INJECT -0.208***  (-3.16) -0.195%**%  (-2.91) -0.220%** (-3.61)
SEQ YES YES YES
Observations 1153 1153 1153

Adj-R2 0.393 0.393 0.393

This table presents the results of the OLS regression to test H1 to H3. The dependent variable is
the final compensation ratio (CR_FINAL). The three proxies for fund governance quality are OPEN,
FOREIGN, and HIGH_IO. If the sample firms’ 10 largest tradable-share holders are dominated by
open-end funds, OPEN is equal to 1; otherwise, it is 0. If the sample firms’ 10 largest tradable-
share holders are dominated by foreign background funds, FOREIGN is equal to 1; otherwise, it is
0. If the sample firms’ 10 largest tradable-share holders are dominated by mutual funds with high
institutional ownership, HIGH_IO is equal to 1; otherwise, it is 0. Coefficients and T-statistics are
reported. Please refer to Appendix C or Table 2 for the definitions of the independent variables.
Heteroscedasticity and clustering by industry have been considered. *** ** and * indicate the

1%, 5%, and 10% significance levels (two-tailed) respectively.
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4.4. Additional tests

44.1.When does the collusion happen: before the proposal or during the
negotiation?

Our main results are based on the final compensation ratio (CR_FINAL) approved
and accepted by the tradable-share holders. According to the CSRC rules, the controlling
shareholders first propose a compensation plan to the tradable-share holders. Then, the
blockholders of tradable shares are consulted on whether this draft needs amendments.
Most compensation plans will experience one revision. The process from initial proposal
to final approval generally takes 44 days on average. Accordingly, we can observe both
the initial compensation ratio and the revision of the compensation ratio after negotiation.
Such unique data allow us to further examine whether the collusion takes place before
the announcement of the first draft of the compensation plan or during the negotiation
process.

As previously mentioned, the collusion between mutual funds and the controlling
shareholders of the listed firm represents an implicit contract that is primarily built
on mutual trust and long-term relationship. In such cases, the controlling shareholders
privately consult with fund managers about the compensation plan before the
announcement. Therefore, it is possible that the collusion takes place before the public
announcement of the compensation proposal. Besides, such an implicit contract is not
legally binding. It requires covert and informal communications before the proposal is
announced. If the collusion takes place during the negotiation process, the possibility of
the collusion being detected by other tradable-share holders would be higher, and this
would significantly increase the transaction cost. However, there is no denying that the
collusion could also happen during the negotiation process after the announcement of
the proposal. Therefore, it is an open question whether the collusion takes place before
the proposal is announced or during the negotiation process. In the former case, the
initial compensation ratio offered by the controlling shareholders tends to be lower when
firms are dominated by funds with worse governance. In the latter case, there would be
less revision to the proposal during a negotiation process where collusion is present. To
examine these predictions, we rerun model (1) with the initial compensation ratio (CR_
RAW) or revision of compensation ratio (CR_REV) as the dependent variable, where
CR_REV is defined as the difference between the compensation ratio initially proposed
and the compensation ratio that is finally approved.

As shown in Table 2, the mean and the median of initial compensation ratio
(CR_RAW) are 2.607 and 2.70, respectively. The mean and the median of the revision
of compensation ratio (CR_REV) are 0.371 and 0.40 respectively, representing a
14%~15% increase in the initial compensation ratio after the negotiation process. As
reported in Table 3, both variables are significantly inversely associated with fund
ownership (FUND) (corr. coef. = -0.113 and -0.070 respectively), indicating that as

the shareholdings by mutual funds increase, both the initial compensation ratio and the
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revision of the compensation ratio offered by the controlling shareholders tend to be
lower.

Table 5 reports the results of the regression with CR_RAW as the dependent variable.
As indicated in column (1), the coefficient of FUND is -1.418 and is significant at the
1% level (t = -6.96), which is consistent with previous findings. Since open-end funds
are less likely to collude with controlling shareholders due to the redemption mechanism,
the initial compensation ratio would be higher when a firm’s 10 largest tradable-share
holders are dominated by open-end funds. The interaction term between FUND and
OPEN is positive and statistically significant (coef. = 0.591, t = 2.79) in column (1),
indicating that before the initial proposal of a compensation ratio, there is less possibility
of collusion between controlling shareholders and open-end funds. We predict that funds
with a foreign background are less likely to collude with controlling shareholders. As
indicated in column (2) of Table 5, the coefficient of the interaction term between FUND
and FOREIGN is significantly positive (coef. = 0.686, t = 2.10), indicating that the initial
compensation ratio tends to be higher when a firm’s 10 largest tradable-share holders
are dominated by funds with a foreign background.

As to the role of institutional mutual fund investors, our previous results show
that mutual funds with high institutional ownership are more likely to collude with
controlling shareholders to set a lower compensation ratio due to the double-agency
problem. If that is the case, the collusion between controlling shareholders and funds
with high institutional ownership is more likely to take place before the settlement of
the initial compensation ratio. As indicated in column (3) of Table 5, the coefficient of
FUND*HIGH_IO is -0.566 with a significance level of 1% (t = -2.47), which is consistent
with the agency hypothesis of institutional mutual fund investors.

Consistent with the results in Table 4, the most important determinants of the initial
compensation ratio are ROA, LIM_YR, NPROP, IND_DIR, CENTRAL, LOCAL, and other
promise items. That is to say, the initial compensation ratio tends to be higher for firms
that (a) have a worse accounting performance, a shorter lock-up period, and higher non-
tradable shareholdings and (b) are controlled by the central or local government.

The results of employing revision of compensation ratio (CR_REV) as the dependent
variable are presented in Table 6. Neither FUND nor the interaction term between
FUND and the fund governance indicators is statistically significant. Since the initial
compensation ratio is the result of collusion, there is less need for further collusion
during the negotiation process. The important determinant of revision across the three
columns is the proportion of non-tradable shareholdings (NPROP), indicating that the
higher the proportion of non-tradable shares, the larger the revision of the compensation
ratio requested by other tradable-share holders. Firms controlled by local government
tend to offer a higher compensation ratio after the negotiation process, as indicated by

the significantly positive coefficient of LOCAL.
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Table 5: Timing of Collusion: Fund Governance and the Initial Proposal

Dependent Variable: CR_RAW

Variables Coef. T Coef. T Coef. T
Constant 1.292%** (10.26) 1.313%**  (10.40) 1.306%**  (9.96)
OPEN -0.034 (-0.59)

FOREIGN -0.047 (-0.92)

HIGH_IO 0.031 (0.48)
FUND -1.418%**%  (-6.96) -1.290%**  (-5.95) -0.829%** (-5.67)
OPEN*FUND 0.591%%*  (2.79)

FOREIGN*FUND 0.686%* (2.10)

HIGH_I0*FUND -0.566**  (-2.47)
ROA -0.899%*  (-2.42) -0.885%*  (-2.48) -0.922%*  (-2.56)
B/M 0.084 (0.82) 0.080 (0.83) 0.074 (0.78)
VoL -0.069 (-0.72) -0.070 (-0.71) -0.075 (-0.81)
LIM_YR -0.028***  (-3.00) -0.031%**  (-3.09) -0.031%**  (-3.21)
NPROP 2.081%**  (10.16) 2.065%**  (10.64) 2.078*** (10.57)
INDP_DIR 0.456%**  (2.76) 0.455%%*%  (2.69) 0.452%**% (2.90)
HERFINDAHLS 2.234 (0.66) 1.802 (0.59) 1.811 (0.58)
CENTRAL 0.227*%**  (9.25) 0.223%**  (8.25) 0.225%** (8.40)
LOCAL 0.230%**  (8.93) 0.226%**  (8.91) 0.223%**  (8.44)
ZHUIJTA -0.467%**  (-6.73) -0.465%**  (-6.71) -0.468***  (-6.93)
ZCHI -0.196%**  (-5.32) -0.199%**  (-5.78) -0.201%**  (-6.05)
DIV -0.165%**  (-3.07) -0.164%**  (-3.07) -0.170%** (-3.23)
INJECT -0.238***  (-3.20) -0.230%**  (-2.97) -0.245%** (-3.55)
SEQ YES YES YES
Observations 1153 1153 1153

Adj-R2 0.381 0.382 0.381

The dependent variable is the raw compensation ratio (CR_RAW). The three proxies for fund
governance quality are OPEN, FOREIGN, and HIGH_1O. 1f the sample firms’ 10 largest tradable-
share holders are dominated by open-end funds, OPEN is equal to 1; otherwise, it is 0. If the sample
firms’ 10 largest tradable-share holders are dominated by foreign background funds, FOREIGN is
equal to 1; otherwise, it is 0. If the sample firms’ 10 largest tradable-share holders are dominated
by mutual funds with high institutional ownership, HIGH_IO is equal to 1; otherwise, it is 0.
Heteroscedasticity and clustering by industry have been considered. ***, ** and * indicate the 1%,
5%, and 10% significance levels (two-tailed) respectively. Please refer to Appendix C or Table 2

for the definitions of the independent variables.
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Table 6: Timing of Collusion: Fund Governance and Compensation Ratio Revision

Dependent Variable: CR_REV

Variables Coef. T Coef. T Coef. T
Constant 0.304***  (3.93) 0.307***  (3.89) 0.307***  (4.03)
OPEN -0.018 (-1.08)

FOREIGN -0.047 (-1.46)

HIGH_IO 0.022 (1.02)
FUND -0.159 (-1.15) -0.115 (-0.63) -0.106 (-0.76)
OPEN*FUND 0.043 (0.36)

FOREIGN*FUND 0.040 0.29)

HIGH_IO*FUND -0.192 (-1.19)
ROA -0.184 (-1.05) -0.192 (-1.07) -0.199 (-1.10)
BM 0.036 (0.96) 0.038 (1.04) 0.032 (0.85)
VOL -0.078%**  (-2.68) -0.086%**  (-2.91) -0.080%** (-2.75)
LIM_YR -0.008 (-1.10) -0.008 (-1.00) -0.010 (-1.22)
NPROP 0.257***%  (3.20) 0.254%**  (3.02) 0.261***  (3.31)
INDP_DIR -0.119 (-0.97) -0.118 (-0.93) -0.127 (-1.02)
HERFINDAHLS -0.763 (-0.53) -0.754 (-0.56) -0.805 (-0.59)
CENTRAL 0.010 (0.31) 0.009 (0.30) 0.007 (0.23)
LOCAL 0.039%* (1.99) 0.038%* (1.96) 0.037% (1.89)
ZHUIJIA -0.060 (-1.42) -0.060 (-1.43) -0.059 (-1.42)
ZCHI -0.110* (-1.71) -0.113* (-1.74) -0.113*  (-1.71)
DIV 0.004 (0.26) 0.006 (0.36) 0.003 (0.20)
INJECT 0.030 (1.22) 0.034 (1.42) 0.025 (1.04)
SEQ YES YES YES
Observations 1153 1153 1153

Adj-R2 0.117 0.119 0.117

The dependent variable is the revision of compensation ratio (CR_REV). The three proxies for
fund governance quality are OPEN, FOREIGN, and HIGH_IO. If the sample firms’ 10 largest
tradable-share holders are dominated by open-end funds, OPEN is equal to 1; otherwise, it is 0.
If the sample firms’ 10 largest tradable-share holders are dominated by foreign background funds,
FOREIGN is equal to 1; otherwise, it is 0. If the sample firms’ 10 largest tradable-share holders are
dominated by mutual funds with high institutional ownership, HIGH_IO is equal to 1; otherwise,
it is 0. Heteroscedasticity and clustering by industry have been considered. ***, ** and * indicate
1%, 5% and 10% significance levels (two-tailed) respectively. Please refer to Appendix C or Table

2 for the definition of independent variables.

Overall, the evidence is consistent with the prediction that the collusion between
certain types of mutual funds and controlling shareholders primarily takes place before
the public announcement of the first draft of a compensation plan rather than during
the negotiation process. Such results based on the timing of the collusion confirm the

findings in Section 4.3.
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4.4.2.Investment horizon of mutual funds

The potential benefits to be gained from controlling shareholders are the reason
why mutual fund managers would collude with controlling shareholders to set a lower
compensation ratio. However, it is difficult to quantify the net benefits to mutual funds
since some benefits would in some ways be realised in the future. If mutual funds dump
their shareholdings after the split share structure reform, they may not be able to realise
the potential benefits from controlling shareholders in the future. Such mutual funds
would be more likely to focus on current benefits, and the trade-off between side-benefits
and the compensation ratio would be more likely to shift toward the latter. In contrast,
mutual funds with a relatively longer investment horizon could realise the potential future
benefits and thus would be more likely to collude with controlling shareholders to set
a lower compensation ratio.

Mutual funds in China are required to disclose their shareholdings in detail every six
months. We compare the shareholdings of mutual funds during the split share structure
reform with the first available shareholdings reported in the semi-annual or annual
reports. For each sample firm, if the mutual funds reduce their shareholdings after the
reform, we add the number of sold shares together and divide this by the number of total
tradable shares. We then calculate the median of the percentage of reduced shareholdings
held by the mutual funds in the sample. If the reduction of the shareholdings of mutual
funds in one sample firm is higher than the sample median, we set an indicator variable,
SHORTTERM, to equal 1; otherwise, it is set to 0. We expect that the collusion between
controlling shareholders and mutual funds tends to concentrate on mutual funds with
relatively longer investment horizons.

Since the empirical results indicate that collusion with controlling shareholders tends
to concentrate on closed-end funds, domestic funds, or funds with higher institutional
ownership, we examine the impact of investment horizon based on these three sub-
samples. We add an interaction term between the indicator of short-term investment
horizon and fund ownership, SHORTTERM*FUND, in the baseline regression model. If
mutual funds with a short-term investment horizon cannot obtain long-term benefits in
the future and thus tend to concentrate on short-term benefits, the trade-off between other
benefits and the compensation ratio will be more likely to shift toward the latter. The
coefficient of the interaction term should be significantly positive. The empirical results
support this prediction. The interaction term has a positive and significant coefficient
across all three sub-samples. Due to space constraints, the results are not tabulated.

Therefore, the results indicate that funds with short-term investment horizons are
less likely to acquire future potential benefits. Therefore, they tend to concentrate on
current benefits (i.e. the compensation ratio). In other words, funds with a relatively
longer investment horizon could realise potential benefits in the future and thus are more

likely to collude with controlling shareholders to set a lower compensation ratio.
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443 The endogeneity issue

According to the literature (e.g. Gompers and Metrick, 2001), the investment
preference of institutional investors is significantly different from that of other investors.
If a different preference results in a different compensation ratio, then the negative
relation between mutual fund and compensation ratio may be due to other factors. We
address this endogeneity concern using a simultaneous two-stage least squares (2SLS)
estimation, while the key issue is to obtain appropriate instrumental variables.

Based on the prior literature that studies the determinants of institutional ownership
(e.g. Gompers and Metrick, 2001; Ke and Ramalingegowda, 2005), book-to-market ratio,
volatility, stock price, turnover ratio, momentum, firm age, and ROA should be strong
instruments for mutual fund ownership. It is notable that the appropriate instruments
should be strongly correlated with the mutual fund ownership measure and should
influence the dependent variable (in our case, compensation ratio) indirectly through its
effect on mutual fund ownership. Because book-to-market ratio, volatility, and ROA
are three basic variables in the determinants of compensation ratio, we drop these three
variables and keep the other four measures as instrumental variables of mutual fund
ownership.!’

In the first stage, we obtain the instrumented ownership of mutual funds using the
coefficient estimates. In the second stage, we rerun all of the regressions; the results do
not change qualitatively. Due to space limitations, the results are not tabulated, but they

are available upon request.

4.4.4.Definition of compensation ratio

As mentioned before, a comprehensive compensation package offered to tradable-
share holders may include warrants, asset restructuring, stock repurchase, asset injection,
cash payouts, additional shares, and so on. To make the various types of compensation
package comparable, the different types of compensation are aggregated into a single
measure. Since the most prevalent form of compensation is to distribute additional
shares to tradable-share holders, we perform the tests on the sample firms where the
compensation ratio only includes additional shares. The main results are qualitatively
similar and consistent with our predictions. The results are not tabulated due to space

limitations.

7 To test the validity of the instruments, the F-value (F-test is performed on the coefficients of the
instruments) is 41.54 and significant at the 1% level. As to the Sargan test to examine whether
instrumental variables are valid, the ¥*(3) is 4.376 with a p value of 0.2236, indicating that the
instrumental variables are uncorrelated with the error term.
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V. Conclusion

Mutual funds are playing an increasingly significant role in China’s stock markets.
However, unlike their counterparts in developed markets, mutual funds in China may
not perform in the best interests of fund unit holders. In the split share structure reform
in China, it has been documented that mutual funds tend to collude with non-tradable-
share holders (controlling shareholders) to set a lower compensation ratio. This paper has
sought to examine whether fund governance can help to mitigate this agency problem.

The empirical evidence shows that collusion with controlling shareholders is
less likely to take place in firms dominated by open-end funds since such funds are
expected to have better governance quality than closed-end funds due to the redemption
mechanism. The evidence also shows that relative to domestic funds, collusion with
controlling shareholders is less likely to take place in firms dominated by foreign
background funds due to the inherent better governance, reputation effect, and/
or unfamiliarity with domestic relationships of such funds. As to the effect of fund
ownership structure, it is found that collusion with controlling shareholders is more likely
to take place in firms dominated by mutual funds with higher institutional ownership. In
other words, fund governance seems to deteriorate as institutional investors’ ownership
of mutual fund units increases; this could be attributable to the double-agency problem.
Overall, the empirical results are broadly consistent with the prediction that certain fund
governance mechanisms can help to mitigate the collusion between mutual funds and
the controlling shareholders of listed firms.

This study not only enriches the mutual funds literature from a new perspective
but also gives a deeper insight into the research on the agency problem and the
governance effect of mutual funds in emerging markets. Based on the findings from this
study, we may be able to generate some implications for government regulators and
individual investors. For instance, regulators could encourage the development of foreign
institutional investors and facilitate the transition of closed-end funds to open-end funds.
They could also implement some procedures to improve the governance mechanisms
of mutual funds so as to align the interests of fund managers with those of individual
fund unit holders. From the perspective of individual investors, they could pay particular
attention to those funds with high institutional ownership since such funds may be likely
to suffer from more severe agency problems in an emerging market with insufficient
investor protection and weak legal enforcement such as China.

There are some limitations of the study that are worth mentioning. Our tests
concentrate on a certain period and a special event, and thus the results should be
extrapolated to other periods with caution. Moreover, these results come from the Chinese
setting and generalising them to developed markets, such as the US, should be viewed

with caution given the vast institutional differences that exist between two countries.
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Appendix A

Figure I: Relation between the various parties in the split share structure reform

Mutual funds hold tradable shares in listed firms. The fund managers and other
institutional holders of tradable shares can negotiate/collude with the controlling
shareholders of listed firms to determine the compensation package offered to the
tradable-share holders. The reason that this study focuses on mutual funds is because
they account for the largest proportion of institutional investors in the tradable shares

of listed firms and we can only get background information on mutual funds.
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Figure II: Three hypotheses about the role of fund governance quality in
mitigating the collusion between mutual funds and the controlling shareholders
of listed firms.
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Appendix B: Examples of compensation ratio calculation

Case 1:

The compensation ratio scheme of G Agricultural Products (000061): In the last five
trading days of the twelfth month after the implementation of the reform, all tradable-
share holders had the right to sell their shares at the price of 4.25 renminbi per share to
the Shenzhen state-owned Assets Supervision Commission (the controlling shareholder
of G Agricultural Products). Obviously, this is a European warrant with a deposit period
of 360 days and a strike price of 4.25 renminbi. Based on the one-year deposit interest
rate of 2.25% announced by the People’s Bank of China and the latest closing price of
3.40 renminbi before the announcement of the non-tradable shares reform and the annual
volatility of stock return of 0.2946, this warrant’s value equals 0.916 renminbi according
to the Black-Scholes option pricing model. Therefore, to convert the compensation to
the number of additional shares or equivalent shares finally received by the tradable-
share holders from the non-tradable-share holders, the compensation ratio per 10 tradable
shares of G Agricultural Products is 2.69 shares (0.916%10/3.4).

Case 2:

The compensation ratio scheme of G Aodong (000623): The non-tradable shares
are implemented reverse split with the proportion of 1:0.6074 and, at the same time,
cash dividends are paid to all shareholders. The non-tradable-share holders pay all of
their cash dividends to the tradable-share holders. The actual pre-tax cash dividend
received by the tradable-share holders per 10 shares is 4 renminbi. Based on the latest
proportion of tradable shares (0.5355) before the announcement of the non-tradable
shares reform and the proportion (1:0.6074) of non-tradable shares with reverse split,
the compensation ratio of G Aodong is equivalent to 2.23. The detailed calculation is as
follows: It is first assumed that there are 100 G Aodong shares in total. Because 53.55%
of the total shares were tradable shares before the non-tradable shares reform, there are
53.55 tradable shares and 46.45 non-tradable shares. If the non-tradable shares undergo
reverse split as 1:0.6074, afterwards, this firm has 53.55 tradable shares and 28.21 (i.e.
46.45*%0.6074) non-tradable shares. Thus the proportion of tradable shares will be 0.6549
(53.55/(53.55+28.21)). The reverse split of non-tradable shares is regarded as an indirect
wealth transfer from the controlling shareholders to the tradable-share holders. The
equivalent compensation ratio after the reverse split of the non-tradable shares is 2.23
((0.6549-0.5355)*10/0.5355). Based on the latest closing price of 5.9 renminbi before
the announcement of the split share structure reform and the corresponding compensation
ratio after the reverse split of the non-tradable shares, the actual pre-tax cash received
by the tradable-share holders is 4 renminbi per 10 shares. This means that the equivalent
compensation ratio is 0.66 (4*(1-0.2) * 1.223/5.9, where 0.2 is the income tax rate and
1.223 is the adjusting factor for the reverse split). Accordingly, the total compensation
ratio after the reverse split of the non-tradable shares and the cash dividends payout will
be 2.89 shares (i.e. 2.23+0.66).
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Case 3:

The compensation ratio scheme of G Zhongfu (000659): The tradable-share holders
get 2.5 shares and 0.772 cash per 10 shares. Based on the latest closing price of 3.39
renminbi before the announcement of the split share structure reform and the shares paid
by the non-tradable-share holders, the compensation ratio of G Zhongfu is equivalent
to 2.73 shares (i.e. 2.5 + 0.772*%(1 — 0.2)*1.25/3.39, where 0.2 is the income tax rate
and 1.25 is the adjusting factor for additional shares received from non-tradable-share
holders).

Case 4:

The compensation ratio scheme of G Wugang (600005): The tradable-share holders
get 2.5 shares, 2.5 copies of the call option, and 2.5 copies of the put option per 10
shares. For the put option, the tradable-share holders can sell one share to Wugang at
the exercise price of 3.13 renminbi. As for the call option, the tradable-share holders
can buy one share from Wugang at the exercise price of 2.9 renminbi. Both warrants
are European options with a deposit period of 12 months. According to the Black-
Scholes option pricing model, the price of the put option is calculated as 0.153 renminbi
based on a one-year deposit interest rate of 2.25%, the exercise price of 3.13 renminbi,
the latest closing price of 3.45 renminbi before the announcement of the split share
structure reform, and an annual volatility of 0.2397. The price of the call option is
calculated as 0.701 renminbi based on the exercise price of 2.9 renminbi. Finally, the
compensation ratio of Wugang is equivalent to 3.27 shares (i.e. 0.153%2.5%1.25/3.45
+ 0.701%2.5*%1.25/3.45 + 2.5, where 1.25 is the adjusting factor for additional shares
received from non-tradable-share holders). There is no income tax because shareholders

are only taxed on cash dividends.
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Appendix C

Symbols of Variables
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Variable Type Variable Symbol
Dependent Compensation ratio finally approved and accepted by | CR_FINAL
Variables tradable-share holders
Compensation ratio initially proposed by non-tradable- | CR_RAW
share holders at the beginning of the negotiation
process
Revision of compensation ratio after the negotiation | CR_REV
between tradable-share holders and non-tradable-share
holders, or the difference between CR_FINAL and CR_
RAW
Indicator Indicator variable to test H1 OPEN
Variables Indicator variable to test H2 FOREIGN
Indicator variable to test H3 HIGH 10
Independent Proportion of a firm’s tradable shares held by mutual | FUND
Variables funds among the top 10 tradable-share holders
Return on assets ROA
Stock returns volatility VoL
Percentage of independent directors INDP_DIR
Length of lockup period LIM_YR
Proportion of a firm’s non-tradable shares in total | NPROP
shares
Book to market ratio B/M
Herfindahl index of top 5 tradable-share holders | HERFINDAHLS
ownership
Indicator of firms controlled by central government CENTRAL
Indicator of firms controlled by local government LOCAL
Promise to conditionally distribute ZHUIJIA
additional shares or cash
Promise to increase holdings ZCHI
Promise to infuse capital INJECT
Promise to pay future dividend DIV

Reform batch dummies
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