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This paper empirically investigates politically connected independent directors among Chinese listed
firms using 7487 firm-year observations from the Shanghai stock exchange during the period of 2003–
2012. We distinguish between privately controlled firms and state-controlled firms. We find that the
value effect and incentives of appointing independent directors with political ties are shaped by a firm’s
ownership structure. More exactly, Chinese listed privately controlled firms with a large fraction of politi-
cally connected independent directors tend to outperform their non-connected counterparts, due to the
ease of access to external debt financing and more subsidies from the government. However, the appoint-
ment of politically connected independent directors also enlarges the magnitude of related-party trans-
actions with the controlling party in listed privately controlled firms. In contrast, having politicians as
independent directors does not help to add value to listed state-controlled firms, especially firms con-
trolled by the local government, due to the expropriation of minority investors via more related-party
transactions and more severe over-investment problems.

� 2015 Elsevier B.V. All rights reserved.
1. Introduction them to establish important connections with key party and gov-
Independent directors are considered an important corporate
governance mechanism to protect the interests of investors, espe-
cially minority rights. By definition, independent directors should
maintain no relations with the controlling party. However, in the
Chinese context, the government as a controlling shareholder
tends to appoint government-affiliated persons as independent
directors to represent their own interests. In addition, privately
controlled firms in China assign politically affiliated persons as
independent directors to foster connections with the State. As a
result, many retired politicians are appointed by Chinese listed
firms as independent directors because their previous work experi-
ence in the government or at state-owned enterprises enables
ernment officials (see also Fan et al., 2007; Wu et al., 2012).
Therefore, taking into account the specific context in China, this
study empirically examines the presence of politically connected
independent directors among Chinese listed firms. In particular,
we explore their distinct effects on the protection of property
rights versus the expropriation of minority rights in Chinese listed
privately controlled firms and state-controlled firms.

Researchers have paid significant attention to political connec-
tions in recent years. Acting as a substitute for formal institutions,
some studies show that political connections help to promote firm
performance and firm value (see, e.g., Adhikari et al., 2006; Leuz
and Oberholzer-Gee, 2006; Claessens et al., 2008; Francis et al.,
2009), especially in regions where investors have poor legal pro-
tection and there is a lack of formal institutions (see also Fisman,
2001; Faccio, 2006; Faccio and Parsley, 2009). More exactly, con-
nections with the government afford firms certain advantages over
their non-connected counterparts, such as access to bank loans,
subsidies, tax benefits, and waivers of non-tax levies. Some other
studies note that although political connections help firms to
maximize their own profits, their rent-seeking behavior also dis-
torts the allocation of economic resources and therefore may bring
about costs to society overall (see also Khwaja and Mian, 2005;
Claessens et al., 2008). Furthermore, some studies argue that in
the process of privatization, the likelihood of observing politically
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connected CEOs or directors is positively related to the govern-
ment’s residual ownership, and politically connected firms exhibit
poor accounting performance compared with their non-connected
counterparts (see also Fan et al., 2007; Boubakri et al., 2008).

In the Chinese context, although previous studies have exten-
sively documented the presence of political connection and its eco-
nomic outcomes, many of them focus on politically connected
managers (see, for example, Fan et al., 2007; Li et al., 2008; Wu
et al., 2012).1 Notably, the literature has also shown that because
all important corporate decisions start in the boardroom, it is neces-
sary to explore the role of politically connected boards in corporate
governance (see also Boubakri et al., 2008; Su et al., 2008; Goldman
et al., 2009). One exception on politically connected boards within
the Chinese context comes from Chen et al. (2011). Using 276
Chinese firms that made an IPO between 1993 and 2008, Chen
et al. (2011) examine the rent-seeking incentives of local govern-
ments to appoint politically connected directors to boards and
how political connections affect the ownership concentration after
listing. They show that privately controlled firms are more inclined
to appoint politically connected directors in regions in which the
government has more discretion in allocating economic resources.
A concentrated ownership structure facilitates rent seeking through
political connections and allows controlling shareholders to retain
all the benefits arising from connections with politicians. However,
in their analysis of political connections, they do not take indepen-
dent directors into account.2 Instead of investigating politically con-
nected managers, this paper turns its attention to the role of
politically connected directors in the governance of Chinese listed
firms. In addition, we take the existing research one step further
by focusing on independent directors. The reason is that although
independent directors are supposed to be the guardians of the inter-
ests of (minority) investors, they are widely used by both Chinese
state-controlled firms and privately controlled firms to enhance/
establish connections with the State (see also Fan et al., 2007; Li
et al., 2008). This feature of independent directors in China thus dis-
torts the original role that they should play in a firm’s governance.
Indeed, it has been shown that independent directors are frequently
used by controlling shareholders to represent their own interests
(in state-controlled firms) or to obtain favorable treatment by the
government (in privately controlled firms).

Next, this paper adds further evidence to the growing literature
on the implications of political connections and, in particular, the
fact that the value effect and motivation to appoint politically con-
nected independent directors could be shaped by a firm’s owner-
ship structure, i.e., state versus non-state. A key feature of many
Chinese listed firms is the dominance of former state-owned
enterprises (SOEs) that became listed through share-issuing
1 Using a sample of 790 newly partially privatized firms in China from 1993 to
2001, Fan et al. (2007) find that political connections may lead to poor corporate
governance of listed state-owned enterprises (SOEs) in China. This result is
unsurprising given that the mangers of listed SOEs – and especially those with good
government connections – have incentives other than profit maximization (e.g.
political and social objectives). In addition, Li et al. (2008), utilizing a sample of 3258
(mostly non-listed) privately controlled firms in China in 2002, find that politically
connected entrepreneurs help privately controlled firms overcome any economica
and ideological discrimination by the government and thus help to maximize profits
Wu et al. (2012) use data on Chinese listed firms from 1999 to 2007 to investigate the
impact of politically connected managers on firm performance, making a distinction
between privately controlled firms and state-controlled firms. They show tha
privately controlled firms with politically connected managers outperform their non-
connected counterparts and enjoy tax benefits, whereas SOEs with connected
managers underperform with respect to those without such managers, partially due
to more severe over-investment problems.

2 Chen et al. (2011) argue that they exclude the number of independent directors in
calculating the proportion of politically connected directors for two reasons. First
independent directors are required to be on the board in accordance with a CSRC rule
that has been in place sine 2001. Second, the effectiveness of independent directors in
influencing corporate strategy is debatable.

3 The official definition of an independent director is a director who holds no
positions at the listed company other than the post of director and who maintains no
relations with the firm or its major shareholder that might prevent him or her from
making judgments independently (Code of Corporate Governance for Listed
Companies in China, article 1.1).
,
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privatization, with the government retaining a significant stake
after the firm’s partial privatization (Huyghebaert and Quan,
2011). Indeed, the findings of many previous studies indicate the
need/importance to differentiate the effects of political connec-
tions in SOEs versus privately controlled firms, especially in an
environment where the government still controls the allocation
of economic resources (see, e.g., Fan et al., 2007; Li et al., 2008,
2012; Chen et al., 2011; Wu et al., 2012). More exactly, politically
connected (independent) directors at listed SOEs are more inclined
to be used by the government as controlling shareholder to repre-
sent its own political and social interests, e.g., cross-subsidizing
other SOEs encountering financial difficulties to keep these firms
afloat or over-investing to reduce unemployment and increase
GDP. This behavior exacerbates the tunneling incentive of the con-
trolling shareholder and contradicts the role of independent direc-
tors to protect the interests of (minority) investors. In contrast,
without state ownership as a blood tie, listed privately controlled
firms have to address an unfavorable economic environment. A
potential way out for entrepreneurs at listed privately controlled
firms is to establish close relationships with politicians, for exam-
ple, appointing them as independent directors, to overcome any
ideological discrimination associated with their non-state features
and to obtain access to key resources controlled by the Chinese
government. As a result, the appointment of politically connected
(independent) directors acts as a substitute for the protection of
property rights in listed privately controlled firms.

This study examines the distinct outcomes of having politically
connected independent directors on boards across the state and
non-state sectors, using data on all Chinese firms listed on the
Shanghai stock exchange (SHSE) during the period of 2003–2012.
According to the Code of Corporate Governance for Listed
Companies in China published in 2001, it is recommended that
the board of directors contains 5–19 directors and has a minimum
of one third of such directors be independent.3 Specifically, taking
into account different incentives of privately controlled firms and
SOEs to appoint politically affiliated persons as independent direc-
tors, we demonstrate that the value effects of politically connections
are conditioned by ownership structure. In addition, we make a dis-
tinction between SOEs controlled by the central government versus
those controlled by local governments to explore the helping hand
and the grabbing hand of government control. Furthermore, we
identify the channels through which politically connected indepen-
dent directors detract from or improve firm value. More exactly,
we are interested in whether politically connected independent
directors help private entrepreneurs obtain any form of preferential
treatment by the government, e.g., access to the credit market and
more subsidies from the government. Regarding SOEs, we are inter-
ested in whether politically connected independent directors exacer-
bate the incentive problem between the government as the
controlling shareholder and small stock market investors in listed
firms controlled by the central government or local governments.
Notably, on top of economic considerations, a government may exer-
cise its control rights to achieve imperative social or political objec-
tives, to the detriment of external investors (see also Shleifer and
Vishny, 1994, 1997; Qian, 1996).

To examine these ideas, we first explore the value effects of
having politically connected independent directors on the board.
We use the market-to-book ratio (i.e., the ratio of the market value
of equity plus the book value of total liabilities to total assets) as
the dependent variable. In addition, to test whether having politi-
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cians as independent directors helps a firm gain access to the credit
market or obtain preferential treatment by the government, we use
the overall debt ratio (i.e., the ratio of total liabilities to total assets)
and the subsidy ratio (i.e., the amount of subsidies from the gov-
ernment to sales) as the dependent variables. In addition, to test
whether politically connected independent directors represent
the interests of the dominant owner, we calculate the ratio of
related-party transactions, i.e., the fraction of purchases of goods/
services from related entities to primary operating expenses.
Indeed, firms with dominant owners may conduct various business
dealings with related parties with conditions that harm their
minority investors. In the context of listed SOEs, these self-dealing
transactions could also be pursued to realize social or political
goals, for example to bail out loss-making firms. In addition, to bet-
ter isolate the social and political objectives of the government, we
generate a variable that captures a firm’s over-
investment. The reason is that politicians may ask a firm to meet
output growth targets to reduce unemployment and increase
GDP, even if the enterprise cannot sell all of its output at a profit
(e.g., Qian, 1996).

Our empirical results suggest that a large fraction of politically
connected independent directors on the board helps to promote
firm value in Chinese listed privately controlled firms. In contrast,
listed SOEs with more politicians as independent directors under-
perform their non-connected counterparts. This result holds in
both central-government-controlled SOEs and local-government-
controlled SOEs. Moreover, a large fraction of politically connected
independent directors on the board helps to increase the overall
debt ratio as well as the ratio of subsidy from the government in
listed privately controlled firms. In addition, the appointment of
politically connected independent directors is associated with
more related-party transactions with the controlling party in both
listed privately controlled firms and SOEs controlled by the local
government. Listed SOEs having more politically connected
independent directors tend to face more severe over-investment
problems, with this effect more pronounced in local-government-
controlled SOEs.

Our paper proceeds as follows. Section 2 develops the various
hypotheses on the value effect and the channels of the value effect
of having politically connected independent directors, making a
distinction between listed privately controlled firms and state-con-
trolled firms. Section 3 describes our data and variable construc-
tion. Section 4 shows our main empirical results and the output
of some additional robustness checks. Finally, Section 5 presents
the paper’s conclusions.
2. Development of hypotheses

A firm’s incentive to have political connections could be largely
shaped by its ownership structure. In this article, we examine
whether the appointment of politically connected independent
directors has different value effects in Chinese listed privately con-
trolled firms versus state-controlled firms. We then further iden-
tify the channels of the value effect in privately controlled firms,
e.g., via access to external debt financing and subsidies from the
government, and listed SOEs, e.g., via related-party transactions
and firm investment decisions, taking into account their different
motivations to assign politically connected independent directors
on the board.
2.1. The value effect of having politically connected independent
directors

Political connections can add value to a company in terms of
preferential treatment by the government and as an alternative
protection of property rights (see, e.g., Shleifer and Vishny, 1994;
Qian, 1996; Faccio, 2006; Li et al., 2008). The helping hand of politi-
cal connections is especially pronounced in Chinese listed privately
controlled firms, which, unlike SOEs, do not have state ownership
as a blood tie with the government. In the Chinese context, the
government still has relatively large power to assign key resources,
and the legal environment is still weak. Thus, having politicians as
independent directors may help privately controlled firms obtain
key resources controlled by the government, such as access to
external debt financing, operating licenses, and land, or gain any
preferential treatment by the government, such as subsidies, tax
benefits, and waivers of ‘extralegal’ fees. As a result, the appoint-
ment of politically connected independent directors helps private
entrepreneurs promote their firm’s market valuation. In sum, we
postulate the following:

Hypothesis 1. A large fraction of politically connected indepen-
dent directors increases corporate value in listed privately con-
trolled firms.

In addition, two main hypotheses help us to understand the
relation between government control, political connections, and
firm value. The helping hand hypothesis argues that because gov-
ernment officials exert a significant influence on resources alloca-
tion, Chinese listed SOEs may also have an incentive to seek
powerful independent directors to gain more preferential treat-
ment. The grabbing hand hypothesis suggests that political con-
nections are a way for the government to extract rents from
firms and ensure that firms pursue the social and political goals
of the government (Shleifer and Vishny, 1994; Qian, 1996;
Cheung et al., 2009). More exactly, in listed SOEs, politicians as
independent directors may represent the interests of the govern-
ment as a controlling shareholder. Indeed, the government typi-
cally also pursues political goals, which could negatively affect
corporate value (Shleifer and Vishny, 1994; Qian, 1996). For
instance, the state may care more about total social welfare rather
than about the financial performance of SOEs, asking a state-con-
trolled firm to meet output growth targets, even if the enterprise
cannot sell all of its output at a profit. In addition, politicians,
through their representation on the board of directors, could delib-
erately transfer firm resources to related parties to realize their
own political goals (see, e.g., Huyghebaert and Wang, 2012).
Thus, by appointing politicians as independent directors in listed
SOEs, the government as a controlling shareholder might have
greater ability to achieve its own objectives, which are potentially
detrimental to corporate value. Overall, because a helping hand
and grabbing hand from politically connected independent direc-
tors may co-exist in Chinese listed SOEs, we postulate the
following:

Hypothesis 2. The impact of politically connected independent
directors on corporate value is not a priori clear in listed SOEs.
2.2. Channels of the value effect in privately controlled firms – debt
financing and subsidies

Without state ownership as a blood tie, privately controlled
firms tend to establish close relationships with politicians to access
scarce resources and gain preferential treatment by the govern-
ment (e.g., Shleifer and Vishny, 1993; Agrawal and Knoeber,
2001; Adhikari et al., 2006). This effect is pronounced in China,
which is characterized by a highly interventionist government
and weak property rights protection (see also Li and Zhou, 2005).
Thus, having independent directors with political ties becomes a
convenient and effective channel for privately controlled firms to
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forge links with the government. More exactly, these directors, on
the one hand, can help private entrepreneurs overcome any insti-
tutional disadvantages and bring some government-related bene-
fits. On the other hand, they tend to rubber-stamp the decisions
made by managers and controlling shareholders because these
directors are frequently appointed by the controlling party.

Prior studies have indicated that political connections can help
firms access resources controlled by the government, such as the
credit market, and obtain preferential treatment with respect to
more subsidies from the government. More exactly, due to the gov-
ernment’s dual role as the owners of both SOEs and state-owned
banks, credit allocation is usually not efficient. Not surprisingly,
Cull and Xu (2005) and Cull et al. (2009) note that SOEs continue
to receive a disproportionately large fraction of the credit extended
by domestic (state-owned) banks. Likewise, Cull and Xu (2005), Bai
et al. (2006), and Li et al. (2008), among others, demonstrate that
privately controlled firms cultivating close relationships with the
state indeed face better chances of receiving loans from state-
owned banks. In addition, because the government imposes strict
conditions on the primary bond market, encompassing issuer
qualifications, state bank guarantees, requirements on the size
and pricing of new issues, etc., corporations with political connec-
tions may also find it easier to qualify to tap the bond market in
China. Next, political connections can also help a firm gain favor-
able treatment from the government. Because the Chinese govern-
ment still controls the allocation of resources, private
entrepreneurs may have an incentive to foster political connec-
tions via independent directors with political ties to receive more
benefits (e.g., subsidies, waivers of non-tax payments, etc.) from
the government. In sum, we postulate the following:

Hypothesis 3. A large fraction of politically connected indepen-
dent directors increases the overall debt ratio, especially in listed
privately controlled firms.
Hypothesis 4. A large fraction of politically connected indepen-
dent directors increases the ratio of subsidies from the govern-
ment, especially in listed privately controlled firms.
4 The difference between the Shanghai stock exchange (SHSE) and the Shenzhen
stock exchange (SZSE) in China is somewhat akin to the difference between the NYSE
and NASDAQ in the USA. The SHSE serves as the main board of the Chinese capital
market, with most initial public offerings emanating from large and mature
companies. Conversely, the SZSE aims to give full support to the development of
small and medium businesses as well as serves as a NASDAQ-style market for high-
tech companies and other start-ups. Since 2004, all IPO applications for the SZSE have
come from small- and medium-sized companies (SMEs) and successful high-tech
companies seeking a wider share of ownership. As compared with (large and mature)
firms listed on the SHSE, market mechanisms, such as investment in advertising and
R&D, instead of political connections, are considered more important factors that
promote firm performance for listed SMEs on the SZSE. Thus, we use a sample of firms
listed on the Shanghai stock exchange, which is representative in the Chinese listed
sector, to capture the value effect and the channels of the value effect of politically
connected independent directors.
2.3. Channels of the value effect in SOEs – related-party transactions
and over-investment

While in theory, SOEs are owned by the public, the de facto con-
trol rights in these firms belong to politicians. The interests of
politicians do not necessarily coincide with those of minority
investors and thus firm value maximization. Politicians can use
related-party transactions to transfer value from listed SOEs to
entities that they fully own, which makes it easier to realize private
benefits, but the conflict of interest in Chinese listed SOEs includes
other aspects as well. Specifically, politicians typically have goals
that are dictated by their public interests (Qian, 1996; Shleifer
and Vishny, 1994, 1997). For example, they could cross-subsidize
other SOEs encountering financial difficulties through related-
party transactions to keep these firms afloat. Alternatively, they
may care more about limiting unemployment than about maxi-
mizing firm value. Or, they may ask an SOE to meet output growth
targets, which they can tout as a political achievement, even if the
enterprise cannot sell all of its output at a profit.

The interests of politicians/the government could be better rea-
lized/achieved by occupying more board seats because politically
affiliated persons tend to behave in the best interest of the State.
More exactly, the government as the controlling shareholder may
use politically connected (independent) directors to achieve its
own political and social objectives, i.e., diverting resources away
from the SOE to improve local economic conditions or asking the
SOE to meet output targets (see, e.g., Shleifer and Vishny, 1994;
Qian, 1996; Fan et al., 2007; Boubakri et al., 2008). Therefore,
rather than acting as a corporate governance mechanism to protect
minority rights, having politically affiliated persons as independent
directors may exacerbate the incentive problem between the gov-
ernment as the controlling shareholder and other small stock mar-
ket investors in listed SOEs. The reason is that the appointment of
independent directors with political ties increases the risk of
expropriation by the government. Specifically, this incentive prob-
lem could be more severe in listed SOEs controlled by a local gov-
ernment. Local government officials have a large incentive to use
SOEs to achieve their own political goals or to get promoted, for
example, asking a local SOE to over-invest to boost regional GDP
or to hire a surplus of labor to reduce the unemployment rate.
Due to the opacity of the political environment and government
control over major presses, SOEs, especially SOEs controlled by
local governments, are able to hide activities in pursuit of political
and social goals, at the expense of small stock market investors
(see also Cheung et al., 2009). Thus, we postulate the following:

Hypothesis 5. A large fraction of politically connected indepen-
dent directors increases related-party transactions, especially in
listed SOEs.
Hypothesis 6. A large fraction of politically connected indepen-
dent directors increases over-investment, especially in listed SOEs.
3. Data and descriptive statistics

3.1. Data and variables

We initially collected data on all non-financial Chinese firms
listed on the Shanghai stock exchange (SHSE) during the period
of 2003–2012.4 This sample included 960 firms and 8594 firm-year
observations. We start our sampling period in 2003 because the
China Securities Regulatory Commission (CSRC) has required
Chinese listed firms to report the identity of the ultimate controller
in their annual reports since 2003. We excluded financial firms,
cross-listed firms, firms de-listed from the stock market or filing
for reorganization during our sampling period, and firms with miss-
ing data, reducing the final sample to 827 firms and 7487 firm-year
observations. Information on politically connected directors was
hand collected from the annual reports, which are downloadable
from the SHSE website (www.sse.com.cn). The disclosure rules of
the CSRC require that prospectuses provide details about the per-
sonal background of each director. In addition, the information on
the identity of the ultimate controller was collected from the annual
reports. The other ownership data and firm-level accounting data
were retrieved from the CSMAR database, which is compiled by
the University of Hong Kong and GTA Information Technology
Company Ltd.

http://www.sse.com.cn
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regarding the economic consequences of having politically connected independent
directors remain valid. The outcome of all robustness checks that are not reported in
this paper can be obtained from the authors upon request.
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3.1.1. Politically connected independent directors
The reliability with which political connections (POLCON) are

identified is critical to this study. We define a politically connected
independent director as an independent director who is (1) a for-
mer government official, (2) a current or former member of the
People’s Congress (CPC), or (3) a current or former member of
the People’s Political Consultative Conference (CPPCC). Our def-
inition of politically connected (independent) directors is in line
with those of Fan et al. (2007), Li et al. (2008, 2012), Chen et al.
(2011), and Wu et al. (2012), among others. Political connection
is defined as the ratio of the number of politically connected
independent directors on the board to the total number of
independent directors (POLCON % of independent directors). In addi-
tion, we construct a variable to examine the overall degree of
political ties on the board, measured as the number of directors
affiliated with the government on the board divided by the total
number of directors (POLCON % of the board of directors).

3.1.2. Economic consequences of having politically connected
independent directors

We first utilize the market-to-book ratio to gauge the value
effects of having politically connected independent directors on
the board across listed privately controlled firms and state-con-
trolled firms. The variable is calculated as the market value of
equity plus the book value of total liabilities divided by the book
value of total assets. Next, to identify the channels through which
politically connected independent directors detract from or
improve firm value, we use access to debt financing and subsidies
received from the government to measure preferential treatment
by the government and related-party transactions and over-invest-
ment to proxy for the potential expropriation of (minority) inves-
tors by the government. Our measurements on the channels of
the value effect of having political connections are in line with Li
et al. (2008), Huyghebaert and Wang (2012), and Wu et al.
(2012), among others. More exactly, we examine the effect of hav-
ing politically connected independent directors on a firm’s ability
to obtain external debt financing, proxied by the ratio of total lia-
bilities to total assets. In addition, we explore its association with
government policies, measured as a firm’s ratio of subsidies from
the government relative to total sales.

In addition, we consider the purchase of goods/services from
related entities to primary operating expenses (RPT). We also
have to consider that not all related-party transactions may be
used by controlling shareholders to tunnel wealth from minority
investors. Thus, in this study, to capture potential tunneling, we
look only at deals occurring between the listed firm and its parent
company, other firms controlled by its parent company, other
firms controlled by investors exerting a large influence on the
listed firm, and other firms controlled by members of the
immediate families of any of these parties. To check the robust-
ness of our results on related-party transactions, we construct a
few additional measures based on other types of RPT that are
likely to harm minority investors; the output is discussed later
in the paper.

Finally, to empirically measure over-investment, we use the
methodology in Richardson (2006), which estimates over-invest-
ment at the firm-year level. Over-investment is defined as invest-
ment expenditures beyond what is required to maintain existing
assets and to finance expected new investment in positive NPV
projects (see also Wu et al., 2012). In particular, Richardson
(2006) decomposes new investment expenditures into over-in-
vestment in negative NPV projects and expected investment
expenditures, where the latter varies with the firm’s growth oppor-
tunities, financing constraints, industry affiliation, and other fac-
tors. Thus, learning from Richardson (2006), we use the following
model to estimate over-investment:
Inew;t ¼ b0 þ b1GROWTHt�1 þ b2LEVt�1 þ b3CASHt�1 þ b4AGEt�1

þ b5SIZEt�1 þ b6RETt¼1 þ b7Inew;t�1 þ b8

X
Year

þ b9

X
Industryþ e; ð1Þ

where Inew,t is new investment expenditures, calculated as the total
investment expenditures (the sum of capital expenditures, acquisi-
tion expenditures, and R&D expenditures less receipts from the sale
of property, plant, and equipment) less the investment expendi-
tures required to keep assets in place (measured as amortization
and depreciation). The investment expenditure terms are deflated
by the average total assets at the beginning and end of the year.
GROWTHt�1 is the growth opportunity measure, using sales growth
rate as a proxy. LEVt�1 is calculated as the ratio of total liabilities to
total assets. CASHt�1 is measured as the ratio of cash and its equiva-
lents to total assets. AGEt�1 is the natural logarithm of firms’ listing
age in years. SIZEt�1 is calculated as the natural logarithm of total
assets. RETt�1 is the stock return during the year. One-year lagged
new investment expenditures, Inew,t�1, are added to the regression
model as well. Finally, to account for year and industry effects, we
control for year dummies and industry dummies, based on two-
digit CSRC codes. The fitted value from the above regression is the
estimate of the expected level of new investment, and the unex-
plained portion (residual) is the estimate of over-investment.
3.1.3. Measurement of governance variables and control variables
Corporate governance mechanisms, such as the identity of the

controlling shareholder, may affect a firm’s incentive to have
politically connected (independent) directors and hence affect
the associations between political connection and its economic
consequences. Thus, we examine ownership structure variables
and board characteristics in the regression models. Regarding the
ownership structure, we trace the ownership chains to find the
ultimate controller in each listed firm. We then calculate the frac-
tion of control rights held by this controlling shareholder, either
directly or indirectly (Top1). We subsequently classify firms based
on the identity of their controlling shareholder. The dummy Dstate
equals one if the Chinese state (central, provincial, or municipal) or
its various entities, such as the State-owned Asset Supervision and
Administration Commission, the Ministry of Finance, or local
finance bureaus, are the largest owner, controlling at least 20% of
voting rights and zero otherwise. We further construct an interac-
tion term between the fraction of politically connected indepen-
dent directors and the identity of the controlling shareholder
(POLCON ⁄ Dstate). Next, we calculate the shares owned by the sec-
ond to fifth largest investors, measured as the sum of these share-
holders’ voting rights (Top2_5). Finally, we compute Ln(Board size)
( = the natural logarithm of the total number of directors on the
board) and Independent directors ( = the ratio of the number of
independent directors on the board to the total number of
directors).

We expect that firm characteristics could affect the economic
consequences of having politically connected independent direc-
tors on the board. Hence, we include Firm size ( = the natural loga-
rithm of market value of equity plus book value of total liabilities),
Asset tangibility ( = book value of tangible fixed assets scaled by
total assets), and Growth opportunities ( = one-year lagged sales
growth) in the analyses. Table 1 shows the definition of all vari-
ables used in this study. Finally, to reduce the influence of outliers,
all variables, except for the dummy variables, are winsorized at
5–95%.5



Table 1
Definition of variables.

Variables Definition

Political connections
POLCON Political connections are defined as directors who

are former government cadres, or have the
membership of the People’s Congress or the Chinese
People’s Political Consultative Conference

POLCON % of
independent
directors

The ratio of the number of politically connected
independent directors on the board to the number of
independent directors

POLCON % of the
board of directors

The ratio of the number of politically connected
directors on the board to the total number of
directors

Economic consequences of having political connections
Market-to-book ratio The ratio of market value of equity plus book value

of liabilities to total assets
Overall debt ratio The ratio of total liabilities scaled by total assets
Subsidy ratio The ratio of subsidies from the government to sales
Related-party

transactions
The ratio of purchases of goods/services from
related parties relative to total primary operating
expenses

Over-investment Investment expenditures beyond what is required to
maintain existing assets and to finance expected
new investment in positive NPV projects, using the
methodology of Richardson (2006)

CG variables
Top1 The fraction of voting rights held by the firm’s

dominant owner to total shares outstanding
Dstate A dummy variable equal to one if the Chinese state

or its various entities are the largest owner,
controlling at least 20% of voting rights and zero
otherwise

Top2_5 The fraction of voting rights held by the second to
fifth largest shareholders to total shares outstanding

Ln(boardsize) The natural logarithm of the total number of
directors on the board

Independent directors The ratio of the number of independent directors on
the board to the total number of directors

Firm characteristics
Firm size The natural logarithm of the market value of equity

plus book value of total liabilities
Asset tangibility Book value of tangible fixed assets scaled by total

assets
Growth opportunities One-year lagged sales growth rate

This table reports the definition of all variables used in this study.

6 Notably, this number of politically connected directors on the board in listed SOEs
does not consider the total number of board seats that are occupied by the
government as a controlling shareholder.
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3.2. Descriptive statistics

Table 2 reports the descriptive statistics for the various test and
control variables. Panel A presents the statistics for the full sample,
whereas Panel B reports the summary statistics and the results
from the univariate comparison of Chinese listed privately con-
trolled firms and state-controlled firms. Following Berkman et al.
(2010), and Huyghebaert and Wang (2012), among others, we clas-
sify privately controlled firms versus state-controlled firms based
on the identity of the ultimate controller. More exactly, privately
controlled firms are controlled by non-government units, such as
individuals, foreign companies, collective enterprises, and social
entities (2975 firm-year observations). Correspondingly, firms con-
trolled by the (central or local) government or its various entities
with more than 20% of voting rights are classified as listed SOEs
(4512 firm-year observations). In particular, the Chinese state is
the controlling shareholder in 60.3% of firm-year observations.
We then employ a parametric t-test as well as a non-parametric
Wilcoxon test to investigate the significance of differences across
these categories of firms.

As shown in Table 2, for an average Chinese listed firm, politi-
cally connected independent directors account for approximately
19% of the total number of independent directors on the board,
with this ratio higher in listed SOEs. Notably, more than 48% of
our sampling firms have at least one independent director with
political ties; this number changes to 46% and 51% in listed pri-
vately controlled firms and listed SOEs, respectively. In addition,
the fraction of politically connected directors on the board to the
total number of directors averages to 16%. Again, having politically
affiliated persons as directors is more common in listed SOEs (17%)
compared with listed privately controlled firms (15%).6

Regarding the economic consequences of having political con-
nections, the average market-to-book ratio is 2.04. The overall debt
ratio averages to 52% among Chinese listed firms. The ratio of sub-
sidies received from the government accounts for 0.31% of total
sales among Chinese listed firms, and the value of this variable is
non-zero for 35% of firm-year observations. In addition, the pur-
chase of goods/services from related parties on average accounts
for approximately 5.2% of a listed firm’s primary operating
expenses, and the value of this variable is non-zero for 56% of
firm-year observations. In addition, over-investment on average
equals 0.03%, corresponding to 41% of firm-year observations for
which a surplus of investment is recorded. Regarding corporate
governance variables, the largest shareholder on average holds
38% of total shares outstanding in Chinese listed firms, whereas
the fraction of shares owned by the second to fifth largest share-
holders averages to 14%. The average Chinese listed firm has
almost ten directors, of which more than 30% are independent
directors.

For the subsample analysis of privately controlled firms versus
state-controlled firms, our univariate results indicate that state-
controlled firms have a lower market-to-book ratio than their
non-state counterparts. Although there is not a significant differ-
ence in the overall debt ratio, state-controlled firms tend to receive
more subsidies from the government compared with privately con-
trolled firms. In addition, listed SOEs generally conduct more
related-party transactions than privately controlled firms. The
non-parametric test reveals that over-investment is more exten-
sive in listed SOEs. Next, we find that state-controlled firms have
larger controlling shareholders, whereas the fraction of shares held
by the second to fifth largest shareholders is considerably smaller
in listed SOEs. As for board characteristics, compared with pri-
vately controlled firms, state-controlled firms have more directors
and assign a significantly smaller fraction of board seats to
independent directors.

Table 3 reports the univariate comparison for firms with versus
without politically connected independent directors. We employ a
parametric t-test to investigate the significance of differences
across these categories of firms. Panel A reports the results for
the full sample, whereas Panel B and Panel C present the output
using the subsample of privately controlled firms and SOEs, respec-
tively. As shown in Table 3, for firms having at least one indepen-
dent director with political ties, the fraction of politically
connected independent directors to the total number of indepen-
dent directors averages to 39%, with this ratio comparable across
listed privately controlled firms and SOEs. In addition, the ratio
of politically connected directors to the total number of directors
is 24% for firms with at least one politically connected independent
director. Notably, our univariate results indicate that the market-
to-book ratio is generally lower in firms with politically connected
independent directors sitting on the board. In addition, firms with
politically connected independent directors tend to be more lever-
aged and receive more subsidies from the government, with the
latter finding being more pronounced in the subsample of listed
privately controlled firms. Finally, firms having politically con-



Table 2
Summary statistics on the dependent and explanatory variables.

Panel A Panel B

Full sample Privately
controlled

State-controlled t-Test Wilcoxon

Mean Median Maximum Minimum Std. Dev. Mean Median Mean Median Difference Difference

Political connections
POLCON % of independent directors 0.190 0.000 0.667 0.000 0.222 0.179 0.000 0.197 0.167 �0.018⁄⁄⁄ �0.167⁄⁄⁄

POLCON % of the board of directors 0.160 0.111 0.444 0.000 0.138 0.152 0.111 0.165 0.118 �0.013⁄⁄⁄ �0.007⁄⁄⁄

Economic consequences of having political connections
Market-to-book ratio 2.042 1.652 4.986 0.990 1.078 2.266 1.857 1.894 1.561 0.372⁄⁄⁄ 0.296⁄⁄⁄

Overall debt ratio 0.523 0.528 0.851 0.192 0.182 0.522 0.521 0.524 0.533 �0.002 �0.012
Subsidy ratio (%) 0.308 0.000 2.728 0.000 0.707 0.248 0.000 0.348 0.000 �0.100⁄⁄⁄ 0.000⁄⁄⁄

Related-party transactions 0.052 0.002 0.379 0.000 0.101 0.031 0.000 0.066 0.010 �0.035⁄⁄⁄ �0.010⁄⁄⁄

Over-investment (%) 0.027 0.645 9.179 �6.679 3.953 0.021 0.567 0.031 0.702 �0.010 �0.135⁄⁄

CG variables
Top1 0.379 0.361 0.661 0.143 0.153 0.294 0.264 0.435 0.436 �0.141⁄⁄⁄ �0.172⁄⁄⁄

Top2_5 0.135 0.108 0.346 0.013 0.101 0.165 0.154 0.115 0.080 0.050⁄⁄⁄ 0.074⁄⁄⁄

Ln(boardsize) 2.253 2.197 2.639 1.946 0.185 2.219 2.197 2.276 2.197 �0.057⁄⁄⁄ 0.000⁄⁄⁄

Independent directors 0.356 0.333 0.455 0.286 0.043 0.360 0.333 0.353 0.333 0.007⁄⁄⁄ 0.000⁄⁄⁄

Firm characteristics
Firm size 22.209 22.108 24.147 20.689 0.965 22.050 21.964 22.314 22.199 �0.264⁄⁄⁄ �0.235⁄⁄⁄

Asset tangibility 0.279 0.251 0.630 0.016 0.178 0.282 0.255 0.277 0.249 0.005 0.006
Growth opportunities 0.154 0.132 0.825 �0.355 0.286 0.143 0.114 0.161 0.142 �0.018⁄⁄⁄ �0.028⁄⁄⁄

No. of observations 7487 7487 7487 7487 7487 2975 2975 4512 4512 7487 7487

Notes: significance levels 0.1, 0.05, and 0.01 are noted by ⁄, ⁄⁄, and ⁄⁄⁄, respectively.
This table presents the summary statistics using data on 7487 firm-year observations listed on the Shanghai stock exchange during the period of 2003–2012. Panel A reports
the descriptive statistics for the full sample, whereas Panel B presents the summary statistics and the results from the univariate comparison of privately controlled firms and
state-controlled firms. Notably, we classify firms based on the identity of their ultimate controllers. POLCON are directors who are former government cadres, or have the
membership of the People’s Congress or the Chinese People’s Political Consultative Conference. POLCON % of independent directors is the ratio of the number of politically
connected independent directors on the board to the number of independent directors, whereas POLCON % of the board of directors is the ratio of the number of politically
connected directors on the board to the total number of directors. All other variables examined in this table were already defined in Table 1.

Table 3
Univariate tests for firms with versus without politically connected independent directors.

Panel A – full sample Panel B – privately controlled firms Panel C – state-controlled firms

With
POLCON

Without
POLCON

t-Test With
POLCON

Without
POLCON

t-Test With
POLCON

Without
POLCON

t-Test

Mean Mean Difference Mean Mean Difference Mean Mean Difference

Political connections
POLCON % of independent

directors
0.388 0.000 0.388⁄⁄⁄ 0.391 0.000 0.391⁄⁄⁄ 0.386 0.000 0.386⁄⁄⁄

POLCON % of the board of
directors

0.236 0.087 0.149⁄⁄⁄ 0.234 0.083 0.151⁄⁄⁄ 0.238 0.090 0.148⁄⁄⁄

Economic consequences of having political connections
Market-to-book ratio 1.963 2.117 �0.154⁄⁄⁄ 2.213 2.311 �0.098⁄⁄ 1.815 1.975 �0.160⁄⁄⁄

Overall debt ratio 0.532 0.515 0.017⁄⁄⁄ 0.529 0.517 0.012⁄ 0.533 0.514 0.019⁄⁄⁄

Subsidy ratio (%) 0.324 0.294 0.030⁄ 0.285 0.217 0.068⁄⁄⁄ 0.347 0.350 �0.003
Related-party transactions 0.058 0.047 0.011⁄⁄⁄ 0.036 0.028 0.008⁄⁄ 0.071 0.061 0.010⁄⁄⁄

Over-investment (%) 0.033 0.021 0.012 0.030 0.013 0.017 0.034 0.028 0.006

CG variables
Top1 0.383 0.375 0.008⁄⁄ 0.295 0.293 0.002 0.435 0.435 0.000
Top2_5 0.131 0.138 �0.007⁄⁄⁄ 0.161 0.168 �0.007⁄⁄ 0.114 0.116 �0.002⁄⁄⁄

Ln(boardsize) 2.281 2.226 0.055⁄⁄⁄ 2.244 2.198 0.046⁄⁄⁄ 2.304 2.247 0.057⁄⁄⁄

Independent directors 0.358 0.354 0.004⁄⁄⁄ 0.362 0.358 0.004⁄⁄ 0.355 0.351 0.004⁄⁄⁄

Firm characteristics
Firm size 22.278 22.144 0.134⁄⁄⁄ 22.088 22.019 0.069⁄⁄ 22.390 22.235 0.155⁄⁄⁄

Asset tangibility 0.274 0.284 �0.010⁄⁄ 0.279 0.284 �0.005 0.271 0.284 �0.013⁄⁄

Growth opportunities 0.161 0.147 0.014⁄⁄ 0.147 0.140 0.007 0.169 0.153 0.016⁄⁄⁄

No. of observations 3657 3830 7487 1361 1614 2975 2297 2215 4512

Notes: significance levels 0.1, 0.05, and 0.01 are noted by ⁄, ⁄⁄, and ⁄⁄⁄, respectively.
This table reports the univariate tests for firms with and without politically connected independent directors on boards. Notably, Panel A reports the results for the full
sample, whereas Panel B and Panel C present the output using the subsample of listed privately controlled firms and listed state-controlled firms, respectively. We then
employ a parametric t-test to investigate the significance of differences across firms with and without politically connected independent directors on boards. The variables
examined in this table were already defined in Table 1.
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Table 4
Correlation matrix of explanatory variables.

Variable 1 2 3 4 5 6 7 8 9

1 POLCON % of independent directors 1.000
2 POLCON % of the board of directors 0.614 1.000
3 Top 1 0.037 0.016 1.000
4 Top2_5 �0.037 0.025 �0.469 1.000
5 Ln(Board size) 0.037 0.051 0.015 0.071 1.000
6 Independent directors �0.015 0.009 �0.036 �0.036 �0.160 1.000
7 Firm size 0.063 0.059 0.208 �0.151 0.165 0.101 1.000
8 Asset tangibility �0.027 �0.003 0.009 �0.005 0.018 �0.005 �0.002 1.000
9 Growth opportunities 0.019 0.038 0.097 0.023 0.015 �0.017 0.117 0.001 1.000

This table presents the correlations for the explanatory variables. All variables examined in this table were already defined in Table 1.

Table 5
Market-to-book ratio.

Full sample Privately controlled Central SOEs Local SOEs

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10)

Intercept 5.441⁄⁄⁄ 5.425⁄⁄⁄ 5.422⁄⁄⁄ 5.440⁄⁄⁄ 8.056⁄⁄⁄ 8.512⁄⁄⁄ 1.962 2.302⁄ 1.897⁄⁄ 2.567⁄⁄⁄

(1.101) (1.106) (1.123) (1.132) (1.301) (1.380) (1.407) (1.346) (0.868) (0.905)
POLCON % of independent directors �0.103⁄⁄⁄ 0.111 0.171⁄⁄ 0.199⁄⁄ �0.398⁄⁄⁄ �0.439⁄⁄⁄ �0.129⁄⁄ �0.095⁄

(0.033) (0.074) (0.080) (0.088) (0.087) (0.084) (0.053) (0.053)
POLCON % of the board of directors 0.284⁄

(0.151)
POLCON ⁄ Dstate �0.302⁄⁄⁄ �0.264

(0.105) (0.193)

CG variables
Top1 0.253⁄ 0.260⁄ �0.079 0.014 0.640⁄⁄⁄

(0.141) (0.146) (0.172) (0.118) (0.181)
Dstate �0.150⁄⁄⁄ �0.168⁄⁄⁄

(0.038) (0.040)
Top2_5 0.917⁄⁄⁄ 0.920⁄⁄⁄ 1.025⁄⁄⁄ 0.745⁄⁄ 1.379⁄⁄⁄

(0.228) (0.228) (0.300) (0.289) (0.186)
Ln(Board size) �0.343⁄⁄⁄ �0.345⁄⁄⁄ �0.432⁄⁄⁄ �0.311⁄⁄ �0.423⁄⁄⁄

(0.047) (0.047) (0.064) (0.138) (0.053)
Independent directors 0.047 0.043 0.658⁄ �0.153 �0.273

(0.232) (0.222) (0.368) (0.577) (0.263)

Control variables
Firm size �0.156⁄⁄⁄ �0.154⁄⁄⁄ �0.128⁄⁄ �0.132⁄⁄⁄ �0.286⁄⁄⁄ �0.268⁄⁄⁄ 0.040 0.056 0.013 0.009

(0.051) (0.051) (0.051) (0.050) (0.061) (0.061) (0.063) (0.065) (0.040) (0.039)
Asset tangibility �0.026 �0.030 �0.026 �0.022 �0.097 �0.081 �0.036 �0.023 �0.067 �0.070

(0.052) (0.052) (0.049) (0.050) (0.077) (0.078) (0.103) (0.108) (0.053) (0.057)
Growth opportunities 0.036 0.037 0.021 0.018 0.009 �0.004 0.160⁄ 0.145 0.046 0.042

(0.038) (0.038) (0.037) (0.038) (0.063) (0.066) (0.096) (0.095) (0.042) (0.043)
Leverage �0.579⁄⁄⁄ �0.576⁄⁄⁄ �0.587⁄⁄⁄ �0.593⁄⁄⁄ �0.155 �0.139 �1.833⁄⁄⁄ �1.848⁄⁄⁄ �0.745⁄⁄⁄ �0.745⁄⁄⁄

(0.195) (0.193) (0.186) (0.188) (0.258) (0.249) (0.219) (0.222) (0.143) (0.136)
Adjusted R-square 0.359 0.359 0.377 0.376 0.409 0.418 0.499 0.503 0.367 0.384

No. of observations 7487 7487 7487 7487 2975 2975 1279 1279 3233 3233

�Standard errors are reported between parentheses underneath coefficients. Significance levels 0.1, 0.05, and 0.01 are noted by ⁄, ⁄⁄, and ⁄⁄⁄, respectively.
This table presents the analysis on the market-to-book ratio. We report separate results for privately controlled firms, central SOEs, and local SOEs. Central SOEs are firms with
state agencies above the provincial level as the ultimate controller, whereas local SOEs are firms with state agencies at or below the provincial level as the ultimate controller.
Regression models include industry and year fixed-effects, clustering standard errors at the firm level. All test variables were already defined in Table 1.
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nected independent directors on average conduct more related-
party transactions, with this relation holding in both listed pri-
vately controlled firms and listed SOEs.

4. Empirical results

Table 4 reports the correlation matrix for the explanatory vari-
ables, which indicates that the correlations between most of the
variables are not high. Not surprisingly, the largest correlation
arises between POLCON % of independent directors and POLCON
% of the board of directors, i.e., 0.61 (p-value equal to 0.00). In addi-
tion, because the VIF statistics for all explanatory variables never
exceed 5.0 in any regression model, multicollinearity does not pose
a large problem in our study.

The following two sessions present the output from the analy-
ses on the value effect of having politically connected independent
directors and through which channels political connections affect
corporate market valuation. Notably, we estimate models with
industry and year fixed effects based on two-digit CSRC industry
codes. We were not able to run the regressions using firm fixed
effects because the number of politically connected independent
directors and our CG variables show only limited variation over
time. However, to avoid correlations in the error term due to
firm-level unobserved heterogeneity, we adjust standard errors
by clustering the observations at the firm level. In addition, we pre-
sent the regression output for privately controlled firms and state-
controlled firms, respectively. For this purpose, we classified
privately controlled firms and state-controlled firms based on their
identity of the ultimate controller (see also Section 3.2 on descrip-
tive statistics), resulting in 2975 firm-year observations of
privately controlled firms and 4512 firm-year observations of
state-controlled firms. In addition, because central versus local



Table 6
Overall debt ratio.

Full sample Privately controlled Central SOEs Local SOEs

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10)

Intercept �0.041 �0.038 �0.107 �0.115 0.208⁄⁄ 0.109 �0.590⁄⁄⁄ �0.524⁄⁄⁄ �0.121 �0.271⁄⁄

(0.087) (0.088) (0.089) (0.090) (0.100) (0.104) (0.073) (0.103) (0.100) (0.114)
POLCON % of independent directors 0.020⁄⁄⁄ 0.036⁄⁄⁄ 0.029⁄⁄⁄ 0.026⁄⁄ �0.013 �0.017 �0.012 �0.011

(0.004) (0.009) (0.011) (0.011) (0.015) (0.015) (0.011) (0.012)
POLCON % of the board of directors 0.086⁄⁄⁄

(0.014)
POLCON ⁄ Dstate �0.028⁄⁄ �0.068⁄⁄⁄

(0.013) (0.024)

CG variables
Top1 �0.138⁄⁄⁄ �0.136⁄⁄⁄ �0.070⁄ �0.065⁄ �0.168⁄⁄⁄

(0.024) (0.024) (0.041) (0.037) (0.012)
Dstate 0.016⁄⁄ 0.021⁄⁄⁄

(0.006) (0.007)
Top2_5 0.026⁄ 0.024⁄ �0.048⁄ �0.047 0.128⁄⁄⁄

(0.013) (0.012) (0.028) (0.039) (0.021)
Ln(Board size) 0.018⁄⁄ 0.018⁄⁄ 0.041⁄ �0.039⁄⁄⁄ 0.047⁄⁄⁄

(0.008) (0.008) (0.022) (0.013) (0.007)
Independent directors �0.004 �0.011 0.108 �0.149 �0.077

(0.022) (0.021) (0.069) (0.169) (0.083)

Control variables
Firm size 0.021⁄⁄⁄ 0.020⁄⁄⁄ 0.026⁄⁄⁄ 0.025⁄⁄⁄ 0.010⁄⁄ 0.011⁄⁄ 0.050⁄⁄⁄ 0.055⁄⁄⁄ 0.025⁄⁄⁄ 0.030⁄⁄⁄

(0.004) (0.004) (0.004) (0.004) (0.004) (0.005) (0.003) (0.005) (0.004) (0.004)
Asset tangibility �0.005 �0.005 �0.004 �0.004 0.014 0.013 �0.013 �0.012 �0.022 �0.015

(0.011) (0.011) (0.010) (0.010) (0.018) (0.018) (0.016) (0.016) (0.022) (0.023)
Growth opportunities 0.006 0.006 0.008 0.007 �0.002 0.000 0.033⁄⁄ 0.034⁄⁄ 0.008 0.010

(0.013) (0.013) (0.013) (0.013) (0.013) (0.013) (0.016) (0.015) (0.016) (0.015)
Adjusted R-square 0.162 0.162 0.173 0.174 0.201 0.203 0.388 0.389 0.227 0.255

No. of observations 7487 7487 7487 7487 2975 2975 1279 1279 3233 3233

�Standard errors are reported between parentheses underneath coefficients. Significance levels 0.1, 0.05, and 0.01 are noted by ⁄, ⁄⁄, and ⁄⁄⁄, respectively.
This table presents the analysis on the overall debt ratio, i.e., the ratio of total liabilities to total assets. We report separate results for privately controlled firms, central SOEs,
and local SOEs. Central SOEs are firms with state agencies above the provincial level as the ultimate controller, whereas local SOEs are firms with state agencies at or below the
provincial level as the ultimate controller. POLCON % of independent directors is the ratio of the number of politically connected independent directors on the board to the
number of independent directors, whereas POLCON % of the board of directors is the ratio of the number of politically connected directors on the board to the total number of
directors. Regression models include industry and year fixed-effects, clustering standard errors at the firm level. All other test variables were already defined in Table 1.
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government shareholders may play distinct roles in the helping
hand versus the grabbing hand of government control (see also
Chen et al., 2009; Cheung et al., 2009), we further classify listed
SOEs into central SOEs and local SOEs. More exactly, central SOEs
are firms ultimately controlled by China’s central government or
state agencies above the provincial level, amounting to 1279
firm-year observations. Local SOEs are firms ultimately controlled
by one of China’s 28 provincial governments, one of the govern-
ments of the four large cities with independent province status
(Chongqing, Shanghai, Shenzhen, and Tianjin), or state agencies
at or below the provincial level, amounting to 3233 firm-year
observations. These split-sample regressions should make it possi-
ble to examine in greater detail whether the economic conse-
quences and incentives of having politically connected
independent directors depend upon a firm’s ownership structure,
i.e., private control, central government control, or local govern-
ment control.
4.1. The value effect of having politically connected independent
directors

In this section, we empirically investigate the value effects of
having politicians as independent directors in privately controlled
firms, central SOEs, and local SOEs. More exactly, we examine the
effects of politically connected independent directors on firm
value, measured by the market-to-book ratio. The corresponding
empirical results are reported in Table 5. This table is structured
as follows: Column 1 presents the regression output for a model
that includes only the firm-level control variables. Politically con-
nected independent directors and corporate governance variables
are then added in Columns 2 and 3, respectively. Column 4 further
reports the results using all explanatory and control variables by
replacing the fraction of politically connected independent direc-
tors (POLCON % of independent directors) with the overall degree
of political ties on the board (POLCON % of the board of directors).
Finally, Columns 5–6, Columns 7–8, and Columns 9–10 present
the regression output for privately controlled firms, central SOEs,
and local SOEs, respectively.

As shown in Table 5, we do not observe a strong relation
between the fraction of politically connected independent direc-
tors and the market-to-book ratio in the full sample, taking into
account the identity of the controlling shareholder (Column 3).
However, our empirical results also show that politically con-
nected independent directors play a distinct role in listed privately
controlled firms and listed SOEs. More exactly, we discern a sig-
nificantly negative interactive impact of the POLCON % of indepen-
dent directors and Dstate on the market-to-book ratio in the full
sample, indicating that having politically connected independent
directors is detrimental to firm value, especially in Chinese listed
SOEs. In addition, in the subsample of privately controlled firms,
we find that having politically affiliated persons as independent
directors significantly increases firm value. In contrast, a larger
fraction of politically connected independent directors on the
board is associated with a lower market valuation in both central
SOEs and local SOEs. In addition, when replacing the fraction of
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politically connected independent directors (POLCON % of
independent directors) with an overall degree of political ties on
the board (POLCON % of the board of directors), we observe similar
findings. The total number of directors with political ties on the
board is positively associated with firm value in privately con-
trolled firms, whereas a negative relation in listed SOEs is now
only significant in SOEs controlled by the central government
(not reported). Overall, these results are in line with our conjec-
ture in the Section 2.1 (Hypothesis 1). However, our findings fur-
ther support a grabbing hand of politically connected independent
directors in listed SOEs. Because the ownership tie is more explicit
and stabler than an independent director’s personal link with the
government, the role of politically connected independent direc-
tors in SOEs in attaining government-related benefits is not as
important as that in privately controlled firms (see also Wu
et al., 2012).

With respect to corporate governance variables, we observe
that a large fraction of shares owned by the controlling shareholder
increases firm value, driven by local SOEs. In addition, the govern-
ment as a controlling shareholder reduces a firm’s market valua-
tion. A large fraction of shares owned by the second to fifth
largest shareholders is associated with a higher market-to-book
ratio. Furthermore, a large board of directors reduces firm value
in both listed privately controlled firms and SOEs, whereas more
independent directors on the board help to increase firm value,
but only in listed privately controlled firms. Overall, the explana-
tory power of the regression models equals 37.6% for the full sam-
ple, 41.8% for privately controlled firms, 50.3% for central SOEs, and
38.4% for local SOEs.
Table 7
Subsidy ratio.

Full sample

(1) (2) (3) (4)

Intercept �0.038 �0.027 �0.103 �0.16
(0.168) (0.168) (0.165) (0.155

POLCON % of independent directors 0.046⁄⁄⁄ 0.141⁄⁄⁄

(0.013) (0.046)
POLCON % of the board of directors 0.224⁄

(0.047
POLCON ⁄ Dstate �0.164⁄⁄⁄ �0.43

(0.062) (0.094

CG variables
Top1 �0.153⁄⁄ �0.16

(0.075) (0.075
Dstate 0.140⁄⁄⁄ 0.178⁄

(0.016) (0.019
Top2_5 0.343⁄⁄⁄ 0.331⁄

(0.064) (0.064
Ln(Board size) 0.111⁄⁄⁄ 0.111⁄

(0.035) (0.035
Independent directors �0.156 �0.16

(0.167) (0.169

Control variables
Firm size 0.002 0.001 �0.003 �0.002

(0.008) (0.008) (0.009) (0.008
Asset tangibility 0.035 0.037 0.039 0.039

(0.032) (0.032) (0.032) (0.032
Growth opportunities �0.094⁄⁄⁄ �0.094⁄⁄⁄ �0.092⁄⁄⁄ �0.09

(0.029) (0.029) (0.031) (0.031
Adjusted R-square 0.084 0.084 0.091 0.092

No. of observations 7487 7487 7487 7487

�Standard errors are reported between parentheses underneath coefficients. Significanc
This table presents the analysis on the subsidy ratio (%), i.e., the ratio of subsidies rece
controlled firms, central SOEs, and local SOEs. Central SOEs are firms with state agencies ab
state agencies at or below the provincial level as the ultimate controller. POLCON % of in
directors on the board to the number of independent directors, whereas POLCON % of the
board to the total number of directors. Regression models include industry and year fix
defined in Table 1.
4.2. Channels of the value effect of having politically connected
independent directors

4.2.1. Access to debt financing and subsidies from the government
We further examine whether political connections can help

firms access resources controlled by the government, e.g., external
debt financing, and obtain preferential treatment with respect to
more subsidies from the government. Table 6 reports the empirical
results on the overall debt ratio. In line with Hypothesis 3, we find
that having more politically affiliated persons as independent
directors increases a firm’s access to external debt financing, with
this effect only significant in the subsample of listed privately con-
trolled firms. In addition, the interactive effect between POLCON
and Dstate is strongly negative on leverage in the full sample, again
indicating that compared with listed SOEs, privately controlled
firms enjoy more benefits in terms of access to external debt
financing through political connections. When replacing the
POLCON % of independent directors with the POLCON % of the
board of directors, the results continue to hold in the full sample
and in the subsample of privately controlled firms. Again, we do
not discern a strong relation between POLCON and leverage in both
central SOEs and local SOEs (not reported).

Regarding corporate governance variables, the fraction of shares
owned by the largest shareholder bears a negative relation with
leverage, whereas the state serving as the controlling shareholder
significantly increases the overall debt ratio. In addition, we
observe a strongly positive relation between the fraction of shares
owned by the second to fifth largest shareholders and leverage, dri-
ven by the subsample of local SOEs. Furthermore, board size bears
Privately controlled Central SOEs Local SOEs

(5) (6) (7) (8) (9) (10)

7 0.217 �0.249 0.856⁄⁄ 0.126 �0.137 �0.332
) (0.255) (0.259) (0.362) (0.620) (0.315) (0.297)

0.115⁄⁄ 0.102⁄⁄ 0.026 0.013 �0.002 0.009
(0.049) (0.049) (0.048) (0.055) (0.038) (0.038)

⁄⁄

)
0⁄⁄⁄

)

1⁄⁄ �0.125 �0.807⁄⁄⁄ 0.174⁄

) (0.122) (0.156) (0.103)
⁄⁄

)
⁄⁄ �0.274⁄⁄⁄ 0.840⁄⁄⁄ 0.932⁄⁄⁄

) (0.069) (0.248) (0.086)
⁄⁄ 0.229⁄⁄⁄ �0.009 0.107⁄⁄⁄

) (0.044) (0.148) (0.041)
1 0.282 �0.047 �0.318⁄⁄

) (0.353) (0.693) (0.147)

�0.010 �0.014 �0.032⁄⁄ 0.015 0.016 0.008
) (0.012) (0.015) (0.016) (0.017) (0.014) (0.012)

0.036 0.029 0.144 0.114 0.002 0.007
) (0.058) (0.055) (0.091) (0.087) (0.058) (0.055)
4⁄⁄⁄ �0.085⁄ �0.079 �0.111 �0.120 �0.110⁄⁄⁄ �0.116⁄⁄⁄

) (0.049) (0.049) (0.115) (0.117) (0.035) (0.038)
0.105 0.109 0.165 0.188 0.115 0.127

2975 2975 1279 1279 3233 3233

e levels 0.1, 0.05, and 0.01 are noted by ⁄, ⁄⁄, and ⁄⁄⁄, respectively.
ived from the government to total sales. We report separate results for privately
ove the provincial level as the ultimate controller, whereas local SOEs are firms with

dependent directors is the ratio of the number of politically connected independent
board of directors is the ratio of the number of politically connected directors on the
ed-effects, clustering standard errors at the firm level. All other test variables were



Table 8
Related purchases of goods and services.

Full sample Privately controlled Central SOEs Local SOEs

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10)

Intercept �0.249⁄⁄⁄ �0.247⁄⁄⁄ �0.206⁄⁄⁄ �0.210⁄⁄⁄ �0.083⁄⁄⁄ �0.077⁄⁄ �0.132⁄⁄ �0.228⁄⁄⁄ �0.273⁄⁄⁄ �0.212⁄⁄⁄

(0.030) (0.030) (0.035) (0.034) (0.029) (0.032) (0.066) (0.081) (0.053) (0.059)
POLCON % of independent directors 0.011⁄ 0.017⁄⁄ 0.014⁄⁄ 0.013⁄⁄ 0.006 0.010 0.011⁄⁄ 0.011⁄⁄

(0.006) (0.007) (0.006) (0.005) (0.016) (0.015) (0.005) (0.005)
POLCON % of the board of directors 0.009

(0.012)
POLCON ⁄ Dstate �0.012 �0.022⁄

(0.008) (0.013)

CG variables
Top1 0.056⁄⁄⁄ 0.055⁄⁄⁄ 0.037⁄⁄⁄ �0.005 0.096⁄⁄⁄

(0.013) (0.013) (0.009) (0.018) (0.021)
Dstate 0.014⁄⁄⁄ 0.015⁄⁄⁄

(0.003) (0.003)
Top2_5 �0.029⁄⁄⁄ �0.031⁄⁄⁄ �0.050⁄⁄⁄ �0.008 �0.006

(0.011) (0.012) (0.018) (0.031) (0.019)
Ln(Board size) 0.019⁄⁄⁄ 0.020⁄⁄⁄ 0.014⁄⁄ 0.071⁄⁄⁄ 0.007

(0.005) (0.005) (0.006) (0.010) (0.006)
Independent directors �0.086⁄⁄⁄ �0.086⁄⁄⁄ �0.087⁄⁄⁄ �0.099⁄ �0.082

(0.024) (0.024) (0.025) (0.051) (0.054)

Control variables
Firm size 0.011⁄⁄⁄ 0.011⁄⁄⁄ 0.006⁄⁄⁄ 0.007⁄⁄⁄ 0.004⁄⁄⁄ 0.003⁄⁄ 0.006⁄⁄ 0.005⁄ 0.012⁄⁄⁄ 0.008⁄⁄⁄

(0.001) (0.001) (0.001) (0.001) (0.001) (0.001) (0.003) (0.003) (0.002) (0.002)
Asset tangibility �0.006 �0.005 �0.006 �0.006 �0.019⁄⁄⁄ �0.020⁄⁄⁄ 0.000 �0.004 0.008 0.005

(0.007) (0.007) (0.007) (0.007) (0.006) (0.006) (0.018) (0.018) (0.011) (0.011)
Growth opportunities 0.001 0.001 0.002 0.001 �0.002 �0.002 �0.004 �0.002 0.011⁄ 0.010

(0.004) (0.004) (0.004) (0.004) (0.005) (0.005) (0.008) (0.008) (0.006) (0.006)
Adjusted R-square 0.136 0.136 0.152 0.152 0.128 0.137 0.182 0.190 0.188 0.198

No. of observations 7487 7487 7487 7487 2975 2975 1279 1279 3233 3233

�Standard errors are reported between parentheses underneath coefficients. Significance levels 0.1, 0.05, and 0.01 are noted by ⁄, ⁄⁄, and ⁄⁄⁄, respectively.
This table presents the analysis on related-party transactions, i.e., the ratio of related purchases of goods and services to primary operating expenses. We report separate
results for privately controlled firms, central SOEs, and local SOEs. Central SOEs are firms with state agencies above the provincial level as the ultimate controller, whereas local
SOEs are firms with state agencies at or below the provincial level as the ultimate controller. POLCON % of independent directors is the ratio of the number of politically
connected independent directors on the board to the number of independent directors, whereas POLCON % of the board of directors is the ratio of the number of politically
connected directors to the total number of directors. Regression models include industry and year fixed-effects, clustering standard errors at the firm level. All test variables
were defined in Table 1.
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a positive relation with leverage in both listed privately controlled
firms and listed SOEs controlled by the local government, whereas
independent directors do not bear a strong relation with the over-
all debt ratio.

Table 7 further presents the empirical results on the ratio of
subsidies received from the government to total sales. Our results
show that a large fraction of politically connected independent
directors is associated with more subsidies received from the gov-
ernment, again with this effect driven by the subsample of listed
privately controlled firms. Correspondingly, there is a strongly
negative interaction effect of POLCON ⁄ Dstate on the subsidy ratio.
These results are in line with Hypothesis 4, suggesting that having
independent directors with political ties can help privately con-
trolled firms obtain more benefits/preferential treatment from
the government. In contrast, with state ownership as a blood tie,
politically connected independent directors may not be that
important for listed SOEs to gain the favorable treatment from
the government. As a result, we do not find a strong relation
between the fraction of politically connected independent direc-
tors and the subsidy ratio in both central SOEs and local SOEs. In
addition, when replacing the POLCON % of independent directors
with the POLCON % of the board of directors, the results continue
to hold, except that we now discern a negative impact of politically
connected directors on the ratio of subsidy in the subsample of
listed SOEs controlled by the local government (not reported).

As far as corporate governance and control variables are con-
cerned, the fraction of shares owned by the controlling shareholder
bears a strongly negative relation with the subsidy ratio, driven by
the subsample of listed central SOEs, whereas the government
serving as the controlling shareholder significantly increases subsi-
dies from the government. The presence of other large sharehold-
ers exerts a positive effect on the subsidy ratio in listed SOEs,
whereas the relation is strongly negative in listed privately con-
trolled firms. A large board of directors is associated with more
subsidies from the government in both listed privately controlled
firms and local SOEs. The fraction of independent directors bears
a negative relation with the subsidy ratio, but only in the subsam-
ple of local SOEs. Interestingly, growth opportunities are signifi-
cantly negatively related to the subsidy ratio, again indicating
that the allocation of subsidies by the government is not economi-
cally oriented.

4.2.2. Related-party transactions and over-investment
In this section, we examine whether politically connected

independent directors, especially in listed SOEs, are associated with
the expropriation of minority investors, by exploring related-party
transactions and over-investment. Table 8 reports the empirical
results on related-party transactions, measured by the ratio of
related purchases of goods and services to primary operating
expenses. Our empirical results show that having more indepen-
dent directors with political ties increases the ratio of related-party
transactions in both listed privately controlled firms and local SOEs.
The interaction term between POLCON and the dummy for state-
controlled firms has a negative coefficient on the ratio of related
purchases but is not significant (Column 3). This finding is not fully
consistent with our conjecture about related-party transactions in
Section 2.3 (Hypothesis 5), in which we expected that a positive
relation between politically connected independent directors and



Table 9
Over-investment.

Full sample Privately controlled Central SOEs Local SOEs

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10)

Intercept �6.290⁄⁄⁄ �6.257⁄⁄⁄ �5.283⁄⁄⁄ �5.351⁄⁄⁄ �16.818⁄⁄⁄ �13.312⁄⁄ �4.883 �5.505 �5.875⁄⁄ �6.043⁄⁄

(2.316) (2.276) (2.029) (2.035) (6.141) (5.490) (6.568) (5.325) (2.804) (3.022)
POLCON % of independent directors 0.103 �0.167 �0.156 �0.047 0.296 0.131 0.753⁄⁄⁄ 0.797⁄⁄⁄

(0.234) (0.441) (0.515) (0.525) (0.725) (0.744) (0.238) (0.256)
POLCON % of the board of directors �0.422

(0.327)
POLCON ⁄ Dstate 0.498 0.598

(0.436) (0.672)

CG variables
Top1 �1.224⁄⁄⁄ �1.221⁄⁄⁄ 1.907⁄⁄ �5.234⁄⁄⁄ �1.296

(0.382) (0.382) (0.953) (1.666) (1.105)
Dstate 0.240⁄⁄ 0.237⁄

(0.108) (0.140)
Top2_5 0.645 0.643 2.421 �0.114 1.350

(0.525) (0.523) (1.669) (1.858) (0.998)
Ln(Board size) �0.559⁄⁄ �0.556⁄⁄ �0.611 �0.789 �0.132

(0.226) (0.224) (1.533) (0.689) (0.717)
Independent directors �1.328 �1.332 �7.895 �7.153⁄ �0.146

(1.015) (1.016) (5.348) (4.248) (2.722)

Control variables
Firm size 0.280⁄⁄⁄ 0.277⁄⁄⁄ 0.377⁄⁄⁄ 0.381⁄⁄⁄ 0.721⁄⁄⁄ 0.676⁄⁄ 0.211 0.543⁄ 0.254⁄ 0.310⁄

(0.106) (0.102) (0.109) (0.112) (0.235) (0.268) (0.302) (0.313) (0.145) (0.158)
Asset tangibility �0.371 �0.367 �0.348 �0.357 �0.849 �0.787 �0.053 �0.156 �0.229 �0.182

(0.290) (0.294) (0.292) (0.287) (0.803) (0.767) (0.509) (0.460) (0.660) (0.672)
Growth opportunities 1.331⁄⁄⁄ 1.332⁄⁄⁄ 1.338⁄⁄⁄ 1.343⁄⁄⁄ 0.807 0.790 2.219⁄⁄⁄ 2.258⁄⁄⁄ 1.477⁄⁄⁄ 1.485⁄⁄⁄

(0.147) (0.148) (0.155) (0.153) (1.087) (1.057) (0.405) (0.362) (0.317) (0.314)
Adjusted R-square 0.027 0.027 0.031 0.030 0.027 0.029 0.057 0.073 0.037 0.039

No. of observations 7487 7487 7487 7487 2975 2975 1279 1279 3233 3233

�Standard errors are reported between parentheses underneath coefficients. Significance levels 0.1, 0.05, and 0.01 are noted by ⁄, ⁄⁄, and ⁄⁄⁄, respectively.
This table presents the analysis on over-investment (%), which is calculated using the methodology of Richardson (2006). We report separate results for privately controlled
firms, central SOEs, and local SOEs. Central SOEs are firms with state agencies above the provincial level as the ultimate controller, whereas local SOEs are with state agencies at
or below the provincial level as the ultimate controller. POLCON % of independent directors is the ratio of the number of politically connected independent directors on the
board to the number of independent directors, whereas POLCON % of the board of directors is the ratio of the number of politically connected directors on the board to the
total number of directors. Regression models include industry and year fixed-effects, clustering standard errors at the firm level. All other test variables were already defined
in Table 1.
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related-party transactions is more pronounced in the subsample of
listed SOEs. A potential explanation is that although having politi-
cally affiliated persons as independent directors enables private
entrepreneurs to forge links with the government, these directors,
frequently appointed by the dominant owner, also tend to rub-
ber-stamp the decisions made by the controlling party (see also
Chen et al., 2011), which exacerbates the expropriation of minority
investors in listed privately controlled firms. In addition, when
replacing the POLCON % of independent directors with the
POLCON % of the board of directors, we discern a strongly positive
relation only between this variable and related purchases in listed
SOEs controlled by the central government (not reported).

With respect to corporate governance variables, a large fraction
of shares owned by the controlling shareholder increases the ratio
of related-party transactions in both listed privately controlled
firms and local SOEs. The government as the controlling shareholder
also significantly increases the magnitude of related purchases. In
contrast, shareholdings held by the second to fifth largest investors
help to reduce related-party transactions, but only in listed privately
controlled firms. In addition, a large board of directors enlarges the
magnitude of related purchases. More independent directors on the
board help to reduce connected transactions with related parties,
with these results comparable across listed privately controlled
firms and SOEs controlled by the central government.

Next, to further explore the state’s incentive to achieve social/
political objectives by appointing politically connected indepen-
dent directors, Table 9 presents the empirical results on over-in-
vestment. In line with Hypothesis 6, we observe a strongly
positive effect of politically connected independent directors in
exacerbating over-investment problems in listed local SOEs; how-
ever, it does not bear a relation with the degree of over-investment
in listed privately controlled firms. This result indicates that the
appointment of independent directors with political ties reinforces
the government’s policies and objectives, i.e., to meet output
growth targets, in listed SOEs (see also Fan et al., 2007; Wu et al.,
2012). What is more, this problem is more severe in listed SOEs
controlled by local governments. As an example, both Chen et al.
(2009) and Cheung et al. (2009) show that firms controlled by local
governments are more likely to be tunneled. When replacing the
POLCON % of independent directors with the POLCON % of the
board of directors, its relation with over-investment becomes
somewhat weaker because the positive coefficient loses its signifi-
cance in listed local SOEs (not reported). Regarding corporate gov-
ernance variables, the fraction of shares owned by the controlling
shareholder bears a strongly negative relation with the over-in-
vestment variable, driven by listed SOEs controlled by the central
government, whereas in listed privately controlled firms, this
coefficient is strongly positive. The government as the controlling
shareholder exacerbates the over-investment problem. Finally,
although we observe a negative impact of board size on over-in-
vestment in the full sample, this relation is not significant in listed
privately controlled firms or listed SOEs.

4.3. Splitting the role of politically connected independent directors
from other directors

One may argue that if the board of a privately controlled firm
already has some politically connected directors, the value-added



Table 10
Splitting the role of politically connected independent directors from other directors.

Panel A: controlling for other connected directors Panel B: sub-sample with other connected directors

Full sample Private Central SOE Local SOE Full sample Private Central SOE Local SOE
(1) (2) (3) (4) (5) (6) (7) (8)

Intercept 5.417⁄⁄⁄ 8.579⁄⁄⁄ 2.365⁄ 2.543⁄⁄⁄ 4.829⁄⁄⁄ 7.785⁄⁄⁄ 1.000 3.037⁄⁄⁄

(1.116) (1.347) (1.318) (0.901) (1.228) (1.679) (1.619) (1.151)
POLCON % of independent directors 0.099 0.181⁄⁄ �0.455⁄⁄⁄ �0.106⁄⁄ 0.099 0.178 �0.270⁄⁄ �0.243⁄⁄⁄

(0.077) (0.091) (0.082) (0.049) (0.080) (0.119) (0.137) (0.052)
POLCON % of independent directors ⁄ Dstate �0.301⁄⁄⁄ �0.385⁄⁄⁄

(0.105) (0.119)
POLCON % of other directors 0.207⁄⁄⁄ 0.318⁄⁄⁄ 0.247⁄⁄⁄ 0.184⁄⁄ 0.142 0.616⁄⁄⁄ 0.175 �0.197

(0.052) (0.120) (0.067) (0.086) (0.115) (0.209) (0.241) (0.161)

CG variables
Top1 0.266⁄ �0.071 0.019 0.657⁄⁄⁄ 0.407⁄⁄ 0.001 �0.121 0.710⁄⁄⁄

(0.145) (0.180) (0.120) (0.184) (0.196) (0.237) (0.270) (0.251)
Dstate �0.153⁄⁄⁄ �0.091⁄⁄

(0.038) (0.035)
Top2_5 0.911⁄⁄⁄ 1.003⁄⁄⁄ 0.695⁄⁄ 1.395⁄⁄⁄ 1.019⁄⁄⁄ 1.353⁄⁄⁄ 0.921⁄ 1.082⁄⁄⁄

(0.230) (0.303) (0.289) (0.186) (0.287) (0.385) (0.509) (0.259)
Ln(Board size) �0.342⁄⁄⁄ �0.435⁄⁄⁄ �0.316⁄⁄ �0.423⁄⁄⁄ �0.530⁄⁄⁄ �0.502⁄⁄⁄ �0.571⁄⁄⁄ �0.491⁄⁄⁄

(0.047) (0.064) (0.138) (0.052) (0.059) (0.079) (0.118) (0.101)
Independent directors 0.006 0.595⁄ �0.195 �0.304 �0.397 0.218 0.203 �0.586

(0.222) (0.356) (0.576) (0.260) (0.290) (0.416) (0.644) (0.437)

Control variables
Firm size �0.131⁄⁄⁄ �0.276⁄⁄⁄ 0.051 0.008 �0.084 �0.240⁄⁄⁄ 0.139⁄⁄ 0.013

(0.051) (0.058) (0.065) (0.040) (0.052) (0.069) (0.069) (0.045)
Asset tangibility �0.029 �0.081 �0.027 �0.074 �0.030 �0.035 �0.082 �0.058

(0.049) (0.081) (0.107) (0.058) (0.054) (0.104) (0.150) (0.073)
Growth opportunities 0.018 �0.013 0.144 0.042 0.026 0.027 0.339⁄⁄⁄ 0.038

(0.037) (0.066) (0.095) (0.042) (0.029) (0.099) (0.127) (0.055)
Leverage �0.592⁄⁄⁄ �0.151 �1.850⁄⁄⁄ �0.746⁄⁄⁄ �0.541⁄⁄⁄ �0.107 �1.745⁄⁄⁄ �0.842⁄⁄⁄

(0.186) (0.249) (0.221) (0.137) (0.170) (0.198) (0.240) (0.169)
Adjusted R-square 0.378 0.419 0.503 0.385 0.392 0.417 0.538 0.419

No. of observations 7487 2975 1279 3233 4094 1587 638 1869

�Standard errors are reported between parentheses underneath coefficients. Significance levels 0.1, 0.05, and 0.01 are noted by ⁄, ⁄⁄, and ⁄⁄⁄, respectively.
This table uses the market-to-book ratio as the dependent variable. Panel A presents the results controlling for other politically connected directors. Panel B presents the
results using firm-year observations with at least one other politically connected director on boards. We thus examine the value-added effect of politically connected
independent directors in the presence of other politically connected directors on the board. POLCON % of independent directors are politically connected independent directors
scaled by the number of independent directors. POLCON % of other directors are other politically connected directors scaled by the number of other directors on the board.
Regression models include industry and year fixed-effects, clustering standard errors at the firm level. All other test variables were already defined in Table 1.
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effect of hiring politically connected independent directors to the
board may be limited. In contrast, it may be easier for SOEs to pass
non-economically oriented decisions if the independent directors
are politically connected. To mitigate this concern, we examine
the relation between politically connected independent directors
and the market-to-book ratio, controlling for the presence of other
politically connected directors. More exactly, other politically con-
nected directors are defined as the ratio of the number of other
politically connected directors on the board to the number of other
directors (POLCON % of other directors). Panel A in Table 10 presents
the empirical results. In the subsample of privately controlled
firms, after controlling for other politically connected directors,
the ratio of politically connected independent directors still bears
a positive relation with the market-to-book ratio, although it
becomes a bit weaker. In addition, we observe a strongly negative
relation between politically connected independent directors and
the market-to-book ratio in both central and local SOEs.
Conversely, other politically connected directors contribute to firm
value in these two types of SOEs. One explanation could be that
politically connected directors (excluding connected independent
directors) in listed SOEs are commonly the representatives of gov-
ernment shareholders and thus act as a blood tie between listed
SOEs and the state. Overall, the presence of other politically con-
nected directors provides a helping hand to listed SOEs, whereas
the hiring of independent directors with political connections is
detrimental to firm value.
Next, we utilize a sample of firm-year observations with at least
one other politically connected director on the board to examine
the value-added effect of politically connected independent direc-
tors (in the presence of other politically connected directors). Panel
B in Table 10 reports the empirical results, using 4094, 1587, 638,
and 1869 firm-year observations in the full sample and the sub-
samples of listed privately controlled firms, central SOEs, and local
SOEs, respectively. Again, we find that the positive effect of politi-
cally connected independent directors on the market-to-book ratio
becomes weaker in listed privately controlled firms because the
positive coefficient is now only marginally significant (p-value
equal to 0.136). Other politically connected directors significantly
add value to listed privately controlled firms. These results thus
indicate that in the presence of other politically connected direc-
tors, the role of politically connected independent directors in pro-
moting firm value is reduced in Chinese listed privately controlled
firms. In other words, if the board of a privately controlled firm
already has some political connections, the value-added effect of
bringing politically connected independent directors onto the
board is reduced or becomes limited. In contrast, politically con-
nected independent directors still bear a strongly negative relation
with the market-to-book ratio in both central SOEs and local SOEs.
This result suggests that it is easier for listed SOEs to pass non-eco-
nomically oriented decisions if the independent directors are
politically connected because they are less likely to block such
decisions.
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4.4. Robustness checks

As the first additional test, we check our measurement of politi-
cally connected independent directors when the appointments of
ex-government officials and members of the People’s Congress or
the Consultative Conference at the provincial level (at the provin-
cial level, city level, or below) are considered. The reason is that
the operation of Chinese listed firms is largely influenced by local
governments, which have the power to allocate resources in their
regions and have control over local businesses. Thus, listed firms
appear to have more politically connected directors in regions
where there is greater government intervention in business and
the local government has greater discretionary power in resource
allocation (see also Chen et al., 2011). Our empirical results remain
valid in these additional tests. In particular, the positive relation
between the POLCON % of independent directors and firm value
becomes stronger in listed privately controlled firms, when con-
sidering political connections at or below the provincial level.
This finding indicates that the hiring of local officials as indepen-
dent directors is more helpful for private entrepreneurs to gain
preferential treatment, compared with having central officials as
independent directors.

Next, although current officials are banned from serving as
directors at an enterprise, the existing laws and regulations in
China do not prohibit the appointment of current members of
CPC and CPPCC as directors. To check whether current government
officials are more powerful than former ones and thus have a
higher effect on firms’ market valuations, we examine the effect
of former officials versus current officials on the market-to-book
ratio. We find that former officials bear a significantly positive rela-
tion with firm value in privately controlled firms. This finding is in
line with the fact that Chinese listed privately controlled firms fre-
quently hire former officials as independent directors to enhance
their connections with the state, which grants them greater access
to key resources controlled by the government. In contrast, the hir-
ing of both former officials and current officials as independent
directors exerts a significantly negative effect on firm value in both
central and local SOEs. This result indicates that former govern-
ment officials and current government officials may both represent
the interests of the state as controlling shareholders in the board-
room and thus may not be able to contribute value to minority
investors (see also Huyghebaert and Wang, 2012).

Finally, we run the analyses on related-party transactions after
deducting the two-digit CSRC industry average from each firm-
year observation. In addition, we examine over-investment within
the subsample of listed SOEs, correcting it for the over-investment
value of privately controlled firms of similar size from the same
two-digit CSRC industry. Because our results prove robust, we con-
clude that they do not merely reflect an industry effect. Finally, we
also calculate several additional RPT variables that are likely to
reflect tunneling (see, e.g., Cheung et al., 2006; Berkman et al.,
2009), i.e., related sales of goods and services, related sales of
assets, related purchases of assets, related sales of equity, and cash
assistance provided by the listed firm to its related enterprises. Our
previous conclusions remain valid when using these other RPT
variables, although the relations are somewhat weaker.
5. Conclusions

This paper pays attention to a specific phenomenon among
Chinese listed firms: having independent directors with political
ties on the board. It has been shown that the structure of a board
of directors reveals information about the quality of the firm’s cor-
porate governance, e.g., the extent of checks and balances on man-
agers and controlling shareholders (see also Adams et al., 2010). As
an example, Fan et al. (2007) argue that the boards in China are
characterized by strong bureaucratic influence, weak governance,
and low professionalism. For this reason, this paper empirically
examines the appointment of politically connected independent
directors using 7487 firm-year observations listed on the
Shanghai stock exchange during the period of 2003–2012. In par-
ticular, we investigate the value effect and the channels of the
value effect of having these directors on boards. We calculate a
firm’s market-to-book ratio to represent its stock market valuation.
We subsequently link the fraction of politically connected
independent directors to preferential treatment by the government
towards listed privately controlled firms, namely, through access
to debt financing and subsidies from the government and to the
expropriation of minority rights in listed SOEs, namely, through
related-party transactions and over-investment. In other words,
this paper explores whether Chinese listed privately controlled
firms and listed SOEs (central versus local government control)
have different incentives to appoint independent directors with
political ties.

Our empirical results show that a large fraction of politically
connected independent directors helps to increase firm value in
Chinese listed privately controlled firms but is detrimental to cor-
porate market valuation in listed SOEs. Specifically, Chinese listed
privately controlled firms benefit from having politicians as
independent directors via access to external debt financing and
more subsidies from the government. However, having more
independent directors with political ties also enlarges the magni-
tude of related-party transactions with the controlling party in
listed privately controlled firms. In addition, the appointment of
politically connected independent directors is associated with a
higher ratio of related-party transactions and a more severe
over-investment problem in listed SOEs, especially in SOEs con-
trolled by the local government, indicating a severe incentive prob-
lem between local governments as controlling shareholders and
minority investors. Arguably, the findings of this article help to
reconcile the mixed findings of previous studies on the value
effects of political connections and highlight the importance of tak-
ing into account the identity of the controlling shareholder, which
tends to be absent in the previous literature.

Overall, our findings regarding the distinct economic conse-
quences of having politically connected independent directors in
listed privately controlled firms and SOEs could be due to their dif-
ferent incentives to have political connections. More exactly, in
listed SOEs, the appointment of politically connected independent
directors may exacerbate the conflict of interest between the gov-
ernment as the controlling shareholder and other small stock mar-
ket investors. Indeed, in addition to economic considerations, the
government as the controlling shareholder may pursue its own
political and social objectives, which need not coincide with the
interest of other minority investors. Politically affiliated persons
as independent directors may not be independent from the govern-
ment as the controlling shareholder and therefore distort the role
of independent directors to protect all shareholders’ interest.

In contrast to listed SOEs, private entrepreneurs may have dif-
ferent incentives to build political connections. For instance, they
may appoint independent directors with political ties to shield
any unfavorable treatment associated with government interven-
tion in business or to access scarce resources controlled by the gov-
ernment (see also Shleifer and Vishny, 1993; Agrawal and Knoeber,
2001; Adhikari et al., 2006). This value-added role of political con-
nections can help privately controlled firms overcome any eco-
nomical discrimination, but it also distorts the allocation of
economic resources and makes the distribution unequal for their
non-connected counterparts. Arguably, the results of this article
suggest that the role of political connections could be overstated
in China. In particular, an independent board of directors that
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represents the interests of all investors is proven to be valuable for
listed SOEs as well as for the healthy development of the Chinese
stock market because investors are better protected. In addition,
reducing government intervention in business can also help pri-
vately controlled firms overcome any ideological discrimination,
thereby making the allocation of economic resources more equal
and efficient.

Finally, the appointment of retired government officials as
independent directors has been a target of criticism among the pub-
lic. On October 19th, 2013, as part of an anti-corruption campaign,
the Organization Department of the Communist Party of China
Central Committee issued a circular (No. 18) banning incumbents
from assuming posts outside their office. The circular also stipulates
that only those retired from their government role for more than
three years are allowed to take up jobs at companies under relevant
authorities’ approval. As a consequence, the public disclosures of
more than 200 listed companies in the first half of 2014 show that
a number of former high-ranking government officials have given
up board seats. Among these officials, many are at or above the
provincial level. This policy change may thus provide a context
for more rigorously analyzing the net gains or losses to the econ-
omy from a political system with strong political patronage.
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