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ABSTRACT
The paper investigates the effect of the political connections of independent directors on firm performance by
choosing the panel data consisting of 2994 firm-year observations in Chinese listed manufacturing companies
during 2008-2013 as the sample. Empirical analysis by adopting multiple regression analysis based on OLS with
SPSS19.0 makes a new finding, i.e., in manufacturing companies in China, there is a positive relationship between
the political connections of independent directors and firm performance measured by ROE and EPS. Further
investigation shows that the richness of independent directors’ political connections improves firm performance
by providing more resources instead of inputting extra knowledge, ideas or perspectives. Therefore, the political
connections of independent directors have potential negative effects on firm’s long-termed competitive edge,
since current richer resources would lower the recognition of the top executives on the importance of enhancing
internal core competence.
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According to a study, a growing body of literature has addressed the role
of political connections in affecting firm running and political
connections are an important issue that has been found to be highly
influential in developing countries [1]. On the one hand, political
connections are viewed as an important tool to make firms get success at
a higher possibility; On the other hand, one of the researcher also state
that politically connected firms are widely perceived to be closely related
to poor corporate governance practices and are riskier as perceived by
stakeholders such as auditors and lenders [2]. According to the existing
literature, political connections are a double-edged sword. It can either
enhance or jeopardize a firm’s value.

To be specific, in existing literature, a negative effect of political
connections on firm performance has been found. As an example, one of
the researcher argue that when political control due to firm’s political
connections is curtailed, firm performance improves [3]. For another
example, a study shows that firms with politically connected CEOs
under-perform those without political connections by 37% [4]. In some
other studies, political connections of executives can play a positive roles
in helping firms to obtain more favorable bank loans providing firms
with easier access to equity capital and debt financing, bringing lower tax
rates to firms, striving for preferential regulatory treatments on firms
and government bailouts and finally improving firm performance [5], [6],
[7], [8]. On the whole, though the opposite view exists, it has been widely
acknowledged by the existing literature that political connections add
value to firms [7], [8], [10].
Evidently, though the effects of political connections on firm
performance have received considerable research interest, the question
of whether political connections enhance firm value has mixed findings
[10]. A further systematic investigation on the existing studies on this
issue shows that besides the differences in the choices of empirical
samples, methods and measures, there are still other critical reasons
which lead to the confused conclusions on the relationship between
political connections and firm performance. According to our opinion,
different owners of political connections would lead to various firm
performance consequences, which has been ignored by the prior
literature to a large degree. According to a study, most of the existing
literature focuses the political connections belonging to CEOs, a small
part of literature addresses the political connections belonging to the

common executives and board members, while very limited literature
sees the importance of the political connections of the independent
directors [11], [12], [13].

In recent studies, independent directors in the board are particularly
important in developing economies, which are characterized by
relatively weaker governance mechanisms and poorer institutions such
as financial markets, regulators, monitoring and legal systems [14].
However according to one of the researcher, the question of whether and
how will the presence of independent directors affect firm performance
is still theoretically debated and empirically inconclusive [15].The
scholars of the existing studies have investigated the relationship of
independent directors and firm performance mainly from the
perspectives of independent directors’ independence, proportion,
background, characteristic and compensation [16]. On the whole, the
findings of the existing Chinese literature are similar to those of the
international literature. That is to say, the empirical evidence on the
relationship between independent directors and firm performance is
actually confused and mixed, either positive or negative or zero
correlation. Facing such confusing conclusions, we accept the
explanation of one of the scholars on this issue, who argue that different
types of independent directors with distinct role identities have different
orientations towards decision making, which are reflected in firm's longterm and short term firm performance [17]. According to this view,
independent directors of rich political connections would have distinct
role identities relative to the other independent directors, and thus they
would potentially have different performance consequences. However,
existing literature, except for very limited studies, has completely
ignored the differences between politically connected independent
directors and other types of independent directors.

In order to fill this gap, this study advances the extant literature by
investigating the effect of political connections belonging to the
independent directors on firm performance. The paper chooses the
unbalanced panel data consisting of 2994 firm-years in Chinese listed
manufacturing companies over 2008-2013 as the sample, adopts the
multiple regression analysis method based on OLS as the empirical
analysis method, and contributes a new finding on this topic: There is a
positive relationship between political connections of the independent
directors and firm performance in Chinese listed manufacturing
companies. However, such a positive effect is based on resource
enrichment derived from political connections instead of new knowledge
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or valuable perspectives brought by political connections.

The remainders of the paper are arranged as follows. Section 2 is the
literature review and hypothesis. Section 3 provides the measures and
sample. Section 4 shows the empirical results. Section 5 is the
conclusions and suggestions on future research.
2. LITERATURE AND HYPOTHESIS

2.1 Research on effect of independent directors on firm
performance
There is no any consensus as regards the impact of independent
directors on firm performance because empirical evidence on the
correlation between independent directors and firm performance is not
consistent and even controversial. There exists either a positive or a
negative correlation, or a non-linear correlation, or no correlation
between independent directors and firm performance.

First, there is a positive correlation between the two concepts. For
example, a researcher conduct a meta-analysis of 63 empirical studies on
the correlation between board composition and firm performance and
the result of their work indicates that the higher ratio of independent
directors is associated with higher firm performance [18]. Lots of
subsequent studies have confirmed to their result [19], [20], [21]. As
most recent example, a researcher have analyze how the tenure and the
number of directorships of independent directors can affect the
relationship between board independence and firm performance by
adopting a sample composed of US listed firms for the period 2008–2012
[22]. Both the empirical analysis and their robustness checks and
sensitivity analysis have confirmed that the board's independence
positively influences firm performance.
Second, a negative correlation exists between the two concepts. For
example, there is an influential and valuable empirical study that have
been conducted with the first large sample, long-horizon study of
whether the proportion of independent directors affects firm
performance [23]. They conclude that there is a strikingly significant
negative correlation between the proportion of independent directors
and firm performance measured by a large variety of accounting
measures. The finding is also confirmed by a stream of other empirical
literature [24], [25]. For another more recent study conducted by one of
the researcher about the effect of legislation environment on the relation
between independent director and firm performance in China with the
purpose of providing the Chinese market evidence for the international
corporate governance study is focused on [26]. By adopting the mixed
cross-sectional data of listed companies in Shanghai and Shenzhen Stock
Exchange from 1998 to 2005, they have concluded that the proportion of
independent director is significantly and negatively related to firm
performance. However, the legislation does not seem to enhance or
weaken the negative relationship between independent director and
firm performance.
Third, a context-dependent correlation exists between the two concepts.
Facing the fact that family businesses are a group of heterogeneous
companies with different levels of family involvement in the business, a
researcher have tried to empirically explore how the combination of
different family business governance structures jointly shape the effect
of independent directors on family business performance in an
understudied collectivist cultural setting [27]. By adopting Qualitative
Comparative Analysis (QCA) on a sample of 74 Lebanese family
companies, their study finds that, depending on the family companies’
governance structure, the existence of independent directors on the
board would result in either positive or negative firm performance. That
is to say, the relationship between independent directors and firm
performance is contingent on some contextual variables.

Fourth, there is a nonlinear relationship between independent directors
and firm performance. As an example, a group of researchers have
investigated the effect of independent directors on firm performance by
adopting a sample of companies with a family ownership structure [28].
By controlling for the two potential problems of endogeneity and
unobserved heterogeneity, their final results prove that there is an
inverted U-shaped relationship between independent directors and firm
performance, which allows us to identify the optimal level of
independent directors on the board. Some other studies have also
confirmed the result. In their study, the relationship between board
independence and firm performance is examined in a few countries, and
the results indicate a mixed nonlinear relation between the proportions
of independent directors and firm performance [29]. Such results may
mean that high levels of independent directors are not always in the best
interests of minority shareholders. This school of literature indicates
that there is an optimum level of independent directors to maximize firm
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performance, and the existence of independent directors on board
should be monitored in order to bring positive shareholder values.

Finally, there is no association between independent directors and firm
performance. Though many empirical studies have agreed on the
importance of independent directors to the success of a firm, some other
studies embrace an zero relationship between the two. For example, the
earliest evidence confirming to this view is perhaps provided by a group
of researchers who indicate that there is no significant and stable
relationship between the proportion of independent directors and the
firm’s profitability in the same year in 1970s under the condition of
controlling the possible endogeneity issue [30]. Several other following
studies also find such a result [31], [32]. According to a study, the
possible negative of independent directors on firm performance is that,
though firms with high ratio of independent directors in a board face less
frequent financial pressure and firms with many independent directors
have lower probability of going towards bankruptcy when a business
environment worsens such a fact would make the firms become lazy in
improving their management efficiency and changing their incorrect
strategies [33], [34]. The positive effect deriving form more resources
due to independent directors would be offset by the negative effect
deriving from becoming lazy due to more independent directors in
management. In this case, the relationship between independent
directors and firm performance has the possibility to be insignificant.
This study argues that the existence of different views on the effect of the
independent directors on firm performance derives from the ignorance
on the political connections of the independent directors. Since
independent directors with different political backgrounds would have
very different effects on firm running, the existing studies without
paying any attention to such political connections of the independent
directors would naturally make different conclusions when they face
various independent director’s components with different political
connections.
2.2 Research on consequences of executives’ political connections

Based on a study, the effect of executives’ political connections has been
the hottest issue during the past decade years [30]. According to a
researcher no matter in developing or developed countries, it is popular
to see that many entrepreneurs themselves have certain government
backgrounds or that enterprises employ executives or directors who
have certain government backgrounds, and such a fact is especially
widespread in countries with higher degree of corruption [35]. The
primary reason for such a fact is that governments hold the distribution
power for public resources and political connections can help
enterprises to gain more governmental resources [30]. Based on the
literature review, executives’ political connections can affect or even
determine many important organizational variables to a good degree,
which mainly include firm performance, non-market outcomes, CEO
turnover, firm internalization, corporate cash holdings, bank loans and
firm value.
First, lots of studies have found essential effect of executives’ political
connections on firm performance. For example, a study was conducted to
empirically investigate the relationship between political connections
and firm performance, by adopting a sample of Chinese private
enterprises over the period from 2002 to 2006 [36]. Under the condition
of controlling the potential endogenous problem, they find a negative
relationship between the rate of the political connections of the private
enterprises and firm performance. However, some other scholars hold
the opposite view. For example, a study has been conducted to identify
the role of being a Party member for the entrepreneurs during the
operation of private enterprises in China based on a nation-wide survey
of private firms [37]. Their finding is that, the CEOs’ Party membership
has a positive effect on the performance of their firms when human
capital and other relevant variables are controlled, and such an effect
would be more important to firm performance in regions of China with
relatively weaker market institutions and poorer legal protection.

Second, there is certain effect of political connections on non-market
outcomes. For example, drawing on the literature on the liability of
foreignness and transaction cost economics, a study confirms that
foreign multinational enterprises (MNEs) can acquire political capital
with the purpose of achieving better non-market outcomes by hiring
outside lobbyists with rich political resources than by using internal
lobbyists [38]. This finding enriches our knowledge about how foreign
MNEs acquire and use political capital, and about whether and how they
achieve their non-market strategic goals.
Third, there is certain essential effect of executives’ political connections
on CEO turnover. For example, a scholar argues that political
connections, however, may turn into political constraints when the CEOs
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fail to perform but entrench themselves by misusing such political
connections [39]. By adopting CEO turnover data for Chinese firms, they
show that politically connected CEOs have significantly, longer tenure,
lower turnover, and lower turnover-performance sensitivity than nonpolitically connected CEOs, especially in firms that are politically
vulnerable in their nature. The results suggest that there are certain
severe entrenchments of executives’ political connections in Chinese
private firms which would cause pronounced inefficiency in private
sector.

Fourth, executives’ political connections can affect firm internalization
to a good degree. For instance, a researcher has explored the effect of
the board’s political connections and their interaction with CEO’s
political connections on firm internationalization. Based on resource
dependence perspective and social capital theory, his study proposes
that the board’s political connections will exert a positive effect on firm
internationalization, and CEO’s local government connections will such
a relationship, while CEO’s central government connections will
strengthen such a relationship [40]. The empirical results based on
1010 Chinese firms during 2001 to 2005 do confirm the positive effect
of the board’s political connections and the moderating effect of CEO’s
political connections with the central government.
Fifth, executives’ political connections can determine corporate cash
holding policy to a certain degree. A study has been conducted to
highlight the relationship between corporate liquidity and political
connections measured via lobbying expenditures, which is an
interesting question as amounts of the motives for holding cash should
be diminished by executives’ political ties [41]. Empirical results show
that there is a significant and negative relationship between corporate
cash holding levels and political connections. On the whole, such results
suggest companies should react optimally to the reduced benefits of
cash holdings linked to political ties. Furthermore, by adopting the panel
data of 150 non-financial firms ranging from 2001 to 2014, a group of
researchers have also confirmed such a negative relationship when they
investigate the interplay of political capital (i.e., political connections)
on the relationship of the board’s characteristics and cash holding policy
[42].

Sixth, executives’ political connections can determine firm value to a
good degree. For instance, using the network of college classmates
among corporate directors and politicians from 1999 to 2010, a scholar
has found the positive and significant effect of social-network based
political connections on firm value [43]. And further, political capital is
more valuable in a state with a higher level of regulation and corruption,
in smaller firms, or in firms dependent on the support of external
finance. Firms with rich political ties enjoy greater firm value. However,
a researcher has identified some different findings on this issue [44]. In
their study, it is found that political connections add little to the value of
a company in Singapore where low political connections are due to
better institutions and not confounded by favorable cultural factors. A
further new finding is that in industries that are subject to more
stringent government regulations, political connections appear to be
somewhat important. And Political connections render the firms more
susceptible to poorer governance practices.
Finally, executives’ political connections can affect bank loans to an
essential degree. A researcher has investigated whether the political ties
of listed firms in the United States affect the cost and terms of loan
contracts [45]. Using a hand-collected data set of the political
connections of S&P 500 companies over 2003-2008, they indicate that
the cost of bank loans is significantly lower for companies that have
board members with richer political connections. In a similar way, by
adopting the method of event study on the presidential election in
Taiwan during the whole year of 2000, a scholar has confirmed that
political connections are positively correlated with preferential bank
loans [46]. On the whole, the existing empirical results on the
relationship between political ties and bank loans suggest that political
connections can reduce the monitoring costs and credit risk faced by
banks, which, in turn, would increase the possibility of getting greater
bank loans and reduce the borrowers’ cost of debt. Furthermore, by
adopting a unique firm-level dataset for the manufacturing sector in
Indonesia, a researcher also found that politically connected firms are
more likely to be able to borrow from state-owned banks [12].
Moreover, being connected to the government raises the probability
that a company can receive the full loan amount it has applied for. The
improvement in access to finance from political connections is more
prominent for small and medium enterprises than for large firms.
Based on a group of researchers, and besides the organizational
variables mentioned above, executives’ political connections can
determine many other important organizational variables to a large
degree, including trade expansion firm’s dividend policy capital
structure adjustment stock price crash risk corporate social
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responsibility positive abnormal returns to corporate stocks government
bailouts during financial distress and preferential access to capital market
[47], [48], [49], [50], [51], [10], [35], [53].
2.3 Hypothesis on the relationship between independent directors’
political connections and firm performance

There are only very limited studies which focus the issue of the
relationship between independent directors’ political connections and
firm performance, which mainly include a number of researchers [53],
[49] First, using a sample of 1548 firms between 2006 and 2007, a
researcher finds a positive link between the ratio of politically connected
independent directors and firm performance [53]. Second, using 7487
firm-year observations from the Shanghai stock exchange during the
period of 2003-2012, a researcher finds that the value effect and
incentives of hiring independent directors with political ties are shaped
by a firm’s ownership structure [54]. However, there are at least two
limitations of the two studies. One is that, manufacturing firms, which
have obvious differences with the firms in other industries, have not
received the specialized attention; The other is that, Tobins’Q, the
measure of firm performance used in the two studies, is not suitable for
Chinese listed companies, since the stock market’s effectiveness of China
has not reached to the standards of the Weak Form of Efficient Market.
The traditional accounting indexes measuring financial performance are
more suitable for Chinese listed firms, which will be adopted in this study.
According our opinion, manufacturing firms in countries where the
government controls the allocation of resources have high incentives to
seek political connections by hiring politicians or ex-politicians as their
top executives, since political connections of independent directors would
have substantial effects on firm performance based on the following
reasons.

According to study, independent directors of rich political connections
potentially can help their firms obtain more preferential regulatory
treatments and lower taxes rate which are of even greater importance for
manufacturing companies in China [55]. Strict regulatory treatments and
high taxes rate are two critical factors preventing the development of the
Chinese manufacturing companies, while better political connections can
induce the government authorities to use their discretionary power to set
less strict regulatory treatments and much lower taxes rate. In fact, firms’
top executives in China, especially the independent directors, with former
government affiliations or experiences can invest in their established
personal connections, networks or relationships with certain bureaucrats
in order to get the preferential treatments for their firms from the
governments both the local government and central government [56].
Evidently, Chinese manufacturing companies which continuously endure
rather poor ROA and ROE would get significant increases in their profits.
Second, a researcher state that political connections can help private
enterprises establish organizational legitimacy in China’s transitional
economy [57]. Hence, independent directors of rich political connections
possibly have the capability to improve the organizational legitimacy of
Chinese manufacturing listed companies. Organizational legitimacy can
mitigate the possible unsuitable interventions in the normal operation of
the manufacturing companies from multiple government departments,
since many rules and policies regulating firm’s running are very flexible
in China’s transitional economy. In China, the negative externalities
associated with government intervention in the private enterprises are
well known. According to a researcher, many public-sector institutions
are imposing heavy burdens on private manufacturing companies due to
their lackness of organizational legitimacy [58]. Existing literature shows
that executives with good direct political access can cope with the
grabbing hand of government more easily. Hence, higher legitimacy due
to political connections of independent directors lowers the possibility of
receiving too much extra monitoring or even disruptive behavior from
the government, since the private firms with rich political connections
would be viewed as one of them.

Third, independent directors of rich political connections can help firms
get enough loans with rather lower interest from the state-owned banks.
Manufacturing companies are typically capital-intensive, which need
heavy funds for R&D investment and equipment purchasing and
facilitates establishment. However, due to the fact that the Chinese
manufacturing companies mainly belong to the low-end manufacturing
industry, they are very different to meet the risk and benefit evaluation of
the banks. Political connections which are derived from an individual’s
membership of the Chinese People’s Congress, membership of legislative
bodies, managerial experience in state-owned firms, or membership of
Communist Party, can help firms get access to greater loans. As an
example, a researcher finds that access to bank loans is significantly
easier for CEOs who belong to the Chinese People’s Congress [59].
Likewise, a researcher indicates that entrepreneur’s membership of
legislative bodies would improve firm’s access to bank loans, especially
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for SMEs, while another researcher find that CEOs who are party members
or who have had previous managerial experience in state-owned firms are
less likely to feel discriminated against by state-owned banks than their
contemporaries that are not party members [60], [37]. What is more, the
recent study has found a positive relationship between membership of the
Communist Party and access to loans from state-owned banks. From the
perspective of the bank, it has been proved that politically connected
banks have better access to lending to politically connected firms [56], [9].
Therefore, it can be concluded that the political connections of
independent directors can help firms to get enough loans.
Fourth, a study shows that rich political connections would bring the firms
with the newest information on industry policies, which are of great
importance for manufacturing firms to capture the upcoming business
opportunities [61]. Evidently, running in a “competitive red sea”,
manufacturing companies in China face much heavier competition than
companies of any other industries do. To know the related industry
policies at the first time or even before the issue of such policies is of
significance to manufacturing companies. The reason is that, once they
know the forthcoming policies before the other competitors, they can
adjust or optimize their strategies or plans according to the requirements
of the new policies, and thus they can prevent possible losses or acquire
higher benefits due to the new policies. According to our view, political
connections of independent directors can also be helpful for firms to get
access to such newest information, and thus firm performance would be
improved.
Fifth, a study also shows independent directors of rich political
connections would provide a signal of rich state-owned background,
which would have great attraction for high talents, who actually like and
appreciate the stability and high-reward of such enterprises. In 2010,
according to a new survey of 21,000 graduating college students across
China made by the human resources company named “www.chinahr.com”,
more Chinese talents prefer to work for a State-owned company than for a
private-owned or a foreign-owned enterprise [62]. It is the first time since
the year of 2000 that Chinese companies beat the foreign and private
enterprises. Foreign companies have received a historically low vote of 23
percent, while state-owned businesses have received a historically high
vote of more than 34 percent in the poll. The fact continues to be true
given the global economic downward. Advantages such as much higher
social status, more stable employment, less job pressure and better
employee benefits at state-owned companies have been proved to be more
attractive to college students and other talents. Hence, political
connections of independent directors can be helpful in attracting high
talents, who can improve quality of firm running and firm financial
performance.

Finally, independent directors of rich political connections would help
firms explore a new market in the other provinces of China by facilitating
the coordination among local governments of different regions. Lots of
studies have investigated the relationship between political connections
and corporate diversification. Most of them have confirmed a positive
relationship between the two. For instance, a researcher has clarified that
the diversification level of politically connected firms is significantly
higher than that of non-politically connected firms [62]. Their further
investigations show that such relationship is much stronger in non-stateowned enterprises and in areas where government intervention is
significantly greater. It is a new contribution to the corporate
diversification literature by viewing political connections as an important
driver of corporate diversification in emerging markets, such as China.
According to this logic, as a typical kind of corporate diversification,
regional diversification, i.e., exploring a new market in other area, can also
be improved by political connections of independent directors, especially
in the areas where the issue of Local Protectionism by the local
governments is popular.

On the whole, political connections of independent directors can provide
firms with extra essential resources, including the people, the information,
the market, the policy and the money, etc. For the listed manufacturing
companies, which operate mainly depending on all kinds of resources,
such political connections may have great significance on firm
performance improvement. This paper assumes that politically connected
independent directors have both the willingness and capability in utilizing
their political ties to improve firm running. Therefore, the paper proposes
the following hypothesis.
H1: Political connections of independent directors have positive effects on
firm performance in Chinese manufacturing companies.

any governmental departments or authorities. That is to say, if any
independent director has the experience of ever working in any
governmental departments, PCID_N adds 1. PCID_R is the ratio of PCID_N
to the size of the board.
Firm performance. Return on equity (ROE) is taken as the main measure
of firm performance for hypothesis test, while earnings per share (EPS) is
chosen as the alternative measure of firm performance, which will be used
in robustness test.
Control variables. Following the popular literature in investigating the
antecedents of firm performance, six control variables are chosen. (1)
Technology intensity (TI) is coded as 1 when the sub-industry to which
the sample firm belongs within the manufacturing industry is viewed as
technology-intensive industry, otherwise TI is coded as 0. In this study,
according to the popular classification rules of industries in existing
literature, the firms belonging to Metallurgical Industry, Computer,
Communications and Other Electronic Equipment Manufacturing Industry,
Pharmaceutical
Manufacturing
Industry,
Special
Equipment
Manufacturing Industry and Automobile Manufacturing Industry are
viewed as the technology-intensive companies. (2) Region (RG) is coded as
1 when the sample firm locates in the eastern provinces or regions in
China, otherwise RG is coded as 0. (3) Firm size (LNFS) is the logarithm of
total assets of the sample firm; (4) CEO duality (CD) is coded as 1 when the
two positions of CEO (i.e., General Manager) and Chairman of the board
are taken by one person; otherwise, CD is 0; (5) CEO age (AGE) is the
chronological age of CEO. (6) The first large shareholder’s ratio (FLSR) is
the ratio of the share of the first large shareholder to the total share of the
firm.
3.2 Sample and data

Taking all the listed manufacturing companies which exist during
2008-2013 in Shanghai and Shenzhen stock exchange as the research
framework, the paper selects the final research sample according to the
following requirements: (1) The firms should go public before 2007; (2)
The firms should not be ever punished publicly by the government
authorities for any reasons; (3) The firms should not be marked with ST,
PT, SST, or *ST, etc.; (4) The firms should disclose all the data that the
paper needs according to the above-mentioned measure design; (5) The
firms should run relatively normally and smoothly, i.e., the firms whose
financial data contain the singular data, too high financial loss, or too high
net profit should not be allowed. According to such rules, 499
manufacturing firms are chosen, and a panel sample consisting of 2994
firm-years are designed. The descriptive statistics analysis and correlation
analysis results are shown in Table.1.
Table1: Descriptive statistics and correlation coefficients
Stan

Me
an

dard
Devi
atio

RO
E

EPS

PCI

PCI

D_R

D_N

TI

RG

LNF

CD

S

AG

FLS

E

R

n
ROE

EPS

5.98

16.6

3

78

.289

.635

1

.170*

1

*

PCID

.116

.145

.043*

PCID

.63

.809

_N
TI

RG

LNFS

CD

AGE

FLSR

.048*

1

*

_R

.46

.57

9.46

.16

.499

.496

.503

.366

.056*

.048*

-.097

*

*

**

-.013

.074*

.211*

*

*

.003

.024

1

-.022

1

.177*

-.113

.083*

*

**

*

1

.050*

.061*

.233*

-.039

.121*

.103*

*

*

*

*

*

*

.031

.016

.349*

-.038

.159*

.152*

.565*

*

*

*

*

*

.015

.009

.069*

.058*

*

*

.048*

.051*

.902*

*

*

*

52.2

7.01

-.069

-.041

.121*

-.052

1

6

**

*

*

**

.34

.141

-.050

-.038

.070*

-.023

**

*

*

.025

-.011

1

1

1

1

N=2994
** represents significance level of 0.05
*** represents significance level of 0.01

4. EMPIRICAL TEST

3. METHOD

4.1 Main results

3.1 Measures

In order to test H1, the paper designs Model 1 based on OLS which takes
ROE as the dependent variable, PCID_R as the predictor, and TI, RG, LNFS,
CD, AGE and FLSR as the control variables.

Political connections of independent directors (PCID_N, PCID_R). PCID_N is
the number of independent directors who ever worked or are working in
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ROEit    0 PCID _ Rit  1TIit   2 RGit  3 LNFSit   4CDit  5 AGEit

6 FLSRit   it

(1)

The paper makes the regression analysis on Mode1 1 by adopting the panel
data with 2994 firm-years. Results are shown in Table 2.
Table 2: Regression results of Model 1
Unstandardized Coefficient
Model

4.3 Further investigation and discussion

Standardized
Coefficient

Standardized

T

Sig.

β

B

Error

Constant

-69.652

5.700

-12.221

.000

TI

1.203

.602

.036

1.998

.046

RG

1.420

.606

.042

2.342

.019

LNFS

6.643

.612

.200

10.853

.000

CD

-.641

.816

-.014

-.786

.432

AGE

.165

.043

.070

3.834

.000

FLSR

7.076

2.134

.060

3.316

.001

PCID_R

4.097

2.031

.036

2.017

.044

R

.261

R2

.068

Adjusted

.066

F

31.08

Model Sig.

.000

R2
N

2994

Mo
del
1

Note: Dependent variable is ROE.

Table 3: Regression results of Model 2
Unstandardized Coefficient

Model

Standardized
Coefficient

Standardized
B

Error

Constant

-68.882

5.709

T

β

Sig.
-12.065

.000

TI

1.254

.602

.038

2.082

.037

RG

1.432

.606

.043

2.363

.018

LNFS

6.532

.615

.197

10.623

.000

del
CD

-.586

.816

-.013

-.718

.473

AGE

.168

.043

.070

3.887

.000

2
FLSR

7.055

2.132

.060

3.308

.001

PCID_N

.979

.368

.048

2.660

.008

R

.262

R2

.069

Adjusted

.067

R2
31.54

F

The authors argue that the reason why political connections of the
independent directors are of positive effect on firm performance, which has
been proved by the above-mentioned data analysis, mainly rely on that
political connections can enrich the resources of firm running, instead of
bringing new knowledge and perspectives. In order to test our
argumentation, the study further explores the effect of PCID_R on
performance volatility by changing ROE into ROEV, i.e., the standard error
of the ROE over 2008-2013, in Model 1. Then Model 3 is constructed. The
paper takes Model 3 to match the data. Regression results show that the
coefficient of PCID_R on ROEV is -0.004 (T=-0.215, P>0.1). Such a fact
indicates that the political connections of independent directors have
nothing to do with the stability of firm performance, which can be
understood as the followings: Independent directors of rich political
connections have no capability in improving firm running by providing the
TMTs with extra new knowledge or perspectives.

ROEVit    0 PCID _ Rit  1TIit   2 RGit  3 LNFSit   4CDit  5 AGEit

In Table 2, the standardized regression coefficient of PCID_R is 0.036
(T=-2.017, P<0.05). That means H1 is confirmed. Our data supports that the
ratio of independent directors has pronounced and positive effects on firm
performance.

Mo

Third，since the former empirical models have not considered the issue of
endogeneity, the robustness test in this section tries to deal with such a
limitation. It has been found that the positive impact of political connections
on firm performance estimated in IV regressions gets even stronger when
the paper controls for the endogeneity of political connections. Due to the
limitation of paper length, the detailed robustness test results are omitted
in this section.

Model Sig.

.000

N

2994

Note: Dependent variable is ROE.

When the study changes PCID_R into PCID_N in Model 1, a new model
investigating the number of politically connected independent directors on
firm performance is built, which can be named as Model 2. The regression
results of Model 2 by adopting the research sample are shown in Table 3.
Results indicate that more politically connected independent directors
would lead to higher firm performance

6 FLSRit   it

Further, the paper tries to compare the effects of political connections of the
independent directors on firm performance between local government
connections and central government connections. According to our
expectations, the capability in providing resources and other political
benefits of local government connections is smaller than that of central
government connections. PCID_B refers to the number of the politically
connected independent directors who work in Beijing. PCID_B can measure
the richness of central government connections of independent directors. To
replace PCID_R in Model 1 with PCID_B, Model 4 is constructed. The paper
takes Model 4 to match the data.

ROEit + α= β0 PCID _ Bit + β1TIit + β2 RGit + β3 LNFSit + β4CDit + β5 AGEit
6

First, in order to test the robustness of the empirical results, the paper uses
EPS as the alternative measure of performance to replace ROE in Model 1,
and takes the refined Model 1 (i.e., Model 1*) to match the data. Results show
that, the coefficient of PCID_R is 0.029 (T=1.684, P<0.1). H1 still holds.

EPSit    0 PCID _ Rit  1TIit   2 RGit  3 LNFSit   4CDit  5 AGEit

6 FLSRit   it

(1*)

Second, in order to test the robustness of the empirical results, the paper
uses EPS as the alternative measure of performance to replace ROE in Model
2, and takes the refined Model 2 (i.e., Model 2*) to match the data. Results
show that, the coefficient of PCID_NP is 0.048 (T=2.660, P<0.01). H1 still
holds.

EPSit    0 PCID _ Nit  1TIit   2 RGit  3 LNFSit   4CDit  5 AGEit
6

FLSRit   it

(2*)

it

εβ+

(4*)

Table 4: Regression results of Model 4
Unstandardized Coefficient

Model

Standardized
Coefficient

Standardized

T

Sig.

β

B

Error

Constant

-70.064

5.686

-12.322

.000

TI

1.130

.600

.034

1.883

.060

RG

1.542

.606

.046

2.544

.011

LNFS

6.559

.611

.198

10.736

.000

Mo

CD

-.451

.816

-.010

-.552

.581

del

AGE

.168

.043

.071

3.984

.000

4

FLSR

6.871

2.129

.058

3.227

.001

PCID_B

1.162

.292

.071

3.984

.000

R

.266

R2

.072

Adjusted

.069

(2)

4.2 Robustness test

FLSRit

Regression results in Table 4 show that the coefficient of PCID_B on ROE is
0.071 (T=3.984, P=0.000). Evidently, central government connections have
higher performance consequences. It is confirmed again that the positive
consequences of the independent directors’ political connections on firm
performance mainly come from the resource effects instead of the
knowledge effects.

ROEit    0 PCID _ Nit  1TIit   2 RGit  3 LNFSit   4CDit  5 AGEit
6 FLSRit   it

(3*)

R2
F

32.887

Model Sig.

.000

N

2994

Note: Dependent variable is ROE.

Besides, the authors further explore the role of independent directors who
have close links with other enterprises in determining firm performance.
PCID_E refers to the number of other-firm-connected independent directors,
who hold positions in other enterprises, no matter directors or executives. On
the one hand, higher PCID_E may mean more experiences or resources from
other enterprises (i.e., Resource hypothesis); on the other hand, higher
PCID_E may lead to lower engagement of the other-firm-connected
independent directors in playing their roles (i.e., Diligence hypothesis). To
replace PCID_R in Model 1 with PCID_E, Model 5 is constructed. The paper
takes Model 5 to match the data.
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Besides, the authors further explore the role of independent directors who
have close links with other enterprises in determining firm performance.
PCID_E refers to the number of other-firm-connected independent directors,
who hold positions in other enterprises, no matter directors or executives. On
the one hand, higher PCID_E may mean more experiences or resources from
other enterprises (i.e., Resource hypothesis); on the other hand, higher
PCID_E may lead to lower engagement of the other-firm-connected
independent directors in playing their roles (i.e., Diligence hypothesis). To
replace PCID_R in Model 1 with PCID_E, Model 5 is constructed. The paper
takes Model 5 to match the data.

ROEit    0 PCID _ Eit  1TIit   2 RGit  3 LNFSit   4CDit  5 AGEit

6 FLSRit   it

(5*)

Regression results in Table 5 show that the standardized coefficient of PCID_E
on ROE is -0.056 (T=3.254, P=0.002). Compared with the effect of PCID_N or
PCID_R, PCID_E has the opposite effect on firm performance. The fact
indicates that independent directors holding positions in other enterprises
would not bring benefits to the firms where they play the role of independent
directors. Diligence hypothesis on other-firm-connected independent director
is supported. That is to say, independent directors holding more positions in
other companies would bring negative effects on firm performance due to
their limited energy engagement as a good independent director.
Table 5: Regression results of Model 5
Unstandardized Coefficient

Model

Standardized
Coefficient

Standardized

T

Sig.

β

B

Error

Constant

-69.414

5.694

-12.190

.000

TI

1.149

.601

.034

1.912

.056

RG

1.489

.606

.044

2.456

.014

LNFS

6.818

.611

.206

11.166

.000

Mo

CD

-.610

.815

-.013

-.749

.454

del

AGE

.163

.043

.068

3.776

.000

5

FLSR

6.934

2.131

.059

3.254

.001

PCID_E

-.946

.299

-.056

-3.165

.002

R

.264

R2

.070

Adjusted

.068

R2
F

31.991

Model Sig.

.000

N

2994

Note: Dependent variable is ROE.

The reasons why the positive effect of independent directors’ political
connections on firm performance is rather weak may rely on the following
points, which would address the dark side of the independent directors’
political connections.
First, independent directors’ political connections use related party
transactions as a tunneling mechanism in developing countries, such as China,
which would result in the decrease of firm performance. For example, by using
data from Indonesia, a researcher has documented that politically connected
firms use related party loans to tunnel resources, and that this effect is more
pronounced for firms with government connections [63]. And they further
document that politically connected firms manage earnings to conceal their
tunneling activities. Hence, the positive effect of independent directors’
political connections would be mitigated by the possible tunneling effect of
their political connections.
Second, many studies have demonstrated that politically connected firms have
lower default risk and credit risk, and they are more likely to be bailed out
when in distress [8]. Less risky environment exerts weak pressure for the
firms with rich political connections to improve their operation management
efficiency and strategy management effectiveness, since they need not to
strive for survival. What is more, a researcher also states that independent
directors with rich political connections would spend more on entertainment
and travel costs which will increase the operation cost of the firms [9]. Hence,
the positive effect of independent directors’ political connections would be
mitigated by the possible efficiency decrease and cost increase due to their
political connections.

Third, existing literature has expressed implicitly that rich political
connections of independent directors would lead to overinvestment and
riskier merger and acquisition (M&A) decisions, both of which would predict
the potential adverse effect of political connections on performance. On the
one hand, by adopting a sample of 103 listed real estate firms from 1998 to
2012, a researcher find that politically connected firms are more likely to
overinvest, and such behavior has resulted in a negative relationship between
political connections and return on assets [64]. On the other hand, another
researcher is using 29 recent high level anti-corruption cases in China to make
a natural experiment, find that richer political connections would lead to more
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risky M&A decisions, which would usually provide acquired enterprises with
a higher takeover premium and consequently get worse post-M&A
performance [65].

Taken together, theoretical analysis and empirical data suggest that, though
cultivating political connections could be a helpful choice in improving firm
performance of the Chinese manufacturing companies, it is a rather risky
investment and may not always bring remarkable benefits.
4.4 Discussion on the control variables

First, technology intensity is positively related with firm performance with
good validity. In Table 2, the standardized regression coefficient of TI on
ROE is 0.036 (P=0.046<0.05); In Table 3, the standardized regression
coefficient of TI on ROE is 0.038 (P=0.037<0.05); In Table 4, the
standardized regression coefficient of TI on ROE is 0.034 (P=0.037<0.05); In
Table 5, the standardized regression coefficient of TI on ROE is 0.034
(P=0.056<0.1). In existing literature, technology-intensive companies would
face higher risk and get higher potential performance. This empirical
analysis result confirms the prior literature on the role of technology
intensity in determining firm performance. However, the positive
performance consequences of technology intensity are rather weak. Such a
fact shows that CEOs of the technology-intensive manufacturing companies
in China have no enough capability in facing the high risk and strict
competition properly.
Second, manufacturing companies located in the eastern areas of China have
higher performance than the ones located in the western and middle areas
of China. In Table 2, the standardized regression coefficient of RG on ROE is
0.042 (P=0.019<0.05); In Table 3, the standardized regression coefficient of
RG on ROE is 0.043 (P=0.018<0.05); In Table 4, the standardized regression
coefficient of RG on ROE is 0.046 (P=0.011<0.05); In Table 5, the
standardized regression coefficient of RG on ROE is 0.044 (P=0.014<0.05). In
existing literature, companies in eastern regions would have higher
performance than their peers because of the differences in talents,
institutional environment and management level between eastern areas and
other areas. This empirical analysis result confirms that the regional gap in
firm performance still exists, however, the regional gap has been reduced to
a great degree with the implementation of the policy of Opening Up the West
in China.
Third, firm size of manufacturing companies is positively related to firm
performance in China. In Table 2, the standardized regression coefficient of
LNFS on ROE is 0.200 (P=0.000); In Table 3, the standardized regression
coefficient of LNFS on ROE is 0.197 (P=0.000); In Table 4, the standardized
regression coefficient of LNFS on ROE is 0.198 (P=0.000); In Table 5, the
standardized regression coefficient of LNFS on ROE is 0.206 (P=0.000). It
can be seen that larger firms would get much higher performance than
smaller firms. Based on a study, the result confirms to the prior literature on
the relationship between firm size and firm performance [62]. Among the
mentioned control variables in this paper, firm size has the most significant
and strong effect on firm performance. Such a fact shows that Scale
Economies Effect, instead of Innovation Effect or Differential Effect, is still
the most important drive for improving firm performance in Chinese
manufacturing companies.
Fourth, CEO age has positive effect on firm performance, which is rather
significant than we have expected. In Table 2, the standardized regression
coefficient of AGE on ROE is 0.070 (P=0.000); In Table 3, the standardized
regression coefficient of AGE on ROE is 0.070 (P=0.000); In Table 4, the
standardized regression coefficient of AGE on ROE is 0.071 (P=0.000); In
Table 5, the standardized regression coefficient of AGE on ROE is 0.068
(P=0.000). CEO age potentially has both negative and positive effects on firm
performance. On the one hand, a researcher also state that the older CEOs
would have richer experience, more available resources and higher
interpersonal skills which would be helpful for improving firm performance
[63]. On the other hand, older CEOs would possibly get somewhat
conservative, react passively to the rapid change of the external
environment and hold the obsolete management skills, which would be
harmful for improving firm performance [66]. Our empirical results show
that, in Chinese listed manufacturing companies, the positive effect of CEO
age on firm performance exceeds the negative one. It is a new finding worthy
of further in-depth investigation.

Finally, the shareholding ratio of the first large shareholder is positively
related to firm performance. In Table 2, the standardized regression
coefficient of FLSR on ROE is 0.060 (P=0.001); In Table 3, the standardized
regression coefficient of FLSR on ROE is 0.060 (P=0.001); In Table 4, the
standardized regression coefficient of FLSR on ROE is 0.058 (P=0.001); In
Table 5, the standardized regression coefficient of FLSR on ROE is 0.059
(P=0.001). Such a result confirms to the conclusions of the recent literature
on the performance consequences of ownership concentration. As an
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example, a researcher has found that the positive impact of ownership
concentration on firm value detected in OLS regressions becomes even
stronger when they control for the endogeneity of ownership by focusing on
all non-financial companies traded on the Warsaw Stock Exchange [67]. For
Chinese listed manufacturing companies, keeping moderate ownership
concentration has positive effects on firm performance.
5. CONCLUSIONS

This paper investigates the determination of firm performance from the
perspective of the political connections of independent directors, which has
not been explored in detail till today by the Chinese scholars. Data from the
Chinese listed manufacturing companies over 2008-2013 do prove that
independent directors can improve firm performance by obtaining more
resources for firm running with the application of their rich political
connections to a good degree. However, such an improvement effect on firm
performance does not come from the new ideas, new knowledge and better
perspectives which would improve firms’ long-termed competitive edge.
Therefore, it is not a good choice for the listed manufacturing companies to
improve their management level and competitive edge by paying more
attention to enriching independent directors’ political connections. Empirical
results of this paper have provided a mechanism of political rent seeking
from the perspective of independent directors, consistent with the
institutional environment of China’s economic management and political
system.

Though the authors have provided rather robust and comprehensive
evidence of the relationship between independent directors’ political
connections and firm performance in China's listed manufacturing
companies, there are still many other important research questions that
remain unexplored. To be specific, in the future, more empirical studies
should be done in the following aspects: (1) Samples should go beyond the
limitation of manufacturing companies; (2) Though the paper has examined
some of the potential channels through which independent directors’
political connections can affect firm performance, there are invariably other
channels that should be explored; (3) Future research can also measure
independent directors’ political connections by adopting more reasonable
indexes, such as the independent directors’ administrative levels in
government authorities, whether an independent director ever worked for a
state-owned enterprise or not, or the number of independent directors who
are Chinese Party members, etc. (4) Methods should adopt more stringent
empirical models which considers the possible endogenous problems and
more control variables; (5) Suggestions in policies on supervising political
connections should be addressed in a greater manner.
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