
Fordham Corporate Law Center  
and 

Office of International and Non-J.D. Programs 
present

Prof. Yun-chien Chang
Global Professor of Law, NYU Law (Spring 2019) Research 
Professor & Director of Center for Empirical Legal Studies, 
Institutum Iurisprudentiae, Academia Sinica, Taiwan 

Do State-Owned Enterprises Have 
Worse Corporate Governance? An 
Empirical Study of Corporate Practices in China
Moderator: Martin Gelter, Professor of Law, Fordham Law School

Monday, April 15, 2019 
5 – 6:30 p.m.  |  Room 3-01

Comparative Corporate Governance 
Distinguished Lecture Series

CLE Course Materials



Table of Contents 
 
1. Speaker Biographies (view in document) 

 
2. CLE Materials  

 
Panel 1: Comparative Corporate Governance 
Distinguished Lecture Series- Yun-chein Chang 
 
Lin, Yu-Hsin; Chang, Yun-chien. Do State-Owned 
Enterprises Have Worse Corporate Governance? 
An Empirical Study of Corporate Practices in 
China.  
(View in document) 
 
 



Comparative Corporate Governance Distinguished Lecture Series 
Professor Yun-chien Chang Speaker Bios 

Yun-chien Chang 
Global Professor of Law; Research Professor & 
Director of Center for Empirical Legal Studies 
NYU Law; Institutum Iurisprudentiae, Academia 
Sinica, Taiwan 
Prof. Yun-chien Chang is a Research Professor at 
Institutum Iurisprudentiae, Academia Sinica, Taiwan 
and serves as the Director of its Empirical Legal 
Studies Center. Currently also Global Professor of 
Law at New York University, he was a visiting 
professor at the University of Chicago, St. Gallen 
University, Hebrew University of Jerusalem, and 
Rotterdam Institute of Law and Economics. He has 
also conducted research at Cornell University, 
University of Paris 2, and University of Tokyo. His 
current academic interests focus on economic, 
empirical and comparative analysis of property law 
and land use law, as well as empirical studies of the 
judicial system. Prof. Chang has authored and co-
authored more than 90 journal articles and book 
chapters. His English articles have appeared in leading 
journals in the world, such as The University of 
Chicago Law Review; Journal of Legal Studies; 
Journal of Legal Analysis; Journal of Law, 
Economics, and Organization; Journal of Empirical 
Legal Studies; International Review of Law and 
Economics; European Journal of Law and Economics; 
Notre Dame Law Review; Iowa Law Review and the 
Supreme Court Economic Review, among others.  
 
His monograph Private Property and Takings 
Compensation: Theoretical Framework and Empirical 
Analysis (Edward Elgar; 2013) was a winner of the 
Scholarly Monograph Award in the Humanities and 
Social Sciences. Prof. Chang (co-)edited Empirical 
Legal Analysis: Assessing the Performance of 
Legal Institutions (Routledge; 2014), Law and 
Economics of Possession (Cambridge UP; 2015), 
Private Law in China and Taiwan: Economic and 
Legal Analyses (Cambridge UP; 2016), and Selection 
and Decision in Judicial Process Around the World: 
Empirical Inquires (Cambridge UP; 2019 
forthcoming). Prof. Chang is also a co-author of 
Property and Trust Law in Taiwan (Wolter Kluwers; 
2017). He authored two books in Chinese, Eminent 
Domain Compensation in Taiwan: Theory and 
Practice (Angle; 2013), Economic Analysis of 
Property Law, Volume 1: Ownership (Angle; 2015), 
and Empirical Legal Studies of 8635 Civil Cases (New 
Sharing; 2019 forthcoming), and also edited Empirical 
Studies of the Judicial Systems 2011 (Institutum 
Iurisprudentiae, Academia Sinica; 2013). 
 
Prof. Chang’s academic achievements have won him 

the Career Development Award in 2016, Outstanding 
Scholar Award in 2016, Academia Sinica Law Journal 
Award in 2016, the Junior Research Investigators 
Award in 2015, the Best Poster Prize at 2011 CELS, 
and several research grants. He serves as Associate 
Editor of the International Review of Law and 
Economics; Editor of Asian Journal of Comparative 
Law and a Panelist on American Law Institute’s 
Restatement Fourth, Property International Advisory 
Panel.  
 
Prof. Chang received his J.S.D. and LL.M. degree 
from New York University School of Law, where he 
was also a Lederman/Milbank Law and Economics 
Fellow and a Research Associate at the Furman Center 
for Real Estate and Urban Policy, NYU. Before going 
to NYU, Prof. Chang had earned LL.B. and LL.M. 
degrees at National Taiwan University and passed the 
Taiwan bar. Prof. Chang has had working experience 
with prestigious law firms in Taiwan and has served 
as a legal assistant for the International Trade 
Commission. 
 
More information: 
http://www.iias.sinica.edu.tw/ycc/en 
 
Martin Gelter 
Professor of Law 
Fordham Law School 
Martin Gelter is an expert in comparative corporate 
law and governance, Professor Gelter joined Fordham 
Law School in 2009. He teaches Corporations, 
Partnership and LLC Law, Comparative Corporate 
Law, and Accounting for Lawyers. Previously,  
he was an Assistant Professor in the Department of 
Civil Law and Business Law at the WU Vienna 
University of Economics. He also has been a Terence 
M. Considine Fellow in Law and Economics and a 
John M. Olin Fellow in Law and Economics at 
Harvard Law School, a Visiting Fellow at the 
University of Bologna, and a Visiting Professor at 
Université Paris-II Panthéon-Assas. His research, 
which has been published in journals and book 
chapters both in the United States and Europe, focuses 
on comparative corporate law and governance, legal 
issues of accounting and auditing, and economic 
analysis of private law. He has been a Research 
Associate of the European Corporate Governance 
Institute since 2006, and he is a member of the New 
York bar. At Fordham, he works closely with the 
Corporate Law Center and is a co-director of the 
Center on European Union Law. 



Do State-Owned Enterprises Have Worse Corporate Governance?  

An Empirical Study of Corporate Practices in China† 

 

Yu-Hsin Lin* & Yun-chien Chang** 

 

  

                                                 
† The two authors contributed equally and are listed in reverse alphabetical order. Research 

funding was provided by a grant from the Research Grants Council of the Hong Kong Special 

Administrative Region, China Project No. 11606017 and an internal grant from Institutum 

Iurisprudentiae, Academia Sinica. A draft of this paper has been presented at the 2018 

Conference on Empirical Legal Studies held at University of Michigan, Ann Arbor; 2018 American 

Law and Economics Association Annual Meeting held at Boston University School of Law; 

Workshop at the Center for the Study of Contemporary China at U Penn; Workshop at Paul Tsai 

China Center at Yale Law School; Faculty Workshop at Institutum Iurisprudentiae, Academia 

Sinica; Finance, Investment, and Law Forum at Peking University School of Law; Symposium on 

How Big Data Changes the Law held at the Hong Kong Polytechnic University; Law and 

Economics Workshop at Hong Kong University Faculty of Law; Management Seminar at 

University of Pompeu Fabra University; The 21st Century Commercial Law Forum in Tsinghua 

University; Faculty Workshop at Department of Accounting, National Taiwan University. We 

appreciate helpful comments by Jennifer Arlen, Benito Arruñada, Jianjun Bai, Omri Ben-Shahar, 

Tony Casey, Kai-ping Chang, Hung-Ju Chen, Yu-Jie Chen, Ruoying Chen, Agnes Cheng, 

Chunfang Chiang, Tze-Shiou Chien, Wen-Tsong Chiou, Chi Chung, Kevin Davis, Xin Dai, 

Dhammika Dharmapala, Ofer Eldar, Christoph Engel, Mircea Epure, Re-Jin Guo, Denise van der 

Kamp, Jacques deLisle, Elliott Fan, Jesse Fried, Avery Goldstein, Dan Ho, Han-Wei Ho, 

Wen-Hsin Hsu, Michael Klausner, Dan Klerman, Alan Kwan, Eric Langlais, Wendy Leutert, 

Jyh-An Lee, Ji Li, Amir Licht, Ji-Chai Lin, Tzu-Yi Lin, Chan-Jane Lin, Hsiao-Lun Lin, Zhuang 

Liu, Hsin-Tsai Liu, Shuen-Zen Liu, Justin McCrary, Alessandro Melcarne, Curtis Milhaupt, 

Marianna Pargendler, Amedeo Pugliese, Roberta Romano, Hsi-Ping Schive, Mathias Siems, Timo 

Sohl, Holger Spamann, Sonja Starr, Yen-Tu Su, Ying-mao Tang, Chuan-San Wang, Giuseppe di 

Vita, Angela Zhang, Taisu Zhang, and Wei Zhang. Research assistance by Yuan-chao Bi, Peter 

Chen, Chun-wai Chung, Meng Harn Liu, Ruei-hua Peng, Yu-ting Peng, Kai-Teh Tzeng, Shanyun 

Xiao, Yiqun Yu and Wei Zuo is appreciated. 
* Assistant Professor, City University of Hong Kong School of Law. J.S.D, Stanford Law School. 

Email: yuhlin@cityu.edu.hk. 
** Research Professor & Director of Center for Empirical Legal Studies, Institutum 

Iurisprudentiae, Academia Sinica, Taiwan. J.S.D., New York University School of Law.  

Email: kleiber@sinica.edu.tw. I particularly thank Dr. Han-wei Ho for statistical consulting.  



   

ii 

 

Abstract 

 Prior literature on corporate governance in China asserts that state-owned 

enterprises (SOEs) are inefficiently run and badly governed—they are either 

worse than privately owned enterprises (POEs) or as bad. There is, however, no 

solid empirical evidence that underpins either claim. Using a unique, hand-coded 

data set on corporate charter provisions in a random sample of nearly 300 

publicly listed Chinese firms, we develop an additive corporate governance index. 

The index shows that the corporate governance of SOEs firmly controlled by the 

Chinese central government is more in favor of minority shareholders, whereas 

that of SOEs firmly controlled by provincial governments appears to be less 

protective of minority shareholders. Overall, SOEs, particularly those controlled 

by the central government, do not have worse firm performance than POEs, as 

measured by industry-adjusted Tobin’s Q. Nonetheless, firms that are more 

politically compliant with Communist Party policies have lower 

industry-adjusted Tobin’s Q. This paper demonstrates the nuanced differences 

among SOEs and their performance vis-à-vis POEs.  

 

Keywords 

State-owned enterprises (SOEs), corporate charters, firm value (Tobin’s Q), 

political compliance, corporate governance index, external financial dependence   
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I. INTRODUCTION 

In many countries, state-owned enterprises (SOEs) serve as an 

important vehicle through which government fosters economic 

development. Even though thousands of SOEs worldwide have been 

(partially) privatized over the past decades, SOEs still dominate many 

sectors even in modern developed economies, such as France, Italy and 

Sweden (European Commission July 2016: 7). SOEs are firms that are 

under the control of the state either by majority shareholding or other 

control means, such as legal stipulations, articles of association or 

shareholder agreements. 1  In these mixed-ownership SOEs, where the 

state and private investors jointly own the firm, political intervention over 

corporate decision-making can significantly affect corporate governance 

and firm performance. For publicly listed mixed-ownership SOEs, the 

protection of private investors is of paramount importance, especially when 

the state is not controlled by a democratic government. Empirical 

evaluations of corporate governance and its effects in SOEs vis-à-vis 

privately owned enterprises (POEs) are critical in formulating policies in 

Europe, Asia, and beyond. China rises as a dominating economy where the 

state has substantial ownership in public companies and drives the 

economic growth. This paper thus uses China as an example to empirically 

investigate corporate governance and firm performance of publicly-listed 

mixed-ownership SOEs as compared to POEs to draw implications on the 

effect of state ownership. 

Chinese SOEs dominate almost every industry (Lin and Milhaupt 

2013), but they are believed to be inefficiently run and badly governed for 

two main reasons: political intervention and the “absent owner” problem. 

SOEs are distinct from POEs because they are obliged to meet policy goals 

that might not maximize shareholder wealth (Bai et al. 2000; Clarke 2003: 

497–498; Bai, Lu, and Tao 2006; Qu and Wu 2014; Clarke 2016: 42). In 

addition, the theoretical ultimate owners of SOEs are the 1.4 billion 

Chinese citizens, too dispersed to play a meaningful role in monitoring. In 

theory, the state, being the agent of the citizenry, should take responsibility 

                                                 
1 The term SOEs generally refers to “enterprises that are under the control of the state, 

either by the state being the ultimate beneficiary owner of the majority of voting shares or 

otherwise exercising an equivalent degree of control.” Enterprises where the state only 

owns a minority of shares but can exercise effective control, either through legal 

stipulations, articles of association or shareholder agreements, can also be considered 

SOEs. See OECD Guidelines on Corporate Governance of State-Owned Enterprises 14–15 

(2015). 
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for governance. However, government officials in charge of supervision are 

agents themselves and not motivated to serve the best interests of SOEs’ 

outside shareholders. The absent owner problem highlights a central issue 

in SOE governance, that no single human being is economically motivated 

to take on the role of a principal to properly monitor SOE managers 

(Clarke 2008: 179–180; Cuervo-Cazurra et al. 2014).  

On the other hand, Chinese POEs do not seem to have better 

governance either They are subject to strong insider control, are less 

transparent in ownership structure, and have a mere compliance mindset 

in disclosure and governance (Asian Corporate Governance Association 

2018: 97–104). Scholars have argued that Chinese SOEs and POEs in fact 

share traits that are commonly thought to distinguish state-owned from 

private firms. Ownership has less descriptive power in China because even 

POEs are subject to political control and state intervention. The 

institutional setting in China encourages all firms, whether SOEs or not, to 

“remain close to the Party-state as a resource of protection and largesse” 

(Milhaupt and Zheng 2015: 691–92). Only firms with political connections 

can capture huge rents in China’s unique socialistic market. Large Chinese 

firms may be better understood as Party-linked companies rather than 

state-owned or privately owned firms (Milhaupt 2017: 287). 

According to the two aforementioned theories, Chinese SOEs are either 

worse than or equally bad as POEs. If that is the case, public investors 

should refrain from investing in Chinese SOEs, and force them out of the 

capital market. Nonetheless, SOEs account for almost 50% of the total 

capitalization of the A-share market in China. Moreover, starting from 

June 1, 2018, Morgan Stanley Capital International (MSCI) has included 

226 large-cap Chinese A-share companies in its emerging markets index, 

many of which are SOEs.2 As MSCI’s emerging markets index is followed 

by funds with assets under management in excess of $1.9 trillion, many 

foreign individuals will indirectly invest in Chinese SOEs through funds.3  

Ordinary Chinese investors, perhaps naïve or lacking other investment 

channels, buy SOE stocks; but how about the sophisticated foreign 

institutional investors or index providers, like MSCI? In addition, while 

the prior literature agrees that the corporate governance in SOEs is 

                                                 
2  Chin Ping Chia, The World Comes to China, MSCI (May 23, 2018), at 

https://www.msci.com/www/blog-posts/the-world-comes-to-china/01002067599. 
3 Reuters Staff, What is China's A-share MSCI inclusion on June 1? Reuters.com (May 31, 

2018), at 

https://www.reuters.com/article/us-china-stocks-msci-explainer/what-is-chinas-a-share-m

sci-inclusion-on-june-1-idUSKCN1IW0N7. 
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problematic, it is never clear how the corporate governance was measured 

and what empirical evidence the prior literature relied on to make the 

claims. Despite the strong academic and practical interest in Chinese 

corporate law, good descriptive statistics regarding the corporate 

governance of Chinese SOEs and POEs are surprisingly scant, and 

whether and to what extent corporate governance, however measured, 

affects firm performance is unclear. 

This article thus sets out to fill this void. We quantify corporate 

governance by an index that measures to what extent the corporate 

charters of Chinese firms protect minority shareholders, using Delaware 

corporate law as the benchmark. This dimension is particularly acute in 

listed Chinese SOEs, as the controlling shareholder is the state itself, the 

most politically powerful entity in China. A good governance design which 

empowers minority shareholders would alleviate investors’ concern over 

state intervention and increase minority investments in listed SOEs. 

Chinese POEs are usually controlled in the hands of a few insiders. 

Minority shareholder protection is thus also an acute issue for investors. 

We find that “Strong Central SOEs” (defined as listed SOEs in which the 

Chinese central government controls 30% or more of their shares) turn out 

to be more pro-minority shareholder than “Weak SOEs” (defined as those 

that the Chinese government controls less than 30% of their shares) and 

POEs. By contrast, “Strong Local SOEs” (defined as listed SOEs in which a 

Chinese local government controls 30% or more of their shares) are less 

protective of minority shareholders than the Weak SOEs and POEs. Our 

result suggests that prior literature misses the important distinction 

between Central and Local SOEs as well as between Strong and Weak 

SOEs.  

Corporate governance provisions may or may not affect firm value. At 

the end of the day, if SOEs perform worse than POEs, for whatever reasons, 

this is what matters. Using industry-adjusted Tobin’s Q4 (alternatively, 

market capitalization) as the measurement of firm value, our descriptive 

analysis also shows that Weak SOEs and POEs do not obviously have 

better Tobin’s Q or market capitalization than Strong SOEs. The 

descriptive statistics of our governance index and firm value should be 

sufficient to support our core message: SOEs are heterogeneous, and not all 

types of SOEs are apparently worse than POEs. Future studies of SOEs 

                                                 
4 Tobin’s Q is the ratio of the market value of a firm to the replacement cost of its assets. 

This ratio has become a commonly recognized proxy for firm value. See Lang and Stulz 

(1994); Chung and Pruitt (1994); Lang, Stulz, and Walkling (1989). 



   

4 

 

should be more nuanced.   

 

To explore whether, after controlling for corporate governance 

provisions and other factors, Strong SOEs, Weak SOEs, and POEs have 

systemically different firm value, we have to move beyond descriptive 

statistics and go into more treacherous waters. No natural experiments, 

even quasi ones, wait to be exploited. The only feasible causal frameworks 

are structural equation models and 2SLS regression models. An 

instrument can be used to identify the effect of corporate governance 

provision itself on firm value. Putting Strong Central SOEs and Strong 

Local SOEs as dummy variables in the equations informs us whether 

Strong SOEs tend to adopt certain governance provisions and perform 

worse. The regression results are consistent with the descriptive findings.  

 

The regressions also reveal another facet of heterogeneity among 

SOEs—different extents of political compliance—and being politically 

compliant is associated with lower firm value. Political compliance is hard 

to measure, but responses to a mandate by the Chinese Communist Party 

(CCP) can be used as a proxy. CCP requested all SOEs amend their 

corporate charters and incorporate a mechanism that would place the 

party secretary on top of the board in terms of making final calls. Our data 

show that, as of June 30, 2018, 30% of the sampled SOEs have not formally 

adopted the mandated provisions at all. In addition, two sampled POEs 

have voluntarily adopted such provisions. We use the adoption of these 

provisions as a proxy for political compliance.  This finding in one sense 

supports the claim that SOEs and POEs are equally bad, as they are both 

subject to political pressures. Nonetheless, our analysis adds nuance to the 

sweeping claim: even among SOEs, there are firms that do not 

immediately respond to the Party’s calling, and they appear to be the 

higher-value firms.   

Overall speaking, the contribution of this article is the finding that not 

all SOEs are created equal. Political hierarchy, ownership concentration 

level and political compliance are key factors to consider: Central and Local 

SOEs are different; Strong and Weak SOEs are different; and even among 

SOEs, the extent to which they are politically compliant and defiant is 

different. Future research should be more careful and explicit in 

formulating claims about SOEs. 

The rest of this article is organized as follows: Part II reviews the 
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relevant literature and provides the institutional background of corporate 

governance in China. Part III builds on the current literature and proposes 

our own index to measure corporate governance in China. Part IV explains 

the methodological challenges of making causal inference in this context 

and advances our (partial) solution: structural equation models and 2SLS 

regression. Part V summarizes the pertinent data. Part VI discusses our 

main findings. Part VII concludes.  

 

II. INSTITUTIONAL BACKGROUND  

Since the 1990s, China has been “corporatizing” its traditional 

state-owned enterprises into modern corporate forms (Clarke 2016: 33–34). 

The initial purpose of establishing the Chinese capital market was to 

provide funding for these newly corporatized SOEs. Nevertheless, China’s 

Communist Party has never agreed to give up control over SOEs even after 

taking these companies public. Such “corporatization without privatization” 

policy is intended to allow the state to remain the majority owner of the 

publicly listed SOEs (Howson 2014: 690–692). To make listed SOEs 

attractive to outside shareholders, the Chinese government divided SOE 

businesses into two parts: the high-quality and commercially viable assets 

were moved to what would become the publicly listed companies, while the 

money-losing businesses were left in the unlisted and 100% state-owned 

company group (Steinfeld 2010: 32–33).  

To streamline the control structure, the central government required 

the SOEs it controls to reorganize into “business groups” with an unlisted 

holding company at the top and at least one controlled subsidiary (usually 

listed) at the second layer. The State-owned Assets Supervision and 

Administration Commission of the State Council (SASAC), being the legal 

owner of these large national champions, and directly monitors these 

business groups. At the end of 2017, there were 97 business groups owned 

by the Chinese central government, mostly in critical industries, such as 

automobiles, machinery, electronics, steel and transportation.5  Such a 

vertically integrated group structure allows SASAC to effectively 

communicate its policy, through major holding companies, to the vast 

number of SOEs, whether listed or unlisted (Lin and Milhaupt 2013: 714–

715). 

                                                 
5  SASAC, List of SOEs Controlled by Central Government (Dec 29, 2017), at 

http://www.sasac.gov.cn/n2588035/n2641579/n2641645/index.html. 
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As illustrated earlier, SOEs suffer from two distinct governance issues: 

political intervention and the absent owner problem. With the state being 

the largest shareholder as well as the regulator, corporate governance of 

SOEs might be designed to serve the best interest of the state , rather than 

maximizing the joint interest of the state and other (non-state) 

shareholders (Clarke 2016: 35–46). Given the weak legal protection and 

enforcement mechanisms, Chinese public investors have little capacity to 

monitor tunneling deals and fraud by the controlling shareholders 

(Howson 2014: 692).  

Knowing that SOEs have these peculiar governance problems, why 

would private or foreign investors be willing to take a minority share in 

SOEs? One possible answer is that SOEs are able to seize more business 

opportunities and extract more rents in Chinese state capitalism. The 

other possibility is that SOEs have greater access to not only bank loans 

but also equity finance (Wu, Firth, and Rui 2014; Haveman et al. 2017) . 

Large Chinese banks are mostly state-owned, and give priority to SOEs 

when making lending decisions. In addition, SOEs also enjoy priority in 

raising funding from the capital market in China.  

Finally, perhaps the governance of SOEs is not as bad as the literature 

has described. A sound corporate governance environment which separates 

state ownership from management and empowers minority shareholders 

can effectively alleviate investors’ concern over state interference and 

increase minority investment in mixed-ownership firms (Pargendler, 

Musacchio, and Lazzarini 2013: 583–585). In anticipation of possible 

political interference from the Party-state, private minority investors 

would demand a better corporate governance design in SOEs to ensure 

that their investments and property rights are well protected. On the other 

hand, the Party-state also has incentives to offer credible commitment to 

protect the interests of private and foreign investors if these SOEs are to 

raise funding in the capital markets (Wang 2014: 664–665). Therefore, 

listed SOEs that need to attract minority investors have greater incentives 

to provide better investor protection at the firm level to alleviate the 

concern over inefficiency. If this incentive is powerful enough, we should 

observe that listed SOEs have better investor protections than listed POEs, 

contrary to the popular belief. 

In addition to ascertaining whether SOEs or POEs have better 

corporate governance, this article looks into whether corporate governance 

among SOEs is homogenous. Among SOEs, the distinction between firms 



   

7 

 

controlled by the central and local governments has received little 

attention in the literature. In China, central SOEs belong to the central 

government and are subject to stricter monitoring and supervision from 

various central government agencies than local SOEs and POEs. The 

chairmen and CEOs of central SOEs are usually future political leaders 

and are carefully chosen by the Party, whereas local SOE managers are 

subject to supervision of local governments and are less likely to be 

prosecuted for misappropriation of state assets. In addition, local SOEs are 

less visible to the media and judicial authorities; hence, local SOE 

managers have more opportunity to expropriate. Jiang, Lee, and Yue (2010: 

12–13) find that tunneling is more severe in local SOEs than in central 

SOEs. Cheung, Rau, and Stouraitis (2010) also find that minority 

shareholders in local SOEs suffer value losses from asset transfer 

transactions between local SOEs and local governments, whereas those in 

central SOEs benefit from similar transactions. It appears that these 

value-destroying transactions are concentrated in provinces where 

government bureaucrats are less likely to be prosecuted for 

misappropriation of state funds. Therefore, we would also like to explore 

the difference in corporate governance between central and local SOEs, 

and expect central SOEs to provide greater investor protection than local 

SOEs. 

Existing theoretical literature on Chinese SOEs studies SOEs’ 

interactions with other government agencies (Lin and Milhaupt 2013), 

their impact on rule-making (Zheng, Liebman, and Milhaupt 2016), and 

the external constraints on governance of SOEs (Clarke 2008; 2010). 

Empirical studies mostly treat state ownership as one single governance 

attribute and examine the value effect of various governance mechanisms 

or a composite governance index (Bai et al. 2004; 2006; Liu 2006). Others 

focus on one specific attribute and compare the differences between SOEs 

and POEs (Chang and Wong 2009; Chen et al. 2011; Tong and Li 2011; Qu 

and Wu 2014). To our knowledge, however, there is no systematic study on 

either whether SOEs, or what type of SOEs, offer more protection to 

minority shareholders and whether such differences, if any, lead to 

differences in firm performance.  

Whether corporate governance regimes affect firm performance as 

measured by Tobin’s Q is the focus of much of the finance literature. 

However, very little has been studied about Chinese firms. Chinese firms 

are not examined in most prior cross-country studies (Francis, Khurana, 
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and Pereira 2005; Aggarwal et al. 2009; Chhaochharia and Laeven 2009; 

Bruno and Claessens 2010; Aggarwal et al. 2011). Even when they are, the 

sampled Chinese firms are not representative of all publicly listed 

companies there, as these studies rely on existing corporate governance 

rankings for which samples are selected by ranking institutions (Durnev 

and Kim 2005; Doidge, Karolyi, and Stulz 2007). 

 Bai et al. (2004) and Bai et al. (2006) examine the relation between 

corporate governance and market valuation in China. However, their 

studies only contain eight governance variables and treat state ownership 

as one of the governance attributes, whereas our study covers 26 variables 

which enable us to capture the overall picture of governance. Moreover, we 

treat state ownership as one independent variable, and categorize SOEs 

according to the shareholding percentage of the state and the level of 

government hierarchy for a more nuanced analysis. Utilizing an index 

approach like ours, Bai et al. (2006) finds that corporate governance has a 

statistically and economically significant effect on market valuation. The 

result indicates that investors are willing to pay a premium for good 

corporate governance in China. 

 

III.MEASURING CORPORATE GOVERNANCE IN CHINA 

To answer our research questions empirically, we need a measure of 

corporate governance in China. Section A reviews the approach adopted in 

prior literature, an additive index. Section B introduces our own A Index 

and explains why our 26 variables were chosen to delineate corporate 

governance regimes in China. Section C explains why and how our A Index 

compares corporate governance provisions contained in corporate charters 

in Chinese listed companies with Delaware law and NYSE listing rules.  

 

A. Corporate Governance Index in the Literature 

Earlier empirical studies of corporate governance focus on the 

relationship between a country’s legal system and its impact on the capital 

market and overall economic development (La Porta et al. 1997; La Porta 

et al. 1998; Djankov et al. 2008). However, jurisdiction-level corporate law 

may not reflect corporate governance regimes at the firm level. A recent 

strand of research has examined firm-level governance choices, which 

reflect the true state of a firm’s corporate governance. Governance designs 

appear to matter. Stock returns are correlated with corporate governance 

indices. Gompers, Ishii, and Metrick (2003) created a governance index, the 
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G-index, which includes twenty-four governance measures that weaken 

shareholder rights, and proved that firms with weaker shareholder 

protection have lower firm value. Subsequently, out of the twenty-four 

provisions in the G-index, Bebchuk, Cohen, and Ferrell (2009) selected six 

measures that entrench a board, and created an entrenchment index called 

the E-index. They found that the six measures in the E-index are 

negatively correlated with firm value, while the other eighteen measures 

are not. 

So far, there is no study that utilizes an index approach to compare the 

overall corporate governance of SOEs and POEs. Empirical studies 

comparing Chinese SOEs and POEs tend to focus on one specific 

governance attribute, such as CEO turnover or investment efficiencies 

(Chang and Wong 2009; Chen et al. 2011; Tong and Li 2011; Qu and Wu 

2014). We follow the index approach to measure corporate governance in 

China. When conducting cross-country surveys or research studies, 

existing corporate governance ratings and literature have failed to 

recognize the differences in ownership structure by applying the same 

governance standard to widely held and controlled firms (Aggarwal et al. 

2009). We are aware that the ownership structure and institutional 

environment in China are far different from those in the U.S., so the 

variables that we choose to form the index are different from the G-index 

and E-index. The variables included in our study cater towards 

concentrated ownership and are of importance to Chinese public 

companies.  

 

B. Variable Choice in Our A Index 

The A Index includes corporate governance provisions only if they are 

crucial to evaluating the corporate governance in controlled firms in 

general (Bebchuk and Hamdani 2009: 1309–1313) and are important in 

light of China’s regulatory structure, corporate ownership, and corporate 

practice in particular. Some provisions that are highlighted in the U.S. 

literature are not included in our study because they are not allowed or not 

popular in China. For example, the adoption of the poison pill provision is 

not popular under Chinese law. In the U.S., a typical poison pill provision 

grants the board the right to issue new shares for the purpose of diluting 

hostile acquirers’ shareholding, increasing the bargaining power of the 

board and defeating unwanted offers. However, unlike U.S. law, Chinese 

law follows the UK model when it comes to the allocation of power in 
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hostile takeovers. The takeover regulation promulgated by the China 

Securities Regulatory Commission (CSRC) clearly gives the power to take 

anti-takeover measures to the shareholders, not the board. Therefore, 

under Chinese law, the board has no power to take any action during 

takeover negotiations without shareholders’ consent. In addition, even 

though a golden parachute is possible, it is in practice rarely used in China 

because ownership of most listed companies is concentrated, and most 

controlling shareholders participate in management. Controlling 

shareholders, as compared with professional managers, usually are not 

willing to give up control in exchange for money.   

The 26 selected variables are categorized into four categories: director 

nomination and election, board independence, entrenchment provisions, 

and conflict-of-interest provisions. Their meaning and importance are 

summarized in Table 1 and explained below. 

 

1. Director Nomination and Election 

Cumulative voting provides minority shareholders in controlled firms 

with the ability to influence board decisions and support directors that 

represent their interests. Proxy access further strengthens the effect of 

cumulative voting because minority shareholders can garner more support 

from other shareholders through the distribution of proxies. In firms with 

controlling shareholders, the establishment of a nomination committee is 

also crucial in ensuring the quality of director candidates nominated by 

controlling shareholders. In sum, cumulative voting (Variable 1 in Table 1), 

a nomination committee (Variable 2) and proxy access (Variable 3) are 

important factors to consider in director election of controlled firms. 

 

2. Board Independence 

The true independence of independent directors is questionable in 

controlled firms (Lin 2011; 2013). Social ties with controlling shareholders 

compromise the impartiality of independent directors. In addition to the 

number and percentage of independent directors (Variable 5), we still need 

to consider the nomination and election process of independent directors. 

Hence, cumulative voting (Variable 4) and proxy access (Variable 6) for 

independent director election are important factors to consider. 
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3. Entrenchment 

In general, control is not contestable in firms in which a controlling 

shareholder owns a majority of shares. Anti-takeover provisions are not 

necessarily indicative of the quality of firms with concentrated ownership 

(Bebchuk and Hamdani 2009: 1282). However, it is simplistic to claim that 

any entrenchment provision is irrelevant in firms with controlling 

shareholders.  

We argue that entrenchment provisions still matter in concentrated 

ownership firms. For listed companies, controlling shareholders rarely hold 

a majority of shares because the cost is too high. Given the fact that 

individual shareholders generally do not participate in shareholders’ 

meetings and are not active in monitoring business affairs, controlling 

shareholders can normally control a firm even without holding a majority 

of the shares. Even when majority voting is required for director election, 

controlling shareholders can generally receive proxies from outside 

shareholders when needed. However, takeover threats still exist when 

there is a substantial second-largest shareholder. If cumulative voting is 

adopted for director election, the second-largest shareholder may seek 

minority board representation. In that case, a majority shareholder will 

adopt entrenchment provisions to fend off possible minority board 

representation. 

In China, our sample shows that the largest shareholder holds, on 

average, 33.5% of shares. The Corporate Governance Code in China 

provides that cumulative voting should be adopted if controlling 

shareholders own more than 30% of the shares. Once a firm adopts 

cumulative voting, there’s a high chance that substantial outside 

shareholders will obtain some board seats and participate in business 

decisions, particularly those in POEs. Therefore, majority shareholders 

have incentives to: adopt provisions on a staggered board (Variable 7); 

empower the board to appoint additional directors (Variable 8); and apply 

restrictions on shareholders’ rights both to remove directors (Variables 9, 

16, and 17) and to call a special meeting (Variable 15), or to make other 

important business decisions (Variables 10–14). 

 

4. Conflict of Interests 

Conventional wisdom assumes that controlling shareholders are better 

at monitoring executive compensation, and thus excessive executive 

compensation is less of an issue for concentrated firms (Bebchuk and 
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Hamdani 2009: 1284). However, recent empirical studies on U.S.-based 

controlled firms have shown that controlling shareholders tend to overpay 

executives to maximize controller consumption of private benefits (Kastiel 

2015). Hence, shareholder approval for director and executive 

compensation (Variables 18–19) as well as remuneration committees 

(Variables 20–21) still matter in firms with controlling shareholders. 

Related party transactions provide the major channel through which 

controlling shareholders divert corporate value from the firm. Mechanisms 

(e.g. disclosure and disinterested shareholder approval requirements) that 

monitor duty of loyalty (Variables 22–24) and related party transactions 

(Variables 25–26) are crucial in the corporate governance of concentrated 

firms. 

 

C. U.S. Law as the Baseline  

After teasing out the variables to consider, we still need a proper 

benchmark to evaluate the corporate governance status of Chinese firms. 

Prior literature uses the additive method to construct a governance index 

that includes a number of variables, in which the presence of a weak 

shareholder protection measure or entrenchment measure counts as 1 

(otherwise, 0) (Gompers, Ishii, and Metrick 2003; Bebchuk, Cohen, and 

Ferrell 2009). We use corporate law in the U.S. as the benchmark to 

measure the direction of deviations from American rules. A provision in the 

corporate charter of a Chinese firm that is more in favor of minority 

shareholders than the American rules is coded as 1 and labeled 

pro-minority; a provision that is more in favor of controlling shareholders 

than the American rules is coded as -1 and labeled pro-controller; and a 

provision on par with the American rules is coded as 0 and labelled on-par.6 

The A Index, an additive index, demonstrates the overall level of corporate 

governance of Chinese firms as compared with the American rules. In 

theory, the scores of the A Index range from -26 to 26. 

Our tri-directional method is arguably an improvement over the 

bi-directional method used in the literature. That is, the traditional 

method assigns a value of 1 if the charter provision is pro-manager or 

pro-controller and 0 otherwise. For our purposes, to compare the overall 

governance of SOEs and POEs, we need to identify firms that are more 

pro-minority as well. Our method is able to record not only worse 

                                                 
6 We have another article that compares the corporate charters in China, Hong Kong, and 

Taiwan with corporate laws in their own jurisdictions because that is the best way to 

answer our research question in that paper. See Lin and Chang (2018). 
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governance but also better governance.  

More concretely, the American rules that serve as the benchmark are 

Delaware General Corporation Law (DGCL), case law in Delaware, and the 

NYSE-Listed Company Manual. The State of Delaware has long been the 

domicile of the majority of Fortune 500 and NYSE-listed companies 

(Choper, Coffee, and Gilson 2013: 26) and Delaware corporate law has been 

influential in the development of US corporate law. NYSE is the largest 

stock exchange in the world in terms of market capitalization and is more 

than twice the size of NASDAQ. The American rules regarding the 

components of the A Index are summarized in Table 1. 

[Table 1 about here] 

We use a comparative approach to construct our index, and choose 

American rules as the benchmark because our readers are more likely to be 

familiar with US corporate law than Chinese corporate law. In comparative 

corporate governance scholarship, American rules tend to be the reference 

point for understanding a foreign governance regime (Bebchuk and 

Hamdani 2009; Clarke 2011). Using American rules as a comparative 

baseline enables our readers to quickly comprehend the implications of the 

A Index. That is, an A Index score of 4 clearly conveys to readers that a 

Chinese firm is more pro-minority than the baseline, which the readers 

know well. As we will show, sampled Chinese firms are only slightly less 

pro-minority than the American rules. If we instead used Chinese laws as 

the baseline, the hypothetical index could not readily inform us as to 

whether critiques of corporate governance in China are empirically 

grounded.  

With 26 variables used in the A Index, it would be ideal to assign 

weights to reflect their different impact on minority protection and 

corporate governance (Klausner 2013: 1364). However, Gompers, Ishii, and 

Metrick (2003) use 24 variables in the famous G-index without assigning 

weights. Bebchuk, Cohen, and Ferrell (2009) later find that only six of 

these variables matter. As noted in Table 1, it turns out that, of the 26 

variables, only five create major variances, and only three create minor 

variances, among sampled firms.7 Hence, the A Index is essentially a 

                                                 
7 This does not mean that charters of most Chinese companies look exactly like each other. 

As Lin and Chang (2018) shows, charter provisions of Chinese public firms, as compared 

with public firms in Taiwan and Hong Kong, deviate more from the domestic statutory 

corporate default rules. These differences sometimes do not matter when compared with 

the American rule. For example, if the American rule is a 5% threshold, and the Chinese 

statutory default rule is a 3% threshold, Chinese firms that opt into 1%, 2%, or 4% will 

have the same coded value in our A index.  
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composite of eight variables. Without strong subjective reasons and 

without clear precedents in the prior literature, we refrain from assigning 

weights to the eight variables.   
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Table 1 Twenty-six Variables Used to Construct the A Index 

Variable 

Number 
 Corporate Governance Provisions  U.S. Laws — benchmark for coding 

Director Nomination and Election 

1  
Director Voting Rules 

This variable codes the voting rules for director elections.  
 

DGCL 216(3): Plurality Voting  

 

2†  

Nomination Committee 

This variable codes whether the company has a nomination committee 

for director elections. 

 

NYSE Listed Company Manual 303A.04(a): 

must have a nominating/corporate 

governance committee composed entirely of 

independent directors. 

3  

Proxy Access 

This variable codes whether shareholders have access to proxy for 

director nomination. 

 Null rules 

Board Independence 

4  
Independent Director Voting Rules 

This variable codes the voting rules for independent director elections. 
 DGCL 216(3): Plurality Voting  

5  

Minimum Independent Director 

This variable records the minimum number of independent directors 

stipulated in the charter. 

 Majority of the board seats 

6  

Independent Director Proxy Access 

This variable codes whether shareholders have access to proxy for 

independent director nomination. 

 Null rules 
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Entrenchment Provisions 

7†  
Staggered Board 

This variable codes whether the terms of directors are staggered. 
 

DGCL 141(d): No 

8  

Add Director  

This variable codes whether boards are given the power to add 

additional directors at their discretion (not for filling vacancies).  

 

DGCL 223: Yes 

9  

Removal Without Cause 

This variable codes whether shareholders' meeting has the right to 

remove directors without cause during their terms. 

 

DGCL 141(k): with or without cause; but if 

staggered board, only with cause 

10  

M&A Quorum 

Quorum, in percentages of shareholdings, for resolutions related to 

merger and acquisition. 

 

DGCL 216: Quorum is majority  

11  

M&A Voting 

The voting requirement for approving resolutions related to merger 

and acquisition. 

 

DGCL 251: Majority vote 

12  

Charter Quorum 

Quorum, in percentages of shareholdings, for resolutions related to 

charter amendments. 

 

DGCL 216: Quorum is majority  

13  

Charter Amendment Voting 

The voting requirement for approving resolutions related to charter 

amendments. 

 

DGCL 242(b)(1): Majority vote 

14  Fair Price  Null rules 
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A fair price provision requires hostile bidders to pay each of a target 

company’s shareholders a fair price for their shares in a hostile 

takeover, particularly in the second-stage tender offer or subsequent 

freeze-out merger transaction. 

15  

Special Meeting 

This variable codes the minimum shareholding percentage 

requirement for shareholders to call a special meeting. 

 

DGCL 211(d): by such person or persons as 

may be authorized by the certificate of 

incorporation or by the bylaws. 

16  
Removal Quorum 

Quorum for a director removal resolution. 
 

DGCL 216(1):  Quorum is majority  

17‡  
Removal Voting 

The voting requirement for a director removal resolution. 
 

DGCL 141(k): Majority vote 

Conflict of Interests Provisions 

18  

Director Remuneration 

We code whether (1) Shareholder Meeting or (2) Board of Directors 

determines the remuneration for directors. 

 Not required (only advisory vote) 

19‡  

Executive Remuneration 

We code whether (1) Shareholder Meeting or (2) Board of Directors 

determines the remuneration for executives. 

 Not required (only advisory vote) 

20†  
Remuneration Committee 

We code whether a remuneration committee is established. 
 

NYSE Listed Company Manual 303A.05(a): 

required 

21‡  
Independence of Remuneration Committee 

We code the percentage of independent directors required in the 
 

NYSE Listed Company Manual 303A.05(a): 

composed entirely of independent directors.  
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remuneration committee. 

22  

Non-compete Quorum 

Quorum, in percentages of shareholdings, for a resolution waiving 

directors' duty not to compete. 

 

DGCL 141(b): Quorum is majority 

23  

Non-compete Voting 

The voting requirement for a resolution waiving directors' duty not to 

compete. 

 

DGCL 144 (a): Disinterested board approval 

24  

Disgorgement 

We code whether there is a rule for disgorgement of undue profit by 

directors. 

 Required 

25†  

Related party transaction 

We code the approval procedure for related party transaction. (1) 

Disinterested board approval + disinterested shareholder approval; (2) 

Independent board committee approval + disinterested shareholder 

approval; (3) Independent and disinterested board approval + 

disinterested shareholder approval; (4) Review by supervisory board + 

disinterested shareholder approval; (5) According to law; or (6) Not 

stipulated. 

 Disinterested board approval 

26†  

Self-dealing 

We code the approval procedure for self-dealing by directors. (1) 

Disinterested board approval + disinterested shareholder approval; (2) 

as stipulated in the charters or approved by shareholders; (3) Not 

 Disinterested board approval 
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stipulated. 

Note: † are variables that have some variance among companies. ‡ are variables that have very little variance among companies. Companies without either † or ‡ 

have no variance in terms of their A Index scoring. For a more detailed coding scheme of the first 24 variables, see Lin and Chang (2018). 
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IV. METHODOLOGY 

This part is divided into two sections. Section A explains the difficulty 

of conducting empirical studies that identify causes and effects regarding 

our research questions. Section B proposes to use structural equation 

models and 2SLS models to tease out association among SOE 

classifications, adoption of pro-minority provisions, and good performance. 

The several sub-sections lay out the reasons for including certain variables. 

While we heavily rely on descriptive analysis of the outcome variables (A 

index and Tobin’s Q) to inform the theoretical debate, the descriptive 

method is so straightforward that we devote little space to it here. 

 

A. Methodological Challenges 

Ideally, empiricists would like to make causal inferences. In terms of 

identifying the effects of SOEs, however, we are not privileged with any 

exogenous shock, nor are firms randomly chosen to be nationalized or 

privatized. In observational studies like this, utilizing matching can 

enhance the credibility of the observed association (or lack thereof) and 

reduce model dependence (Ho et al. 2007; Boyd, Epstein, and Martin 2010). 

Nonetheless, our treatment is SOE classification, and the control group is 

POEs. This firm type, while not inherently immutable, has rarely been 

changed for the publicly listed firms since incorporation. Therefore, all the 

firm characteristics for which we have data are post-treatment, not 

pre-treatment. In other words, we cannot conduct proper matching on 

pre-treatment characteristics, as there are none.  

Another common hurdle that our study and all the prior ones 

encounter is that many variables potentially affect both the corporate 

governance regime and Tobin’s Q. A simple ordinary least squares (OLS) 

model that regresses Tobin’s Q against the corporate governance regime (in 

the form of an index) and a number of control variables may produce biased 

coefficients. We try to ameliorate this problem by adopting a structural 

equation model with conditional mixed-process estimators (the cmp 

command in Stata),8 which simultaneously (rather than sequentially, like 

two-stage least squares) solves two equations: One resembles the OLS just 

depicted, and the other regresses the index against the control variables 

and the exclusionary variable. This structural equation framework enables 

                                                 
8 “Conditional” means that the model can vary by observation. “Mixed process” refers to 

the fact that one equation is ordinary least squares whereas the other is ordered probit.  
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us to observe the direct and indirect effects of these control variables and 

isolate the effects of the A Index itself. As a robustness check, we also run 

2SLS models with the same specifications. We endeavor to reduce the 

omitted variable bias by including control variables that are used in the 

prior finance and economics literature, but note that resorting to 

authorities is not a guaranteed method for causal inference or consistent 

estimates. 

 

B. Structural Equation Model 

Our structural equation models combine an OLS model and an ordered 

probit model. The two regression equations are solved simultaneously (not 

sequentially) with robust standard errors clustered by industry. The 

correlation of the error terms in the two equations is taken into account by 

the structural equation model; thus the endogeneity concern posed by the A 

Index is ameliorated. (The rho reported in Table 4 will further show that 

the correlation of the error terms is not statistically significant, suggesting 

that there is no endogeneity problem.) The A Index is both the dependent 

variable in the second equation and the major independent variable of 

interest in the first equation (where industry-adjusted Tobin’s Q is the 

dependent variable). A variable that is statistically significant in the 

second equation but not in the first equation means that it affects Tobin’s Q 

only through the A Index. A variable that is statistically significant in the 

first equation but not in the second equation means that it affects Tobin’s Q 

through channels outside of the corporate charters.  

More specifically, the structural equation model takes the following 

form: 

Q= α + β1 A + β2 S + β3 T + β4 C +  ε  (1) 

A= α +  β5 S + β6 T + β7 C + β8 E + ε  (2) 

where Q is industry-adjusted Tobin’s Q, explained in Part IV.B.1; A is the A 

Index, explained above in Part III.B; S contains two dummy variables, 

Strong Central SOEs and Strong Local SOEs, explained in Part IV.B.2; T 

represents several theory-informed control variables―political compliance, 

institutional ownership, foreign ownership, cross-listing, and ownership 

concentration, explained in Parts IV.B.3 through IV.B.5; C indicates 

standard control variables used in the prior literature, including assets (in 

natural log) and firm age (in natural log), as well as a dummy variable 

indicating whether the firm is listed on the Shanghai or Shenzhen Stock 

Exchange; and E is an exclusionary variable used only in Equation 2, 
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explained in Parts IV.B.6. 

 We report two different structural equation models that differ in the 

form of industry-adjusted Tobin’s Q in equation (1). The specification of the 

model is explained in detail below. 

  

1. Industry-Adjusted Tobin’s Q 

Following the literature (Gompers, Ishii, and Metrick 2003: 126; 

Bebchuk, Cohen, and Ferrell 2009: 801; Gompers, Ishii, and Metrick 2010: 

1067–69), the dependent variable in Equation (1) is either 

industry-adjusted Q, where industry-adjusted Q equals Q minus the 

industry-mean Q, or natural log of (Q divided by the industry-mean Q), 

which is equivalent to natural log of Q minus natural log of the 

industry-mean Q.  

We follow Gompers, Ishii, and Metrick (2003) in computing Tobin’s Q 

in the following way: Q = (total assets + market value of common stock – 

book value of common stock – deferred taxes) / total assets. To compute 

industry-mean Q, we divide the 1,872 publicly listed Chinese firms into 222 

groups by industry, according to the three-digit Standard Industrial 

Classification (SIC) codes. The sampled firms are excluded in computing 

the industry mean, as are the tail 1% firms that have the highest Tobin’s Q. 

Given the recent critique of Tobin’s Q (or, simple Q) (Bartlett and 

Partnoy 2018), we also use alternative measures of firm 

performance—return on assets (ROA) and market capitalization—as the 

dependent variables. Appendix B reports the results regrading market 

capitalization that are qualitatively the same. We do not report the results 

regarding ROA, because our exclusionary variable is not valid in the 

regressions run against ROA. 

Gormley and Matsa (2013) advise that if the dependent variable is 

industry-adjusted, the independent variables should be industry-adjusted 

as well to be statistically consistent. The continuous independent variables 

used in the regressions, age (ln), asset (ln), and shares held by domestic 

institutional shareholders are also transformed into industry-adjusted 

forms. 

 

2. State-Owned Enterprises 

 Prior studies have found that different types of state owners, such as 

central governments or local governments, affect firm performance (Chen, 

Firth, and Xu 2009). Therefore, we categorize SOEs according to the 
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shareholding percentage of state governments as well as the level of 

governments, i.e. central or local governments. Both equations include two 

dummy variables: Strong Central SOEs and Strong Local SOEs. 

We use 30% as the cut-off because the Code of Corporate Governance 

for Listed Companies, issued jointly by China’s Securities Regulatory 

Commission (CSRC) and State Economic and Trade Commission, 

prescribes that once the largest shareholder controls 30% of shares, 

cumulative voting has to be used. This suggests that regulators in China 

consider owning 30% of shares to be substantial control. Commercial 

databases like OSIRIS use 25% and 50% shareholding as the cutoff. If we 

use 25% instead, the results are essentially the same. We do not use 50% as 

the threshold because very few sampled SOEs have such a large 

shareholder. 

 

3. Political Compliance 

    Milhaupt and Zheng (2015) contend that, contrary to the common 

belief, both SOEs and large POEs in China are subject to strong political 

interference. Political compliance is hard to measure accurately, but a 

recent CCP mandate offers a precious opportunity to at least proxy it. On 

24 August 2015, the Central Committee of the CCP and the State Council 

issued the Guiding Opinions on Deepening State-owned Enterprises 

Reforms9 with an aim to strengthen the CCP’s leadership over SOEs. In 

this policy document, the CCP for the first time requires SOEs to write 

internal party organizations into corporate charters. It was not until 

October 2016, when President Xi made a public statement to endorse the 

policy of strengthening the CCP’s leadership over SOEs, that this policy 

began to be treated seriously.10 After that, many SOEs, including some 

POEs, amended their corporate charters to formally incorporate party 

organizations into their corporate governance system (Zhang and Liu 2018). 

We use this party building reform as a proxy for political compliance. 

We coded whether, as of June 30, 2018, sampled firms have adopted 

any form of the party building provisions that the CCP requires. A dummy 

variable takes the value of 1 if a firm has amended its charter to cede part 

of its business decision power to the party secretary in the firm. This 

variable is a proxy for a firm’s political compliance.11 We assume that firms 

                                                 
9 Xinhua Net: http://www.xinhuanet.com/politics/2015-09/13/c_1116547305.htm.  
10 National Conference on Party Building of SOEs (quán guó guó yǒu qǐ yè dǎng de jiàn 

shè gōng zuò huì yì), 10-11 October 2016. 
11 The party control may not have affected actual corporate decisions, and in any case our 

http://www.xinhuanet.com/politics/2015-09/13/c_1116547305.htm
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that have catered to the Party preference in this matter will also be more 

inclined to succumb to political pressure in other contexts. This dummy 

variable, thus, should have a negative impact on firm value and 

performance.  

 

Table 2 Adoption of Party Control Provisions by Sampled Firms 

Firm types 

 

Adopts Party Control 

Provisions? 

Total 

 

 No Yes  

Strong Central SOEs 8 23 31 

 
26%  74%  100% 

Strong Local SOEs 18  85  103 

 
17%  83%  100% 

Weak SOEs 16 32 48 

 
33%  67%  100% 

POEs 113  2  115 

 
98%  2%  100% 

Total 155 142 297 

 
52%  48%  100% 

Notes: The data are as of June 30, 2018. 

Source: Authors’ own coding. 

 

4. Institutional or Foreign Ownership 

In the past decade, individuals have changed their ways of investment 

in the stock market. Rather than investing in companies directly, more and 

more individuals invest through mutual funds, pension funds, or other 

vehicles professionally managed by institutions. As a result, institutional 

holdings in public companies have been increasing globally (Aggarwal et al. 

2011: 160; Gilson and Gordon 2013: 874–876). Institutional investors can 

potentially influence firms’ governance choices by voice or exit (Hirschman 

1970). Thus, we expect better governance overall in firms with higher 

institutional holdings.  

Gillan and Starks (2003) posit that foreign institutional investors are 

more active in affecting firms’ governance practices either through exit or 

voice. On the other hand, domestic institutional investors tend to be loyal 

to the management because of their existing business relations with local 

                                                                                                                                            
measures of firm value and performance are as of 2015, predating the party control 

mandate. 
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corporations. Aggarwal et al. (2011) empirically test this hypothesis on 

firms from 23 countries (excluding China) for the period 2003–2008. When 

domestic and foreign institutional ownership are included alone in the 

regression models, both are statistically significant, while, when both are 

included, only foreign institutional ownership significantly correlates with 

good governance. Bai et al. (2004) also find a positive correlation between 

foreign investors and firm value in Chinese firms. Such results imply a 

strong positive relationship between foreign institutional ownership on the 

one hand and good corporate governance and higher firm value on the 

other hand.  

The regression models thus include one dummy variable that equals 1 

if the firm was invested in by Qualified Foreign Institutional Investors 

(QFII) or was itself a foreign-owned enterprise (waizi qiye). Also included is 

a continuous variable (in natural log) that captures the number of shares 

held by domestic institutional investors. Additionally, as foreign stock 

exchanges have more explicit corporate governance best practices in favor 

of investors, we hypothesize that the corporate charters of cross-listed 

Chinese firms may be more pro-minority than are other firms.12 

 

5. Ownership Concentration 

As in Doidge, Karolyi, and Stulz (2007: 20) and Durnev and Kim (2005: 

1476–1478), the regression models include the levels of ownership 

concentration to control for the complicated effect of controlling 

shareholders’ incentive schemes on governance regimes. Theoretically, the 

effect may not be linear. Morck, Shleifer, and Vishny (1988: 301–302), in 

studying the relationship between board ownership (highly correlated with 

ownership concentration) and Tobin’s Q, theorize (with empirical support 

from their data) that when blockholders own less than 5% of shares, they 

are incentivized to maximize firm value; when they own between 5% and 

25%, the preference to entrench dominates and the acquisition of more 

shares leads to lower firm value; but, when controlling shareholders own 

beyond 25%, their interests again converge with investors. Anand, Milne, 

and Purda (2011: 97–102) follow the Morck, Shleifer, and Vishny (1988) 

theory and test whether ownership concentration in Canadian firms affects 

decisions to follow Canadian and American governance rules. Their results 

are inconsistent. 

                                                 
12 Eleven sampled firms cross-list in other stock markets (10 in Hong Kong and 1 in the 

U.S.). 
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Our models include two dummy variables regarding the BvD 

Independence Index. The baseline is no shareholders owning more than 

25% of total shares. One variable equals 1 if at least one shareholder owns 

between 25% to 50%. The other variable equals 1 if one shareholder 

directly or indirectly owns more than 50%. 

 

6. Exclusionary Variable: External Financial Dependence 

Rajan and Zingales (1998) explore the relation between financial 

development and economic growth and find that, in countries with more 

developed financial markets, industries that are more dependent on 

external financing have higher growth rates. The development state of a 

country’s financial market is usually measured by the size of its capital 

market, its accounting standards, disclosure rules, and corporate 

governance regime. Financial development, through better accounting, 

disclosure, and corporate governance regulations, reduces the cost of 

external funding, especially for firms that are more reliant on external 

financing, and thus increases economic growth. Francis, Khurana, and 

Pereira (2005) examine the relation between external financing needs and 

voluntary disclosure and find evidence supporting Rajan and Zingales 

(1998)’s prediction.  

Inspired by this line of literature, we explore the relationship between 

external funding needs and firm-level corporate governance choices.13 We 

hypothesize that firms that rely more on external funding for operations 

adopt more pro-minority corporate governance provisions, as pro-controller 

corporate governance design dissuades investors from betting their money 

(Rajan and Zingales 1998: 562–563; Doidge, Karolyi, and Stulz 2004: 207; 

Aggarwal et al. 2009: 3136).  

Following Rajan and Zingales (1998), we use the external financing 

needs of U.S. firms in the same industries as a proxy for those of Chinese 

firms. Every industry has its own unique intrinsic demand for external 

funds. For example, the pharmaceutical industry has higher demand for 

external finance than the tobacco industry because of higher research and 

development costs and longer periods for product commercialization 

(Francis, Khurana, and Pereira 2005: 1135). The U.S. capital market is 

well developed and can be considered to be closest to a frictionless market 

for external finance. The level of external finance in U.S. firms can 

                                                 
13 We thank Dhammika Dharmapala for bringing this research possibility to our 

attention. 
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therefore be viewed as the inherent demand for external finance of foreign 

firms in the same industry, should these firms have full access to external 

funding, regardless of a country’s legal and financial development (Rajan 

and Zingales 1998).  

Additionally, using U.S. industry data as a proxy can also address the 

endogeneity between the level of external financing of a specific firm and 

its own firm characteristics. Prior literature also employed the same 

approach to identify the external financing demand of foreign firms 

(Francis, Khurana, and Pereira 2005: 1131–1136; Aggarwal et al. 2009; 

Chhaochharia and Laeven 2009). The industry-average external finance 

dependence is suitable as an exclusionary variable in Equation (2), because 

industry averages should not affect a firm’s deviation from industry-mean 

performance, while the general need of an industry may affect corporate 

governance of most, if not all, firms in an industry. Hence, industry-wise 

finance needs would affect a firm’s performance vis-à-vis other firms in the 

same industry only through a firm’s corporate governance choices.   

As a further check of the validity of the exclusionary variables, we 

calculate the residual of equation (1) and run it against the exclusionary 

variable. The F-test produces large p-values, suggesting that the 

exclusionary variable is not correlated with the part of the dependent 

variable that other variables cannot explain. That is, financial dependence 

can be used as the exclusionary variable in equation (2). 

 

C. Two-stage Least Square Models 

We consider the aforementioned structural equation models 

appropriate to examine the relationship between the potentially 

endogenous variable (the A index) and the industry-adjusted Tobin’s Q. 

Several readers of a prior draft, however, urged us to run the data in 

two-stage least squares regression models. We are concerned with this 

framework, as the A index is an interval variable with only 6 values, but 

2SLS will impose an OLS on the first-stage regressions, in which the A 

index is the dependent variable. The R-squares of the first-stage regression, 

partly as a result, are fairly small. If we run 2SLS despite these concerns, 

the results are similar, though at times weaker (Table 4 and Appendix B). 

The specification of the 2SLS is the same as the structural equation model, 

except that in equation (1)—the second stage in 2SLS—the predicted A 

index, rather than the actual A index, is used as an independent variable. 
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V. DATA 

An empirical study like this requires not only hand coding of corporate 

charters from scratch (Section A), but also the assembly of data from 

multiple, different commercial or public databases, as none contains 

comprehensive information regarding Chinese firms and American firms 

(Section B). 

 

A. Hand-Coded Corporate Charters 

While empirical scholars who study American corporate charters have 

the luxury of using existent data, such as that compiled by the Investor 

Responsibility Research Center (Daines and Klausner 2001; Gompers, Ishii, 

and Metrick 2003; Listokin 2009), this study required the manual 

collection and coding of all 26 provisions from the original corporate 

charters because no database covers major corporate governance 

provisions of companies listed in China. We randomly sampled 20% of 

listed companies on the Shanghai (SSE) and Shenzhen (SZSE) Stock 

Exchanges in China. Foreign firms were excluded from the sampling 

population because corporate charters are subject to the corporate law of 

the incorporation jurisdiction. Financial firms were also excluded from the 

sampling population because these firms are usually subject to stricter 

corporate governance rules and special regulations. Our random selection 

process yielded a total of 297 sampled firms, with 208 from SSE and 89 

from SZSE.14 We obtained corporate charters from the official company 

disclosure website (http://www.cninfo.com.cn/), and individual company 

websites. The provisions contained in the corporate charters were then 

hand-coded to build the A Index for each company. 

 

B. Data from Commercial Databases 

No commercial data bases contain all the information we need to know 

about Chinese listed firms. We thus gathered data from multiple sources, 

chronicled below. 

 

1. Compustat U.S. 

The level of dependence on external finance is computed with 2000–

2015 Compustat U.S. industry-average data.15 More specifically, following 

                                                 
14 Several sampled companies had to be dropped from the data set because their charters 

were not available from the aforementioned websites. 
15 We access the Compustat US data from Compustat Monthly Updates - Fundamentals 

Annual (North America): 
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Rajan and Zingales (1998), we define external financial dependence as 

[capital expenditure - (funds from operations + inventories + decreases in 

receivables + increases in payables)]/capital expenditure. After computing 

external financial dependence for each US firm, we calculated the mean 

external financial dependence within each by industry group (identified by 

the three-digit SIC codes) and assigned the mean to each sampled Chinese 

firm based on the three-digit SIC codes. Hence, Chinese firms with the 

same three-digit SIC codes were assumed to have the same financial 

dependence. Rajan and Zingales (1998: 565)’s original comparative 

corporate governance research defends the position of relying on the 

financial dependence of U.S. firms on external finance as a proxy for the 

demand for external funds in other countries. We follow this approach not 

only because their arguments are convincing but also because neither 

Compustat Global nor OSIRIS contains comprehensive data on external 

finance in China.16 Industry is defined by the common three-digit SIC 

codes contained in the Compustat databases. 

 

2. OSIRIS 

 From OSIRIS, we downloaded a number of variables: 

1) the independence indicator that captures how concentrated the shares 

are. It has four levels: A (no shareholders owning more than 25% of total 

shares), B (one or more shareholders owning between 25% to 50%), C (one 

shareholder directly or indirectly owning more than 50%), and D (one 

shareholder directly owning more than 50% of the shares.  

2) The exchanges on which the firms are listed. 

3) The three-digit SIC codes. 

 

3. WIND 

From the WIND Financial Terminal Database, we obtained data on 

the nature of the company, name of de facto controller (shiji kongzhiren), 

name of the largest shareholder, percentage of shares held by the largest 

shareholder, percentage of shares held by institutions, percentage of shares 

held by QFII, whether the company cross-lists its shares, the city and 

province of the company’s registered office, and all the standard control 

variables used in the regression models. All the variables needed to 

                                                                                                                                            
https://wrds-web.wharton.upenn.edu/wrds/ds/compm/funda/index.cfm?navId=84. 
16 We access the Compustat China data from Compustat Global - Fundamentals Annual: 

https://wrds-web.wharton.upenn.edu/wrds/ds/comp/gfunda/index.cfm?navId=74#CapitalI

Q-toc. 

https://wrds-web.wharton.upenn.edu/wrds/ds/comp/gfunda/index.cfm?navId=74#CapitalIQ-toc
https://wrds-web.wharton.upenn.edu/wrds/ds/comp/gfunda/index.cfm?navId=74#CapitalIQ-toc
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calculate Tobin’s Q are also from WIND. To calculate the percentage of 

shares held by domestic institutional investors, we first obtained the 

percentage of shares held by institutions from WIND and deducted 

shareholding held by general corporations, non-financial firms, and QFII.  

WIND categorizes the nature of the company according to the nature 

of the de facto controller reported by the company: SOEs (controlled by the 

central government or a local government), POEs, foreign-owned 

enterprise (controlled by foreign entities or individuals), and widely held 

enterprise (with no controller). We define our sample firms as being SOEs 

or POEs according to the nature of a company as defined by WIND.  

Also from WIND, we gathered the assets, the research and 

development expenses and capital expenditures of all Chinese listed 

companies in 2015. We then computed two variables17: 

 R&D intensity by industry= industry-level average research and 

development expenses in 2015 / industry-level average assets in 2015 

 Capital expenditure intensity by industry= industry-level average 

capital expenditure in 2015 / industry-level average assets in 2015 

Summary statistics of the variables used in the regressions are shown 

in Table 3 and Figure 1. 

 

4. Genius Finance 

 To assess the impact of controllers on a firm’s governance choices, we 

need to know the level of control by de facto controllers. However, the 

percentage of shares controlled by de facto controllers is not available from 

WIND. We therefore use the percentage of shares held by controlling 

shareholders from Genius Finance Database as a proxy. Under the Chinese 

Company Act, controlling shareholders and de facto controllers are slightly 

different concepts. A controlling shareholder is one who owns more than 

50% of the shareholding or who, through its shareholding, has major 

influence in shareholders’ meetings. 18  On the other hand, a de facto 

controller is one who is not a shareholder, but through investment, 

agreement, or other arrangement exerts de facto influence on the 

company. 19  While the Chinese Company Act distinguishes these two 

concepts, the CSRC broadly defines de facto controllers to include 

                                                 
17 Industry level in the following variables mean the average amount within firms with 

the same three-digit SIC codes. 
18 Chinese Company Act, art. 217 (2). 
19 Chinese Company Act, art. 217 (3). 
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controlling shareholders who directly own shares in the subject company.20 

Furthermore, in most situations, de facto controllers exert control over the 

subject firm through their shareholdings in controlling shareholders. As a 

result, we find it reasonable to use the shareholding percentage held by 

controlling shareholders as a proxy for the level of control by de facto 

controllers. 

[Figure 1 and Table 3 about here] 

  

                                                 
20 “Understanding and Application of Article 12 ‘No Change of Actual Controller’ of the 

‘Measures for the Administration of Initial Public Offering and Listing of Stocks’ — 

Opinion No. 1 on Application of Securities and Futures Laws”. (《〈首次公开发行股票并上市

管理办法〉第十二条“实际控制人没有发生变更”的理解和适用——证券期货法律适用意见第 1 号》

证监法律字[2007]15 号) 
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Figure 1 Summary Statistics for Key Continuous Variables 

  
Notes: C is Central SOEs; L is Local SOEs; W is Weak SOEs; and P is 

POEs. Industry-adjusted assets is total assets in USD in 2015 (ln) – 

industry-mean assets (ln). Industry-adjusted institutional shareholding is 

shares by domestic institutional investor (%)(ln) – industry-mean shares 

(ln). Industry-adjusted age is firm age as of 2016 minus industry-mean 

firm age. The definition of financial dependence can be found in Part 

IV.B.6. 

 

Table 3 Summary Statistics 

Variable types and names Number  % 

BvD Independence Index 295  

  A 71 24 

  B 165 56 

C & D 59 20 

Stock Exchange 297  

Shanghai 208 70 

Shenzhen 89 30 

Firm Types (re-grouped in the regression analysis) 297  

  State-owned enterprise, central government (Central SOE) 50 17 

  State-owned enterprise, local government (Local SOE) 132 44 

  Privately owned enterprise, controlled by private individuals (民营企业) 86 29 
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VI. FINDINGS AND DISCUSSION 

Section A reports the surprising result that Strong Central SOEs have 

better corporate governance (more pro-minority) than Weak SOEs and 

POEs, while Strong Local SOEs have worse governance (more 

pro-controller). Section B demonstrates that the Strong SOEs do not have 

lower industry-adjusted Tobin’s Q than Weak SOEs and POEs, but firms 

that appear to be less politically compliant tend to have higher 

industry-adjusted Tobin’s Q. Section C notes that the theory-informed and 

control variables produce coefficients in our regression models largely as 

expected. 

 

A. Strong Central SOEs Have Better Governance 

Prior studies claim that SOEs are badly governed. Figure 2 shows that, 

as far as corporate charter provisions are concerned, SOEs are not 

  Widely held enterprise, without controlling shareholders (公众企业) 13 4 

  Foreign-owned enterprise (外资企业) 10 3 

  Other types of firms 6 2 

Controller Type (used in regression) 297  

Central SOEs, ≧30% (Strong Central SOEs) 31 10 

Local SOEs, ≧30% (Strong Local SOEs) 103 35 

Other firms (= Weak SOEs and POEs)  
163 

 

55 

Cross-listed in other stock exchanges 11 4 

Qualified foreign institutional investors (QFII) 31 10 

Divisions of Industries (based on the SIC codes) 297  

0100–0999 Agriculture, Forestry and Fishing 10 3  

1000–1499 Mining 9 3  

1500–1799 Construction 6 2  

2000–3999 Manufacturing 190 64  

4000–4999 

   

Transportation, Communications, Electric, Gas 

and Sanitary Service 
33 11  

5000–5199 Wholesale Trade 9 3  

5200–5999 Retail Trade 8 3  

6000–6799 Finance, Insurance and Real Estate 18 6  

7000–8999 Services 14 5  
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apparently worse than POEs. A one-sided permutation test shows that the 

distribution of the A index of Strong Central SOEs is stochastically greater 

than that of the Weak SOEs and POEs (p-value=0.027). That is, Strong 

Central SOEs are more pro-minority than Weak SOEs and POEs. As for 

the claim that SOEs and POEs are equally bad, Figure 2 also shows that 

most firms, whether SOEs or not, are only slightly less protective of 

minority shareholders than the baseline American rule.  

[Figure 2 about here]  

The results of the structural equation models and 2SLS further 

support the claim that the Strong Central SOEs are more pro-minority 

than Weak SOEs and POEs (Table 4). In Equation 2 / first stage of all four 

models, the coefficients for the Strong Central SOE dummy variables are 

positive and statistically significant. That is, again, compared with Weak 

SOEs and POEs (the baseline category in the models), governance 

provisions in Strong Central SOEs tend to empower minority shareholders. 

In addition, in three of the four models, Strong Local SOEs have a negative 

coefficient and the variable is statistically significant. Hence, Strong Local 

SOEs appear to have the worst corporate governance among publicly listed 

firms in China. The result does not support Milhaupt and Zheng (2015)’s 

hypothesis that ownership is a weak account in understanding the 

corporate governance of Chinese firms.  

[Table 4 about here] 

Our result suggests that both ownership and hierarchical position of 

the state owner matter. Anecdotal evidence shows that Central SOEs are 

subject to stricter monitoring and supervision from various central 

government agencies than Local SOEs and POEs. Therefore, Central SOEs 

have better governance because their hands are tied. However, a careful 

investigation into the rules and regulations applicable to SOEs does not 

seem to reveal any specific rules or regulations on charter writing in 

particular.21 In terms of capital market regulations, all publicly listed 

companies, SOEs or POEs, are subject to the same set of model charter 

regulations and corporate governance code. For SOE regulations, even 

though central SOEs and local SOEs are supervised by SASAC at different 

governmental levels—central level SASAC and provincial or city level 

SASAC—there is no stricter regulation on the writing of central SOEs 

                                                 
21

 In relevant regulations, SASAC only requires charter writing to comply with the Company Act and 

relevant laws. E.g. “Notice on Central SOEs should comply with the law and manage the company 

according to the law”《关于中央企业带头遵守法律法规进一步依法经营管理的通知》by SASAC in 

2006.  
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corporate charters or investor protection in general. One possibility is that, 

in practice, central-level SASAC exercises stricter scrutiny over charter 

amendments than provisional-level SASAC, even though there is no black 

letter rule requiring it to do so. 

The other possible explanation is signaling. The Chinese central 

government has repeatedly emphasized the importance of good corporate 

governance. The chairmen and CEOs of Central SOEs (but not Local SOEs) 

are usually future political leaders carefully chosen by the Party. Political 

promotion, instead of monetary compensation, is the main motivation and 

incentive behind the top executives of Central SOEs (Chang and Wong 

2009; Cao et al. 2014; Qu and Wu 2014; Lin 2016; Leutert 2018). Vying for 

political promotion, these executives amend corporate charters to ensure 

that good corporate governance enables them to report back to Beijing that 

they have conformed with Party and government policies.22 In contrast, 

managers at Local SOEs usually stay within provincial governments 

throughout their careers, and they can build and maintain their 

connections with their local regulators. Hence, they do not have to signal to 

the regulators in the local or central government. 

Another explanation for Strong Central SOEs’ better governance is 

that the principal–agent–agent problem (the people–regulators–managers 

relationship) induces the state controlling shareholder to increase 

monitoring effectiveness by delegating more power to minority 

shareholders. Such delegation is needed only for Central SOEs, because 8 

of the 31 (25%) Strong Central SOEs are located in Beijing, whereas all the 

Local SOEs are located in the same province as their government 

controllers. Hence, the regulatory costs of Central SOEs are higher. This 

explanation has its weakness, however, as derivative lawsuits are not 

common in China, and minority shareholders otherwise have few tools to 

effectively monitor and discipline firms. 

The weakness of these three explanations is that it is unclear why they 

apply only to Strong SOEs but not Weak SOEs. It is not unreasonable to 

posit that more promising future leaders are sent to posts in SOEs where 

the state has more shares, as the stake for the state may be larger and the 

state-appointed managers’ impact is bigger. It also makes sense that 

regulators more rigorously enforce policies on SOEs in which the state has 

more shares. We are not able to present empirical evidence in support of 

                                                 
22  Jia, Huang, and Zhang (2018 forthcoming) find that Chinese SOEs focus on 

quantifiable outcomes (in their study, patent counts) at the expense of novelty. This may 

be due to the need to signal. 
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these conjectures.  

Other studies report that Local SOEs have governance problems. 

Jiang, Lee, and Yue (2010: 12–13) find that tunneling is more severe in 

Local SOEs as compared with central SOEs. Cheung, Rau, and Stouraitis 

(2010) also find that minority shareholders in Local SOEs suffer value loss 

from asset transfer transactions between Local SOEs and local 

governments, whereas those in Central SOEs benefit from similar 

transactions. It appears that these value-destroying transactions are 

concentrated in provinces where government bureaucrats are less likely to 

be prosecuted for misappropriation of state funds. These may be the result 

of bad corporate governance; alternatively, latent factors affect both the 

governance provisions in charters and the undesirable practice. In any case, 

these findings are consistent with the aforementioned explanations. 

  While our explanations are not definitive, alternative theories have 

to explain the difference in corporate governance between Central SOEs 

and Local SOEs, as well as that between Strong SOEs and Weak SOEs. 

 

Figure 2: Distribution of the Scores of the A Index by Firm Types 

 
Notes: N=297. In the regressions, the upper left and the upper right 

categories are the reported dummy variables, while the bottom two 

categories are merged to serve as the baseline. 
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B. Politically Compliant Firms May Have Lower Tobin’s Q 

An across-the-board dismissal of our empirical endeavor is to take the 

position that corporate charters mean nothing in the Chinese context. This 

argument posits that, no matter what is written in a corporate constitution, 

it does not affect how firms are managed. If this admittedly plausible view 

were true, the A Index would not be associated with firm performance as 

measured by Tobin’s Q. A more straight-forward dismissal of our inquiry 

will be to demonstrate that POEs have better Tobin’s Q than SOEs. 

Figure 3 shows the distribution of industry-adjusted Tobin’s Q by firm 

type. At the very least, the performance of SOEs does not appear to be 

worse than that of POEs. While it is admittedly possible that SOEs have 

altered their books to make themselves look good, there is nothing that 

empiricists can do about it. Still, that many SOEs would independently do 

this so that the distribution of their industry-adjusted Tobin’s Qs are 

similar to privately owned firms seems implausible. In addition, if many 

SOEs had cooked their books, our regression models would not have 

statistically significant variables whose signs and significance are expected 

by finance and economic theories. But they do. Hence, no matter what role 

governance provisions in the charters play in practice, in terms of firm 

performance, POEs are, overall speaking, at best slightly better.  

[Figure 3 about here] 

To tease out the potential relationship among SOE status, corporate 

governance, and firm performance, we use structural equation models and 

2SLS. Table 4 and Figure 4 show that the A index and industry-adjusted 

Tobin’s Q are most likely independent of each other, though one model 

suggests that firms that are more pro-minority shareholders have higher 

Tobin’s Q. In addition, two 2SLS models suggest that Strong Central SOEs 

have higher Q than Weak SOEs and POEs, which further have higher Q 

than Strong Local SOEs. As the A index ranking is in the same order as 

Tobin’s Q, these findings together suggest that, no matter what ultimately 

drives the observable outcomes (A index, Tobin’s Q, etc.), Strong Central 

SOEs appear to be the best firms among publicly listed firms, while Strong 

Local SOEs appear to be the worst. Strong Local SOEs may be the source of 

the bad impression regarding corporate governance of SOEs. 

  

[Figure 4 about here]  
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In three of the four models reported in Table 4 and in all four reported 

models in Appendix Table B1, the dummy variable on whether the charter 

incorporates a party control provision has a negative and statistically 

significant effect on Tobin’s Q and market capitalization. The message is 

clear: sampled firms that pay heed to requirements by the Communist 

Party (all but two are SOEs) tend to have lower firm value. As emphasized 

above, the dummy variable is a proxy for political compliance. Firms run by 

political loyalists are inclined not to put firm value as the first and 

foremost concern. As there are variations in political compliance even 

within SOEs, this again suggests that SOEs are not uniform: some are 

more politically compliant than others. 

  

Figure 3: Distribution of Industry-Adjusted Tobin’s Q by Firm Type 

 
Notes: N=290. In the regressions, the upper left and the upper middle 

categories are the reported dummy variables, while the other four 

categories are merged to serve as the baseline. 
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Figure 4: Distribution of Industry-Adjusted Tobin’s Q by the A Index 

 

Notes: N=290. Only three firms have an A index of 2. 

 

C. Other Variables Are as Expected 

Other variables are not our main concern, but it is worth noting that 

many of them turn out as theories would predict. First, industries with 

higher external financial dependence tend to be pro-minority. Their 

statistical significance in equation 2 and their statistical insignificance in 

equation 1 if included there (unreported) make external financial 

dependence a valid exclusionary variable. 23  Second, firms that are 

                                                 
23 We did two tests to examine whether the exclusionary variable in the structural 

equation models is valid. One is putting the variable in equation 1, whereas the other is 

predicting the residual of the reported equation 1 and run a regression of it against the 

exclusionary variable. In both tests, the variable should be insignificant to claim the 

exclusionary variable is valid. In all the reported results in the text and Appendix B, the 

exclusionary variable is valid, except model (1) in Table 4. In that model, the exclusionary 

variable is surprisingly significant when put into equation 1. Nonetheless, when the 

variable is used to predict the residual of equation 1, the p-value of the coefficient is 

0.3743, suggesting that it is a valid exclusionary variable, as it cannot explain what 

cannot be explained by other independent variables. As for the validity of the 

instrumental variable in our 2SLS models, because we can only find one theoretically 

supported IV, over-identification tests cannot be conducted. We rely on the statistical 

significance of the IV in the first stage, and on the argument that industry-average 

statistics derived from U.S. data should not be able to predict a Chinese firm’s deviation 
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cross-listed and invested in by foreign institutional shareholders tend to 

have higher industry-adjusted Tobin’s Qs. However, firms where domestic 

institutional investors hold more shares have better firm performance, yet 

worse corporate governance. This puzzling result might be due to the fact 

that many local institutional investors in China are in fact controlled by or 

related to the state. With the support of these government-linked 

institutional investors, the invested firms have access to not only financial 

capital but also political capital, which is essential in developing business 

in a state-dominated economy. Furthermore, the more shares held by local 

institutional shareholders, the less pressure on the firm to raise funding 

from the public. Therefore, such firms do not need to adopt more 

pro-minority provisions to please minority investors. Finally, firms listed 

on the Shanghai Stock Exchange have more pro-minority provisions in 

their charters than those listed on Shenzhen’s Stock Exchange. We did not 

expect this. What contributes to this correlation will be an interesting topic 

for future studies.  

                                                                                                                                            
from the industry mean derived from Chinese data. 
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Table 4 Regression Results 

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

 SEM 2SLS SEM 2SLS  

 Equation 1 / Second Stage Dependent variable:  

 Tobin’s Q minus mean 

Tobin’s Q 

(ln) (Tobin’s Q / mean 

Tobin’s Q) 

 

A Index -0.059 -1.162 0.078* -0.031 A 

 (0.396) (0.861) (0.040) (0.264)  

Firm type (baseline: POEs and weak-SOEs)    

=1 if Strong Central SOE 0.068 0.377*** 0.019 0.064** S 

 (0.146) (0.095) (0.050) (0.024)  

=1 if Strong Local SOE -0.447 -0.459+ -0.067 -0.047 S 

 (0.297) (0.248) (0.067) (0.086)  

=1 if political compliance -0.310+ -0.246 -0.098** -0.107*** T 

 (0.168) (0.192) (0.033) (0.032)  

=1 if Cross-listed 1.073*** 1.301** 0.193*** 0.213** T 

 (0.215) (0.445) (0.054) (0.072)  

Domestic institutional  0.332*** 0.345*** 0.113*** 0.125*** T 

investors’ shares (ln) † (0.087) (0.045) (0.022) (0.020)  

=1 if foreign-owned  0.517* 0.661** 0.095* 0.123*** T 

enterprises or QFII (0.241) (0.205) (0.048) (0.029)  

BvD Independence index (baseline=A)     

=1 if =B -0.303 -0.310 -0.096 -0.101 T 

 (0.381) (0.396) (0.087) (0.117)  

=1 if =C or D 0.228 0.322 0.008 -0.018 T 

 (0.646) (0.787) (0.121) (0.204)  

Asset (ln) † -1.193*** -1.116*** -0.356*** -0.345*** C 

 (0.046) (0.071) (0.012) (0.016)  

Age (ln) †  -0.823*** -0.875* -0.190*** -0.195*** C 

 (0.214) (0.402) (0.051) (0.052)  

=1 if Shanghai Exchange 0.301 0.608** 0.057 0.084* C 

 (0.415) (0.210) (0.103) (0.041)  

Constant 14.647*** 12.724*** 4.381*** 4.169***  

 (0.763) (1.161) (0.159) (0.410)  

 Equation 2 / First Stage Dependent variable: A Index 

Firm type (baseline: POEs and weak-SOEs)   

=1 if Strong Central SOE 0.200+ 0.150* 0.222* 0.150* S 

 (0.113) (0.075) (0.104) (0.075)  
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=1 if Strong Local SOE -0.256*** -0.181*** -0.223*** -0.181*** S 

 (0.067) (0.035) (0.047) (0.035)  

Financial dependence (ln) 0.346* 0.320* 0.313+ 0.320* E 

 (0.160) (0.493) (0.166) (0.493)  

=1 if political compliance 0.136 0.090+ 0.126 0.090+ E 

 (0.157) (0.123) (0.151) (0.123)  

=1 if cross-listed 0.360 0.289 0.351 0.289 T 

 (0.235) (0.231) (0.229) (0.231)  

Shares held by domestic  -0.060* -0.053*** -0.048* -0.053*** T 

institutional investors (ln) † (0.024) (0.019) (0.023) (0.019)  

=1 if foreign-owned  0.170+ 0.101 0.174+ 0.101 T 

enterprise or QFII (0.102) (0.079) (0.101) (0.079)  

BvD Independence index (baseline=A)     

=1 if Independence  0.094 0.138 0.075 0.138 T 

index=B (0.181) (0.106) (0.168) (0.106)  

=1 if Independence  0.436+ 0.379 0.389+ 0.379 T 

index=C or D (0.263) (0.182) (0.236) (0.182)  

Asset (ln) † 0.003 0.029* 0.010 0.029* C 

 (0.051) (0.044) (0.048) (0.044)  

Age (ln) † -0.088 0.042* -0.090 0.042* C 

 (0.262) (0.260) (0.261) (0.260)  

=1 if Shanghai Stock  0.305*** 0.192 0.320*** 0.192 C 

Exchange (0.082) (0.062) (0.081) (0.062)  

Constant  -1.366**  -1.366**  

  (0.493)  (0.493)  

Observations 285 246 285 246  

Rho 0.092  -0.150   

 (0.254)  (0.120)   

AIC 1647.923  804.558   

BIC 1677.143  833.778   

Second-stage R-squared  0.285  0.638  

Note: This table reports two sets of structural equation models and two sets of two-stage 

least square models. Robust standard errors are in parentheses. Clustered by industry 

(SIC first digit). Equation 1 / second stage runs OLS. Equation 2 of the structural equation 

models runs ordered Probit, whereas the first stage of the two-stage least square models 

runs OLS. The column in the farthest right indicates the variable type in the regression 

model.  + p < 0.10, * p < 0.05, ** p < 0.01, *** p < 0.001. † are industry-adjusted. 
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VII. CONCLUSION 

In this study, we employ a unique, hand-coded data set on firm-level 

governance provisions of nearly 300 randomly sampled Chinese firms 

listed on the Shanghai and Shenzhen Stock Exchanges. Our empirical 

findings suggest that observers of corporate governance in China have to 

dig deeper into the difference between Central and Local SOEs and 

between Strong and Weak SOEs. We demonstrate that Strong Central 

SOEs appear to be more pro-minority than Weak SOEs and POEs in terms 

of corporate governance in their charters, and Strong Local SOEs appear to 

be less protective of minority shareholders than Weak SOEs and POEs. 

Politically compliant firms tend to have lower Tobin’s Q (simple Q) and 

lower market capitalization. Moreover, SOEs do not appear to have worse 

Tobin’s Q than POEs. There is evidence, though not robust, that more 

pro-minority-shareholder firms and Strong Central SOEs (which are also 

more protective of minority shareholders) tend to have higher Tobin’s Q.  

 Our result suggests that, among SOEs, Strong Central SOEs appear to 

behave very differently from Strong Local SOEs. Prior theories that make 

sweeping claims about bad corporate governance among all SOEs have to 

be reconsidered. New theories that can incorporate differences among 

SOEs are necessary. Other measures of political compliance enable 

scholars to explore further the dynamics between party control and firm 

performance. The statistical significance of certain variables in our 

regression models also suggests that “Chinese characteristics” 

notwithstanding, law and economics theories, developed mostly in the U.S. 

context, can largely explain the choices of corporate governance regimes 

and their impact on firm performance. Chinese firms are also disciplined 

by the ruthless lash of capital markets. 

We do not claim to provide a fatal blow to the myth of mismanaged 

Chinese SOEs. We use data for one year of about one-fifth of all publicly 

listed firms in China, and our research design does not enable us to make 

causal inferences. That said, our descriptive statistics demonstrate a 

picture that has never been envisioned in the prior literature before. 

Empirical studies considering more aspects of corporate governance, using 

multiple-year panel data, and including all publicly listed firms would 

enable us to better understand Chinese firms, SOEs or POEs. Reform 

proposals and theoretical debates should hereafter build on firm empirical 

grounds.   
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APPENDIX A: FOUR EXAMPLES OF CODING DECISIONS  

 To clarify how we compare Delaware law with Chinese corporate 

charters, we offer four examples. First, regarding voting rules for director 

election (Variable 1 in Table 1), DGCL 216(3) stipulates that directors shall 

be elected by a plurality of the votes of the shares present in person or 

represented by proxy at the meeting and entitled to vote on the election of 

directors. The default voting rule in Delaware is plurality voting, under 

which candidates who receive more votes are elected. Under plurality 

voting, candidates with only one vote can be elected if there is no contested 

candidate. As a result, plurality voting has been considered a sign of lax 

governance and is pro-controller. Under China’s Company Law Article 105 

and Code of Corporate Governance for Listed Companies in China Article 

31, the default voting rule for director election is majority voting with a 

menu of cumulative voting should the controlling shareholder of a firm own 

more than 30% of the shares. Both majority voting and cumulative voting 

set a higher threshold for director election than plurality voting and thus 

are considered more pro-minority. Therefore, sampled Chinese firms that 

adopt either majority or cumulative voting receive a value of -1 for this 

particular governance rule.  

Second, regarding a shareholder's right to remove directors without 

cause (Variable 9 in Table 1), DGCL 141(k) stipulates that shareholders 

can remove directors with or without cause; however, if a staggered board 

is adopted, directors can only be removed with cause. As a staggered board 

is the default rule in Delaware, we treat the default rule for director 

removal as only being with cause, which is more protective of incumbents. 

If a sample firm’s corporate charter stipulates that directors can be 

removed without cause, then it will be considered more pro-minority 

shareholder and thus receive a value of -1. Otherwise, it will be on par with 

the U.S. default rule and receive a value of 0. 

 Third, regarding the attendance threshold for merger and acquisition 

(Variable 10 in Table 1) and attendance threshold for director removal 

(Variable 16 in Table 1), the general rule for attendance quorum in DGCL 

s216 is one-third to one half. We assign Chinese firms a value of +1 if there 

is no provision in the corporate charter (it turns out that all sampled firms 

fell into this category), as China’s Company Law requires no minimum 

attendance threshold. 

 Fourth, regarding the voting threshold for directors' duty not to 

compete (Variable 23 in Table 1), Delaware does not have a clear statutory 
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rule, but, in general, directors’ duty not to compete can be waived by 

approval of a majority of informed disinterested directors (see DGCL 144 

(a)). China’s Company Law Article 148 requires shareholder approval to 

waive directors’ duty not to compete; therefore, all sample firms are given a 

value of -1 because shareholder approval is more pro-minority than 

disinterested director approval.  
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APPENDIX B: ROBUSTNESS-CHECK REGRESSION RESULTS  

Table B1. Market Capitalization as the Dependent Variable 

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

 SEM 2SLS SEM 2SLS  

 Equation 1 / Second Stage Dependent variable:  

 Market Capitalization minus 

mean Market Capitalization 

(ln) (Market Capitalization /  

mean Market Capitalization)  

 

A Index 7258.019 6536.364 0.149+ 0.129 A 

 (4899.823) (7343.699) (0.086) (0.374)  

Firm type (baseline: non- and weak-SOEs)    

=1 if Strong Central SOE 253.169 1041.328 -0.027 0.005 S 

 (3082.859) (2988.649) (0.108) (0.080)  

=1 if Strong Local SOE -565.680 600.166 -0.024 0.030 S 

 (2388.572) (1591.793) (0.090) (0.096)  

=1 if political compliance -4115.720* -4986.216** -0.215** -0.249** T 

 (1694.771) (1522.787) (0.080) (0.087)  

=1 if cross-listed 442.656 2993.134 0.081 0.148 T 

 (8142.827) (7133.371) (0.183) (0.118)  

Domestic institutional  2104.252*** 2290.469*** 0.114*** 0.122*** T 

investors’ shares (ln)† (570.642) (273.732) (0.029) (0.027)  

=1 if foreign-owned  3463.836* 4136.174** 0.142** 0.178*** T 

enterprises or QFII (1462.048) (1535.577) (0.054) (0.044)  

BvD Independence index (baseline=A)     

=1 if =B -4774.056* -4864.033+ -0.194* -0.182 T 

 (2359.561) (2511.045) (0.091) (0.115)  

=1 if =C or D -6378.984+ -8539.408** -0.129 -0.206 T 

 (3325.957) (3062.640) (0.125) (0.201)  

Asset (ln) † 7818.914*** 8095.833*** 0.394*** 0.399*** C 

 (1110.541) (1199.668) (0.036) (0.035)  

Age (ln) † -9232.426* -9383.405*** -0.436*** -0.420*** C 

 (3781.542) (2621.201) (0.102) (0.074)  

=1 if Shanghai Exchange -856.349 -104.188 -0.027 -0.004 C 

 (3179.893) (3309.850) (0.156) (0.112)  

Constant -8.45e+04*** -8.88e+04*** -4.653*** -4.770***  

 (12497.114) (14722.918) (0.386) (0.557)  

 Equation 2 / First Stage Dependent variable: A Index 

Firm type (baseline: non- and weak-SOEs)   

=1 if Strong Central SOE 0.233* 0.173* 0.218* 0.173* S 
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 (0.107) (0.077) (0.103) (0.077)  

=1 if Strong Local SOE -0.194*** -0.130** -0.229*** -0.130** S 

 (0.038) (0.043) (0.046) (0.043)  

Financial dependence (ln) 0.312+ 0.311* 0.324+ 0.311* E 

 (0.177) (0.132) (0.172) (0.132)  

=1 if political compliance 0.102 0.091+ 0.127 0.091+ T 

 (0.139) (0.124) (0.147) (0.124)  

=1 if cross-listed 0.430 0.314 0.371 0.314 T 

 (0.276) (0.222) (0.246) (0.222)  

Shares held by domestic  -0.043 -0.017*** -0.052* -0.017*** T 

institutional investors (ln) † (0.030) (0.015) (0.021) (0.015)  

=1 if foreign-owned  0.165 0.091+ 0.174+ 0.091+ T 

enterprise or QFII (0.104) (0.079) (0.102) (0.079)  

BvD Independence index (baseline=A)     

=1 if Independence  0.080 0.048* 0.084 0.048* T 

index=B (0.175) (0.127) (0.173) (0.127)  

=1 if Independence  0.342 0.312 0.396 0.312 T 

index=C or D (0.245) (0.202) (0.241) (0.202)  

Asset (ln) † 0.016 0.005** 0.007 0.005** C 

 (0.050) (0.040) (0.047) (0.040)  

Age (ln) † -0.076 0.008** -0.081 0.008** C 

 (0.256) (0.252) (0.263) (0.252)  

=1 if Shanghai Stock  0.337*** 0.205 0.323*** 0.205 C 

Exchange (0.080) (0.065) (0.081) (0.065)  

Constant  -0.959*  -0.959*  

  (0.439)  (0.439)  

Observations 284 247 284 247  

Rho -0.473  -0.143   

 (0.335)  (0.122)   

AIC 6660.653  1086.311   

BIC 6689.845  1115.503   

Second-stage R2  0.385  0.497  

Note: This table reports two sets of structural equation models and two sets of two-stage 

least squares models. Robust standard errors are in parentheses. Clustered by industry 

(SIC first digit). Equation 1 / second stage runs OLS. Equation 2 of the structural equation 

models runs ordered Probit, whereas the first stage of the two-stage least squares models 

runs OLS. The column at the farthest right indicates the variable type in the regression 

model. + p < 0.10, * p < 0.05, ** p < 0.01, *** p < 0.001. † are industry-adjusted.  
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Figure B1. Distribution of Industry-adjusted Market Capitalization 

 
 


