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A B S T R A C T   

We examine the influence of political connections on the agency conflicts between controlling 
shareholders and minority shareholders using the exogenous setting of File 18, which was en-
forced by China's central government. File 18 restricts officials from taking up positions in cor-
porations. We find that tunneling by the controlling shareholders of politically connected firms 
has declined significantly since the enforcement of File 18. The decline in tunneling is more 
pronounced for firms operating in more corrupt regions, and is more significant for firms that are 
less creditworthy or that have greater financing needs. Our findings are consistent with the fact 
that political connections motivate tunneling.  

1. Introduction 

Firms establish political connections to seek favorable treatment from governments, which is a phenomenon found in both 
developing and developed countries (Fisman, 2001; Johnson and Mitton, 2003; Faccio, 2006; Claessens et al., 2008; Akey, 2015; 
etc.). Although politically connected firms (PCFs) obtain benefits in business and financing, political ties also have costs for firms by 
distorting operating objectives from profit maximization to potential political considerations, such as supporting local employment 
and the economy (Sapienza, 2004; Faccio and Hsu, 2017; Bertrand et al., 2018). 

While existing studies have examined the cost of political connections on firms' operations, this paper empirically examines the 
association between political connections and agency costs, and provides evidence on the specific channels that connect the two. The 
principal-agent problem has been an underlying source of many corporate finance problems. While it mainly manifests in the 
conflicts between managers and dispersed shareholders in the United States (US) (Berle and Means, 1932; Jensen and Meckling, 
1976), the principal-agent problem is more pronounced in the expropriation of minority shareholders by controlling shareholders in 
emerging markets (Johnson et al., 2000a; Djankov et al., 2008). Johnson et al. (2000b) use the term “tunneling” to refer to the 
transfer of resources from a firm to shareholders that have a large stake of the firm in various ways, such as through connected 
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transactions. It is estimated that the private benefits of control amount to 25% or more of firm value, and are more pronounced in 
emerging markets (Zingales, 1994; Nenova, 2004; Dyck and Zingales, 2004). 

Political connections exacerbate agency conflicts between controlling shareholders and minority shareholders by increasing the 
incentive and reducing the costs of tunneling by large shareholders. First, controlling shareholders of connected firms are more likely 
to expropriate to cover the resources expended to establish political connections. Second, PCFs are excluded from external dis-
ciplining by both financial markets (Chaney et al., 2011) and institutions such as banks (Houston et al., 2014). In addition, political 
connections protect connected firms from sanctions by legal authorities (Correia, 2014). The weakening of external disciplining 
significantly reduces the punishment for tunneling and increases the opportunities for firm owners to pursue private benefits of 
control. 

Though theories suggest that political ties influence agency conflicts, direct tests for the agency cost of political connections are 
usually subject to the endogeneity problem. There could be reverse causality between political connections and firm agency conflicts, 
as politicians may strategically choose to connect with poorly-governed firms to facilitate rent-seeking. Moreover, political con-
nections and corporate governance could be jointly-determined as both are influenced by controlling shareholders. 

To mitigate the endogeneity issue and examine the influence of political connections on agency conflicts between large share-
holders and minority shareholders, we take advantage of an exogenous setting — the enforcement of File 18 in China. In October 
2013, China's central government enforced File 18, which prohibits in-office politicians from taking up positions at firms, and 
prohibits retired government officials from exerting political influence to benefit connected firms. The File has caused a shock for 
firms that establish political connections through independent board members. Using this government-enforced policy, we provide 
robust evidence that political connections significantly increase tunneling behavior by large shareholders. 

China's state-controlled economic system also provides a unique environment for examining the influence of political connections. 
First, the Chinese government adopts an administrative approval system that regulates a wide range of different industries. The 
approval system grants government officials significant power and influence on business operations. Second, the Chinese government 
has maintained a large share of control over the largest financial institutions in the banking, insurance, security and trust sectors. In 
addition, most local banks are also state-owned. This dominant control in the financial system grants government officials significant 
power in directing the allocation of funds from intermediaries. Therefore, it is of significant value to examine the impact of an 
exogenous regulation that removes political connections through boards in the setting of China's state-controlled economy. 

As political officials play a large role in China's government-controlled economic system, firms actively establish political con-
nections by employing government officials as independent board members. At the end of 2012, the year before the enforcement of 
File 18, of 2470 Chinese-listed firms, 811 firms (32.8%) employed a total of 638 in-office or retired government officials as in-
dependent board members, which accounts for 10.8% of the 5901 independent directors in total. File 18 has exerted a wide influence 
and caused many resignations of independent board members with political ties. As shown in Fig. 1, the number of firms in China that 
hired politically connected independent board members has declined sharply from 844 in 2013 to 622 in 2014, and it dropped further 
to 233 in 2016. 

We use market reactions to related party transactions (RPTs) between firms and large shareholders to examine the dynamics of 
the agency conflicts between controlling shareholders and minority shareholders after File 18 was enforced. Controlling shareholders 
have both the incentives and the power to tunnel through RPTs. As File 18 effectively constrains political connections and thus 

Fig. 1. The number of Chinese-listed companies with politically connected independent board members: 2010–2016. 
This figure plots the number of Chinese-listed companies that hire politically connected independent board members during the period 2010–2016. 
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reduces both rent-seeking and benefits from ties to politicians, the incentive for controlling shareholders to tunnel would significantly 
decline. Therefore, we predict that after the enforcement of File 18, controlling shareholders are less likely to conduct tunneling- 
motivated RPTs. Thus, market reactions to RPTs, which reflect investors' assessments of potential tunneling by large shareholders 
through RPTs, should be more positive after the enforcement of File 18. 

To investigate the impacts of political connections on agency conflicts between large shareholders and minority shareholders 
under the setting of File 18, we compile a data set of 3864 RPTs with controlling shareholders by non-state owned Chinese-listed 
firms from 2010 to 2016. Using cumulative abnormal returns (CARs) around the announcements of RPTs to evaluate tunneling, we 
provide robust evidence that tunneling has declined significantly since the enforcement of File 18. The results hold when we control 
for a series of firm characteristics such as size, leverage, sales growth and profitability. We also include industry and year fixed effects, 
in addition to corporate governance indicators such as the difference between control rights and cash flow rights of controlling 
shareholders, board size and independence, and CEO-chairman duality. The findings are robust to different window specifications in 
the calculations of CARs. Furthermore, we implement placebo tests and show that the decline in tunneling is not due to time trends. 
We also remove observations in 2015 and 2016 to exclude the influence of stock market crashes, and still obtain similar findings. Our 
results suggest that tunneling activities significantly decline after the enforcement of File 18. 

We further examine three different channels through which political connections influence agency conflicts. First, political 
connections increase insiders' expropriation incentives to cover the costs and reap the benefits of ties to politicians. Controlling 
shareholders incur the costs of connecting with government officials, whose rent-seeking motives further impose a burden on con-
nected firms. As exchanges of favors, connected firms obtain favorable treatment from governments. Therefore, controlling share-
holders have the incentive to tunnel to keep benefits from political connections and cover related costs. We predict the incentive 
channel to be more significant in regions that are more corrupt. A corrupt political system grants government officials significant 
discretion and power in directing resources, which increases both rent-seeking costs of and favorable treatments from political 
connections. Using a corruption index at the province level, we find that the decline in tunneling after the enforcement of File 18 is 
greater among PCFs operating in regions that are more corrupt. 

The second channel that we examine is the financing channel. Political connections significantly reduce the financing costs of 
tunneling activities. Although tunneling indicates a low quality of corporate governance, the implicit guarantee and support from 
connected government officials could exclude PCFs from market penalties for entrenchment. As File 18 effectively constrains firms' 
political connections, controlling shareholders would have to face significant financing costs at incidences of tunneling. We predict 
that the financing channel will be more evident among PCFs that are less creditworthy, as these firms are less likely to pledge 
collateral as substitutes for favors from politicians in obtaining bank credits. We use both tangibility and profitability to evaluate 
firms' creditworthiness, and confirm that tunneling declines more for PCFs that are less creditworthy. The financing channel would 
also be more significant for firms with greater financing needs, because tunneling may subject these firms to the loss of external 
funding support for operations and growth. We use financial constraints and external financial dependence to measure a firm's 
financing needs, and find that the decline in tunneling is greater for PCFs with greater financing needs. 

The third channel we consider is the sanction channel. Since the enforcement of File 18 that restrains political connections 
through independent board members, PCFs have lost protection from connected politicians, and therefore face greater probability of 
being investigated for fraud and more severe penalties for tunneling. We predict that the increase in sanction costs would be larger for 
firms operating in regions with greater judicial efficiency, or regions that provide stronger property protection and facilitate legal 
investigation processes. Using measures for judicial efficiency, we confirm the prediction. 

The paper proceeds as follows. In Section 2, we discuss related literature and highlight our contribution. We introduce the 
background in Section 3. Section 4 describes our data, sample and variables. Section 5 presents empirical findings. We conclude in  
Section 6. 

2. Related literature 

Our study contributes to four strands of literature. First, we contribute to the literature on the costs of political connections. While 
the “helping hand” perspective advocates that political connections are beneficial and significantly increase firm value,1 political 
connections also bring costs. First of all, political ties help firms avoid necessary compliance measures and impose significant social 
costs such as accidents and fatalities (Fisman and Wang, 2015). Second, political connections exert business costs to connected firms' 
operations. For example, the rent-seeking incentives of connected politicians distort operating objective towards political goals and 
undermine firm performance (Bertrand et al., 2018; Boubakri et al., 2008; Fan et al., 2007). We contribute to the literature by 
identifying a unique experiment setting to examine the agency cost of political connections. 

Our study is also related to the literature that examines the determinants of tunneling. The existing literature has shown that 
tunneling is influenced by different factors at both the country and firm level. In terms of country-level factors, researchers have 
shown that legal system that protects shareholders (LLSV, 1998; 2000; 2002) and creditors (Brockman and Unlu, 2009) exerts 
significant influences on agency costs. At the firm-level, firms with overvalued equity (Jensen, 2005), excess free cash flows (Jensen, 
1986), large divergence between cash flow and control rights (Claessens et al., 2002) are more likely to experience expropriation by 
controlling shareholders. We contribute to this strand of literature by providing empirical evidence on the impact of political con-
nections on tunneling in an exogenous setting, and we also specifically examine the channels through which political ties increase 

1 See, for example, Johnson and Mitton (2003), Faccio (2006), Claessens et al. (2008), Goldman et al. (2009), Akey (2015), etc. 
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controlling shareholders' incentives to tunnel. 
Our paper is further related to recent studies on the influences of File 18 on Chinese-listed companies. Hope et al. (2017) find that 

File 18 significantly reduces earnings management, especially for non-State-Owned Enterprises (SOEs). Berkowitz et al. (2017) show 
that File 18 significantly enhances firms' efficiency, innovation, and productivity. Jin and Jin and Zhang (2017) report that firms that 
previously hired independent board directors with political ties received significantly fewer government subsidies after the en-
forcement of File 18. Xu (2018) shows that the value and performance of firms with banned directors have declined significantly after 
the regulation. Different from existing studies, we focus on agency conflicts and show that File 18 has significantly reduced con-
trolling shareholders' incentives to tunnel. 

Fourth, our study contributes to the literature on corporate governance in Chinese-listed companies. Controlling shareholders 
implement different types of activities to expropriate firm resources. For example, Liu and Lu (2007) show that Chinese-listed firms 
manipulate earnings to preserve controlling shareholders' private benefits of control. Controlling shareholders conduct RPTs to 
expropriate firm resources (Cheung et al., 2009; Lei and Song, 2011; Peng et al., 2011). Chinese-listed firms also issue large dividend 
payouts for controlling shareholders to expropriate (Chen et al., 2009). Liu and Tian (2012) further document that listed firms borrow 
excessively to increase resources for large shareholders to tunnel at the cost of minority shareholders. Jiang et al. (2010) find that 
controlling shareholders use intercorporate loans for tunneling purposes. Berkman et al. (2010) show that market responses to 
regulations that improve investor protection are less favorable for Chinese firms owned by governments or government-related 
agencies. We contribute to this strand of literature by showing that controlling shareholders' incentives to tunnel have declined 
significantly after the enforcement of File 18. 

3. Background 

3.1. Political connections through independent board members 

Chinese-listed firms have adopted independent boards since August 26, 2001, when the China Security Regulatory Committee 
(CSRC) issued the file “Opinions on independent board of public firms”. The file required all Chinese-listed companies to have at least 
two independent board members by June 30, 2002, and further required that independent board members account for at least a third 
of the board by mid-2003. In 2006, China's corporate law, for the first time, regulated all public firms to employ independent board 
members by law. By December 2016, 3117 public firms in China's stock market employed 6807 independent board members out of a 
total of 26,741 board members. The average number of independent board directors per firm was 4.2, and the average ratio of 
independent to total board members was 38.4%. 

Although the purpose of setting up the independent board system is to strengthen the monitoring role of the board and improve 
corporate governance, Chinese-listed firms invite government officials to establish political connections. According to our statistics, 
between 2010 and 2013, there were 8054 independent board members in total, of which 910 were government officials. Under 
China's government-controlled economic system, political connections are important for firms to obtain favorable treatment in 
business operations and external financing. However, the exchanges of favors between politicians and connected firms significantly 
compromise the independence of independent board members, and reduce the monitoring role. In addition, rent-seeking incentives of 
politicians may also lead to corruption in the political system. 

3.2. File 18 

File 18 was announced in October 2013 by the Organization Department of the central government of China as part of the anti- 
corruption campaign that started in 2012 when President Xi Jinping took office. The anti-corruption campaign aims to eliminate the 
long-standing issue of corruption in China's political system. According to statistics from China Politician Database maintained by 
China Economy, between 2012 and 2017 there were at least 152 government officials above the province/minister level that were 
accused of corruption, and more than a million politicians have been demoted or disciplined due to corruption investigations. 

File 18 is a further regulation that can be contextualized within the large scale anti-corruption campaign. The file prohibits 
current government officials from taking up any positions in corporations. File 18 also prohibits retired politicians from joining a firm 
in the first three years after their retirement. After the first three-year period, retired government officials who take part-time jobs in 
companies should not obtain a salary or allowance, unless they work full-time for firms and give up the benefits of a retired gov-
ernment employee. File 18 also prohibits government officials from exerting political influence to grant firms special advantages in 
business. 

File 18 has had a large impact on the independent board system of Chinese-listed firms, and has caused many connected poli-
ticians to give up positions at firms. Our statistics show that during the period of 2010–2013, the number of politically connected 
independent board members account for about 10% of total independent board members. The proportion has declined sharply since 
2013 to 2.8% by 2016. Among non-SOE listed firms in our sample, the number of politically connected independent directors 
decreased from 390 in 2013 to 133 in 2016, which is a 65.9% decrease.2 The percentage of firms that employed independent board 

2 Among the 133 politically connected independent directors, only 8 were administrative government officials, of which 4 were retired admin-
istrative government officials and the remaining 4 were government consultants. File 18 mainly influences independent board members who are in- 
office or retired government officials. In our definition of political connections, we include members from the National Peoples Congress (NPC) 
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members with political ties also decreased from 29% in 2013 to 6.7% in 2016, although the proportion was steady at around 28% 
before 2013. The significant decline in politically connected independent board members represents the large impact of File 18 on 
political connections. In addition, for listed non-SOEs, we find that there are 302 firms that have lost political connections through 
independent board members since 2013. 

3.3. Related party transactions with controlling shareholders 

In China's stock market, related party transactions refer to transactions between a listed firm and its subsidiaries or controlling 
shareholders. The ownership of Chinese-listed firms is usually concentrated. Of the 3117 listed firms by 2016, the average (median) 
ownership by controlling shareholders of China's public firms was 35.7% (34.1%). There were 2432, or 78.0% listed firms who had 
controlling shareholders that owned more than 20% of the shares. Therefore, controlling shareholders of Chinese-listed firms have 
strong incentives to prop up the controlled firms with RPTs to preserve the private benefits of control and maintain public listing. 
Controlling shareholders also have the power to dictate that public firms conduct transactions for tunneling purposes at the costs of 
minority shareholders. 

There are two broad categories of RPTs in China. The first category is business-based transactions, such as sales/purchases of 
goods, services and assets (including both tangible and intangible assets such as intellectual property). The second category is 
financing-based transactions, such as equity and debt transactions, loan guarantees and collateral. There are different methods of 
pricing RPTs, such as market-based, regulation-based, auction-based, and book value-based. 

The CSRC requires public firms to disclose transactions to connected individuals or institutions that exceed 3 million renminbi 
(RMB) within two days after the transactions. If a firm engages in transactions that exceed RMB 3 million and are greater than 0.5% 
of the firm's equity, CSRC requires approval from the firm's board. For transactions that are larger than RMB 30 million or greater 
than 5% of the firm's equity, CSRC requires further approval from a shareholder meeting in addition to auditing and evaluations by 
third parties. 

We document that China's listed firms are active in conducting transactions with related parties. Between 2010 and 2016, 2234 
out of 3117 public firms, or 71.7% have conducted a total of 12,994 transactions with a total value of RMB 6.26 trillion, or about 1 
trillion US dollars. Of all transactions, 9089, or 69.9% are conducted with controlling shareholders, and have a total value of RMB 
5.09 trillion. 

4. Data, sample and variable construction 

To implement the empirical tests, we collect data on firm fundamentals, independent directors, related party transactions, 
ownership structure and corporate governance from the China Stock Market and Accounting Research (CSMAR) database. We obtain 
data on duty-related crimes from the Procuratorial Yearbook of China 2013. Finally, we obtain the legal environment index from  
Wang et al. (2017). 

4.1. Sample selection 

The sample period is from 2010 to 2016. Because File 18 was enacted in 2013, our sample contains the three years before and 
three years after the announcement of File 18. We only consider RPTs with controlling shareholders as we aim to examine the 
tunneling incentives by large shareholders. Our initial sample includes all Chinese-listed firms whose ultimate controlling share-
holders are private entities or individuals. We remove firms in financial or utility industries, and remove observations with negative 
assets, sales, or equity. We also delete the transactions if a firm disclosed financial statements or more than one transaction on the 
same day to remove the confounding effects of multiple events in the calculation of CARs. We also drop observations with missing 
data. The data contains 3864 RPTs by 1037 non-SOE Chinese-listed firms. 

4.2. Variable construction 

4.2.1. Controlling shareholders' tunneling 
We measure controlling shareholders' tunneling based on CARs when a firm announces an RPT with the firm's controlling 

shareholders, following Cheung et al. (2006), Peng et al. (2011) and Liu and Tian (2012). The deviation between cash flow rights and 
control rights, together with the dominant control, enable controlling shareholders in China to extract private benefits from listed 
firms at the cost of minority shareholders. However, the significant private benefits of control also motivate controlling shareholders 
to devote resources to prop up the listed firms under control, for example, to maintain the listing status for future financing. Although 
it could be difficult to identify if an RPT is tunneling or propping up based on the contents of business, CARs around the RPT 
announcement provide an opportunity to infer the nature of the RPT based on investors' responses. If an RPT is for tunneling purposes 

(footnote continued) 
system and the Chinese Peoples Political Consultative Conference (CPPCC) system, in addition to government officials as politically-connected. 
Independent board members who belong to NPC and CPCCC are less affected by File 18. Therefore, in Panel G of Table 4, as a robustness test, we 
only count government officials as being politically connected, and obtain similar findings. 
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that reduce firm value, investors would impose a discount on the stock price, which would lead to a downward movement in the 
price. In contrast, a more favorable market reaction to an RPT indicates that the RPT is more likely to prop up the listed firm. 
Therefore, CARs incorporate investors' perception on the nature of RPTs. Using CARs around RPT announcements, we can extract the 
information embedded in RPTs to infer their nature. 

The abnormal return is estimated using a five-factor asset pricing model with a beta estimation window from 220 to 20 trading 
days before the announcement date. The five factors include the market factor, the size factor, the value factor (Fama and French, 
1993), the momentum factor (Carhart, 1997) and the illiquidity factor (Amihud, 2002). Controlling shareholders use RPTs for both 
propping up and tunneling purposes. We expect that CARs that are more negative indicate that the RPTs are more likely to be related 
to tunneling. Our regressions based on CARs will provide evidence on the influence of political connections and the enforcement of 
File 18 on the dynamics of tunneling in magnitude. We only include announcements of RPTs that do not overlap with the disclosure 
of financial statements to eliminate the influence of financial statements. 

4.2.2. Political connections 
China's political system consists of the administrative government system, the National People's Congress (NPC) system, and the 

Chinese People's Political Consultative Conference (CPPCC) system. Following Fan et al. (2007), we classify an independent director 
to be politically connected if the director belongs to one of the following categories: (1) a current or former administrative gov-
ernment official; (2) a current or former member of the NPC, or (3) a current or former member of the CPPCC, where former officials 
refers to retired officials who left government positions less than 3 years ago. 

We adopt five different variables to measure political connections by the end of 2012, or the year before the enforcement of File 
18. The first measure of political connections is a firm's total number of politically connected independent directors. The second 
measure is a dummy variable that equals one if the firm has at least one politically connected independent director, and zero 
otherwise. Third, we use the ratio of the total number of politically connected independent directors to the total number of in-
dependent directors. Our fourth measure is the ratio of the total number of politically connected independent directors to the board 
size. 

For the fifth measure, we construct an index to evaluate the strength of political connections based on the political ranks of 
connected officials. China's political system is classified into four ranks: the national rank, the province rank, the city rank and the 
county rank. Each rank is further subdivided into two ranks: leading roles and assisting roles. Thus there are a total of eight ranks in 
China's political systems. Following Chen et al. (2017), we assign a score of 1 to 8 for the different ranks, ranging from 8 (the highest) 
for a connection with leading roles at the national rank, to 1 (the lowest) for a connection to assisting roles at the county rank. We 
aggregate the scores of all politically connected independent directors as per the index to evaluate political connections. For firms 
without a politically connected independent board of directors, the index equals 0. 

4.2.3. Control variables 
We include a series of firm characteristics to control for the influence of firm-level characteristics regarding controlling share-

holders' tunneling, and these are defined as follows. Leverage is the firm's total liabilities divided by total assets; firm size is the 
natural logarithm of book assets in RMB; sales growth is defined as the annual growth in revenue from year t − 1 to year t; ROA is 
operating income scaled by total assets; board size is the natural logarithm of the total number of board directors; board in-
dependence is the proportion of independent directors in the board; divergence is the difference between control rights and cash flow 
rights of controlling shareholders; CEO-chairman duality equals 1 for firms with CEOs who also serve as the chairman of the board, 
and 0 otherwise; and transaction value is the transaction value of RPTs divided by the total assets of the listed firm. 

4.2.4. Variables used to differentiate the influences of File 18 
To investigate the channels through which political connections influence controlling shareholders' tunneling, we adopt three 

categories of variables. The first category, regional corruption, is used to evaluate the degree to which influence from political 
connections increasing controlling shareholders' incentives to tunnel. Following Edlund et al. (2013), regional corruption index is the 
number of duty-related crimes scaled by the population for each province. 

The second category of variables, creditworthiness and financing needs, are proxies used to examine the influence of political 
connections on tunneling through the financing channel. We adopt two different variables to measure a firm's creditworthiness: 
profitability and tangibility. To measure profitability, we use both operating profits and net profits, scaled by total assets, respec-
tively. Tangibility is defined as tangible assets scaled by total liabilities and total assets, respectively. Following Almeida and 
Campello (2007), we calculate tangible assets as follows: Tangible = Cash + 0.715*Receivables + 0.547*In-
ventories + 0.535*Fixed Assets. We use financial constraints and external financial dependence to evaluate a firm's financing needs. 
For financial constraints, we use the SA index (Hadlock and Pierce, 2010) and the KZ index (Kaplan and Zingales, 1997; Lamont et al., 
2001). We construct variables to measure external financial dependence following Rajan and Zingales (1998). Firm-level external 
financial dependence is defined as a firm's capital expenditures minus cash flow from operations, divided by capital expenditures. We 
further use the industry median as the industry-level measure of external financial dependence. 

We further use judicial efficiency to capture the impact of political connections on tunneling through the channel of sanctions. 
Judicial efficiency is measured using the legal environment index from Wang et al. (2017), which provides a systematic measurement 
of the legal environment for each province of mainland China. The legal environment index is measured using the number of lawyers 
as a percentage of the population, the efficiency of the local courts and protection of property rights. A higher score on legal 
environment index refers to more developed legal institutions and higher judicial efficiency. 
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4.2.5. Summary statistics 
We winsorize variables at the 1% and 99% cutoff points to reduce the effect of outliers. Table 1 reports the descriptive statistics. 

The median CARs, measured by CAR [−1, +1], CAR [−2, +2], CAR [−3, +3], CAR [−5, +5], CAR[−10,+10] and CAR[−15, 
+15], are −0.2%, −0.1%, −0.3%, −0.3%, −0.4% and − 0.7%, respectively. The negative median of CARs suggest that more than 
half of the RPTs are perceived to be detrimental to firm value from the perspective of capital market. In particular, the 25th percentile 
of CAR [−15, +15] is −9.5%, which suggests that more than 25% of RPTs reduce firm value by close to or over 10%. The statistics 
on firm size show that our sample includes small firms with book assets of RMB 688.5 million, or 105.8 million US dollars, at the 5th 

percentile, and large firms with RMB 37.2 billion of book assets, or 5.7 billion US dollars, at the 95th percentile. 
We report the summary statistics on RPTs in Table 2. During the period of 2010–2016, the number of RPTs increased constantly from 243 in 

2010 to 838 in 2016, which is an increase of 244.9%. The average value of RPTs is RMB 336.4 million, representing 6.7% of the book assets of 

Table 1 
Summary statistics.  

This table reports summary statistics of the variables in our sample. CARs are the cumulative abnormal returns with different event windows 
around the announcement dates of related party transactions. We use five variables dated by the end of 2012 to measure political connections. NUM 
is the total number of politically connected independent directors. DUMPC is a dummy variable that equals one for firms with at least one politically 
connected independent directors, and zero otherwise. PCT1 is the ratio of total number of politically connected independent directors to the total 
number of board members. PCT2 is the ratio of total number of politically connected independent directors to the total number of independent 
directors. SCORE is the total political connection scores of politically connected independent directors. Leverage is total liabilities divided by total 
assets. Firm size is the natural logarithm of book assets in RMB. Sales growth is defined as the annual growth in revenues from year t ? 1 to year t. 
ROA is net profits scaled by total assets. Board size is the natural logarithm of the total number of board directors. Board independence is the 
proportion of independent directors in the board. Divergence is the difference between control rights and cash flow rights of the controlling 
shareholders. CEO chairman duality equals 1 if the CEO also serves as the chairman of the board, and 0 otherwise. Transaction Value is the 
transaction value of related party transactions divided by firms' total assets. Corruption is the number of duty-related crimes scaled by the population 
for each province. Operating profits/Total assets and Net profits/Total assets are measures of profitability. Tangibility is measured as tangible assets 
scaled by total liabilities and total assets, respectively. SA index and KZ index are constructed following Hadlock and Pierce (2010) and Kaplan and 
Zingales (1997), respectively. Firm-level external financial dependence (Ext. Fin. Dep.) is defined as firm's capital expenditures minus cash flow from 
operations, divided by capital expenditures. Indus. Ext. Fin. Dep. is the industry median of firm level external financial dependence. Judicial efficiency 
is measured by legal environment index from Wang et al. (2017). Grouping variables are measured at the end of year 2013.           

Variable N Mean Std. dev. 5% 25% 50% 75% 95%  

Measure of Tunneling: 
CAR[−1, +1] 3864 0.010 0.090 −0.086 −0.027 −0.002 0.030 0.159 
CAR[−2, +2] 3864 0.012 0.110 −0.113 −0.035 −0.001 0.039 0.202 
CAR[−3, +3] 3864 0.012 0.125 −0.132 −0.040 −0.003 0.043 0.213 
CAR[−5, +5] 3864 0.012 0.150 −0.164 −0.053 −0.003 0.054 0.242 
CAR[−10,+10] 3864 0.011 0.190 −0.229 −0.078 −0.004 0.071 0.299 
CAR[−15,+15] 3864 0.006 0.223 −0.291 −0.095 −0.007 0.088 0.343  

Measure of Political Connections 
NUM 3864 0.389 0.633 0.000 0.000 0.000 1.000 2.000 
DUMPC 3864 0.318 0.466 0.000 0.000 0.000 1.000 1.000 
PCT1 3864 0.040 0.066 0.000 0.000 0.000 0.091 0.167 
PCT2 3864 0.111 0.181 0.000 0.000 0.000 0.250 0.500 
SCORE 3864 1.746 3.070 0.000 0.000 0.000 3.000 8.000  

Control Variables 
Leverage 3864 0.473 0.211 0.138 0.310 0.464 0.629 0.826 
Firm size 3864 22.066 1.194 20.343 21.281 21.956 22.732 24.345 
Tangibility 3864 0.832 0.893 0.140 0.351 0.558 0.927 2.471 
Divergence 3864 6.679 8.016 0.000 0.000 2.761 12.270 22.465 
Sales Growth 3864 0.328 0.831 −0.307 −0.024 0.144 0.378 1.539 
ROA 3864 0.032 0.063 −0.069 0.009 0.032 0.061 0.126 
Board Independence 3864 0.376 0.054 0.333 0.333 0.333 0.429 0.455 
Board Size 3864 2.222 0.173 1.792 2.079 2.303 2.303 2.485 
CEO-chairman duality 3864 0.318 0.466 0.000 0.000 0.000 1.000 1.000 
Transaction Value 3864 0.068 0.127 0.001 0.007 0.023 0.068 0.292  

Grouping Variables 
Corruption 1370 0.256 0.065 0.176 0.222 0.237 0.275 0.393 
Tangible assets/Total liabilities 1370 1.831 3.750 0.187 0.475 0.830 1.828 6.260 
Tangible assets/Total assets 1370 0.324 0.145 0.117 0.228 0.305 0.401 0.603 
Operating profits/Total assets 1370 0.043 0.073 −0.047 0.014 0.040 0.073 0.141 
Net profits/Total assets 1370 0.049 0.287 −0.034 0.016 0.039 0.069 0.126 
SA index 1370 −3.425 0.259 −3.891 −3.640 −3.329 −3.232 −3.101 
KZ index 1367 0.032 2.800 −1.643 −0.407 0.076 0.418 1.179 
Ext. Fin. Dep. 1087 0.299 1.680 −1.024 0.073 0.492 0.779 1.213 
Indus. Ext. Fin. Dep. 1370 0.467 0.275 −0.133 0.425 0.522 0.639 0.682 
Judiciary efficiency 1370 7.945 1.670 5.330 6.700 8.690 9.440 9.880 
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the listed companies that engaged in related party transactions. Considering that the average ROA (net income scaled by total assets) is 4.9%, 
these transactions could impose a significant impact on profitability and cash flow. In Panel B, we provide summary statistics on RPTs for PCFs 
and non-PCFs. The statistics shows that while there were 81.1% of PCFs that conducted RPTs, the proportion of PCFs that conducted RPTs was 
only 46.2%. The ratio of transaction value to total assets is 5.7% among non-politically connected firms, which is lower than the corresponding 
number of 7.1% for PCFs. 

We have also made a statistical comparison between CARs of firms that previously employed politically connected independent 
directors, and CARs of firms that did not have political connections through an independent board. Table A.1 in the Appendix reports 
the results. The results show that in and before 2013, CARs of RPTs by PCFs are significantly lower than those of RPTs by non-PCFs. 
The findings are consistent as File 18 constrains the influence of political connections, which mitigates the tunneling incentives of 
firms that previously employed politically connected independent directors. 

5. Empirical results 

5.1. Multivariate tests on the influence of File 18 

We estimate the influence of political connections on controlling shareholders' tunneling with multivariate regressions. The 
baseline model is as follows: 

= + + + + + +CAR PC PC After Industry Year RegionControli t i i t i t i t, , , (1) 

where PC is a measure of political connection. After is a dummy variable that equals 1 for the years 2014–2016, the period after the 
enforcement of File 18. We also include industry, year and region fixed effects.3 If tunneling activities decline among PCFs after the 
enforcement of File 18, we expect that the CARs associated with RPTs will increase for PCFs, and thus β should be positive and 
significant in the regressions.4 

Table 2 
Summary statistics of related party transactions.  

This table reports the summary statistics of related party transactions (RPTs) in our sample from 2010 to 2016. Panel A shows the total number of 
firms that engaged in RPTs with controlling shareholders and the characteristics of these transactions. Panel B reports the summary of RPTs for firms 
with politically connected independent board members, and for firms with no political ties through independent board members.             

Panel A: Summary of related party transactions by year 

Year #. of 
firms that 
engaged 
in RPTs 

#. of non- 
SOE 
listed 
firms 

%. of non- 
SOE listed 
firms 

#. of 
transactions 

Total value of 
transactions 
(RMB billion) 

Avg. 
transactions 
value (RMB 
million) 

Avg. 
transaction 
value to 
book assets 

Avg. 
transaction 
value to 
sales 

Avg. 
transaction 
value to EBIT 

Avg. 
transaction 
value to net 
income  

2010 180 1096 16.4% 243 40.3 165.8 0.078 0.285 2.070 2.754 
2011 206 1331 15.5% 290 58.9 203.3 0.053 0.151 1.729 2.420 
2012 307 1455 21.1% 411 73.0 177.7 0.058 0.186 1.912 2.493 
2013 363 1506 24.1% 507 108.2 213.4 0.062 0.183 1.572 2.948 
2014 436 1621 26.9% 646 288.8 447.1 0.074 0.254 2.910 4.262 
2015 579 1812 32.0% 929 346.6 373.0 0.094 0.278 1.686 3.251 
1016 519 2078 25.0% 838 384.1 458.4 0.072 0.234 2.898 2.939 
2010~2016 1129 2132 53.0% 3864 1299.9 336.4 0.067 0.233 2.190 3.138  

Panel B: Summary of related party transactions by PCFs and non-PCFs by year  
Firms with politically connected board members before File 18 Firms without politically connected board members Before File 18 

Year #. of 
firms that 
engaged 
in RPTs 

%. of 
treated 
firms that 
engaged 
in RPTs 

#. of RPTs 
conducted 

Avg. value of 
transactions 
(RMB 
million) 

Avg. 
transaction 
value to book 
assets 

#. of firms 
that engaged 
in RPTs 

%. of non- 
treated firms 
that engaged 
in RPTs 

#. of RPTs 
conducted 

The average 
value of 
transactions 
(RMB 
million) 

Avg. 
transaction 
value to 
book assets 

2010 67 16.0% 91 151.1 0.063 113 6.6% 152 174.6 0.088 
2011 68 16.3% 95 218.6 0.050 138 8.1% 195 195.8 0.054 
2012 106 25.4% 143 203.8 0.046 201 11.8% 268 163.7 0.064 
2013 117 28.0% 160 242.2 0.057 246 14.4% 347 200.1 0.064 
2014 134 32.1% 204 296.6 0.058 302 17.7% 442 516.5 0.081 
2015 179 42.8% 290 307.0 0.061 400 23.4% 639 403.0 0.077 
2016 159 38.0% 246 598.3 0.060 360 21.1% 592 400.3 0.065 
2010~2016 339 81.1% 1229 324.7 0.057 790 46.2% 2635 341.9 0.071 

3 Because we include year fixed effects, we do not include the indicator variable After alone in the regressions as After is a linear combination of 
year dummies. 

4 We also implement parallel test. Table A.4 in the Appendix reports the results. We find that there is no positive trend in the difference between 
CARs of PCFs and non-PCFs before 2013. The results show that our difference-in-difference (DID) setting satisfies the parallel condition. 
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Table 3 presents the results. In all regressions, the coefficients for the interaction between political connections and After are 
positive and significant after controlling for a series of firm-level characteristics. The results show that market reactions to RPTs of 
PCFs become more positive after the enforcement of File 18. The findings suggest that controlling shareholders' tunneling sig-
nificantly declines after File 18 weakens firms' political connections. 

The influence of File 18 on market reactions to RPTs is not only statistically significant, but is also economically consequential. 
We use the results in Column 1, where political connection is measured using the number of politically connected independent 
directors, to discuss the economic impact. For a firm that employed one politically connected independent board member, market 
reactions to RPTs will be 1.3 percentage points (1.3%*1) higher than investor's responses prior to the reform. For a firm with two 
government officials as independent directors, the improvement in CARs further increases to 2.6 percentage points (1.3%*2). 

As for control variables, we find that larger firms are associated with more tunneling from controlling shareholders, which is 

Table 3 
The influence of File 18 on tunneling.  

This table reports the influence of File 18 on the incentives of controlling shareholders' tunneling. The dependent variable is CAR[−1,+1], 
measured as the 3-day cumulative abnormal returns (CARs around the announcement of RPTs). The CAR is estimated using a five-factor model with 
a beta estimation window from 220 to 20 trading days prior to the announcement. After is a dummy variable that equals 1 for year after 2013, and 
zero otherwise. NUM is the total number of politically connected independent directors. DUMPC is a dummy variable that equals 1 for firms with at 
least one politically connected independent directors, and zero otherwise. PCT1 is the number of politically connected independent directors scaled 
by board size. PCT2 is the proportion of politically connected directors among independent board members. Score is the aggregate political con-
nection scores of independent directors. Industry, region and year fixed effects are included in all the regressions. Firm level clustered standard 
errors are in the parenthesis. ***, **, and * denote significance at the 1%, 5%, and 10% levels, respectively.         

(1) (2) (3) (4) (5)  

NUM −0.011***     
(0.003)     

After*NUM 0.013***     
(0.004)     

DUMPC  −0.015***     
(0.005)    

After*DUMPC  0.022***     
(0.006)    

PCT1   −0.102***     
(0.033)   

After*PCT1   0.129***     
(0.042)   

PCT2    −0.038***     
(0.013)  

After*PCT2    0.049***     
(0.016)  

SCORE     −0.002***     
(0.001) 

After*SCORE     0.002***     
(0.001) 

Leverage 0.019 0.020 0.019 0.019 0.020 
(0.015) (0.015) (0.015) (0.015) (0.015) 

Firm size −0.005* −0.005* −0.005* −0.005* −0.005* 
(0.003) (0.003) (0.003) (0.003) (0.003) 

Sales Growth 0.014** 0.014** 0.014** 0.014** 0.014** 
(0.007) (0.007) (0.007) (0.007) (0.007) 

ROA 0.026 0.027 0.026 0.025 0.027 
(0.038) (0.038) (0.038) (0.038) (0.037) 

Board Size −0.025** −0.025** −0.026** −0.026** −0.025** 
(0.012) (0.012) (0.012) (0.012) (0.012) 

Board Independence −0.024 −0.025 −0.025 −0.027 −0.024 
(0.039) (0.039) (0.039) (0.039) (0.039) 

Divergence 0.000 0.000 0.000 0.000 0.000 
(0.000) (0.000) (0.000) (0.000) (0.000) 

CEO-chairman duality −0.000 −0.000 −0.000 −0.000 −0.000 
(0.004) (0.004) (0.004) (0.004) (0.004) 

Transaction Value 0.075** 0.075** 0.075** 0.075** 0.075** 
(0.031) (0.031) (0.031) (0.031) (0.031) 

Industry FE YES YES YES YES YES 
Region FE YES YES YES YES YES 
Year FE YES YES YES YES YES 
Observations 3864 3864 3864 3864 3864 
Adj.Rsq 0.055 0.056 0.055 0.056 0.055 
H0: α + β = 0, H1: + =0
p-value 0.360 0.121 0.355 0.320 0.294 
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consistent with the evidence on the determinants of controlling shareholders' tunneling for Chinese-listed companies (Qian et al., 
2011). While profitability is not related to tunneling (Liu and Tian, 2012), growth firms are less likely to be tunneled by controlling 
shareholders through RPTs. Board size is negatively related to CARs, suggesting that controlling shareholders of firms with larger 
boards are more likely to conduct tunneling-motivated RPTs. Leverage is positively related to CARs, suggesting that firms with higher 
leverage are more likely to prop up rather than tunnel, but the coefficient is not significant. In addition, consistent with Peng et al. 
(2011), we find that transaction value is positively related to controlling shareholders' tunneling at the 5% level. Board independence, 
CEO-chairman duality and the difference between control rights and cash flow rights of controlling shareholders are not related to the 
measure of tunneling. 

5.2. Robustness tests 

5.2.1. Alternative measurement 
Next, we implement four categories of tests to examine the robustness of the main results. Table 4 reports the regression results for 

robustness tests. First, we estimate CARs for alternative windows around the announcement (CAR [−2, +2], CAR [−3, +3], CAR 
[−5, +5], CAR [−10, +10], CAR [−15, +15]), and Panels A to E show that the results for these are quantitatively similar. 

Second, we adopt a different definition of political connections by considering only independent directors whose political rank is 
above the county level. Considering that the political power and influence of government officials with ranks below the county level 
are relatively limited, we count government officials with ranks above the county level to evaluate effective political connections. 
Panel F shows that the results still hold. 

Third, because File 18 mainly influences government officials, we exclude independent board members who are not government 
officials but are members of NPC or CPPCC as a result of the construction of political connections. Panel G shows that the change in 
definition of political connections does not alter our results. 

Fourth, after the enforcement of File 18, some firms still have politically connected independent directors sitting on boards. To 
alleviate the potential confounding effect, we exclude these firms from our sample. Panel H shows that our results are robust to the 
sample selection. 

5.2.2. Placebo tests 
We further show that our findings are not due to trends in controlling shareholders' tunneling by implementing placebo tests. If 

there is a declining trend in controlling shareholders' tunneling of PCFs over time, we would observe a negative and significant 
coefficient for the interaction term for the period before the enforcement of File 18. To rule out this possibility, we use the year 2010 
as the event year, and 2009 to 2012 as the sample. We estimate the main regressions with the placebo sample and find that none of 
the interaction terms are significant in the regressions, as reported in Panel I. In Panel J, we use 2009 as the event year and also 
obtain insignificant results. The findings show that the significant coefficients that we obtain in the main results for the interaction 
terms are not due to time-series trends in the tunneling incentives of PCFs. 

5.2.3. Alternative explanations 
Next, we show that our findings are not driven by some alternative explanations. First, we examine if CARs of RPTs by PCFs 

increased after the launch of the anti-corruption campaign but before the enforcement of File 18. The large scale of anti-corruption 
activities were first launched in 2012. Lin et al. (2017) show that one of the anti-corruption policies — the eight-point regulation, 
which aims to reduce extravagant spending — has significantly increased firm value, especially for SOEs. Pan and Tian (2017) find 
that the ousting of politicians significantly impacts corporate investments. To examine the dynamics of controlling shareholders' 
tunneling of PCFs around 2012 specifically, we use the year 2012 as the event year, and limit the sample to observations before 
October 2013 when File 18 was announced. In Panel K, we find that there was no significant decline in controlling shareholders' 
tunneling of PCFs right after 2012 when the anti-corruption campaign started. The results, combined with our main results that 
suggest a significant increase in CARs for PCFs after 2013, are consistent with the argument that File 18 exerts a positive influence on 
CARs of RPTs for firms that hired government officials as independent directors. The results also suggest that File 18, which directly 
removes political connections through independent board members, has had significant impact on firms with politically connected 
independent directors. 

Second, we exclude firms that engage in mergers and acquisitions (M&As) from the sample to mitigate the influence of corporate 
restructuring. M&As change corporate ownership structures and businesses, which influence controlling shareholders' incentive to 
tunnel. In addition, mergers between firms would also result in a change in controlling shareholder and political connections. In Panel 
L, we show that our results are robust to the exclusion of firms that conducted M&As during the sample period. 

The Chinese stock market experienced a strong bull market in the first half of 2015, and a crash in both mid-2015 and January 
2016. To mitigate the influence of these large market fluctuations, we exclude the year 2015 and 2016 in our regression analysis. 
Panel M shows that our results still hold. 

5.2.4. Alternative model specifications 
We also implement the propensity score matching-difference in differences (PSM-DID) method as a robustness test. For each firm 

that hired politically connected independent board members at the end of 2012, we find a matched candidate that did not have 
political connections through independent directors but has the closest propensity score to the firm. Specifically, the propensity score 
is estimated using a probit model, using all the sample firms with non-missing variables in the year prior to the enforcement of File 18 
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Table 4 
Robustness tests.  

This table reports the results of robustness tests for the main findings in Table 3. We report the coefficients of the interaction terms for brevity. The 
dependent variable is CAR[−1,+1], measured as the 3-day cumulative abnormal returns (CARs around the announcement of RPTs). The CAR is 
estimated using a five-factor model with a beta estimation window from 220 to 20 trading days prior to the announcement. After is a dummy 
variable that equals 1 for year after 2013, and zero otherwise. NUM is the total number of politically connected independent directors. DUMPC is a 
dummy variable that equals 1 for firms with at least one politically connected independent directors, and zero otherwise. PCT1 is the number of 
politically connected independent directors scaled by board size. PCT2 is the proportion of politically connected directors among independent board 
members. SCORE is the aggregate political connection scores of independent directors. In Panels A, B, C, D and E we measure controlling share-
holders' tunneling by cumulative abnormal returns over alternative windows around the announcement of related party transactions, such as CAR 
[−2,+2], CAR[−3,+3], CAR[−5,+5], CAR[−10,+10] and CAR[−15,+15], respectively. In Panel F, we construct alternative measures of 
political connections by including only independent directors who have a government official title above the county level. In Panel G, we exclude 
independent directors with titles only in NPC or CPPCC but without government titles in constructing measures of political connections. In Panel H, 
we exclude firms which still have politically connected independent directors sitting on boards after 2014. In Panels I and J, we conduct placebo 
regressions explaining the effects of the sudden loss of politically connected independent directors on controlling shareholders' tunneling for four 
years [−1,2] around placebo pilot occurring in year 2010 and 2009, respectively. In Panel K, we use 2012 when anti-corruption started as the event 
year and estimate the change in controlling shareholders' tunneling around 2012 but before October 2013 when File 18 was enforced. In Panel L, we 
remove firms with M&A activities during year 2010 to 2016. In Panel M, we remove observations during the 2015–2016 market crash. In Panel N, 
we use a matched sample based on propensity score matching approach. In Panel O, we further conduct weighted least square regressions. In Panel 
P, we further control firm fixed effects. Industry, region and year fixed effects are included in all the regressions. Firm level clustered standard errors 
are in the parenthesis. ***, **, and * denote significance at the 1%, 5%, and 10% levels, respectively.         

NUM DUMPC PCT1 PCT2 SCORE  

Panel A: Tunneling measured as CAR[−2, +2] 
After*PC 0.013** 0.021** 0.125** 0.049** 0.002** 

(0.005) (0.008) (0.051) (0.019) (0.001)  

Panel B: Tunneling measured as CAR[−3, +3] 
After*PC 0.014** 0.023** 0.134** 0.054** 0.002* 

(0.006) (0.009) (0.060) (0.023) (0.001)  

Panel C: Tunneling measured as CAR[−5, +5] 
After*PC 0.017** 0.027** 0.158** 0.066** 0.003* 

(0.007) (0.011) (0.073) (0.028) (0.001)  

Panel D: Tunneling measured as CAR[−10, +10] 
After*PC 0.019** 0.034** 0.182** 0.072** 0.003* 

(0.009) (0.014) (0.092) (0.035) (0.002)  

Panel E: Tunneling measured as CAR[−15, +15] 
After*PC 0.025** 0.041** 0.227** 0.095** 0.005** 

(0.012) (0.017) (0.114) (0.044) (0.002)  

Panel F: Alternative PC measure (above county-level) 
After*PC 0.012** 0.016** 0.114** 0.044** 0.002** 

(0.005) (0.007) (0.047) (0.018) (0.001)  

Panel G: Alternative PC measure (exclude NPC and CPPCC) 
After*PC 0.019*** 0.029*** 0.184*** 0.065*** 0.005*** 

(0.006) (0.008) (0.063) (0.023) (0.002)  

Panel H: Excluding firms with PC directors after 2014 
After*PC 0.023*** 0.038*** 0.234*** 0.088*** 0.004** 

(0.008) (0.012) (0.079) (0.028) (0.002)  

Panel I: Placebo test 2010 
After*PC 0.011 0.020 0.114 0.045 0.002 

(0.014) (0.024) (0.143) (0.060) (0.003)  

Panel J: Placebo test 2009 
After*PC −0.005 −0.004 −0.045 −0.005 −0.000 

(0.015) (0.024) (0.154) (0.062) (0.003)  

Panel K: Anti-corruption in 2012 
After*PC 0.001 0.004 −0.005 −0.003 0.000 

(0.007) (0.010) (0.072) (0.025) (0.001)  

Panel L: Excluding M&A firms 
After*PC 0.010** 0.018*** 0.098** 0.038** 0.002** 

(0.004) (0.007) (0.042) (0.017) (0.001)  

Panel M: Exclude observations during 2015–2016 market crash 
After*PC 0.019*** 0.033*** 0.193*** 0.071*** 0.003** 

(0.007) (0.020) (0.066) (0.024) (0.001)  

(continued on next page) 
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(year = 2012). In the probit model, the dependent variable is the PC dummy, which equals one if a firm has at least one politically 
connected director before the enforcement of File 18. The probit model includes all control variables from our main regressions, 
measured in 2012, or the year immediately preceding the enforcement of File 18. Based on the propensity score, we conduct one-to- 
one nearest-neighbor matching without replacement to obtain our final matching sample. Using the propensity score matching 
method, we obtain the control group with firm characteristics that are insignificantly different from those of the treatment group. We 
then estimate the DID regressions using the post-match sample and obtain similar findings, as reported in Panel N of Table 4. 

In our main regressions, we include the size of transactions as a control variable. To further control for the value impact of 
transaction size, we conduct weighted least square regressions. We use transaction value of the RPT scaled by market cap as the 
weight. Panel O reports the results. In all regressions, the coefficients of the interaction terms remain positive and significant. 

We further control firm fixed effects for robustness test in Panel P. The results show that, even after we control firm fixed effects, 
the regression coefficients of the interaction terms are still positive and significant, and the magnitude of coefficients are similar to 
those in the main results. However, since our sample size is relatively small, including firm fixed effects reduces the power of the test 
because of the large number of dependent variables. 

5.3. The left tail distribution of CARs 

To further show that PCFs decrease the use of RPTs as a tunneling device after the enforcement of File 18, we examine the left tail 
distribution of CARs.5 We implement two additional tests. First, at the firm-year level, we test whether the number and the proportion 
of RPTs with negative CARs declines for PCFs after the enforcement of File 18. Specifically, we conduct the following regressions: 

= + + + + + +Y PC PC After Industry Year Region eControli t i i t i t i t, , , (2) 

where Yi, t is either the number or the proportion of RPTs with negative CARs for firm i in year t; PC is a measure of political 
connection; After is a dummy variable that equals one for the years 2014–2016, the period after the enforcement of File 18. We report 
the results in Table A.2 in the Appendix. In Panel A, the dependent variable is the number of RPTs with negative CARs for each firm in 
the given year. We find that the coefficients of the interaction terms between the After dummy and different measures of political 
connections are all negative. In Panel B, the dependent variable is the proportion of RPTs with negative CARs to the total number of 
RPTs for each firm in the given year. The results show that the coefficients of the interaction terms between the After dummy and 
different measures of political connections are all negative. 

Second, at the transaction level, we test whether the likelihood of negative CARs upon the announcement of an RPT declined after 
the enforcement of File 18 for PCFs. Specifically, we estimate the following logit regressions: 

= = + + + + + +Prob Y logit PC PC After Industry Year Region eControl( 1) ( )i t i i t i t i t, , , (3) 

where Y is a dummy that equals one for negative CARs and zero otherwise. As shown in Table A.3 in the Appendix, the coefficients of 
the interaction terms between After and the measures of political connections are all negative. The results show that the likelihood of 
negative CARs upon the announcement of an RPT declined after the enforcement of File 18 for firms that previously hired in-
dependent directors with political connections. Overall, the results are consistent with the argument that after the enforcement of File 
18, PCFs decrease their use of RPTs as a tunneling device. 

5.4. The incentive channel 

The previous findings reveal a robust and significant decline in controlling shareholders' tunneling for PCFs after the enforcement 
of File 18. However, the results do not reveal the channels through which political connections influence controlling shareholders' 
tunneling. We hypothesize that political connections increase controlling shareholders' tunneling through the incentive, financing 
and sanction channels. We first examine the incentive channel, which predicts that controlling shareholders of firms in corrupt 

Table 4 (continued)        

NUM DUMPC PCT1 PCT2 SCORE  

Panel N: Matched sample 
After*PC 0.011** 0.022** 0.100* 0.042** 0.002* 

(0.005) (0.009) (0.051) (0.020) (0.001)  

Panel O: Weighted least square regressions 
After*PC 0.036*** 0.060*** 0.387*** 0.144*** 0.006*** 

(0.012) (0.018) (0.111) (0.041) (0.002)  

Panel P: Firm fixed effects 
After*PC 0.011* 0.018** 0.100* 0.041* 0.002* 

(0.006) (0.009) (0.058) (0.023) (0.001)    

5 We thank the referee for suggesting taht we examine the left tail distribution of CARs. 
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regions have greater incentives to tunnel. Therefore, we expect that there will be larger declines in controlling shareholders' tunneling 
of PCFs after the enforcement of File 18 in regions that are more corrupt. 

To differentiate the decline in controlling shareholders' tunneling in regions with different degrees of corruption, we use the 
corruption index to classify all provinces into Low (below median) and High (above median) subsamples. We estimate the multi-
variate regressions in the two samples separately. Table 5 reports the estimation results. We find that the coefficients of the inter-
action terms between political connections and After in highly-corrupt provinces are about two to three times the magnitude of the 
corresponding coefficients in regressions for the subsample of less corrupt regions. The differences in the coefficients are mostly 
significant at the 5% level. We use Columns 1 and 2 to evaluate the economic effects. For firms with one politically connected 
independent director (or at the 75th percentile), the increase in CAR [−1, +1] after the enforcement of File 18 is 2.7% in highly 
corrupt provinces. In contrast, the increase in CAR [−1, +1] is only 1.0% in less corrupt regions. The results show that the decline in 
controlling shareholders' tunneling of PCFs after the enforcement of File 18 is greater in corrupt areas, which is consistent with the 
hypothesis for the incentive channel. 

5.5. The financing channel 

Next, we examine the financing channel. As File 18 effectively constrains firms' political connections through independent board 
members, tunneling by controlling shareholders would subject listed firms to market penalties and significantly increase the cost of 
financing. Therefore, we expect that the decline in controlling shareholders' tunneling would be greater for firms that are less 
creditworthy and for firms with greater financing needs. 

Table 5 
The influence of File 18 on tunneling for firms operating in regions of different degrees of corruption.  

This table reports the regression results of controlling shareholders' tunneling on political connections in subsamples formed on the basis of 
corruption index as of year 2013. The high-corruption subsample comprises firms located in areas with corruption index above sample median, and 
the low-corruption subsample comprises the rest. The dependent variable is CAR [−1, +1], measured as the 3-day cumulative abnormal returns 
(CARs around the announcement of RPTs). The CAR is estimated using a five-factor model with a beta estimation window from 220 to 20 trading 
days prior to the announcement. After is a dummy variable that equals 1 for year after 2013, and zero otherwise. NUM is the total number of 
politically connected independent directors. DUMPC is a dummy variable that equals 1 for firms with at least one politically connected independent 
directors, and zero otherwise. PCT1 is the number of politically connected independent directors scaled board size. PCT2 is the proportion of 
politically connected directors among independent board members. SCORE is the aggregate political connection scores of independent directors. All 
control variables in Table 3, in addition to industry, region and year fixed effects are included in all regressions. Heteroscedasticity-robust standard 
errors clustered at firm level are in the parenthesis. ***, **, and * denote significance at the 1%, 5%, and 10% levels, respectively. P-values are 
reported at the bottom of this table for the one-tailed tests of the difference of coefficient of interaction term between high corruption sample and 
low corruption sample.              

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

Low High Low High Low High Low High Low High  

NUM −0.007** −0.028***         
(0.003) (0.011)         

After*NUM 0.010** 0.027**         
(0.005) (0.011)         

DUMPC   −0.012** −0.036**         
(0.005) (0.015)       

After*DUMPC   0.018** 0.037**         
(0.007) (0.016)       

PCT1     −0.075** −0.259***         
(0.034) (0.099)     

After*PCT1     0.096** 0.250**         
(0.047) (0.103)     

PCT2       −0.029** −0.095***         
(0.013) (0.036)   

After*PCT2       0.036** 0.100**         
(0.018) (0.040)   

SCORE         −0.001* −0.006***         
(0.001) (0.002) 

After*SCORE         0.002* 0.005**         
(0.001) (0.002) 

Control YES YES YES YES YES YES YES YES YES YES 
Industry FE YES YES YES YES YES YES YES YES YES YES 
Region FE YES YES YES YES YES YES YES YES YES YES 
Year FE YES YES YES YES YES YES YES YES YES YES 
Observations 2822 1042 2822 1042 2822 1042 2822 1042 2822 1042 
Adj.Rsq 0.062 0.117 0.063 0.117 0.062 0.116 0.062 0.117 0.062 0.116 
H0: Low corruption = High corruption, H1: Low corruption  <  High corruption 
p-value 0.042 0.063 0.039 0.030 0.033 
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Table 6 
The influence of File 18 on tunneling for firms with different degrees of asset tangibility.  

This table reports the regression results of controlling shareholders' tunneling on political connections in subsamples formed on the basis of 
tangibility measured at year 2013. In Panel A, tangibility is measured as the tangible assets scaled by total liabilities, where the definition of tangible 
assets follows Almeida and Campello (2007). In Panel B, tangibility is measured as the tangible assets scaled by total assets. The small tangibility 
subsample comprises firms with tangibility below sample median, and the large tangibility subsample comprises the rest. The dependent variable is 
CAR [−1, +1], measured as the 3-day cumulative abnormal returns (CARs around the announcement of RPTs). The CAR is estimated using a five- 
factor model with a beta estimation window from 220 to 20 trading days prior to the announcement. After is a dummy variable that equals 1 for year 
after 2013, and zero otherwise. NUM is the total number of politically connected independent directors. DUMPC is a dummy variable that equals 1 
for firms with at least one politically connected independent directors, and zero otherwise. PCT1 is the number of politically connected independent 
directors scaled board size. PCT2 is the proportion of politically connected directors among independent board members. SCORE is the aggregate 
political connection scores of independent directors. All control variables in Table 3, in addition to industry, region and year fixed effects are 
included in all the regressions. Heteroscedasticity-robust standard errors clustered at firm level are in the parenthesis. ***, **, and * denote 
significance at the 1%, 5%, and 10% levels, respectively. P-values are reported at the bottom of this table for the one-tailed tests of the difference of 
coefficient of interaction term between small tangibility sample and large tangibility sample.             

Panel A: Tangibility measured as the tangible assets scaled by total liabilities  

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

Low High Low High Low High Low High Low High  

NUM −0.008** −0.010         
(0.004) (0.007)         

After*NUM 0.014*** 0.010         
(0.005) (0.009)         

DUMPC   −0.012** −0.016         
(0.006) (0.011)       

After*DUMPC   0.022*** 0.019         
(0.007) (0.014)       

PCT1     −0.084** −0.079         
(0.038) (0.068)     

After*PCT1     0.150*** 0.072         
(0.049) (0.085)     

PCT2       −0.034** −0.026         
(0.015) (0.024)   

After*PCT2       0.058*** 0.022         
(0.018) (0.031)   

SCORE         −0.001 −0.002         
(0.001) (0.001) 

After*SCORE         0.002** 0.002         
(0.001) (0.002) 

Control YES YES YES YES YES YES YES YES YES YES 
Industry FE YES YES YES YES YES YES YES YES YES YES 
Region FE YES YES YES YES YES YES YES YES YES YES 
Year FE YES YES YES YES YES YES YES YES YES YES 
Observations 2478 1321 2478 1321 2478 1321 2478 1321 2478 1321 
Adj.Rsq 0.065 0.080 0.066 0.080 0.065 0.080 0.066 0.079 0.064 0.080 
H0: Low Tangibility = High Tangibility, H1: Low Tangibility  >  High Tangibility 
p-value 0.124 0.135 0.113 0.095 0.212  

Panel B: Tangibility measured as the tangible assets scaled by total assets  
(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) 
Low High Low High Low High Low High Low High 

NUM −0.011** −0.006         
(0.005) (0.006)         

After*NUM 0.016*** 0.006         
(0.006) (0.007)         

DUMPC   −0.016** −0.012         
(0.007) (0.011)       

After*DUMPC   0.023*** 0.018         
(0.008) (0.013)       

PCT1     −0.109** −0.055         
(0.043) (0.057)     

After*PCT1     0.159*** 0.057         
(0.058) (0.067)     

PCT2       −0.039** −0.025         
(0.016) (0.024)   

After*PCT2       0.058*** 0.024         
(0.021) (0.027)   

(continued on next page) 
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We first differentiate the influence of File 18 on tunneling by creditworthiness. In Table 6, we use tangible assets scaled by total 
liabilities (Panel A) and tangible assets scaled by total assets (Panel B) to evaluate a firm's tangibility. We categorize firms according 
to tangibility into low and high tangibility groups, and estimate the regressions in the two subsamples respectively. In both Panels A 
and B, we find that while the coefficients of the interaction terms are significant for firms that are less tangible, the corresponding 
coefficients are not significant in the high tangibility group. The magnitudes of the coefficients for the interaction terms are also 
significantly larger in the low tangibility group compared to those in the high tangibility group. The p-values for the difference of 
coefficients for the interaction terms among the two groups are mostly smaller than 10%. Using Columns 1–2 of Panel A to examine 
the economic impacts, we find that for firms with two politically connected independent directors (at the 95th percentile), the 
increase in CARs after the enforcement of File 18 is about 2.8% (2*1.4%) during the three-day window around the announcements of 
RPTs. By contrast, the changes in CARs are not significant for firms with high tangibility. In Table A.5 in the Appendix, we also use a 
firm's profitability to measure creditworthiness, and find that the influence of political connections on tunneling is greater for firms 
with lower profitability. 

Next, we report our findings using measures of financing needs. We use financial constraints to evaluate a firm's financing needs.  
Table 7 presents the results of regressions estimated in samples separated by financial constraints. We adopt the SA index and the KZ 
index when measuring financial constraints, and report the corresponding findings in Panels A and B, respectively. We categorize the 
sample in half (high and low) according to financial constraints, and estimate the multivariate regressions separately in the two 
subsamples. Panel A shows that the magnitude of the coefficients for the interaction terms between After and political connections are 
larger among high-SA firms, or firms that are more financially constrained. In fact, the coefficients of the interaction terms are 
significant at the 1% significance level for firms in the high subsample classified by financial constraint, but are only marginally 
significant or insignificant for firms that are less financially constrained. The differences between the coefficients of the two sub- 
samples are statistically significant at the 5% level for all cases. The results suggest that the decline in controlling shareholders' 
tunneling after the enforcement of File 18 is significantly larger for firms that are more financially constrained. The economic effects 
are also large. Using Columns 1–2 for example, for a firm with two politically connected independent directors (at the 95th per-
centile), the increase in CAR [−1, +1] is 5.2% (2*2.6%) for firms in the high financial constraints subsample. By contrast, the 
increase is less significant for firms in the low financial constraints subsample. The results in Panel B are similar. In addition, we use a 
firm's external financial dependence to measure financing needs, and report the findings in Table A.6 in the Appendix. We find that 
the influence of political connections on tunneling is greater for firms with greater dependence on external financing. 

The previous results have shown that for firms that are less creditworthy or that have greater financing needs, market reactions to 
RPTs are more positive after the enforcement of File 18. These findings are consistent with the fact that the decline in tunneling after 
the enforcement of File 18 is larger for firms that would encounter significantly greater financing costs. 

5.6. The sanction channel 

The third channel that we examine is the sanction channel. After File 18 removes political connections through independent board 
members, PCFs lose the protection from connected politicians against sanctions. Controlling shareholders will have to face sig-
nificantly higher probabilities of legal investigations and greater penalties when conducting tunneling. The increase in sanction costs 
of tunneling will be greater in regions with greater judicial efficiency. 

We adopt the legal environment index from Wang et al. (2017) to evaluate regional judicial efficiency. Table 8 reports the results. 
We find that the coefficients of the interaction terms between political connections and After are all positive and significant at the 1% 
level in regressions for firms operating in areas with a good legal environment. However, the coefficients of the interaction terms are 
negative but not significant in any regressions for the lower judicial efficiency group. The economic effects are consequential. Using 
Columns 1–2 for example, for firms with two politically connected independent board members, the increase in CAR [−1, +1] is 
3.0% (2*1.5%) for firms operating in areas with higher judicial efficiency (the top-half subsample), while this is insignificant for firms 

Table 6 (continued)            

Panel A: Tangibility measured as the tangible assets scaled by total liabilities  

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

Low High Low High Low High Low High Low High  

SCORE         −0.002* −0.001         
(0.001) (0.001) 

After*SCORE         0.003** 0.001         
(0.001) (0.001) 

Control YES YES YES YES YES YES YES YES YES YES 
Industry FE YES YES YES YES YES YES YES YES YES YES 
Region FE YES YES YES YES YES YES YES YES YES YES 
Year FE YES YES YES YES YES YES YES YES YES YES 
Observations 2319 1480 2319 1480 2319 1480 2319 1480 2319 1480 
Adj.Rsq 0.072 0.094 0.073 0.095 0.072 0.093 0.072 0.094 0.071 0.093 
H0: Low Tangibility = High Tangibility, H1: Low Tangibility  >  High Tangibility 
p-value 0.091 0.125 0.087 0.093 0.082 
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Table 7 
The influence of File 18 on tunneling for firms with different degrees of financial constraints.  

This table reports the regression results of controlling shareholders' tunneling on political connections in subsamples formed on the basis of 
financial constraints measured at year 2013. In panel A, financial constraint is measured by SA index (firms with higher SA index are more 
financially constrained). In panel B, financial constraint is measured as KZ index (higher KZ index means that firms are more financially con-
strained). The high financial constraints subsample comprises firms with the measure of financial constraints above sample median, and the low 
financial constraints subsample comprises the rest. The dependent variable is CAR [−1, +1], measured as the 3-day cumulative abnormal returns 
(CARs around the announcement of RPTs). The CAR is estimated using a five-factor model with a beta estimation window from 220 to 20 trading 
days prior to the announcement. After is a dummy variable that equals 1 for year after 2013, and zero otherwise. NUM is the total number of 
politically connected independent directors. DUMPC is a dummy variable that equals 1 for firms with at least one politically connected independent 
directors, and zero otherwise. PCT1 is the number of politically connected independent directors scaled board size. PCT2 is the proportion of 
politically connected directors among independent board members. SCORE is the aggregate political connection scores of independent directors. All 
control variables in Table 3, in addition to industry, region and year fixed effects are included in all the regressions. Heteroscedasticity-robust 
standard errors clustered at firm level are in the parenthesis. ***, **, and * denote significance at the 1%, 5%, and 10% levels, respectively. P-values 
are reported at the bottom of each panel for the one-tailed tests of the difference of coefficient of interaction term between high financial constraints 
sample and low financial constraints sample.             

Panel A: Financial Constraints measured by SA index  

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

Low High Low High Low High Low High Low High  

NUM −0.009** −0.015**         
(0.004) (0.007)         

After*NUM 0.009* 0.026***         
(0.005) (0.008)         

DUMPC   −0.013** −0.020*         
(0.006) (0.011)       

After*DUMPC   0.016** 0.037***         
(0.008) (0.012)       

PCT1     −0.085** −0.153**         
(0.037) (0.073)     

After*PCT1     0.091* 0.251***         
(0.049) (0.083)     

PCT2       −0.032** −0.053**         
(0.014) (0.025)   

After*PCT2       0.035* 0.086***         
(0.019) (0.029)   

SCORE         −0.001* −0.003**         
(0.001) (0.001) 

After*SCORE         0.001 0.005***         
(0.001) (0.002) 

Control YES YES YES YES YES YES YES YES YES YES 
Industry FE YES YES YES YES YES YES YES YES YES YES 
Region FE YES YES YES YES YES YES YES YES YES YES 
Year FE YES YES YES YES YES YES YES YES YES YES 
Observations 2555 1244 2555 1244 2555 1244 2555 1244 2555 1244 
Adj.Rsq 0.066 0.065 0.067 0.066 0.067 0.065 0.067 0.064 0.066 0.063 
H0: Low SA index = High SA index, H1: Low SA index  <  High SA index 
p-value 0.010 0.026 0.020 0.033 0.011  

Panel B: Financial Constraints measured by KZ index  
(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) 
Low High Low High Low High Low High Low High 

NUM −0.001 −0.018***         
(0.003) (0.005)         

After*NUM 0.002 0.022***         
(0.005) (0.006)         

DUMPC   −0.005 −0.021***         
(0.006) (0.007)       

After*DUMPC   0.005 0.029***         
(0.009) (0.009)       

PCT1     −0.014 −0.170***         
(0.032) (0.052)     

After*PCT1     0.022 0.201***         
(0.050) (0.063)     

PCT2       −0.006 −0.060***         
(0.013) (0.019)   

After*PCT2       0.010 0.072***         
(0.020) (0.023)   

(continued on next page) 
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Table 7 (continued)            

Panel A: Financial Constraints measured by SA index  

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

Low High Low High Low High Low High Low High  

SCORE         0.000 −0.003***         
(0.001) (0.001) 

After*SCORE         −0.000 0.004***         
(0.001) (0.001) 

Control YES YES YES YES YES YES YES YES YES YES 
Industry FE YES YES YES YES YES YES YES YES YES YES 
Region FE YES YES YES YES YES YES YES YES YES YES 
Year FE YES YES YES YES YES YES YES YES YES YES 
Observations 1472 2308 1472 2308 1472 2308 1472 2308 1472 2308 
Adj.Rsq 0.036 0.079 0.036 0.079 0.036 0.079 0.036 0.079 0.036 0.078 
H0: Low KZ index = High KZ index, H1: Low KZ index  <  High KZ index 
p-value 0.011 0.023 0.018 0.034 0.009    

Table 8 
The influence of File 18 on tunneling for firms with different degrees of judicial efficiency.  

This table reports the regression results of controlling shareholders' tunneling on political connections in subsamples formed on the basis of 
regional judicial efficiency as of year 2013. Judicial efficiency is measured as legal environment index. The high judicial efficiency subsample 
comprises firms located in areas with legal and institutional environment index above sample median, and the low judicial efficiency subsample 
comprises the rest. The dependent variable is CAR [−1, +1], measured as the 3-day cumulative abnormal returns (CARs around the announcement 
of RPTs). The CAR is estimated using a five-factor model with a beta estimation window from 220 to 20 trading days prior to the announcement. 
After is a dummy variable that equals 1 for year after 2013, and zero otherwise. NUM is the total number of politically connected independent 
directors. DUMPC is a dummy variable that equals 1 for firms with at least one politically connected independent directors, and zero otherwise. 
PCT1 is the number of politically connected independent directors scaled board size. PCT2 is the proportion of politically connected directors among 
independent board members. SCORE is the aggregate political connection scores of independent directors. All control variables in Table 3, in 
addition to industry, region and year fixed effects are included in all regressions. Heteroscedasticity-robust standard errors clustered at firm level are 
in the parenthesis. ***, **, and * denote significance at the 1%, 5%, and 10% levels, respectively. P-values are reported at the bottom of this table for 
the one-tailed tests of the difference of coefficient of interaction term between high judicial efficiency sample and low judicial efficiency sample.              

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

Low High Low High Low High Low High Low High  

NUM −0.021** −0.011***         
(0.010) (0.004)         

After*NUM −0.006 0.015***         
(0.009) (0.005)         

DUMPC   −0.015 −0.018***         
(0.014) (0.006)       

After*DUMPC   −0.014 0.027***         
(0.015) (0.007)       

PCT1     −0.217** −0.105***         
(0.103) (0.036)     

After*PCT1     −0.052 0.141***         
(0.099) (0.046)     

PCT2       −0.078** −0.040***         
(0.038) (0.014)   

After*PCT2       −0.017 0.054***         
(0.039) (0.017)   

SCORE         −0.003* −0.002***         
(0.002) (0.001) 

After*SCORE         −0.002 0.002***         
(0.002) (0.001) 

Control YES YES YES YES YES YES YES YES YES YES 
Industry FE YES YES YES YES YES YES YES YES YES YES 
Region FE YES YES YES YES YES YES YES YES YES YES 
Year FE YES YES YES YES YES YES YES YES YES YES 
Observations 665 3199 665 3199 665 3199 665 3199 665 3199 
Adj.Rsq 0.116 0.065 0.108 0.067 0.116 0.065 0.114 0.065 0.110 0.064 
H0: Low judiciary efficiency = High judiciary efficiency, H1: Low judiciary efficiency  <  High judiciary efficiency 
p-value 0.015 0.001 0.007 0.009 0.008 
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operating in areas with lower judicial efficiency (the bottom-half subsample). The results confirm the prediction that the decline in 
controlling shareholders' tunneling of PCFs after the enforcement of File 18 is greater for firms operating in areas with greater judicial 
efficiency. 

6. Conclusion 

In this paper, we examine the governance costs of political connections by examining controlling shareholders' incentives to 
tunnel before and after the enforcement of File 18 by the Chinese government. In October 2013, the Chinese government announced 
File 18 as an act part of the governmentâ€™s broader anti-corruption campaign. The file prohibits in-office officials from taking up 
positions in corporations, and effectively constrains firms' political connections through independent board members. File 18 has had 
a large impact on over a third of Chinese-listed firms, and provides an exogenous setting to examine the influence of political 
connections on tunneling. Using market reactions to related party transactions as the measure of tunneling, we find that controlling 
shareholders' incentives to tunnel have significantly declined since the enforcement of File 18. The decline in controlling share-
holders' tunneling is greater for PCFs operating in corrupt regions, and is also more pronounced for firms with less creditworthiness 
and/or greater financing needs. We further find that the decline in tunneling is more significant for firms that operate in areas with 
greater judicial efficiency where firms would face greater sanction costs. Overall, we provide evidence that political connections 
significantly motivate controlling shareholders to tunnel.   

Appendix A. Empirical appendix for the paper “The agency cost of political connections: evidence from China's File 18” 

Table A.1 
Summary statistics of CARs by year.  

This table comparises the 3-day cumulative abnormal return around the announcement of RPTs (CRA[-1,+1]) between PCFs and non-PCFs by 
year from 2010 to 2016. The CAR is estimated using a five-factor model with a beta estimation window from 220 to 20 trading days prior to the 
announcement. The last column presents the p-value of the following hypothesis test: H0: PCFs = non-PCFs, H1: PCFs < non-PCFs. ***, **, and * 
denote significance at the 1%, 5%, and 10% levels, respectively.       

Year PC Non-PC Diff p-value  

2010 −0.003 0.028 −0.031** 0.03 
2011 −0.011 0.009 −0.020* 0.07 
2012 −0.004 0.005 −0.009** 0.02 
2013 0.002 0.021 −0.018* 0.06 
2014 0.024 0.011 0.013 0.98 
2015 0.010 0.015 −0.005 0.22 
2016 0.009 0.003 0.006 0.90  

Table A.2 
The number and the proportion of RPTs with negative CARs.  

This table reports the dynamic of the number and the proportion of RPTs with negative CARs (CAR[−1,+1]) before and after the enforcement of 
File 18 for PCFs and non-PCFs. In panel A and panel B, the dependent variable is the number of RPTs with negative CARs (NumNeg) and the 
proportion of RPTs with negative CARs to total number of RPTs (PropNeg) for each firm in the given year. After is a dummy variable that equals 1 for 
year after 2013, and zero otherwise. NUM is the total number of politically connected independent directors. DUMPC is a dummy variable that 
equals 1 for firms with at least one politically connected independent directors, and zero otherwise. PCT1 is the number of politically connected 
independent directors scaled board size. PCT2 is the proportion of politically connected directors among independent board members. SCORE is the 
aggregate political connection scores of independent directors. Heteroscedasticity-robust standard errors clustered at firm level are in the par-
enthesis. ***, **, and * denote significance at the 1%, 5%, and 10% levels, respectively.        

Panel A: Number of RPTs with negative CRAs  

(1) (2) (3) (4) (5)  

VARIABLES NumNeg NumNeg NumNeg NumNeg NumNeg 
NUM 0.142**     

(0.055)     
After*NUM −0.202***     

(0.067)     
DUMPC  0.148**     

(0.072)    
After*DUMPC  −0.242***     

(0.087)    
PCT1   1.961***   

(continued on next page) 
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Table A.2 (continued)       

Panel A: Number of RPTs with negative CRAs  

(1) (2) (3) (4) (5)    

(0.521)   
After*PCT1   −2.264***     

(0.637)   
PCT2    0.671***     

(0.189)  
After*PCT2    −0.813***     

(0.231)  
SCORE     0.022*     

(0.012) 
After_SCORE     −0.034**     

(0.014) 
Leverage 0.396*** 0.386*** 0.406*** 0.403*** 0.390*** 

(0.093) (0.094) (0.093) (0.093) (0.093) 
Firmsize 0.015 0.016 0.012 0.012 0.015 

(0.021) (0.021) (0.021) (0.021) (0.021) 
SalesGrowth −0.008 −0.009 −0.007 −0.007 −0.009 

(0.017) (0.017) (0.017) (0.017) (0.017) 
ROAEBIT −0.571* −0.589* −0.570* −0.552* −0.572* 

(0.310) (0.310) (0.309) (0.310) (0.310) 
BoardSize −0.194 −0.187 −0.192 −0.186 −0.201 

(0.148) (0.147) (0.147) (0.147) (0.148) 
Independence −0.148 −0.140 −0.147 −0.122 −0.150 

(0.456) (0.457) (0.456) (0.456) (0.457) 
Divergence 0.004 0.004 0.004 0.004 0.004 

(0.003) (0.003) (0.003) (0.003) (0.003) 
CEOduality −0.049 −0.047 −0.053 −0.052 −0.049 

(0.042) (0.042) (0.041) (0.041) (0.042) 
Industry FE YES YES YES YES YES 
Year FE YES YES YES YES YES 
Region YES YES YES YES YES 
Observations 2575 2575 2575 2575 2575 
Adj.Rsq 0.115 0.114 0.117 0.117 0.114  

Panel B: Propotion of RPTs with negative CRAs  
(1) (2) (3) (4) (5) 

VARIABLES PropNeg PropNeg PropNeg PropNeg PropNeg 
NUM 0.041     

(0.025)     
After*NUM −0.069**     

(0.031)     
DUMPC  0.054     

(0.033)    
After*DUMPC  −0.112***     

(0.040)    
PCT1   0.539**     

(0.241)   
After*PCT1   −0.731**     

(0.294)   
PCT2    0.162*     

(0.087)  
After*PCT2    −0.233**     

(0.106)  
SCORE     0.010*     

(0.005) 
After_SCORE     −0.018***     

(0.007) 
Leverage −0.082* −0.086** −0.080* −0.082* −0.081* 

(0.043) (0.043) (0.043) (0.043) (0.043) 
Firmsize −0.007 −0.007 −0.008 −0.008 −0.007 

(0.010) (0.010) (0.010) (0.010) (0.010) 
SalesGrowth −0.010 −0.010 −0.010 −0.010 −0.010 

(0.008) (0.008) (0.008) (0.008) (0.008) 
ROAEBIT −0.296** −0.301** −0.298** −0.295** −0.288** 

(0.143) (0.143) (0.143) (0.143) (0.143) 
BoardSize 0.040 0.045 0.040 0.041 0.040 

(0.068) (0.068) (0.068) (0.068) (0.068) 
Independence 0.247 0.254 0.248 0.251 0.249 
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Table A.2 (continued)       

Panel A: Number of RPTs with negative CRAs  

(1) (2) (3) (4) (5)  

(0.210) (0.210) (0.210) (0.210) (0.210) 
Divergence 0.001 0.000 0.001 0.001 0.000 

(0.001) (0.001) (0.001) (0.001) (0.001) 
CEOduality −0.063*** −0.062*** −0.064*** −0.063*** −0.063*** 

(0.019) (0.019) (0.019) (0.019) (0.019) 
Industry FE YES YES YES YES YES 
Year FE YES YES YES YES YES 
Region YES YES YES YES YES 
Observations 2575 2575 2575 2575 2575 
Adj.Rsq 0.076 0.077 0.076 0.075 0.077  

Table A.3 
The likelihood of negative market reactions to related party transactions.  

This table reports the influence of File 18 on the incentives of controlling shareholders' tunneling. The dependent variable is a dummy variable 
equal to 1 if the 3-day cumulative abnormal return (CAR around the announcement of RPTs) is negative. The CAR is estimated using a five-factor 
model with a beta estimation window from 220 to 20 trading days prior to the announcement. After is a dummy variable that equals 1 for year after 
2013, and zero otherwise. NUM is the total number of politically connected independent directors. DUMPC is a dummy variable that equals 1 for 
firms with at least one politically connected independent directors, and zero otherwise. PCT1 is the number of politically connected independent 
directors scaled by board size. PCT2 is the proportion of politically connected directors among independent board members. Score is the aggregate 
political connection scores of independent directors. Industry, region and year fixed effects are included in all the regressions. Firm level clustered 
standard errors are in the parenthesis. ***, **, and * denote significance at the 1%, 5%, and 10% levels, respectively.         

(1) (2) (3) (4) (5)  

NUM 0.144*     
(0.081)     

After*NUM −0.210**     
(0.104)     

DUMPC  0.196     
(0.119)    

After*DUMPC  −0.304**     
(0.147)    

PCT1   1.363*     
(0.791)   

After*PCT1   −2.018**     
(0.982)   

PCT2    0.463     
(0.301)  

After*PCT2    −0.756**     
(0.367)  

SCORE     0.022     
(0.016) 

After*SCORE     −0.037*     
(0.021) 

Leverage −0.166 −0.172 −0.167 −0.168 −0.173 
(0.216) (0.217) (0.216) (0.217) (0.216) 

Firmsize 0.039 0.040 0.038 0.039 0.039 
(0.041) (0.042) (0.041) (0.042) (0.042) 

SalesGrowth −0.018 −0.018 −0.018 −0.018 −0.019 
(0.043) (0.043) (0.043) (0.043) (0.043) 

ROA −0.565 −0.577 −0.575 −0.567 −0.569 
(0.679) (0.680) (0.681) (0.683) (0.675) 

BoardSize 0.442* 0.449* 0.452* 0.458* 0.447* 
(0.245) (0.246) (0.246) (0.246) (0.245) 

Independence −0.119 −0.109 −0.110 −0.091 −0.120 
(0.771) (0.773) (0.771) (0.771) (0.770) 

Divergence −0.003 −0.003 −0.003 −0.003 −0.003 
(0.005) (0.005) (0.005) (0.005) (0.005) 

CEOduality 0.050 0.052 0.048 0.049 0.051 
(0.079) (0.079) (0.080) (0.080) (0.079) 

TranValue −0.210 −0.212 −0.211 −0.213 −0.210 
(0.291) (0.291) (0.291) (0.291) (0.291) 
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Table A.3 (continued)        

(1) (2) (3) (4) (5)  

Industry FE YES YES YES YES YES 
Region FE YES YES YES YES YES 
Year FE YES YES YES YES YES 
Observations 3858 3858 3858 3858 3858 
Pseudo R2 0.026 0.026 0.026 0.026 0.026  

Table A.4 
Parallel trend tests.  

This table reports the parallel trend tests. The dependent variable is CAR[−1,+1], measured as the 3-day cumulative abnormal returns (CARs 
around the announcement of RPTs). The CAR is estimated using a five-factor model with a beta estimation window from 220 to 20 trading days prior 
to the announcement. BEFORE1 is a dummy that equals one if a firm-year observation is from the year before the enforcement of File 18 and zero 
otherwise. BEFORE0 is a dummy that equals one if a firm-year observation is from the year of the enforcement of File 18cand zero otherwise. AFTER1 

is a dummy that equals one if a firm-year observation is from the year immediately after the enforcement of File 18 and zero otherwise. AFTER2&3 is 
a dummy that equals one if a firm-year observation is from two or three years after the enforcement of File 18 and zero otherwise. NUM is the total 
number of politically connected independent directors. DUMPC is a dummy variable that equals 1 for firms with at least one politically connected 
independent directors, and zero otherwise. PCT1 is the number of politically connected independent directors scaled by board size. PCT2 is the 
proportion of politically connected directors among independent board members. Score is the aggregate political connection scores of independent 
directors. Industry, region and year fixed effects are included in all the regressions. Firm level clustered standard errors are in the parenthesis. ***, 
**, and * denote significance at the 1%, 5%, and 10% levels, respectively.         

(1) (2) (3) (4) (5) 

PC measure NUM DUMPC PCT1 PCT2 SCORE  

PC −0.016** −0.020* −0.143** −0.054** −0.002** 
(0.006) (0.010) (0.060) (0.024) (0.001) 

Before1*PC 0.011* 0.011 0.104 0.039 0.001 
(0.006) (0.010) (0.064) (0.024) (0.001) 

Before0*PC 0.005 0.005 0.028 0.009 0.001 
(0.008) (0.013) (0.082) (0.030) (0.002) 

After1*PC 0.023*** 0.036*** 0.227*** 0.084*** 0.004** 
(0.008) (0.012) (0.078) (0.030) (0.002) 

After2&3*PC 0.016** 0.023** 0.149** 0.057** 0.003** 
(0.007) (0.011) (0.068) (0.027) (0.001) 

Leverage 0.019 0.020 0.019 0.019 0.020 
(0.015) (0.015) (0.015) (0.015) (0.015) 

Firm size −0.005* −0.005* −0.005* −0.005* −0.005* 
(0.003) (0.003) (0.003) (0.003) (0.003) 

Sales Growth 0.014** 0.014** 0.014** 0.014** 0.014** 
(0.007) (0.007) (0.007) (0.007) (0.007) 

ROA 0.026 0.027 0.027 0.026 0.026 
(0.038) (0.038) (0.038) (0.038) (0.037) 

Board Size −0.024** −0.025** −0.025** −0.025** −0.024** 
(0.012) (0.012) (0.012) (0.012) (0.012) 

Independence −0.023 −0.023 −0.024 −0.026 −0.023 
(0.039) (0.039) (0.039) (0.039) (0.039) 

Divergence 0.000 0.000 0.000 0.000 0.000 
(0.000) (0.000) (0.000) (0.000) (0.000) 

CEO duality −0.000 −0.000 0.000 −0.000 −0.000 
(0.004) (0.004) (0.004) (0.004) (0.004) 

TranValue 0.075** 0.075** 0.075** 0.075** 0.075** 
(0.031) (0.031) (0.031) (0.031) (0.031) 

Industry FE YES YES YES YES YES 
Region FE YES YES YES YES YES 
Year FE YES YES YES YES YES 
Observations 3864 3864 3864 3864 3864 
Adj.Rsq 0.055 0.056 0.055 0.056 0.054  
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Table A.5 
The influence of File 18 on tunneling for firms with different levels of profitability.  

This table reports the regression results of controlling shareholders' tunneling on political connections in subsamples formed on the basis of 
profitability measured at year 2013. In panel A and B, profitability is measured as net income over assets and operating profits over assets, 
respectively. The low profitability subsample comprises firms with profitability below sample median, and the high profitability subsample com-
prises the rest. The low profitability subsample comprises firms with profitability below sample median, and the high profitability subsample 
comprises the rest. The dependent variable is CAR [−1, +1], measured as the 3-day cumulative abnormal returns (CARs around the announcement 
of RPTs). The CAR is estimated using a five-factor model with a beta estimation window from 220 to 20 trading days prior to the announcement. 
After is a dummy variable that equals 1 for year after 2013, and zero otherwise. NUM is the total number of politically connected independent 
directors. DUMPC is a dummy variable that equals 1 for firms with at least one politically connected independent directors, and zero otherwise. 
PCT1 is the number of politically connected independent directors scaled board size. PCT2 is the proportion of politically connected directors among 
independent board members. SCORE is the aggregate political connection scores of independent directors. All control variables in Table 3, in 
addition to industry, region and year fixed effects are included in all the regressions. Heteroscedasticity-robust standard errors clustered at firm level 
are in the parenthesis. ***, **, and * denote significance at the 1%, 5%, and 10% levels, respectively. P-values are reported at the bottom of each 
panel for the one-tailed tests of the difference of coefficient of interaction term between low profitability sample and low profitability sample.             

Panel A: Net profits over total assets  

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

Low High Low High Low High Low High Low High  

NUM −0.011** −0.005         
(0.005) (0.005)         

After*NUM 0.016*** 0.006         
(0.006) (0.007)         

DUMPC   −0.016** −0.013         
(0.007) (0.008)       

After*DUMPC   0.025*** 0.015         
(0.008) (0.011)       

PCT1     −0.109** −0.040         
(0.043) (0.051)     

After*PCT1     0.151*** 0.060         
(0.055) (0.065)     

PCT2       −0.038** −0.021         
(0.016) (0.020)   

After*PCT2       0.051*** 0.027         
(0.020) (0.026)   

SCORE         −0.002** −0.001         
(0.001) (0.001) 

After*SCORE         0.003** 0.001         
(0.001) (0.001) 

Control YES YES YES YES YES YES YES YES YES YES 
Industry FE YES YES YES YES YES YES YES YES YES YES 
Region FE YES YES YES YES YES YES YES YES YES YES 
Year FE YES YES YES YES YES YES YES YES YES YES 
Observations 2242 1557 2242 1557 2242 1557 2242 1557 2242 1557 
Adj.Rsq 0.049 0.163 0.051 0.164 0.049 0.163 0.049 0.163 0.048 0.163 
H0: Low profitability = High profitability, H1: Low profitability  >  High profitability 
p-value 0.065 0.105 0.071 0.094 0.086  

Panel B: Operating profits over total assets  
(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) 
Low High Low High Low High Low High Low High 

NUM −0.014*** −0.003         
(0.005) (0.005)         

After*NUM 0.016*** 0.006         
(0.006) (0.006)         

DUMPC   −0.019*** −0.009         
(0.007) (0.008)       

After*DUMPC   0.026*** 0.014         
(0.008) (0.010)       

PCT1     −0.129*** −0.031         
(0.044) (0.047)     

After*PCT1     0.152*** 0.059         
(0.055) (0.062)     

PCT2       −0.045*** −0.016         
(0.016) (0.019)   

After*PCT2       0.051** 0.026         
(0.020) (0.025)   
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Table A.5 (continued)            

Panel A: Net profits over total assets  

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

Low High Low High Low High Low High Low High  

SCORE         −0.002*** −0.000         
(0.001) (0.001) 

After*SCORE         0.003** 0.001         
(0.001) (0.001) 

Control YES YES YES YES YES YES YES YES YES YES 
Industry FE YES YES YES YES YES YES YES YES YES YES 
Region FE YES YES YES YES YES YES YES YES YES YES 
Year FE YES YES YES YES YES YES YES YES YES YES 
Observations 2229 1570 2229 1570 2229 1570 2229 1570 2229 1570 
Adj.Rsq 0.051 0.158 0.052 0.159 0.051 0.158 0.051 0.158 0.050 0.158 
H0: Low profitability = High profitability, H1: Low profitability  >  High profitability 
p-value 0.081 0.096 0.087 0.146 0.073  

Table A.6 
The influence of File 18 on tunneling for firms with different degrees of external financial dependence.  

This table reports the regression results of controlling shareholders' tunneling on political connections in subsamples formed on the basis of 
external finance dependence measured at year 2013. In Panel A, firm-level external financing dependence is defined as firm's capital expenditures 
minus cash flow from operations, divided by capital expenditures. In Panel B, external finance dependence is measured at industry level, which is 
the industry median of firm-level external finance dependence. The high dependence subsample comprises firms with the measure of dependence on 
external financing above sample median, and the low dependence subsample comprises the rest. The dependent variable is CAR [−1, +1], 
measured as the 3-day cumulative abnormal returns (CARs around the announcement of RPTs). The CAR is estimated using a five-facor model with a 
beta estimation window from 220 to 20 trading days prior to the announcement. After is a dummy variable that equals 1 for year after 2013, and 
zero otherwise. NUM is the total number of politically connected independent directors. DUMPC is a dummy variable that equals 1 for firms with at 
least one politically connected independent directors, and zero otherwise. PCT1 is the number of politically connected independent directors scaled 
board size. PCT2 is the proportion of politically connected directors among independent board members. SCORE is the aggregate political con-
nection scores of independent directors. All control variables in Table 3, in addition to industry, region and year fixed effects are included in all the 
regressions. Heteroscedasticity-robust standard errors clustered at firm level are in the parenthesis. ***, **, and * denote significance at the 1%, 5%, 
and 10% levels, respectively. P-values are reported at the bottom of each panel for the one-tailed tests of the difference of coefficient of interaction 
term between high dependence sample and low dependence sample.             

Panel A: Firm-Level External Financing Dependence  

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

Low High Low High Low High Low High Low High  

NUM −0.007 −0.007         
(0.005) (0.004)         

After*NUM 0.007 0.015**         
(0.006) (0.006)         

DUMPC   −0.014* −0.012*         
(0.008) (0.007)       

After*DUMPC   0.019* 0.022**         
(0.010) (0.009)       

PCT1     −0.071 −0.064         
(0.047) (0.042)     

After*PCT1     0.071 0.137**         
(0.063) (0.058)     

PCT2       −0.028 −0.025*         
(0.019) (0.015)   

After*PCT2       0.031 0.048**         
(0.026) (0.021)   

SCORE         −0.001 −0.001         
(0.001) (0.001) 

After*SCORE         0.001 0.002**         
(0.001) (0.001) 

Control YES YES YES YES YES YES YES YES YES YES 
Industry FE YES YES YES YES YES YES YES YES YES YES 
Region FE YES YES YES YES YES YES YES YES YES YES 
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Table A.6 (continued)            

Panel A: Firm-Level External Financing Dependence  

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

Low High Low High Low High Low High Low High  

Year FE YES YES YES YES YES YES YES YES YES YES 
Observations 1755 2044 1755 2044 1755 2044 1755 2044 1755 2044 
Adj.Rsq 0.135 0.073 0.137 0.073 0.135 0.073 0.135 0.073 0.135 0.072 
H0: Low dependence = High dependence, H1: Low dependence  <  High dependence 
p-value 0.074 0.198 0.095 0.125 0.099  

Panel B: Industry-Level External Financing Dependence  
(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) 
Low High Low High Low High Low High Low High 

NUM −0.008* −0.014**         
(0.004) (0.006)         

After*NUM 0.007 0.020***         
(0.006) (0.007)         

DUMPC   −0.013** −0.023**         
(0.006) (0.010)       

After*DUMPC   0.014* 0.031***         
(0.009) (0.011)       

PCT1     −0.085* −0.128**         
(0.046) (0.055)     

After*PCT1     0.077 0.185***         
(0.057) (0.067)     

PCT2       −0.032* −0.055**         
(0.017) (0.022)   

After*PCT2       0.030 0.074***         
(0.021) (0.026)   

SCORE         −0.001 −0.002**         
(0.001) (0.001) 

After*SCORE         0.001 0.003**         
(0.001) (0.001) 

Control YES YES YES YES YES YES YES YES YES YES 
Industry FE YES YES YES YES YES YES YES YES YES YES 
Region FE YES YES YES YES YES YES YES YES YES YES 
Year FE YES YES YES YES YES YES YES YES YES YES 
Observations 1938 1861 1938 1861 1938 1861 1938 1861 1938 1861 
Adj.Rsq 0.053 0.088 0.054 0.089 0.053 0.087 0.054 0.088 0.052 0.087 
H0: Low dependence = High dependence, H1: Low dependence  <  High dependence 
p-value 0.081 0.067 0.056 0.065 0.055  
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