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Abstract 

I measure the value of political connections through their liquidity effect on privately 

controlled firms and state-owned enterprises (SOEs) in China’s stock market over the period 

of 2003 to 2012. State participation among the top ten shareholders is used as a criterion for 

classifying a firm as “politically connected”. Using this criterion, I find that politically 

connected firms are associated with higher liquidity, which is manifested by tighter spreads, 

higher quoted depths, greater trading activity, lower adverse selection spread components and 

a smaller price impact. I further examine the effects of three dimensions of political 

connections on liquidity: political network, hierarchy and intervention. First, I determine that 

a greater political network results in greater liquidity for both state-owned and privately 

controlled firms. Second, SOEs that are centrally controlled possess higher liquidity than 

those that are locally controlled. Third, greater political intervention arising from direct 

government control impedes the positive impact of political connections on liquidity.  
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1. Introduction  

 

Intervention in business activity via political connections is more prevalent and severe 

when institutional constraints are weak. There is a large amount of anecdotal evidence that 

firms in emerging economies have greater incentives to use political connections to obtain 

preferential treatment from the government and thereby increase firm value (La Porta et al. 

2000; Faccio, 2006; Goldman et al. 2009; Boubakri et al. 2012). However, a number of 

studies provide counter-evidence. These studies examine the role played by political 

connections and their adverse effect on corporate ownership, governance, corporate policy, 

and accounting practices. These adverse effects, in turn, have negative consequences for firm 

value (e.g., Shleifer and Vishny, 1994; Fan et al. 2007; Jiang et al. 2010; Chaney et al. 2011).  

In contrast to the above studies that have largely focused on the relation between a firm’s 

political connections and its firm value, my study focuses on the relation between a firm’s 

political connections and the cost of trading in the stock market. The issue is of significant 

interest to market practitioners and regulators because it could shed some light on the channel 

through which political connections affect shareholder wealth. To my knowledge, the 

empirical study on differences in the cost of trading due to a firm’s political connections has 

not yet been established. Therefore, the purpose of this paper is to fill this research gap by 

studying the relationship between politically connected firms in China and their secondary-

market liquidity
1
. China’s stock market provides an ideal institutional setting for the study on 

political connections and their impact on liquidity because the market is distinguished by the 

presence of a large proportion of state involvement in business activities and the prevalence 

of politically connected shareholders in many listed companies.  

To understand the linkage between politically connected firms and liquidity, I follow 

prior studies suggesting two primary mechanisms (e.g., Stoll, 2000; Cao et al., 2004; 

Brockman et al., 2009): (1) changing the level of trading activity on the market and (2) 

alternating the informational efficiency on the market. Stoll (2000) refers to the former 

mechanism as a real friction effect
2
 and to the latter as an informational friction effect

3
. A 

firm’s political connections can affect the real friction by changing the level of trading 

activity through its impact on firm value and performance. A number of studies report that a 

                                                           
1
 Amihud and Mendelson (1986) show that firm liquidity influences the cost of trading. 

2
 Stoll (2000) defines a real friction as “the real resources used up” in the liquidity-provision process (i.e., order processing 

and inventory costs), and it is closely related to trading activity. For example, the increase in trading activity will reduce real 

friction costs by spreading fixed real costs over more trades.  
3
 To avoid potential losses of trading against informed traders, liquidity suppliers tend to increase spreads when they face 

informed traders (Glosten and Milgrom, 1985; Easly and O’Hara, 2004). 



firm’s political connections can enhance its value and performance through procuring much 

preferential treatment from the government (Faccio, 2006; Li et al. 2006; Cull et al. 2009; 

Cheung et al. 2008). The improved firm value could, in turn, influence trading strategies, 

which is predicted to have a positive impact on trading activity, especially under a highly 

interventional government. Considering the informational friction component of liquidity, 

previous studies suggest that it could be affected by political connections through its impact 

on a firm’s corporate governance. Politically connected firms are perceived to have severe 

agency problems and inferior corporate governance
4

, which is predicted to increase 

information asymmetries between insiders and outsiders and thereby decrease liquidity 

(Chung et al. 2010; Tang, 2011; Chung, 2012). Accordingly, the question I seek to answer is 

whether any of the above-stated predictions are supported by the data. 

Another contribution of the study is that a unique feature of corporate ownership structure 

regarding politically connected shareholders in Chinese listed firms provides me an 

opportunity to infer multi-dimensional nature of political connections and their impact on 

liquidity: political network, hierarchy and intervention. The first interesting question is 

whether the strength or degree of political also matters for liquidity. This can be examined by 

using the political network. One issue is to determine whether a greater political network may 

improve firm value and performance by granting a firm better access to state or financial 

resources, thereby enhancing the firm’s stock liquidity, or whether it may reduce firm 

corporate governance by creating more agency problems, thereby decreasing its stock 

liquidity.  

Moreover, the state ownership is distributed among various agencies, each with its own 

different objective, which determines the extent of political intervention and the degree of 

commercialization of the listed companies. Therefore, to differentiate political connections by 

the type of state shareholders, I employ two finer classifications that are related to flip side of 

political connections. The first classification exploits the SOEs’ political hierarchy, namely 

central government (SASAC
5
) versus local government (including local government bureaus 

and local state asset management bureaus), and it highlights differences in the incentives and 

behaviors between the two levels of government (Bardhan, 2002; Zhou, 2004; Cheung et al. 

                                                           
4
 There is a longstanding argument that politically connected firms suffer from severe agency problems and poorer quality 

corporate governance (Williamson, 1985; Laffont and Tirole, 1993; Shleifer and Vishny, 1994; Boycko et al. 1996; 

Megginson and Netter, 2001; Boubakri et al. 2008). 
5
 The State-owned Assets Supervision and Administration Commission, whose rights and responsibilities are precisely 

limited to 115 enterprises directly under the State Council’s control based on to the 2012 annual report to the 

National/Provincial People’s Congress. They are defined as centrally controlled SOEs by law.  

 



2008; Chen et al., 2009). The second classification relates to agency cost theory. This theory 

predicts that agency costs will increase when controlling shareholders or managers obtain 

more effective control rights from the government, as they are more likely to pursue private 

benefits and reduce productivity at the expense of firm performance (e.g., Chen et al. 1988; 

Groves et al. 1995; Shleifer and Vishny, 1994; Qian, 1996; Wang and Xiao, 2009). 

Accordingly, I classify state shareholders into bureaucratic (including central or local 

government bureaus) and corporate state shareholders (including SOEs or other market-

oriented economic entities). For these reasons, my analysis addresses the following questions: 

(1) Does political hierarchy matter for liquidity? (2) How does the extent of political 

intervention influence liquidity?  

To examine the empirical issues stated above, I first need to find a proxy for political 

connections. In this study, a firm is classified as politically connected if there is one or more 

state shareholder among the top ten outstanding shareholders
6
. Large shareholders have both 

strong incentives and the ability to monitor managers and attract resources to maximize firm 

value.
7
 By virtue of their influence, the presence of large state shareholders can accurately 

reflect a firm’s political connection and, hence, its influence on stock liquidity. The 

advantage of this measure is that it does not exclude the possibility of a firm possessing 

political connections when its state shareholders are not the ultimate controller of the firm or 

there are not managers’ personal political ties
8
. Second, I need to find a proxy to adequately 

capture the strength and degree of political connections, i.e., the political network. It is 

believed that investors may seek information about state involvement in business activities, 

which is likely to correlate positively with the number of state shareholders among the top ten 

shareholders. The more state shareholders there are among the top ten shareholders, the 

greater the political network of the firm. This provides me with a measure to investigate 

whether a greater political network could have an impact on liquidity for both privately 

controlled firms and SOEs. Third, the above proxies combined with the types of state 

shareholder also allow me to examine the effect of political hierarchy and intervention on 

liquidity. 

                                                           
6
 These data are released annually to the public because every listed company has an obligation to report their top 10 

outstanding shareholders to the China Securities Regulatory Commission (CSRC) on a yearly basis.  
7
 See Jensen and Meckling (1976) and Shleifer and Vishny (1986). 
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 In many studies, a firm is politically connected if its ultimate controller is the government. Such firm is called a state-

owned enterprise (SOE), or if either the chairman or the general manager currently serves or formerly served in the 
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My results are summarized as follows. Firms with political connections via state 

participation have tighter effective and quoted spreads and higher quoted depth. This result 

holds for the total sample containing both privately controlled firms and SOEs. In fact, a 

greater political network, as evidenced by an increase in the number of top ten state 

shareholders is positively related to higher liquidity. This is also true when the analysis is 

performed on the two samples separately (both SOEs and privately controlled firms). The 

results from privately controlled firms strengthen my hypothesis that stock liquidity can be 

improved through political connections. Both hierarchy and intervention, as dimensions of 

political connections, also matters for SOEs’ liquidity. Because locally controlled SOEs are 

subject to higher information asymmetries due to weaker supervision and monitoring than 

central government-controlled SOEs, I find that they display wider effective and quoted 

spreads and lower quoted depth relative to centrally controlled SOEs. My results show that 

corporate state shareholders improve firm liquidity more than bureaucratic state shareholders. 

This supports the view that interventions by bureaucratic state shareholders, who aim to 

benefit their interests rather than those of corporate state shareholders, are less likely to have 

a positive effect on stock liquidity. I also show that increasing the number of corporate state 

shareholders leads to a more positive liquidity effect compared to the effect from increasing 

the number of bureaucratic state shareholders. This finding can be explained by the higher 

degree of political interventions and costs associated with bureaucratic state shareholders, 

which results in a lower positive liquidity effect compared to that of corporate state 

shareholders.  

The remainder of this paper proceeds as follows. Section 2 provides the hypothesis 

development that is related to the questions I seek to address. Section 3 describes the data, 

liquidity measures and the control variables. Section 4 provides summary statistics of the data 

and reports a preliminary univariate analysis. Section 5 presents the panel data specification 

and reports the regression results. Section 6 presents results of various robustness checks. The 

final section summarizes the results and provides the concluding remarks. 

2. Literature Review and Hypothesis Development 

In this section, I first describe the main hypotheses on the channels through which 

political connections affect liquidity. Then, I develop two other hypotheses regarding 

political hierarchy and political intervention.  

 

2.1 How do politically connected firms affect their stock liquidity? 



Prior studies suggest that the total friction of a trade (such as quoted or effective spread) 

can be decomposed into a real friction and an informational friction (Stoll, 2000; Cao et al. 

2004; Brockman et al. 2009). Accordingly, I examine the impact of political connections on 

firm liquidity by disentangling informational and real friction costs. The informational 

friction costs are often associated with the quality and quantity of a firm’s information made 

available to investors (Bacidore and Sofianos, 2002; Jain et al. 2008; Chung et al. 2010; 

Chung, 2012). The real friction costs are directly associated with the level of trading activity, 

such as average turnover, number of trades and trade size. Previous studies address that the 

increase in trading activity will reduce the real friction costs by spreading real costs over 

more trades. Therefore, I develop two hypotheses based on an informational friction effect 

and a real friction effect through which political connections may affect liquidity. 

2.1.1      Politically connected firms and corporate governance 

Politically connected firms are usually linked to poorer corporate governance due to the 

absence of effective internal and external monitoring and the severe agency problem, which 

could lead to a lower quality information disclosure. 

First, politically connected firms are less exposed to internal and external monitoring 

because they are able to use their connections with the government to circumvent standard 

market practice and regulations and face little or no penalty for their actions. For example, 

politically connected firms are more likely to manipulate their information by providing 

poorer quality accounting earnings to expropriate from their minority shareholders (Chaney 

et al. 2011). Unlike non-politically connected firms, the provision of poorer quality reported 

earnings does not translate into a high cost of debt for politically connected firms. Thus, 

managers of such firms could mislead investors or provide obscure information to 

shareholders or the public (Shivakumar, 2000). 

Second, politically connected firms tend to have agency problems due to their lack of 

internal and external monitoring. There is a conflict of interest between majority and minority 

shareholders in Chinese politically connected firms (e.g., Liu eta al. 2007; Jiang et al. 2010; 

Qian et al., 2011). Because both managers and dominant shareholders of the firms are 

affiliated with the government, their interests are aligned with each other to acquire political 

credits (or cash dividends).
9
 Dominant shareholders have significant incentives to collude 
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 It has been documented that controlling shareholders in China used inter-corporate loans (Jiang, Lee and Yue, 2010) and 

cash dividends (Liu et al. 2007) to expropriate minority shareholders.   



with managers to channel resources away from improving the firms’ market value and long-

term growth to utilizing them for their own ends and interests at the expense of minority 

shareholders.
10

 Such an agency problem is closely associated with poorer corporate 

governance, which may imply a lower level of operational and financial transparency
11

 and a 

poorer quality of information disclosure (Botosan, 1997; Chung et al. 2010). 

Therefore, politically connected firms are more likely to have higher information 

asymmetries between insiders
12

 and outside investors
13

 due to their adverse impact on 

corporate governance (Chung et al. 2010). Given that liquidity suppliers need to be 

compensated with a higher premium for providing liquidity to stocks with more informed 

trading, the cost of trading increases (Copeland and Galai, 1983; Glosten and Milgrom, 1985; 

Easly and O’Hara, 2004). Botosan et al. (2004) demonstrate that there is a positive 

association between information asymmetry and cost of capital: as public information 

becomes more precise, the cost of capital decreases. For the same reason, Kyle (1985) 

suggests that the price impact of trades may tend to be greater for stocks of companies with a 

poor governance structure. 

Hypothesis 1(a): Politically connected firms that suffer from greater information 

asymmetries due to poorer corporate governance are associated with lower liquidity, 

manifested through wider effective and quoted spreads and lower quoted depth.    

2.1.2      Politically connected firms and firm value and performance 

While the literature alludes to the potential negative impact that a firm’s political 

connectedness may have on its liquidity, some studies argue to the contrary. Politically 

connected firms may have many advantages such as easier access to debt financing and 

preferential treatment in competition for government resources and investment opportunities. 

Moreover, they might be entitled to lighter taxation, they might have a greater chance of 

receiving a bailout in case of financial distress and they might face fewer penalties for their 

misconducts. Such advantages can be obtained especially when the firm operates in an 

environment with a high number of corrupted officials, a poor protection of property rights, a 
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 This phenomenon is akin to the entrenchment effect described by Shleifer and Vishny (1989). 
11

 Bebchuk et al (2005) suggest that governance provisions may protect minority shareholder interests and limit the extent to 

which management can expropriate firm value. 
12

 For example, managers and large shareholders. 
13

 For example, outside owners and liquidity providers. 



highly interventionist government or a non-democratic government (Faccio, 2006; Li et al. 

2006; Zhou, 2009; Chen et al. 2009).  

In particular, political connections can often assist a firm in solving its financial 

constraints and difficulties. Cull et al. (2009) find that formal credit allocation in China was 

biased toward SOEs. The benefit in terms of credit access from political connections is more 

pronounced when a firm is privately owned. Due to the severe information asymmetry 

problem between entrepreneurs and lenders in China, private entrepreneurs experience 

difficulties with external financing (Gompers, 1995; Schiffer and Weder, 2001). However, 

Zhou (2009) argues that political investment plays an important role for private entrepreneurs 

in China by providing them with access to bank loans. It is also well documented that firms in 

China with political connections can borrow money from banks at much lower interest rates 

and with far less collateral (e.g., Bai et al. 2006; Li et al. 2008). In addition, Faccio et al. 

(2006) show that politically connected firms - unlike their non-connected peers - are more 

likely to be bailed out when faced with financial distress.  

Political connections in a transition economy such as China also help overcome the 

limitations and constraints faced by entrepreneurs when running their businesses through 

accessing key state resources, which are mostly controlled by the state. For example, 

politically connected firms may appoint politically connected directors for their knowledge 

and experience with government procedures, their insights into government actions, and their 

ability to enlist the government for the firm’s interest at the expense of competitors (Agrawal 

and Knoeber, 2000). Li et al. (2006) find that private entrepreneurs in China engage in 

politics to circumvent certain institutional difficulties. Government contracts and preferential 

treatment are more easily negotiated and obtained if a firm is informed of the political scene 

and if the firm’s management has “friends” in key positions in the government.  

Therefore, many past studies find that such benefits from being connected to the 

government or politicians could increase firm value and performance. Boubakri et al. (2012) 

find that the establishment of political connections increases a firm’s operational performance. 

Bunkanwanicha and Wiwattanakantang (2009) find that the market valuation of large 

businesses increases when their owners have ties with politicians. Ang and Ding (2006) find 

that government-linked companies in Singapore are associated with higher firm valuations 

and stronger corporate governance. Li et al. (2008) find that party membership positively 

assists the performance of private enterprises in China and that this role is closely linked to 

the weak institutional environment in China. 



    In such a discriminatory legal/regulatory environment, if politically connected firms have 

the above stated advantages in increasing their value and performance, then it is envisaged 

that investors are inclined to invest and trade in the stocks of politically connected firms, 

thereby promoting their liquidity via higher trading activity. The trading volume also contains 

information, and the rise in trading volume can enhance the availability of private 

information for market participants (Suominen, 2001), thus influencing its liquidity by 

decreasing informational friction costs.  

Hypothesis 1(b): Politically connected firms associated with higher firm value and 

performance, by virtue of their preferential treatments resulting from an interventionist 

government, enjoy greater liquidity through higher trading activity and lower informational 

friction costs. 

2.2 The liquidity effect of centrally versus locally affiliated SOEs 

There are important distinctions between SOEs affiliated with local governments and 

those affiliated with the central government in terms of the extent of monitoring they receive 

from government ministries and state regulators.  

Because centrally controlled SOEs belong to the central government, they are subject 

to stricter supervision and monitoring from a number of departments, including SASAC and 

the National Audit Office (NAO). The chairmen of these SOEs are also carefully selected for 

their ability to manage companies, and their career paths are charted so that they eventually 

become Vice Ministers of the state. Given that these chairmen are promoted up the state’s 

hierarchy based on their job performance, it is less likely that they will jeopardize their career 

promotion by expropriating minority shareholders and failing in their responsibility to 

manage the listed companies.  

However, supervision and management of the locally controlled SOEs come directly 

from the local government bureaus or the local state asset management bureaus through 

national laws and regulations. More importantly, the extent to which China’s locally and 

centrally controlled SOEs observe the laws and regulations differs widely. By and large, laws 

and regulations are more difficult to enforce the farther the parties are from the center of 

power. Furthermore, local governments have more autonomy to make policies on their SOEs, 

particularly regarding how their administrations’ hierarchies should be organized. 

Accordingly, it is more likely for officials of locally controlled SOEs to expropriate minority 

shareholders, as they are subject to weaker supervision and management. Chen et al. (2009) 



show that centrally controlled SOEs are more devoted to their responsibilities than locally 

controlled SOEs and that they are more effective as controlling shareholders of listed firms. 

Given the weaker internal and external monitoring and greater agency problems 

associated with locally controlled SOEs, they are more likely to suffer from higher 

information asymmetries due to poorer corporate governance.   

Hypothesis 2: Based on the motivations of SOEs and the degree of monitoring they are 

subject to by the government, it is predicted that centrally controlled SOEs, being more 

effective dominant shareholders of listed firms than locally controlled SOEs, will benefit 

more from greater liquidity compared with the latter SOEs through higher informational 

efficiency and lower informational friction costs.  

2.3 The liquidity effects of bureaucrat versus corporate state shareholders 

I further explore the flip side of political connections that is often associated with 

political intervention. This can be examined by differentiating the effects on liquidity 

between bureaucratic state shareholders (BSOEs) and corporate state shareholders (CSOEs) 

in Chinese listed firms. Although SOEs controlled by bureaucratic and corporate agencies are 

both ultimately owned by the state, they bear different risks and share different benefits as 

owners of listed companies (Wang and Wong, 2003; Chen et al. 2008).  

Officials of bureaucratic agencies have the right to select the boards of directors and 

managers of SOEs, and their choices have no consequences for them (Wang, 2003; Wang and 

Wong, 2003; Firth et al. 2006). In addition, BSOE officials lack the relevant industry 

experience or skill set to effectively monitor a firm’s managers. They also lack the 

knowledge to provide strategic advice. These attributes lead to questioning the managerial 

skills of directors and the efficacy of corporate management, which may impede the long-

term goal of increasing the firm’s value. Moreover, the problem of state bureaucrats 

monitoring the performance of listed companies is sometimes aggravated by their need to 

look after the state’s shareholdings in many firms in a diverse set of industries.  

BSOE officials also have little incentive to increase the listed companies’ value. BSOE 

officials are promoted largely based on their ability to implement central or local government 

instructions, not on their contributions to increasing firm value and dividend revenues. There 

is also little incentive for BSOE officials to improve how well the listed companies are 

performing, given that their remuneration and rewards are independent of the listed 

companies’ performance. Furthermore, the dividends distributed by listed firms are collected 



by the BSOEs and delivered to the state treasury. In other words, they do not have the right to 

use these dividend revenues and have no incentive to increase them.  

Conversely, CSOEs have the incentives and the ability to monitor managers of the 

listed companies. CSOE investors benefit from the cash flows (dividends) and earnings of 

listed companies through consolidated and equity accounting. Thus, there are incentives to 

appoint good managers and to monitor them. In light of these incentives, CSOEs’ firm values 

are expected to be higher than those of BSOEs to the extent that investors are more attracted 

to investing in CSOE stocks.  

Therefore, BSOEs’ interests are predicted to deviate more from the interests of 

minority shareholders than CSOEs’ interests, which means BSOEs have more severe agency 

problems than CSOEs. Due to the greater agency problems related to BSOEs, firms with 

more involvement in BSOEs tend to have higher information asymmetries between inside 

and outside investors. 

Hypothesis 3: Given the poor corporate management and lack of accountability prevalent in 

government bureaucracies or agencies, political connections arising from bureaucratic state 

shareholders’ participation is likely to have higher information asymmetries and 

informational friction costs and thereby deliver a lower liquidity effect than corporate state 

shareholders’ participation.  

3. Data, Liquidity Measures and Control Variables 

In this section, I present the descriptive statistics about the top ten shareholding 

structures in China’s stock markets (both the Shanghai and Shenzhen stock exchanges) and 

different types of state shareholders. I continue with a description of the different measures of 

liquidity and control variables used in the study. 

3.1 The top ten shareholding structures and different types of state shareholders 

 The CCER
14

 database provides information about the top ten major shareholders of a 

firm, which determines the composition of the top ten shareholders whether they are state or 

non-state and their percentage of shareholding. I only study the A-share market
15

 and exclude 
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 This database is produced and maintained by the SinoFin Information Services, which is affiliated with the China Center 

for Economic Research, Peking University and the Pacific-Basin Capital Markets (PACAP) Research Center of the College 

of Business Administration at the University of Rhode Island. 
15

 The B-share market is a very small and separate market compared to the A-share market. There are approximately 110 

stocks in the B-share markets. Issuing B-shares is not necessarily representative of good firm quality, as Mei et al. (2009) 

argue that there may be political reasons for B-share issuance.   

http://www.cba.uri.edu/pacap
http://www.cba.uri.edu/
http://www.cba.uri.edu/
http://www.uri.edu/


stocks that are listed for less than three years, as well as financial industries. Excluding such 

stocks yields a sample of 2532 firms with 17500 firm-year observations for the period 2003-

2012. Based on the definition of ultimate ownership and control
16

 given by La Porta et al. 

(1999), at the end of 2003 (2012), there were approximately 973 (936) listed companies that 

were ultimately controlled by the state (also known as SOEs) and 190 (1211) listed 

companies that were ultimately and privately controlled in my sample. These figures indicate 

that the number of SOEs declined while the number of privately controlled firms increased in 

China’s stock market over these nine years. 

 

-Table 1 Panel A about here – 

 

 Panel A of Table 1 profiles the different types of top ten shareholders in my sample. 

In column 1, there are 9554 firm-year observations, with the largest shareholder being state-

owned. There are 7423 firm-year observations, with the largest shareholder being a non-state-

owned shareholder.
17

 Finally, there are 470 firm-year observations, with the largest 

shareholder being a foreigner.  

The number of firm-year observations with state shareholding from the largest (9554) to 

the tenth largest (952) is decreasing, implying that the state tends to become the majority 

shareholder of a firm if the state is committed to investing in that firm. This trend is also 

prevalent in the state ownership for the second column. Here, the state ownership of the first 

two largest shareholders is approximately 41.48% and 10.26%. The percentage of state 

ownership falls gradually to 4.79% for the third largest shareholder and continues to fall to 

0.76% for the tenth largest shareholder. For non-state-owned shareholders (excluding foreign 

shareholders), the trend is reversed; the number of non-state-owned shareholding rises from 

7423 to 15712 firm-year observations. In aggregate for the top ten largest shareholders, there 

are 12916 firm-year observations with state shareholders, 17280 firm-year observations with 

non-state-owned shareholders and 3533 firm-year observations with foreign shareholders. 
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 An investor (company or individual) is considered the ultimate control investor if it is at the head of a chain of companies 

and directly or indirectly controls all the enterprises in the chain without itself being controlled by another investor. The 

detailed definition is as follows: (1) the state is the ultimate controlling party of a firm if the state controls directly or 

indirectly over 50% of total shares outstanding; (2) the state controls directly or indirectly over 30% of total voting rights; 

and (3) the state’s voting rights can elect over 50% of board directors, or the state can significantly influence decisions made 

at shareholder meetings. 
17

 Non-state-owned shareholders include non-state-owned legal persons and natural persons. Most non-state-owned 

shareholders are private entities. This can be seen from column 8 of Table 1, where there are 7423 firm-year observations 

with non-state owned shareholders as the largest shareholders, of which a substantial proportion are privately controlled 

(5529 observations).  



Independent of the type of shareholder, more than 30% of the shares are owned by the largest 

shareholder.  

 As Panel A of Table 1 indicates, there are 9831 firms that are ultimately controlled by 

the state, of which 9554 have the state as the largest shareholder. This implies that only a 

small number of firms are ultimately controlled by the state through a longer control chain, 

that is, between listed companies and the government.
18

 In addition to the largest state 

shareholder, there are 6425 firm-year observations with state participation in the top ten 

largest shareholders of firms that are ultimately controlled by the state (this is denoted as 

SOE*). The state ownership for this category is approximately 9.71%. Referring to the last 

row of Panel A, among the sample of firms that are ultimately and privately controlled, there 

are 2328 firm-year observations with state shareholdings and approximately 9.73% of state 

ownership. 

The CCER database also provides information about the type of state shareholders, 

which allows shares to be classified as solely state-owned (SSO) shares and state legal person 

(SLP) shares. According to the Company Law (1993), SSO shares are wholly owned by state-

authorized organizations (bureaucratic state shareholders), including institutions, government 

departments and agencies. State legal person shares refer to shares held by SOEs or other 

market oriented economic entities that have independent legal person qualifications 

(corporate state shareholders). State-authorized organizations, which are permitted to invest 

in the company on behalf of the state, include central ministries, SASAC, the local state asset 

management bureaus and local governments. In my data sample, the local state asset 

management bureaus make up approximately 50% of the shares. Previous studies have shown 

that these two types of state shareholder differ in their degree of government intervention, 

resulting in different degrees of agency problems (Wang, 2003; Wang and Wong, 2003; Firth 

et al. 2006; Wang and Xiao, 2009).  

The chairman and deputy chairman in solely state-owned enterprises are directly 

assigned by the state-authorized organization. Although boards of directors are involved in 

some business decision-making processes, the most important decisions are made by the 

state-authorized organizations, including mergers and acquisitions, dissolution, change of 

capital, bond issuance and the like. As such, using this shareholder classification would 

enable us to examine another dimension of political connection that is linked to political 

intervention and its effect on liquidity. Panel A indicates that there are 5788 firm-year 
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 Wang and Xiao (2009) find that the longer the control chain, the fewer the political costs for the firm. However, excluding 

these observations does not alter my results qualitatively.  



observations with solely state-owned shareholders and 10243 firm-year observations with 

state legal person shareholders. The former makes up approximately 32.48% of the 

ownership, while the latter is approximately 28.87% of the ownership. Because the solely 

state-owned shareholders are more closely related to government departments or agencies 

while the state legal person shareholders are more market oriented and are less likely to 

intervene, I define the former as bureaucratic state shareholders and the latter as corporate 

state shareholders. 

Using the information about solely state-owned shares, I can construct variables 

indicating whether a firm is directly controlled by the central government (SASAC) or the 

local government (local government bureaus and local state asset management bureaus). 

There is no information that authorized organizations ultimately control firms held by SOEs 

or other market-oriented economic entities. Therefore, these firms are excluded when I 

construct variables for centrally controlled and locally controlled SOEs. This exclusion 

reduces the sample to 11847 firm-year observations, of which 3318 are for locally controlled 

SOEs and 1090 for centrally controlled SOEs
19

.  

 

-Table 1 Panel B about here – 

 

 The number of state shareholders in the top ten shareholding structures of a firm is 

also used as a proxy for the political network. Panel B shows that there are 5133 firm-year 

observations with only one state shareholder, 3352 with two state shareholders, 2042 with 

three state shareholders, 1202 with four state shareholders and 1187 with five or more state 

shareholders in the top ten shareholders of a firm. Columns 2 and 3 in Panel B indicate that, 

on average, there are always more corporate than bureaucratic state shareholders. 

Furthermore, blockholders who hold at least 5% of a firm’s shares are thought to monitor or 

supervise a firm’s operations.
20

 Should my results document a significant relationship 

between state participation and liquidity, it is expected that this link will be stronger when I 

use state blockholders compared to non-state blockholders, as the former are prone to be 

more politically connected. Column 4 in Panel B shows that among the firms with state 

blockholder participation, approximately 8060 firm-year observations have one state 

blockholder, 2249 firm-year observations have two state blockholders and 555 firm-year 

observations have three state blockholders.  
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 To conserve space, the figure is not shown in table 1. 
20

 See Morck, Shleifer, and Vishny (1988) for the definition of a blockholder. 



 

-Table 1 Panel C about here – 

 

 Panel C indicates that among firms with state participation, the mean is approximately 

2 large state shareholders and the standard deviation is 1.53. The maximum number of state 

shareholders is 10. The mean of bureaucratic state shareholders is approximately 1, while the 

mean of corporate state shareholders is approximately 2. For firms with state blockholder 

participation, the number of state blockholders varies between one and six, while the average 

is approximately one.  

3.2 Liquidity measures 

My liquidity measures are computed using Thomson Reuters’ tick history data, which 

are distributed by Sirca. The dataset includes transaction price, bid price, ask price, bid depth, 

ask depth with a time stamp recorded to the nearest second. I assume no reporting delay and 

make no time adjustment
21

. I filter the trade and quote data following the standard 

microstructure literature
22

. All information in my data set is available to market participants 

in real time through the computerized information dissemination system. I use all stocks 

listed on the Shanghai (SHSE) and Shenzhen (SZSE) stock exchanges. These stock 

exchanges are purely order-driven markets, both of which run electronic automated trading 

systems. The two stock exchanges open with a call market and operate as a continuous 

market for the remainder of the trading day. To avoid contaminating the data with different 

trading structures, I do not use the trade and quote data before the exchanges open or after 

they close. The sample period is from 2003 to 2012. 

Liquidity has multiple dimensions, and therefore, it is difficult for a single measure to 

capture all aspects of liquidity. By and large, studies on the intraday behavior of market 

microstructure focus on the spread alone. In this paper, I apply two dimensions of liquidity 

and provide evidence that my results are robust to different liquidity measures. The three 

liquidity measures are effective spread, quoted spread and quoted depth. The spread is a 

measure of tightness in the market for a stock, as it reflects the cost of turning over a position 
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 I also follow Lee and Ready (1991), who suggest identifying a quote as prevailing at the time of the transaction if it was 

the latest quote for the stock and was at least five seconds old, but the results are qualitatively unchanged. 
22

 See, e.g., Huang and Stoll (1997): (1) delete quotes if either the bid or ask price is negative; (2) delete quotes if either the 

bid or ask size is negative; (3) delete quotes if the bid-ask spread is greater than 4 or negative; (4) delete trades and quotes if 

they are out of time sequence or involve an error; (5) delete trades if the price or volume is negative; and (6) delete trades 

and quotes if they changed by more than 10% compared to the last transaction price and quote. 



in a short period of time. The depth refers to the market’s ability to absorb quantities without 

having a large effect on price.  

The three proxies for liquidity measures are as follows: 

 

           EffectiveSpread(ES)i,t =
2|Pricei,t−Mi,t|

Mi,t
                                         (1) 

        Quoted𝑆𝑝𝑟𝑒𝑎𝑑(QS)i,t  = 
ask_pricei,t−bid_pricei,t

Mi,t
                         (2) 

 

        QuotedDepth(DEP)i,t= ask_sizei,t + bid_sizei,t                        (3) 

 

 

where Pricei,t is the transaction price for stock i at time t and Mi,t is the midpoint of the 

prevailing quote at time t. ask_pricei,t is the quoted ask price and bid_pricei,t is the quoted 

bid price. Likewise, ask_sizei,t is the number of shares available at the ask side at the first 

level of order book, and bid_sizei,t is the number of shares available at the bid side. 

Additionally, to investigate how politically connected firms are related to 

informational friction costs, I introduce three measures of information-based trading: two 

adverse selection components of spread introduced by Lin, Sanger and Booth (1995) and 

Huang and Stoll (1997) and the price impact of a trade. It is conjectured that the adverse 

selection effect and the price impact will be zero if a trade does not carry new information on 

the value of share. Finally, as mentioned earlier, in addition to a changing information 

environment, trading activity can also affect secondary market liquidity (Stoll, 2000; 

Brockman et al. 2009), and therefore, I introduce two direct measures for trading activity.  

The first measure for the adverse selection cost is that developed by Lin, Sanger and 

Booth (1995; hereafter, LSB). This is estimated by the following firm-specific regression 

using ordinary least squares: 

 

                      ∆Mi,t =  δ(Pricei,t−1 − Mi,t−1) + εi,t                                                   (4)          

                                      



Where ∆Mi,t = Mi,t−Mi,t−1 is the change in the spread midpoint between time t − 1 

and time t for firm i, and Pricei,t is the transaction price at time t. The estimate of the adverse 

selection component is the regression coefficient δ. 

The second measure is developed by Huang and Stoll (1997) and is estimated from the 

following model: 

 

                      ∆Mi,t =  α (
ask_pricei,t−bid_pricei,t

2
Di,t−1) + εi,t,        (5)           

 

Where ask_pricei,t is the quoted ask price and bid_pricei,t is the quoted bid price. Di,t 

is an indicator for trade type at time 𝑡 that takes the value of +1 if the trade is a buyer-

initiated transaction and −1 if the trade is a seller-initiated transaction
23

. Following Huang 

and Stoll (1997) (HS henceforth), the estimated α is the combination of the adverse selection 

and inventory holding cost component of spread.  

The price impact of a trade is expressed as (Chung et al., 2010): 

 

                      Price_Impact (PI)i,t = Di,t(
Mi,t+5−Mi,t

Mi,t
)                                      (6)        

                      

Where Mi,t is the midpoint of the prevailing quote at time t and Mi,t+5 is the midpoint 

of the prevailing quote at time t+5 minutes. Di,t is the same as in equation (5). 

For trading activity, I calculate the two straightforward measures of trading activity: 

daily number of transactions (No.T) and daily trade size (TS). The trade size is measured as 

the share trading volume divided by the number of trades. 

For each stock, I first calculate or estimate the daily observations of the above 

measures by using intra-data and then average daily observations of effective spread, quoted 

spread, market depth, number of trades, trade size, LSB, HS and price impact of a trade in a 

year to obtain yearly observations for each firm. 

3.3 Control variables 
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 Using high frequency data, I classify trades at prices above the prevailing quote midpoint as buyer-initiated trades 

(Di,t = 1) and trades at prices below the prevailing quote midpoint as seller-initiated trades (Di,t = −1). In addition, I 

employ a tick test (Lee and Ready, 1991) if the trade’s price is equal to the prevailing quote midpoint. A tick test involves 

assigning Di,t = 1 (Di,t = −1) for trades that occur at a price higher (lower) than the price at t − 1. 



Following prior studies, I include a number of control variables associated with 

liquidity, for example, firm size, return volatility, share price, share turnover rate, institutional 

ownership, insider trading and degree of leverage (Stoll and Whaley, 1983; Agarwal, 2007; 

Rhee and Wang, 2009; Brockman et al. 2009; Chung et al. 2010). Firm size is calculated by 

the book value of equity
24

. Return volatility is estimated by the standard deviation of daily 

stock returns over the current year. Share price is the mean of the daily stock price over the 

current year. Share turnover rate is calculated by dividing the total number of shares traded in 

a year by the average number of shares outstanding for that year
25

. Institutional ownership 

consists of QFIIs and domestic institutional investors who are in the top 10 outstanding 

(tradable) shareholders of a firm
26

. Ding et al. (2013) find evidence that the QFIIs and large 

outstanding domestic institutional investors have significant but different impacts on liquidity 

in China’s stock market. Insider trading is the ratio of the number of shares traded by insiders 

to the total number of outstanding shares. Degree of leverage is the ratio of debt to total assets. 

Prior to the split-share structure reform in China’s stock market, there was less liquidity, 

which dampened trading activity in the market (Chu et al. 2014). Additionally, given that 

most state shareholders are not permitted to trade their shares in the secondary market (Deng 

et al. 2008; Liao et al. 2014), the effect of state participation on liquidity could be influenced 

by this market structure. Hence, I control for non-tradable shares in percentages measured by 

non-tradable shares to total shares of a firm. The data for all the control variables are taken 

from the CCER database. The CCER database also provides information about the share 

structure arising from the split-share structure reform for each listed company. Based on this 

information, I construct the dummy variable that takes the value 1 if a firm has completed the 

split-share structure reform and 0 if otherwise. The dummy variable is then used to examine 

whether the split-share structure reform alters the impact of political connections on firm 

liquidity.  
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 China’s stock market consists of A-shares, B-shares and overseas shares. Hence, China’s stock market capitalization is 

partially determined by the B-share and overseas share markets. In this study, I only focus on the A-share market. The A-

shares are generally only available for purchase by mainland citizens; foreign investment is only allowed through a tightly-

regulated structure known as the Qualified Foreign Institutional Investor (QFII) system. In order to remove the cross-market 

effect, I use the book value of a firm instead of market capitalization as a proxy for size. Additionally, most listed firms’ 

shares were not tradable on the secondary stock market prior to the split-share structure reform, so market capitalization 

based on tradable shares is not a good proxy for a firm’s size. For a robustness check, I also run the regression using market 

capitalization instead of the book value of a firm. The results are qualitatively unchanged and are available from the authors 

upon request.  
25

 The results are qualitatively unchanged, even though I replace the turnover rate with the average daily number of trades or 

the daily average trade size or both. 
26

 These data are released to the public every quarter because every listed company has an obligation to report their top 10 

outstanding shareholders to the China Securities Regulatory Commission (CSRC). The five largest domestic institutions in 

the top 10 outstanding shareholders are made up of open-end funds, security, insurance, trust companies, and pension funds. 



4. Descriptive Statistics and Univariate Analyses 

 Table 2 presents descriptive statistics for the three liquidity measures, the two adverse 

selection components of spread, the price impact of a trade, the two trading activity measures 

and all the control variables. On average, the relative effective spread is 0.195%, while the 

relative quoted spread is slightly higher (0.201%), indicating most trades occur at the bid or 

ask. The average quoted depth is approximately 83752 shares, and the price impact is 

approximately 0.386. The mean of the adverse selection component based on the LSB is 

0.307, while that of HS is 0.291, implying that the adverse selection component, respectively, 

constitutes approximately 30.7% and 29.1% of the spread. This outcome echoes those of 

other studies (Helflin and Shaw, 2000; Brockman et al. 2009). Regarding trading activity, the 

average number of trades per day is approximately 1861, and the average volume per trade 

(or trade size) is 2852 shares. For the control variables, Table 2 shows that, on average, the 

non-tradable ratio is 0.412, the book value of the firm is 0.45 billion yuan, the share price is 

12.75 yuan, the daily volatility is 1.09, the annual turnover rate is 5.88, the institutional 

ownership is 4.7% and the debt ratio is 0.52. There is little insider trading activity recorded 

by regulators; on average, insider trading only accounts for 0.524% of the total number of 

shares outstanding.  

-Tables 2 and 3 about here – 

     Table 3 reports a univariate analysis on the relationship between state participation and 

market liquidity. I test the statistical significance of the difference in the mean value of 

different measures of liquidity, price impact of a trade, the adverse selection component and 

trading activity between firms with state participation (i.e., STATE) and firms without state 

participation (i.e., non-STATE). The rationale is that if state participation can alter the total 

market friction, which is made up of informational friction and real friction, I would expect 

the difference in mean for each measure to be statistically significant and different from zero. 

It can be observed that firms with state participation, on average, have lower effective spread 

(0.176%), lower quoted spread (0.181%) and higher market depth (97208) than firms without 

state participation (0.202%, 0.208%, and 48848, respectively). This evidence implies that 

firms with state participation enjoy greater liquidity relative to non-STATE firms. I find a 

similar pattern for the price impact, adverse selection component and trading activity; the 

mean values of price impact (0.339), LSB (0.297) and HS (0.280) for STATE are lower than 

those for non-STATE, while the mean values of number of trades (1965) and trade size (3225) 



for STATE are larger than those for non-STATE. The p-values in column fmy of Table 3 

show that the difference in mean for each measure between STATE and non-STATE is 

statistically significant and different from zero at the 5% level. 

5. Empirical Model and Results 

In this section, I first present the empirical model used in the study. Then, I continue 

with an empirical analysis related to my hypotheses and show the results. The questions to be 

addressed are: (1) How is a firm’s state participation and network associated with liquidity? 

(2) Does political connection measured by a firm’s ultimate state control have a similar effect 

on liquidity as state participation and network, and does the hierarchy of state control matter 

for liquidity? (3) Do both SOEs and privately controlled firms benefit from liquidity from a 

greater political network? (4) Does political intervention affect liquidity? 

5.1 Specifications of panel regressions 

I performed pooled OLS regressions on the unbalanced panel data comprising 2532 

firms spanning the period 2003-2012. A feature of my data set is that it includes a large 

number of firms with relatively few time-series observations. Consequently, it is important to 

account for the effects of cross-sectional correlation among firms and serial correlation across 

time to avoid the problem of biased standard errors. To circumvent this problem, I employ 

the Driscoll and Kraay (1998) and Hoechle (2007) non-parametric covariance matrix 

estimator for the unbalanced panel, which is robust to different forms of spatial and temporal 

dependence.
27

 

Equation (7) specifies the relationship between politically connected firms and market 

liquidity that I examine in my empirical model:  

 

  LIQi,t = α0 + α1STATEi,t−1 + α2NOTi,t−1 + α3SIZEi,t−1 + α4PRICEi,t +  α5VOLi,t +

 α6TOi,t + α7IOi,t−1  + α8INSIDERi,t   + α9LEVi,t−1 + ∑ βyDy + εi,t,y       (7) 

 

 

                                                           
27 More specifically, Driscoll-Kraay standard errors are robust to very general residual correlation, both within a firm over 

time and across firms in the same period and between different periods. I specify a maximum lag of one in the 

autocorrelation structure to control for the persistence in firm liquidity over time. All results remained qualitatively 

unchanged when I specify a maximum lag of two or three. 



Where the three measures of liquidity computed from the high frequency trade and quote 

data in the model, namely, the relative effective spread (ES), the relative quoted spread (QS) 

and the quoted depth (DEP), appear as the dependent variables. The control variables are 

non-tradable ratio (NOT), the size of company (SIZE), share price (PRICE), return volatility 

(VOL), turnover rate (TO), institutional ownership (IO), insider trading (INSIDER) and the 

leverage ratio (LEV).  

     Political connection is measured by the presence of large state shareholders in a firm. This 

is represented by a dummy variable (STATE) that takes the value 1 if a firm has a state 

shareholder in its top ten shareholders and 0 if otherwise. I next ask whether a greater 

political network, i.e., more state participation, could result in higher liquidity. I employ the 

number of large state shareholders in a firm to proxy for political network, and this is denoted 

as No.STA. In this case, I replace STATE with No.STA in model (7).  

     I transform all dependent variables together with size, share price, return volatility, and 

turnover rate by taking the natural logarithm to reduce the high degree of skewness and 

kurtosis observed in the data and remove any outlier effect. Previous studies have suggested 

the spread might be non-linearly correlated to price, and therefore, it is standard practice to 

take the natural logarithm of the share price (Brockman et al. 2009; Chung et al. 2010)
28

. To 

circumvent the problem of endogeneity in some of the independent variables, prior studies 

suggest the use of lagged variables such as firm size (SIZE), institutional ownership (IO) and 

leverage ratio (LEV) (Heflin and Shaw, 2000; Agarwal, 2007; Brockman et al. 2009). In 

addition, I use the information about STATE or No.STA in the previous year to investigate 

the effect of state participation on liquidity. 

     The information with respect to the top ten shareholders of a firm is not reported at the end 

of each year, but it is reported in late March the following year. For this reason, the previous 

year’s information is better suited for the purpose of my study. Using the previous year’s 

information better captures the causal effect compared to the contemporaneous effect
29

.  For 

this reason, I employ a lag value for STATE and No.STA in my study. Moreover, 

contemporaneous values are applied to all other variables. The yearly time dummies (D) 

capture common shocks and potential time trends. The parameter α1, which is the coefficient 

associated with STATE, captures how state participation in a firm affects liquidity. Should 

state participation improve liquidity, α1 should have a negative sign for effective spread and 
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 I also use 1/Price or both 1/Price and log(Price), and the results are qualitatively unchanged. The results are available from 

the authors upon request. 
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 For a robustness check, I also estimate model (6) using contemporaneous information about the presence of large state 

shareholders in a firm. The results remain qualitatively unchanged.  



quoted spread but a positive sign for quoted depth. When I replace state participation 

(STATE) with the variable (No.STA), which is a proxy for political network, α1 measures 

how increasing state participation through political network can affect liquidity.  

5.2 State participation and state network 

Table 4 presents the regression results of model (7) for the three liquidity measures, 

namely, effective spread, quoted spread and quoted depth. The first three columns illustrate 

the impact of STATE on liquidity, while the last three columns highlight the impact of 

No.STA on liquidity. There is evidence to suggest that state participation as measured by the 

presence of state shareholders in the top ten shareholders of a firm enhances liquidity through 

lower effective spread (column 1), lower quoted spread (column 2) and greater quoted depth 

(column 3). Specifically, the statistically significant coefficient estimate of STATE is -0.046 

for the regression with effective spread being the dependent variable. This implies that the 

involvement of a large state shareholder of a firm reduces the effective spread by 4.6%. In 

addition, the average quoted spread of firms with large state shareholders decreases by 3.6%, 

and the average quoted depth of firms with large state shareholders increases by 6.0%. The 

results are in line with the prediction given by Hypothesis 1(b), that politically connected 

firms are associated with higher liquidity due to higher firm value and performance. Clearly, 

the findings challenge the conventional view of previous studies that politically connected 

firms tend to suffer from higher information asymmetries (Bushman et al. 2004; Boubakri et 

al. 2008; Chaney et al. 2011).  

 Regarding the impact of political network, as shown in the last three columns, I find a 

pattern in the results similar to those in the first three columns. An increase in the number of 

large state shareholders of a firm is positively associated with liquidity via lower effective 

spread, lower quoted spread and higher depth. This suggests that a firm can improve its 

liquidity from the wider or stronger political network. The magnitude of the coefficient 

estimate shows that a 1% increase in state participation decreases the effective spread by 

1.2 %, reduces the quoted spread by 1.0% and increases the depth by 1.9%. All the 

coefficient estimates of No.STA are statistically significant but smaller than the 

corresponding estimates in the first three columns, which implies that the presence of a state 

shareholder in a firm’s top ten shareholding structure has a greater impact on a firm’s stock 

liquidity than the actual number of state shareholders in the aforementioned shareholding 

structure. This observation is further supported by the results in Table 6, which are discussed 

below.  



 

-Table 4 about here – 

 Overall, the coefficients of the control variables are strongly related to spreads and 

depth, which is consistent with other studies (see Benston and Hagerman, 1974; Stoll and 

Whaley, 1983; Agarwal, 2007; Brockman et al. 2009). For instance, a larger size, higher 

trading volume and higher price are significantly associated with a lower effective spread, 

quoted spread and a higher quoted depth. The return volatility results are weak but significant 

for quoted depth for No.STA. In addition, the debt to asset ratio is only significantly related 

to quoted depth. The non-tradable ratio is significantly and negatively associated with 

liquidity, which is in line with previous studies showing that non-tradable shares in Chinese 

listed firms dramatically dampen trading activity and cause serious agency problems (Deng et 

al. 2008; Liao et al. 2014).  

Moreover, there are weak and mixed results concerning the effect of institutional 

investors’ participation (IO) and INSIDER on the three measures of liquidity. In particular, 

the effect of IO on liquidity is only statistically significant to spreads for STATE but is 

insignificant to all other cases. One possible interpretation of these results is provided by 

Ding et al. (2013). They find that to the extent that the participation of foreign institutional 

investors has an opposite effect on liquidity to that of domestic institutional investors in the 

Chinese stock market, this could lead to a lack of statistical significance regarding the impact 

of institutional investors on liquidity. Another noteworthy observation is that the coefficient 

of INSIDER is much smaller than that of the IO and is insignificant for all cases. This 

observation is in line with Rubin (2007), who finds that the liquidity-ownership relationship 

is mostly driven by institutional ownership rather than insider ownership. My regressions 

capture a large fraction of the variation in all three liquidity measures, with their 𝑅2 well in 

excess of 0.663. 

5.3 Ultimate state control and political hierarchy  

I now examine the relationship between political connections and liquidity for firms with 

ultimate state control. A dummy variable (SOE) is constructed by setting it to 1 if a firm is 

ultimately controlled by the state and 0 if otherwise. Therefore, I replace the variable STATE 

in model (7) by SOE. This result is reported in the first three columns of Table 5. As 

mentioned previously, a firm is politically connected by definition if a firm is an SOE. Thus, 

the relationship between SOEs and liquidity is expected to be similar to that reported in Table 



4. Nevertheless, the results can also highlight differences in the impact caused by the 

participation of large state shareholders relative to that of ultimately state-controlled firms.  

 The results in the first three columns of Table 5 show that SOEs exhibit higher 

liquidity than non-SOEs in terms of having a lower effective spread, a lower quoted spread 

and a higher quoted depth.
30

 The coefficient estimates of SOE in the first three columns are 

all statistically significant, and their values are -0.037, 0.029 and -0.029, respectively. 

Compared to the coefficients of STATE in the first three columns of Table 4, they are smaller 

in magnitude. This implies that a state shareholder in the top ten shareholding structures of a 

firm will ensure that political connection has an effect on liquidity. It also strengthens my 

previous argument that utilizing large state participation in a firm is a better measure of 

political connection than just using ultimately state-controlled firms, which many studies 

have previously employed. The results for the control variables are similar to those reported 

in Table 4.  

-Table 5 about here – 

The last three columns of Table 5 show the relationship between the different types of 

ultimate state controllers based on their hierarchy and liquidity. Because locally controlled 

SOEs are subject to weaker supervision and monitoring, I expect that the liquidity for 

centrally controlled SOEs is higher than that of locally controlled SOEs through the channels 

of lower information asymmetries due to better corporate governance. 

 To test this hypothesis, I divide the sample of SOEs into firms that are ultimately 

controlled by the central government (SASAC) and firms that are ultimately controlled by the 

local government (including local government bureaus and local state asset management 

bureaus). The former is denoted as CEN while the latter is denoted as LOC in the model. I 

replace STATE in model (7) with these two variables (CEN and LOC). I find that both 

centrally and locally controlled SOEs are positively associated with liquidity. The coefficient 

estimates of CEN for centrally controlled SOEs are all statistically significant, and they 

possess the expected signs: -0.041 (for the effective spread regression), -0.035 (for the quoted 

spread regression) and 0.213 (for the quoted depth regression). Conversely, there is a weaker 

relationship between locally controlled SOEs and liquidity. The coefficients of LOC for 

locally controlled SOEs are -0.017, -0.012 and -0.005, which are clearly smaller than those of 

the centrally controlled SOEs. Moreover, the coefficient of LOC for the quoted depth 

                                                           
30

 I also estimate the regression by examining the relationship between ultimate private control and liquidity. The results 

show that there is no significant relationship between them. 



regression is not statistically significant. The Wald test statistic reported in Panel B illustrates 

that the differential impact on liquidity between centrally controlled and locally controlled 

SOEs is statistically significant. This suggests that SOEs enjoy the benefit of having greater 

liquidity from being ultimately controlled by the central government rather than the local 

government. More importantly, this result also shows that hierarchical political connections 

can have different impacts on liquidity. 

5.4  The effect of a greater political network on liquidity for SOEs and privately 

controlled companies. 

According to the results in Tables 4 and 5, I find that a firm having large state 

shareholders or a firm that is ultimately controlled by the state is associated with greater 

liquidity. Furthermore, the results show that the presence of a state shareholder in the top ten 

shareholding structure of a firm has a dominant effect on liquidity compared to that of 

political network (i.e., the number of state shareholders in the top ten shareholding structure). 

This leads to the question of whether the additional large state shareholders other than the 

largest in SOEs can exert an influence on liquidity through a larger political network. The 

presumption here is that a firm, which has more state shareholders in its top ten shareholding 

structure, is deemed to possess a wider and greater political network. Therefore, I re-estimate 

model (7) by using No.STA instead of STATE for the sample only containing SOEs and the 

sample only containing privately controlled firms. 

The first three columns in Table 6 report the results for the effect on liquidity due to an 

increase in the number of state shareholders other than the largest shareholder in the top ten 

shareholding structure of a state-owned enterprise. The variable No.STA in the first three 

columns in Table 6 differs from No.STA in Table 4 in that the former excludes the largest 

state shareholder. It is interesting to note that an increase in the number of large state 

shareholders in the top ten shareholding structure of a state-owned enterprise has a much 

lower impact on liquidity (-0.006, -0.005 and 0.008, respectively, in the first three columns 

but not statistically significant for quoted depth) than the corresponding estimates in the last 

three columns in Table 4 (-0.012, -0.010 and 0.019, respectively). A possible explanation for 

these results is that political connections arising from being ultimately controlled by the state 

exert a sufficiently strong and dominant effect on liquidity to the extent that any increase in 

political network granted by other large state shareholders is expected to exert a weaker 

influence on liquidity. This result, in fact, is also observed in Panel A of Table 1: the average 

state ownership in SOEs is 44.34%, but it drops sharply to 9.71% when excluding the 



ownership of a firm’s largest state shareholder. This implies that SOEs tend not to benefit 

from having higher liquidity through greater participation by state shareholders in their top 

ten shareholding structures.  

 

-Table 6 about here – 

The exact same analysis is performed for privately controlled firms. Here, I am 

interested in determining whether the dominant effect of the largest state shareholder of a 

firm found in SOEs can also be found in privately controlled firms. If so, does an increase in 

the number of large state shareholders lead to a statistically insignificant effect on liquidity? 

The last three columns of Table 6 showcase these results. I find that an increase in the 

number of large state shareholders of a privately controlled firm has a positive impact on all 

three measures of liquidity. The coefficient of No.STA indicates that a unit increase in the 

number of large state shareholders in privately controlled firms significantly reduces the 

effective spread (quoted spread) by 0.8% (0.7%) and improves the quoted depth by 3.1%. 

These findings suggest that privately controlled firms can enjoy the benefits of higher 

liquidity by increasing the number of large state shareholders in their top ten shareholding 

structures.  

5.5 Political intervention and political costs 

I have so far concluded that political connections through the presence of the largest 

state shareholder in the top ten shareholding structure of a firm, first through ultimate state 

control and second, having more large state shareholders, can bring liquidity benefits to a 

firm. While this is true, political connection also carries some disadvantages, such as political 

intervention. Consequently, I seek to determine whether political intervention can reduce the 

positive impact of political connection on liquidity. For this purpose, I classify the number of 

state shareholders of a firm into two categories: the number of bureaucratic state shareholders 

(No.BUREA) and the number of corporate state shareholders (No.CORP). Then, I re-estimate 

model (7) by using No.BUREA and No.CORP instead of STATE.  

As mentioned previously, a firm’s bureaucratic state shares are owned directly by state-

run organizations (i.e., institutions, government departments or agencies), while corporate 

state shares are owned by SOEs or other market economy-oriented entities that have 

independent legal person qualifications. The governance structure of listed firms and 

government for corporate state shareholders is indirect, consequently reducing political 



intervention and the associated political costs for corporate state shareholders to a level below 

that of bureaucratic state shareholders. 

Groves et al. (1995) argue that corporate state shareholders experience less political 

interference than bureaucratic state shareholders because the former have greater autonomy. 

For this reason, I predict that the positive effect of No.CORP on liquidity is greater than that 

of No.BUREA. The first three columns of Table 7 show the impact of these two types of state 

shareholders on liquidity. I find that the coefficients of No.CORP are all statistically 

significant, and they suggest an improvement on all three measures of liquidity. In contrast, 

although the coefficients of No.BUREA have the expected sign and are statistically 

significant for all but one (quoted depth), the magnitudes of these coefficients are found to be 

smaller than that of No.CORP. The test for equality in the coefficients of No.CORP and 

No.BUREA is rejected by the Wald test for the effective spread (column 1) and the quoted 

spread (column 2). This suggests that a firm can benefit from having greater liquidity through 

less political intervention and costs.  

 

-Table 7 about here – 

Finally, I examine whether a firm that is directly controlled by the state-authorized 

organization is associated with lower liquidity compared to a firm that is indirectly controlled 

by the government. An entity such as a government department dichotomizes ownership from 

management and is likely to suffer serious agency and principle problems, resulting in less 

effective corporate governance and lower liquidity. I categorize the largest state shareholder 

into two types: first, a state-authorized organization (i.e., an institution, a government 

department or agency), where a firm is directly controlled by bureaucratic units; and second, 

a state legal person, where the firm (e.g., SOE or another market economy-oriented entity) is 

indirectly controlled by the government through more layers. 

I construct two dummy variables, namely, BURCONT
31

 and CORCONT. BURCONT 

takes the value 1 if the firm is directly controlled by government units and 0 otherwise. 

                                                           
31  BURCONT also includes the firms directly controlled by SASAC, and including them could lead to a biased 

interpretation of the different effects between BURCONT and CORCONT. The reason is that firms directly controlled by 

SASAC, as suggested in table 5, have less agency problem and better corporate governance than firms directly controlled by 

the local government, thereby enjoying greater liquidity. Therefore, in order to examine the pure effect of political 

intervention on liquidity, I re-estimate the model with BURCONT and CORCONT by removing the firms directly controlled 

by SASAC and central ministries. The results from the model can basically be interpreted as the different effects between 

local bureaucratic state shareholders and local corporate state shareholders. I find that the local bureaucratic state 

shareholders exhibit significant lower liquidity than the local corporate state shareholders, and the differential effect is even 

stronger than the one I find without removing them. The results further strengthen my hypothesis that direct government 

control impedes the positive effect of political connections on liquidity. The results are available from the authors.  



CORCONT takes the value 1 if the firm is indirectly controlled by the government and 0 

otherwise. Similarly, I re-estimate model (7) by using BURCONT AND CORCONT instead 

of STATE. The results are reported in the last three columns of Table 7. I find that firms that 

are indirectly controlled by the government always exhibit greater liquidity in terms of 

effective spread, quoted spread and quoted depth. The coefficients of CORCONT are all 

statistically significant and they have the expected sign. Firms that are directly controlled by 

government units also enjoy greater liquidity, but the coefficients are only significant for the 

quoted depth. Their magnitude is also noticeably smaller than that of CORCONT. The Wald 

test shows that the differences in the coefficients of BURCONT and CORCONT for effective 

spread and quoted spread are statistically significant. 

These results justify my hypothesis that political connections through the presence of 

bureaucratic state shareholders is associated with greater political costs and intervention, 

which could increase the agency problem and reduce the effectiveness of corporate 

management. This instance of poorer corporate governance – brought about by involving 

bureaucratic state shareholders compared to corporate state shareholders – could lead to 

higher informational asymmetries and increase information-based trading, in turn impeding 

the positive impact on liquidity. These results also imply that the costs associated with 

bureaucratic state shareholders’ participation far outweigh the benefits of enjoying 

government connections.  

6. Robustness Checks 

6.1  Political connections, adverse selection costs and trading activity 

I argue that political connections in China can improve firm liquidity through better 

corporate governance, lower information asymmetries and higher trading activity. Table 8 

reports the results of my investigation on whether participation of state shareholders in a firm 

or their increased participation improves liquidity via lower informational and real friction 

costs. I use two adverse selection components of spread and the price impact of a trade as a 

proxy for informational friction costs (LSB, HS and PI) and two measures for trading activity 

(number of trades and trading size) as dependent variables in the model (7) instead of using 

liquidity measures
32

. Similar to the first three columns in Table 4, I examine the effects of 

state involvement on trading activity, the adverse selection components of spread and the 

                                                           
32

 When trading activity is the dependent variable, I exclude the variable turnover rate in the model (7). The reason is that 

turnover rate, number of trades and trading size all measure trading activity and they are highly correlated.  



price impact of a trade
33

. The results show that firms with state participation have higher 

trading activity in terms of number of trades and trade size (0.032 and 0.014, respectively). In 

addition, two adverse selection components of spread (LSB and HS) and the price impact of a 

trade are significantly reduced (-0.029, -0.041 and -0.055, respectively) when a firm involves 

large state shareholders. The results in Table 8 are consistent with my hypothesis that firms 

with political connections exhibit lower information asymmetries and higher trading activity, 

which further corroborate my results in Table 4. 

-Table 8 about here – 

6.2 Results for first difference of variables 

 In order to further examine the relationship between state participation and firm 

liquidity, I examine how the previous year’s annual change in the number of large state 

shareholders affect the change in liquidity. The level of state participation and various 

liquidity measures could exhibit persistence and lead to a significant correlation between state 

participation and lagged liquidity even though I believe that the chances of this occurring are 

slim.
34

 By using the changes in these two variables, the problem of spurious correlation can 

be circumvented, and at the same time, this provides a robustness check on my earlier results. 

Furthermore, these regressions also allow us to examine the long-term effect of state 

participation on liquidity.  

-Table 9 about here – 

 The results in Table 9 show the same significant pattern as revealed in Table 4; the 

change in the number of large state shareholders in a firm is positively and significantly 

related to the change in liquidity. I find that an increase of the previous year’s change in the 

number of state shareholders significantly reduces the change in effective spread (-0.007) and 

quoted spread (-0.006), and improves the change in quoted depth (0.032). I also re-estimate 

this model for the adverse selection components and trading activity.
35

 Although the results 

are weaker than that of the level regression, they all show that the change in the number of 

large state shareholders is negatively related to the changes in the effective and quoted 

                                                           
33

 I also examine the relationship between the increase in state participation (the number of state shareholders among top 10 

shareholders) and these variables, and find similar results. For reasons of space, results are not reported but they are 

available from the authors upon request. 
34

 A large number of state shares are non-tradable in the secondary market, particularly before the split-share structure 

reform, and hence state shareholders are less concerned about the stock performance in the stock market. In addition, most of 

investments made by state shareholders are determined by their political preference and social objectives (Xu et al. 2006; Lin 

and Rowe, 2006). Therefore, the chance that lagged liquidity can affect the state participation is slim. 
35 

Results are not reported here for reasons of space but they are available from the authors upon request. 



spreads, but positively related to the quoted depth. Taken together, these results could imply 

that the positive effect of political connections in terms of state participation is attributable to 

both the informational friction costs and the real friction costs. 

6.3  Split-share structure reform and firm liquidity 

 China launched the split-share structure reform in 2005, the objective being to convert 

non-tradable shares into tradable shares.
36

 The reform attempted to solve many corporate 

governance problems, especially for SOEs, because non-tradable controlling shareholders 

and senior managers are more concerned about fulfilling political goals, while tradable small 

shareholders are more profit-oriented. State-owned shares have become more market priced 

since the reform because they could be more easily transferred to private agents in the 

secondary market. Subsequently, the dilution of state ownership and control weakens the 

power of political connections. I thus predict that the link between political connections and 

firm liquidity is weaker after the reform.  

-Table 10 about here – 

 In addition to all independent variables presented in the model (7), I add one more 

interactive term between the variable STATE and the dummy variable REFORM that takes 

the value 1 if a firm has completed the split-share structure reform and 0 if otherwise, and the 

results are reported in the first three columns of Table 10. I also re-estimate the model (7) 

allowing for an interactive term between the variable REFORM and the variable No.STA, 

and their results are reported in the last three columns of Table 10. The results in Table 10 

show that the split-share structure reform significantly influences the relationship between 

political connections and liquidity because the coefficient estimates on the interactive 

variables with STATE and No.STA are statistically significant for all liquidity measures. The 

signs of these coefficients indicate that the reform weakens the positive impact of state 

participation on firm liquidity. For instance, the first three columns in Table 10 show that the 

negative impacts of large state participation on the effective spread and the quoted spread 

after the reform are significantly reduced by 0.040 and 0.032, respectively, and the positive 

impact of large state participation on quoted depth falls by 0.153. In addition, the variable 

REFORM by itself has a significant and positive impact on liquidity. A similar pattern can be 

                                                           
36 Non-tradable shareholders (state and legal persons) are the majority, holding about two-thirds of total outstanding shares 

by the end of 2004. 

 



found in the last three columns of Table 10 for the number of large state shareholders in a 

firm. The results imply that following privatization through the split-share structure reform, 

the role of state shareholders in a firm becomes more aligned with that of other types of 

investors such as private investors and foreign investors, which reduces the positive impact of 

state participation on liquidity. Additionally, this reduced effect after the split-share structure 

reform suggests that political connections play a more important role in improving stock 

liquidity in the regions with weaker market institutions and legal protection mechanisms.  

6.4 Other robustness tests 

First, as argued previously, the number of state shareholders in the top ten shareholding 

structures of a firm can better reflect a political network than state ownership. Nevertheless, 

to verify that my results are robust to the use of a different measure of political connections, I 

re-estimate the regression in model (7) by using total state ownership among the top ten 

shareholders of a firm instead of STATE. I find mixed results; state ownership is negatively 

correlated with the spreads while positively correlated with the quoted depth. A possible 

explanation of these results is that state ownership is often highly concentrated in the Chinese 

listed firms and that the agency problem is more severe in firms with high ownership 

concentration (Jensen and Meckling, 1976). Prior studies demonstrate that the ownership 

concentration has an adverse impact on liquidity (Rubin, 2007; Jacoby and Zheng, 2010). 

Taken together, the net effect of state ownership on liquidity as a proxy for both political 

connections and agency costs could give rise to these mixed findings. Accordingly, I believe 

that the number of large state shareholders may be a better measure for political connections 

than state ownership.    

 Second, I re-estimate the model (7) by controlling the industry effects, and find that both 

the presence and the number of state shareholders continue to significantly improve liquidity 

in terms of reducing the spreads and increasing the quoted depth. Besides, the joint effects of 

industry dummies are not statistically significant and therefore it is appropriate to exclude 

them from the model (7). Third, I divide the sample into two stock markets (the Shenzhen 

and Shanghai Stock Exchanges) and re-estimate the model (7). The results, again, further 

support my hypothesis that political connections measured by state participation in a firm 

improves firm liquidity in both markets. 

Finally, I re-estimate the model (7) by using the state block participation instead of the 

state participation, and the number of the state block shareholders instead of the state 

shareholders in a firm. I find that both the presence and the number of state block 



shareholders significantly improve liquidity in terms of reducing the spreads and increasing 

the quoted depth. However, a noticeable difference is that the coefficients of the variables 

related to the block shareholders are all bigger than those of the variables related to the state 

shareholders. This can be rationalized by the fact that if a firm’s state shareholders are also 

block shareholders its political connections are bound to be stronger due to their stronger 

influence on firm value. The results, again, further support my hypothesis that political 

connections measured by the state participation in a firm improve firm liquidity. For reasons 

of space the results for the block shareholders are not reported here, but they are available 

from the authors upon request. 

7. Concluding Remarks 

 There are a number of studies arguing that politically connected firms are associated 

with lower firm value and poorer corporate governance. This outcome is often attributed to 

the lack of internal and external monitoring and, thus, the agency problems that are endemic 

in politically connected firms. Accordingly, such firms tend to have higher information 

asymmetries between inside and outside investors, which could lead to greater information-

based trading and lower liquidity. My results show that this conventional view fails to hold 

for China’s financial markets. I show for the first time that firms (both SOEs and private-

controlled firms) can benefit from greater liquidity by being politically connected. The study 

reveals that this greater liquidity is primarily driven by reducing both real friction and 

informational friction costs. The results suggest that higher firm value and performance, due 

to political connections, could enhance trading activity and, accordingly, reduce information-

based trading by bringing more information flows into the market. One alternative 

explanation for the results is that state participation as a major shareholder indicates the 

government’s confidence in a company, and it also acts as a business guarantor, which 

increases investors’ willingness to hold and trade in the stocks of politically connected firms.  

To explore more deeply the distinct mechanism through which political connections 

affect liquidity, I also test the effects of three dimensions of political connections on liquidity: 

political network, political hierarchy and political intervention. I show that a greater political 

network, i.e., more state participation, exhibits greater liquidity. The result infers that the 

strength and degree of political connections also matter for liquidity, and firms may improve 

their secondary-market liquidity by building up more ties with government bureaus or SOEs. 

Previous studies suggest that both political hierarchy and intervention could be related to 

informational friction costs due to their impact on corporate governance. My results reveal 



that the higher the political status of SOEs, the greater their liquidity. This result is in line 

with Chen et al. (2009), where the central government (SASAC) is a more effective 

controlling shareholder of listed firms than local government bureaus or local state asset 

management bureaus. They suggest that different degrees of monitoring due to two levels of 

government could have different impacts on firm liquidity. I also show that bureaucratic state 

shareholders have a lower positive liquidity effect than corporate state shareholders. This 

finding supports the view that direct government control of a listed firm could result in more 

serious agency problems and poorer corporate governance than indirect control (Wang, 2003; 

Firth, 2006; Wang et al., 2008).  

   The transformation of China’s economy from centrally planned to market oriented has 

shifted state bureaucrats, in their role as political connection facilitators, from being 

allocators and redistributors of economic resources to regulators and brokers of market 

transactions (Wank, 2002). This has sparked interest in how Chinese firms, both privately 

controlled and state-owned enterprises (SOEs), would behave and perform during economic 

reforms. I find that the positive effect of political connections on liquidity has been reduced 

since the split-share structure reform (China’s secondary share issue privatization reform). 

The finding suggests that this economic reform, aiming to dilute listed firms’ state ownership, 

should encourage firms to reduce their investment in political connections and instead 

concentrate on more value-relevant activities such as R&D and marketing. The finding also 

suggests that when market-oriented institutions are well developed, the positive liquidity 

effect of political connections is expected to diminish. This prediction can be further tested 

when data regarding China’s deeper economic reforms become available.   

  



Table 1 Summary statistics for different types of state shareholders 
 
Panel A: The Profile of Top Ten Shareholders in the Chinese Listed Firms and Types of Firms 

CCER database provides information about the top 10 shareholders of firms and type of firms. This information includes 

whether the shareholders are the state-owned shareholders (SO), the solely state-owned shareholders (SSO), the state legal 

person (SLP), the non-state-owned shareholders (NSO, including the non-state-owned legal person and the nature person and 

the foreign shareholders (FL). The total sample has 17500 firm-year observations. The SO shares are owned by the state and 

they can be divided into two types of state shares: SSO and SLP shares. SSO shares are wholly owned by the state-

authorized organizations, which include institutions, government departments and agencies. On the other hand, the state 

legal person shares (SLP) refer to the shares held by SOEs or other market oriented economic entities that have independent 

legal person qualifications. The percentage of ownership denoted by XX(%) is a firm’s average ownership calculated with 

respect to its own sample and not the total sample of 17500. For example, the total firm-year observations for the SO as the 

largest shareholder of a firm is 9554 and the average SO ownership among 9554 is about 41.48%. No. 1 to 10 denotes the 

ranking of the shareholders with respect to the percentage of shares they own in descending order. Top 10 denotes the firms 

with at least one shareholder in the top ten shareholders (notice: this is not the sum of observations from all of top 10 

shareholders). Private denotes privately controlled firms while SOEs denotes state-owned enterprises. SOEs* denotes state-

owned enterprises (SOEs) with large state shareholders in the top ten shareholders excluding the largest state shareholder.   

 

 

  

Investor SO(obs) SO(%) SS0(obs) SSO(%) SLP(obs) SLP(%) NSO(obs) NSO(%) FL(obs) FL(%) 

No. 1 9554 41.48% 3901 40.92% 5653 41.88% 7423 32.92% 470 36.98% 

No. 2 4952 10.26% 1597 11.58% 3352 9.62% 10865 7.69% 1602 17.28% 

No. 3 3644 4.79% 977 5.38% 2667 4.58% 12835 3.54% 919 5.39% 

No. 4 2784 2.81% 715 3.16% 2069 2.69% 13903 2.12% 687 2.55% 

No. 5 2227 1.90% 473 2.24% 1754 1.81% 14540 1.46% 590 1.64% 

No. 6 1827 1.38% 386 1.52% 1441 1.36% 14871 1.10% 605 1.22% 

No. 7 1510 1.14% 311 1.19% 1199 1.12% 15220 0.86% 572 0.91% 

No. 8 1182 0.97% 214 1.08% 968 0.95% 15556 0.71% 533 0.71% 

No. 9 1108 0.80% 217 0.81% 891 0.80% 15630 0.60% 545 0.60% 

No. 10 952 0.76% 164 0.79% 788 0.75% 15712 0.52% 549 0.53% 

Top 10 12916 37.42% 5788 32.48% 10243 28.87% 17280 27.57% 3533 15.26% 

Firm 

Type 

 

SOEs 9831 44.34% 4736 37.00% 7396 35.24% 9755 11.02% 2133 12.39% 

SOEs* 6425 9.71% 2328 9.03% 5356 7.71% 9755 11.02% 2133 12.39% 

Private 2328 9.73% 739 9.36% 1978 8.00% 5529 49.81% 897 16.18% 



Panel B: The first column shows the classification of the number 1 (2,3,4 5 or above) of specific types of shareholder in a 

firm’s top 10 shareholding structures. obs is the firm-year observation for the firms having at least one specific type of state 

shareholder in the top 10 shareholding structures. The types of state shareholders in the top ten shareholding structures are 

state-owned shareholders, solely state-owned shareholders (SSO), State Legal Person and State Blockholders. SO shares are 

owned by the state and they can be divided into two types of state shares: SSO and SLP shares. SSO shares are wholly 

owned by the state-authorized organizations, which include institutions, government departments and agencies. On the other 

hand, state legal person shares (SL) refer to shares held by SOEs or other market economy oriented entities that have 

independent legal person qualifications. The State blockholders denote the state shareholders who hold at least 5% of a 

firm’s shares. Notice: the samples corresponding to these four types of shareholder are independent and they are not subsets 

to each other. 

 

Number of 

shareholders / 

type of state 

shareholder 

State-Owned 

(SO) obs 

Solely state-

owned (SSO) obs 

State Legal 

Person (SL) obs 

State 

Blockholders 

(SB) obs 

1 5133 3927 4882 8060 

2 3352 1114 2615 2249 

3 2042 425 1436 555 

4 1202 187 690 138 

5 or above 1187 135 620 18 

 
Panel C: The summary statistics are for the total number of different types of state shareholders in the top ten shareholding 

structures of a firm. The specific types of state shareholder are state-owned shareholders (SO), solely state-owned 

shareholders (SSO), state legal person (SL) and state blockholders (SB). SO shares are owned by the state and they can be 

divided into two types of state shares: SSO and SLP shares. The SSO shares are wholly owned by state-authorized 

organizations, which include institutions, government departments and agencies. On the other hand, the state legal person 

shares (SL) refer to shares held by SOEs or other market economy oriented entities that have independent legal person 

qualifications. The State blockholders denote the state shareholders who hold at least 5% of a firm’s shares. 

 

 

 

 

 

 

  

Type of state shareholder MEAN SD MIN MAX 

State-Owned (SO) 2.30 1.53 1 10 

Solely state-owned (SSO) 1.54 1.01 1 9 

State Legal Person (SL) 2.28 1.47 1 10 

State Blockholders (SB) 1.34 0.65 1 6 



Table 2 Summary statistics of dependent and independent variables 
 
Intraday data from Thomson Reuters tick history distributed by Sirca is used to calculate the relative effective spread (ES), 

the quoted spread (QS), the quoted depth (DEP), the price impact of a trade (PI), two measures for the adverse selection 

component of spread based on Lin, Sanger and Booth (1995) (LSB) and Huang and Stoll (1997) (HS), the number of trades 

and trade size. Non-tradable ratio, firm size, share price, return volatility, turnover rate, dollar trading volumes, institutional 

ownership, insider trading and leverage ratio are provided by CCER database. Firm size is calculated by the book value of 

the equity. Return volatility is estimated by the standard deviation of daily stock return over the current year. Share price is 

the mean of daily stock price over the current year. Insider trading is the ratio of the number of shares traded by insiders to 

the total number of shares outstanding. Degree of leverage is the ratio of total debt to total assets.  

 

Variable Obs Mean Std.dev 95th  75th  50th  25th  5th  

Effective_spread (ES,%) 15730 0.195 0.098 0.376 0.239 0.173 0.129 0.086 

Quoted spread (QS, %) 15730 0.201 0.097 0.380 0.244 0.180 0.135 0.092 

Market_depth (DEP,'000 shares) 14761 83756 914643 239171 71248 32253 14574 5926 

Price_impact(PI) 16371 0.386 0.452 1.014 0.431 0.280 0.215 0.136 

LSB 15729 0.307 0.11 0.453 0.394 0.331 0.219 0.114 

HS 15729 0.291 0.112 0.439 0.382 0.317 0.195 0.101 

Non-tradable ratio 17021 0.412 0.270 0.750 0.636 0.472 0.163 0.000 

SIZE (billion yuan) 17214 0.453 3.490 0.989 0.199 0.095 0.049 0.010 

PRICE 16977 12.750 11.715 33.366 15.193 9.230 6.119 3.352 

Volatility (per day) 16846 1.094 4.054 7.868 0.042 0.031 0.026 0.019 

Num_of _Trades (‘000 per day) 10364 1.861 2.249 5.428 2.083 1.398 0.778 0.316 

Turnover_rate ( per year) 17096 5.884 4.377 14.428 8.066 4.718 2.595 1.115 

Trade_Size (‘000 per day) 9414 2.852 2.648 6.786 3.420 2.215 1.433 0.824 

Institutional_ownership(%)  11913 4.70 5.07 14.82 7.00 2.92 0.91 0.19 

Insider_trading (%) 773 0.524 3.063 1.209 0.101 0.026 0.007 0.0009 

Leverage ratio 17185 0.518 0.461 0.867 0.641 0.492 0.319 0.108 



Table 3.  Univariate analysis of liquidity, trading activity and adverse selection 

measures between STATE and non-STATE firms 
 
This table compares the mean value of the effective spread, the quoted spread, the quoted depth, the price impact, the 

adverse selection components of spread and trading activity for the firms with state participation and those without. The 

firms are listed on the Shanghai and Shenzhen Stock Exchanges for the sample period 2003-2012. Column four shows the p-

value for a two-tailed t-test for the null hypothesis of equality in the mean value of the variable with state participation and 

without (i.e. for columns two and three). Intraday data from Thomson Reuters tick history are used to calculate the relative 

effective spread (ES), the quoted spread (QS), the quoted depth (DEP), the price impact (PI), the two measures of the 

adverse selection component of spread based on Lin, Sanger and Booth (1995) (LSB) and Huang and Stoll (1997) (HS), the 

number of trades and the trade size. The number in the bracket is the total observations in the sample. 

 
Variable Mean for non-STATE Mean for STATE p-value 

Relative effective spread 

(ES, %) 0.202 (4222) 0.176 (11508) 0.000 

Quoted spread (QS, %) 0.208(4222) 0.181(11508) 0.000 

Quoted depth (DEP, '000 shares) 48.846 (4106) 97.208 (10655) 0.004 

Price impact (PI) 0.519 (4313) 0.339 (12058) 0.000 

LSB 0.335 (4222) 0.297 (11507) 0.000 

HS  0.320 (4222) 0.280 (11507) 0.000 

Number of trades (’000 per day) 1.639 (3314) 1.965 (7050) 0.000 

Trade size (‘000 per day) 2.122 (3193) 3.225 (6221) 0.000 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  



Table 4.  State participation, state network and liquidity 

ES (effective spread), QS (quoted spread) and DEP (quoted depth) are averaged across all trading days for each stock in each 

year. STATE is the lagged value of dummy variable indicating 1 if a company has a state shareholder in the top ten 

shareholders and 0 otherwise. No.STA is the lagged value of total number of state shareholders in the top ten shareholders. 

NOT is the lagged value of non-tradable ratio. Likewise, the lagged values of size (SIZE), institutional ownership (IO) and 

leverage ratio (LEV) are also used in the regression. Return volatility (VOL) is estimated by the standard deviation of daily 

stock return over the current year. Share price (PRICE) is the mean of daily stock price over the current year. TO is the share 

turnover rate. Insider trading is the ratio of the number of shares traded by insiders to the total number of shares outstanding. 

The period of study is from 2003 to 2012. A pooled regression is run using yearly fixed effects due to the unbalanced panel. 

The reported Driscoll-Kraay standard errors are robust to correlation across residuals within a firm over time and across 

firms in the same year, and different years. ***, ** and * denote that the coefficient is significant at 1%, 5% and 10% level, 

respectively. 

 

 

 

 

 

 

                                  Dependent variables  

Independent (1) (2) (3) (4) (5) (6) 

Variables Log(ES) Log(QS) Log(DEP) Log(ES) Log(QS) Log(DEP) 

STATE -0.046*** -0.036*** 0.060*** 

  

 

 (0.009) (0.008) (0.017) 

  

 

No.STA    -0.012*** -0.010*** 0.019* 

    (0.002) (0.001) (0.009) 

NOT 0.378*** 0.340*** -0.759*** 0.389*** 0.349*** -0.774*** 

 (0.045) (0.043) (0.071) (0.048) (0.046) (0.059) 

log(SIZE) -0.120*** -0.117*** 0.347*** -0.120*** -0.116*** 0.346*** 

 

(0.014) (0.014) (0.027) (0.014) (0.014) (0.030) 

log(PRICE) -0.389*** -0.373*** -1.095*** -0.388*** -0.373*** -1.095*** 

 (0.030) (0.030) (0.087) (0.030) (0.030) (0.074) 

log(VOL) -0.012 -0.008 0.181 -0.01 -0.006 0.178* 

 

(0.024) (0.025) (0.098) (0.024) (0.025) (0.088) 

log(TO) -0.211*** -0.204*** 0.376*** -0.212*** -0.205*** 0.378*** 

 

(0.012) (0.012) (0.039) (0.012) (0.012) (0.049) 

IO 0.204* 0.190* -0.526 0.17 0.161 -0.467 

 

(0.105) (0.099) (0.497) (0.107) (0.100) (0.406) 

INSIDER 0.001 -0.001 0.01 0.001 -0.001 0.011 

 

(0.003) (0.002) (0.007) (0.003) (0.002) (0.007) 

LEV -0.056 -0.037 0.650*** -0.056 -0.036 0.646*** 

 

(0.039) (0.035) (0.089) (0.041) (0.037) (0.076) 

R2 0.780 0.777 0.663 0.780 0.777 0.663 

Time dummy YES YES YES YES YES YES 



Table 5.  State ultimate control, political hierarchy and liquidity 
 

SOE is the lagged value of dummy variable indicating 1 if a company is ultimately controlled by state and 0 otherwise. CEN 

is the lagged value of dummy variable indicating 1 if a company is ultimately controlled by SASAC and 0 otherwise. LOC is 

the lagged value of dummy variable indicating 1 if a company is ultimately controlled by local government or local state 

asset management bureaus and 0 otherwise. Other control variables are the same as table 4. The period of study is from 2003 

to 2012. A pooled regression is run using yearly fixed effects due to the unbalanced panel. The reported Driscoll-Kraay 

standard errors are robust to correlation across residuals within a firm over time and across firms in the same year, and 

different years. ***, ** and * denote that the coefficient is significant at 1%, 5% and 10% level, respectively. 

 

 

Dependent variables  

Independent (1) (2) (3) (4) (5) (6) 

Variables Log(ES) Log(QS) Log(DEP) Log(ES) Log(QS) Log(DEP) 

Panel A 

 

 

 

SOE -0.037** -0.029** 0.029* 

  

 

 (0.011) (0.009) (0.014) 

  

 

CEN    -0.041** -0.035** 0.213** 

    (0.013) (0.012) (0.083) 

LOC    -0.017** -0.012** -0.005 

    (0.006) (0.005) (0.020) 

NOT 0.380*** 0.341*** -0.766*** 0.385*** 0.345*** -0.936*** 

 (0.045) (0.044) (0.049) (0.044) (0.043) (0.041) 

log(SIZE) -0.119*** -0.116*** 0.347*** -0.117*** -0.113*** 0.320*** 

 

(0.015) (0.014) (0.021) (0.016) (0.016) (0.032) 

log(PRICE) -0.388*** -0.373*** -1.096*** -0.363*** -0.350*** -1.064*** 

 (0.030) (0.030) (0.052) (0.028) (0.028) (0.075) 

log(VOL) -0.012 -0.008 0.182** -0.002 0.001 0.173** 

 

(0.024) (0.026) (0.056) (0.025) (0.026) (0.073) 

log(TO) -0.211*** -0.204*** 0.374*** -0.214*** -0.207*** 0.364*** 

 

(0.012) (0.012) (0.021) (0.012) (0.012) (0.048) 

IO 0.208* 0.193* -0.537 0.210* 0.201* -0.522 

 

(0.105) (0.099) (0.353) (0.107) (0.100) (0.537) 

INSIDER 0.001 -0.001 0.010** 0.001 -0.001 0.013 

 

(0.003) (0.002) (0.004) (0.003) (0.003) (0.013) 

LEV -0.059 -0.04 0.659*** -0.096* -0.075 0.708*** 

 

(0.038) (0.034) (0.041) (0.050) (0.046) (0.089) 

R2 0.780 0.777 0.663 0.764 0.762 0.668 

Time dummy YES YES YES YES YES YES 

Panel B: Test of equality in coefficients (F statistics) 

 

 CEN vs LOC (effective spread: 4.82**; quoted spread: 4.31*) 



 

Table 6. The effects of state participation on liquidity between SOEs and privately-

controlled companies 
 

The results from first three columns are based on the sample only including state-owned enterprises while last three columns 

are based on the sample only including private-controlled enterprises. No.STA is denoted as the number of state shareholders 

in the top ten shareholders but exclusion of the largest shareholder in a firm for the state-owned sample and lagged value of 

No.STA is used. The other control variables are the same as in table 4. A pooled regression is run using yearly fixed effects 

due to the unbalanced panel. The reported Driscoll-Kraay standard errors are robust to correlation across residuals within a 

firm over time and across firms in the same year, and different years. ***, ** and * denote that the coefficient is significant 

at 1%, 5% and 10% level, respectively. 

 

 

 

 

 

  

                                   Dependent variables  

Independent (1) (2) (3) (4) (5) (6) 

Variables Log(ES) Log(QS) Log(DEP) Log(ES) Log(QS) Log(DEP) 

 

State-owned Companies Private-controlled Companies 

No.STA -0.006** -0.005** 0.008 -0.008** -0.007* 0.031*** 

 (0.002) (0.002) (0.011) (0.003) (0.003) (0.006) 

NOT 0.282*** 0.260*** -0.448*** 0.390*** 0.346*** -1.133*** 

 (0.034) (0.034) (0.133) (0.043) (0.044) (0.037) 

log(SIZE) -0.110*** -0.107*** 0.359*** -0.134*** -0.129*** 0.299*** 

 

(0.018) (0.018) (0.041) (0.009) (0.009) (0.014) 

log(PRICE) -0.433*** -0.413*** -1.112*** -0.333*** -0.324*** -1.025*** 

 (0.039) (0.038) (0.100) (0.026) (0.026) (0.057) 

log(VOL) -0.021 -0.016 0.249** 0.013 0.014 0.121 

 

(0.031) (0.032) (0.078) (0.030) (0.032) (0.120) 

log(TO) -0.202*** -0.195*** 0.319*** -0.231*** -0.222*** 0.469*** 

 

(0.022) (0.022) (0.053) (0.010) (0.009) (0.057) 

IO 0.207* 0.179 -0.164 0.193 0.201 -0.920** 

 

(0.101) (0.098) (0.588) (0.148) (0.135) (0.320) 

INSIDER 0.000 -0.001 0.016 0.003 0.002 0.005 

 

(0.003) (0.003) (0.011) (0.004) (0.004) (0.005) 

LEV 0.063** 0.071** 0.567*** -0.163*** -0.139*** 0.719*** 

 

(0.025) (0.024) (0.091) (0.031) (0.029) (0.091) 

R2 0.808 0.801 0.633 0.759 0.759 0.694 

Time dummy YES YES YES YES YES YES 



Table 7. Political intervention, political costs and liquidity 
 

No.BUREA (No.CORP) denotes the number of bureaucratic (corporate) state shareholders in the top ten shareholders. 

BURCONT is a dummy variable with value 1 if the firm is directly controlled by a state-authorized organization and 0 

otherwise. CORCONT is a dummy variable with value 1 if the firm is indirectly controlled by the government through more 

layers such as other SOEs or market-oriented economics entities and 0 otherwise. The lagged values of all these fmy 

variables are used here. The other control variables are the same as in Table 4. A pooled regression is run using yearly fixed 

effects due to the unbalanced panel. The reported Driscoll-Kraay standard errors are robust to correlation across residuals 

within a firm over time and across firms in the same year, and different years. ***, ** and * denote that the coefficient is 

significant at 1%, 5% and 10% level, respectively. 

                                        Dependent variables  

Independent (1) (2) (3) (4) (5) (6) 

Variables Log(ES) Log(QS) Log(DEP) Log(ES) Log(QS) Log(DEP) 

Panel A 

 

 

 

No.BUREA -0.010** -0.007** 0.017 

  

 

 (0.003) (0.003) (0.011) 

  

 

No.CORP -0.013*** -0.011*** 0.020*    

 (0.002) (0.002) (0.009)    

BURCONT    -0.024*** -0.019*** 0.046 

    (0.006) (0.004) (0.040) 

CORCONT    -0.031*** -0.027*** 0.089** 

    (0.008) (0.007) (0.032) 

NOT 0.389*** 0.348*** -0.773*** 0.385*** 0.344*** -0.931*** 

 (0.048) (0.046) (0.059) (0.044) (0.044) (0.040) 

log(SIZE) -0.120*** -0.116*** 0.346*** -0.117*** -0.114*** 0.325*** 

 

(0.014) (0.014) (0.030) (0.016) (0.016) (0.031) 

log(PRICE) -0.388*** -0.373*** -1.095*** -0.364*** -0.351*** -1.057*** 

 (0.030) (0.030) (0.074) (0.028) (0.028) (0.075) 

log(VOL) -0.010 -0.006 0.178* -0.002 0.001 0.172** 

 

(0.024) (0.025) (0.088) (0.025) (0.026) (0.073) 

log(TO) -0.212*** -0.205*** 0.378*** -0.214*** -0.207*** 0.362*** 

 

(0.012) (0.012) (0.049) (0.012) (0.012) (0.048) 

IO 0.172 0.162 -0.469 0.214* 0.205* -0.575 

 

(0.107) (0.100) (0.408) (0.106) (0.100) (0.540) 

INSIDER 0.001 -0.001 0.011 0.001 -0.001 0.012 

 

(0.003) (0.002) (0.007) (0.003) (0.003) (0.013) 

LEV -0.056 -0.036 0.645*** -0.096* -0.075 0.714*** 

 

(0.041) (0.037) (0.076) (0.051) (0.047) (0.088) 

R2 0.780 0.777 0.663 0.764 0.762 0.668 

Time dummy YES YES YES YES YES YES 

Panel B: Test of equality in coefficients (F statistics):  No.Burea vs No.Corp (Effective spread: 33.20***; 

 

 

 

Quote spread: 32.34***);  BurCont vs CorCont (Effective spread: 12.73***; Quoted spread: 13.79***) 



Table 8. Political connection, adverse selection component of spread and trading activity 

 
STATE is the lagged value of dummy variable with value 1 if a company has a state shareholder in the top ten shareholders 

and 0 otherwise. The two measures of the adverse selection components of spread are based on Lin, Sanger and Booth 

(1995) (LSB) and Huang and Stoll (1997) (HS). The two measures of trading activity are the number of trades (No.T) and 

trade size (TS). PI denotes price impact. The other control variables are the same as in Table 4. The period of study is from 

2003 to 2012. A pooled regression is run using yearly fixed effects due to the unbalanced panel. The reported Driscoll-Kraay 

standard errors are robust to correlation across residuals within a firm over time and across firms in the same year, and 

different years. ***, ** and * denote that the coefficient is significant at 1%, 5% and 10% level, respectively. 
 
 
 
 

  

Independent 

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

Variables 

Ln(No.T) Ln(TS) Ln(LSB) Ln(HS) Ln(PI) 

            

STATE 0.032** 0.014* -0.029** -0.041*** -0.055*** 

 

(0.011) (0.007) (0.011) (0.012) (0.011) 

NOT -0.399*** -0.548*** 0.369*** 0.439*** 0.578*** 

 (0.079) (0.128) (0.020) (0.023) (0.029) 

log(SIZE) 0.278*** 0.223*** -0.182*** -0.188*** -0.140*** 

 (0.020) (0.022) (0.016) (0.016) (0.023) 

log(PRICE) -0.069 -0.477*** 0.152*** 0.131*** 0.584*** 

 (0.043) (0.059) (0.019) (0.018) (0.042) 

log(VOL) 0.274* 0.252* 0.026* 0.021 0.026 

 (0.141) (0.126) (0.014) (0.016) (0.014) 

log(TO) 

  

-0.02 -0.033 -0.308*** 

 

  

(0.024) (0.024) (0.029) 

IO -0.536** 0.626** -0.031 -0.026 0.826** 

 (0.176) (0.268) (0.117) (0.115) (0.284) 

INSIDER -0.014** 0.030** 0.022*** 0.025*** 0.005*** 

 (0.005) (0.012) (0.006) (0.006) (0.001) 

LEV 0.367*** 0.201*** -0.318*** -0.352*** -0.287*** 

 

(0.029) (0.020) (0.026) (0.030) (0.055) 

      R-squared 0.638 0.565 0.530 0.524 0.570 

time  YES YES YES YES YES 



Table 9.  Results with first difference of variables 
 

I run the panel regressions by using the change of liquidity (ES, QS and DEP) regressed on the lagged change of No.STA. 

Besides, the lagged change of NOT, SIZE, IO and LEV are used in the regression as well. Further, I also use the change of 

other control variables as shown in table 4 in the regression. The period of study is from 2003 to 2012. A pooled regression is 

run using yearly fixed effects due to the unbalanced panel. Driscoll-Kraay standard errors reported are robust to correlation 

across residuals within a firm over time and across firms in the same year and different years. ***, ** and * denote that the 

coefficient is significant at 1%, 5% and 10%, respectively. 

 

  

Independent (1) (2) (3) 

Variables ∆Log(ES) ∆Log(QS) ∆Log(DEP) 

    ∆No.STA -0.007* -0.006* 0.032*** 

 (0.004) (0.003) (0.008) 

∆NTS 0.272*** 0.257*** -0.451*** 

 (0.033) (0.038) (0.102) 

∆LnSize -0.01 -0.011 -0.03 

 

(0.011) (0.011) (0.033) 

∆log(PRICE) -0.421*** -0.389*** -0.582*** 

 (0.035) (0.041) (0.088) 

∆log(VOL) 0.221*** 0.228*** 0.224*** 

 

(0.043) (0.061) (0.053) 

∆log(TO) -0.277*** -0.268*** 0.627*** 

 

(0.036) (0.044) (0.026) 

∆IO 0.101 0.071 -0.215** 

 

(0.159) (0.146) (0.084) 

∆INSIDER -0.003 -0.003 0.008* 

 

(0.002) (0.002) (0.004) 

∆LEV 0.092* 0.099* -0.04 

 

(0.046) (0.052) (0.143) 

R2 0.668 0.648 0.375 

Time dummy YES YES YES 



Table 10.  Split-share structure reform, political connections and liquidity 
 

REFORM is a dummy variable with value 1 if a listed firm has completed the reform and 0 otherwise. The other control 

variables are the same as in Table 4. The period of study is from 2003 to 2012. A pooled regression is run using yearly fixed 

effects due to the unbalanced panel. The reported Driscoll-Kraay standard errors are robust to correlation across residuals 

within a firm over time and across firms in the same year, and different years. ***, ** and * denote that the coefficient is 
significant at 1%, 5% and 10% level, respectively. 

 

  

Dependent variables  

Independent (1) (2) (3) (4) (5) (6) 

Variables Log(ES) Log(QS) Log(DEP) Log(ES) Log(QS) Log(DEP) 

      

 

No.STA 

   

-0.018*** -0.015*** 0.034 

    

(0.005) (0.004) (0.024) 

No.STA*REFORM    0.011** 0.009** -0.025 

    (0.005) (0.004) (0.022) 

STATE -0.060*** -0.048*** 0.140**    

 (0.014) (0.014) (0.048)    

STATE*REFORM 0.040** 0.032** -0.153**    

 (0.012) (0.011) (0.061)    

REFORM -0.101*** -0.074*** 0.212** -0.096*** -0.070*** 0.152* 

 (0.013) (0.014) (0.081) (0.011) (0.011) (0.072) 

NOT 0.321*** 0.298*** -0.663*** 0.327*** 0.303*** -0.680*** 

 (0.046) (0.045) (0.066) (0.046) (0.046) (0.069) 

log(SIZE) -0.120*** -0.116*** 0.346*** -0.119*** -0.115*** 0.343*** 

 

(0.014) (0.014) (0.027) (0.014) (0.014) (0.029) 

log(PRICE) -0.395*** -0.378*** -1.082*** -0.394*** -0.378*** -1.085*** 

 (0.030) (0.030) (0.091) (0.030) (0.030) (0.089) 

log(VOL) -0.008 -0.005 0.176 -0.007 -0.004 0.175 

 

(0.024) (0.025) (0.099) (0.024) (0.025) (0.099) 

log(TO) -0.211*** -0.204*** 0.376*** -0.211*** -0.204*** 0.377*** 

 

(0.013) (0.012) (0.039) (0.013) (0.012) (0.038) 

IO 0.253** 0.225** -0.611 0.222* 0.199* -0.545 

 

(0.099) (0.094) (0.537) (0.100) (0.095) (0.515) 

INSIDER 0.001 0.000 0.009 0.001 0.000 0.010 

 

(0.003) (0.003) (0.007) (0.003) (0.003) (0.007) 

LEV -0.041 -0.026 0.622*** -0.037 -0.023 0.616*** 

 

(0.036) (0.034) (0.087) (0.036) (0.035) (0.090) 

R2 0.784 0.779 0.665 0.784 0.78 0.665 

Time dummy YES YES YES YES YES YES 
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I measure the value of political connections through their liquidity effect on privately controlled firms and 

state-owned enterprises (SOEs) in China’s stock market over the period of 2003 to 2012. State participation 

among the top ten shareholders is used as a criterion for classifying a firm as “politically connected”. 

Using this criterion, I find that politically connected firms are associated with higher liquidity, which is 

manifested by tighter spreads, higher quoted depths, greater trading activity, lower adverse selection 

spread components and a smaller price impact. I further examine the effects of three dimensions of 

political connections on liquidity: political network, hierarchy and intervention. First, I determine that a 

greater political network results in greater liquidity for both state-owned and privately controlled firms. 

Second, SOEs that are centrally controlled possess higher liquidity than those that are locally controlled. 

Third, greater political intervention arising from direct government control impedes the positive impact of 

political connections on liquidity.
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