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Manuscript Type: Empirical 

Research Question/Issue: This study attempts to shed new light on how the state as a 
controlling shareholder can affect the interests of minority shareholders by investigating the 
role of state ownership in deterring securities fraud commission.  

Research Findings/Insights: Using archival data from a large sample of Chinese publicly 
traded firms, we uncover that state ownership is negatively associated with the likelihood of 
securities fraud commission. Further, CEO political background reinforces this negative 
relationship. We also uncover that firms with high state ownership are more likely to dismiss 
CEOs than those with low or no state ownership upon securities fraud detection.   

Theoretical/Academic Implications: Departing from agency theory-centric research on state 
ownership and corporate governance, this study introduces a political governance 
perspective to unpack the role of state ownership in corporate governance. Political 
governance refers to organizational control mechanisms deployed by political actors to 
achieve their objectives.  

Practitioner/Policy Implications: Studying how political governance systems influence 
managerial behaviors is critical to gaining a complete insight into the implications of state 
ownership on corporate governance.    

Keywords: Corporate Governance; State Ownership; Securities Fraud; CEO Dismissal; 
Ownership  

 
  

After over two decades of extensive state reforms and privatization, firms with state 

ownership still loom large both in developing and developed countries. A plethora of 

research has investigated how state ownership can affect the quality of corporate 

governance (Bruton et al., 2015; Grosman, Aguilera & Wright, 2019; Grosman, 

Okhmatovskiy & Wright, 2016; Musacchio, Lazzarini & Aguilera, 2015). Most of existing 

studies (Jiang, Lee & Yue, 2010; Liu & Sun, 2005; Megginson & Netter, 2001; Shleifer & 

Vishny, 1997) draw upon agency theory to argue that the state as a controlling shareholder 

can be detrimental to effective corporate governance and harm the interests of minority 

shareholders because the state controls the appointment of board members and top 
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managers but the state’s priorities often differ from those of minority shareholders (Young 

et al., 2008).        

This study attempts to introduce a political governance perspective to understand 

the implications of state ownership on corporate governance by investigating the influence 

of state ownership on securities fraud. Political governance refers to control mechanisms 

used by political actors to achieve their political objectives (Wang, 2014a). The importance 

of political governance is particularly salient in Chinese state-owned enterprises (SOEs) 

because the ultimate goal of the state, controlled by the Chinese Communist Party (CCP), is 

to gain and safeguard its political legitimacy (Donald, 2016; Greve & Zhang, 2017; Wang, 

2014a; Zhou, Gao & Zhao, 2017). Securities fraud refers to deceptive practices used by firms 

to induce investors to make purchase or sale decisions on the basis of false information 

(Cumming, Leung & Rui, 2015b). We choose to test the implications of political governance 

associated with state ownership in the context of securities fraud because securities fraud, 

compared with other types of corporate misconduct, can directly hurt the interests of 

numerous retail investors and is highly visible. In particular, in China, firms on average lose 

between 15% and 25% of their value when government agencies announce securities fraud 

investigations (Chen et al., 2005). Therefore, investors are highly attentive to securities 

fraud. In addition, investigating what affects corporate misconduct (including securities 

fraud) is an important topic in governance research because effective governance is partly 

designed to prevent corporate misconduct (Mohliver, 2019; Neville et al., 2019; Schnatterly, 

Gangloff & Tuschke, 2018; Zorn et al., 2017).    

We argue that political governance associated with state ownership can deter 

securities fraud commission for two reasons. First, the state’s primary objective in their 

involvement in SOEs is generally first and foremost to accomplish political and social goals 
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rather than to generate financial profits (Bai & Xu, 2005; Stan, Peng & Bruton, 2014). 

Therefore, the state as a shareholder is less likely to impose financial performance pressure 

on managers. Meanwhile, managers are less likely to engage in corporate misconduct in the 

absence of financial performance pressure (Schnatterly et al., 2018; Shi, Connelly & 

Hoskisson, 2017). Second, as noted, securities fraud is a type of high-profile misconduct that 

can harm financial interests of numerous investors. Thus, associating state ownership with 

securities fraud can be detrimental to the political legitimacy of the CCP rule. Consequently, 

we argue that the CCP will enforce stronger disciplinary actions on managers of firms with 

higher state ownership who have committed securities fraud, deterring the occurrence of 

securities fraud. 

We then propose that the negative influence of state ownership on securities fraud 

hinges on the CEOs’ political background. CEOs with political background in SOEs are likely 

or even expected to return to politics and become higher-level government officials (Lin, 

2013). Meanwhile, engaging in securities fraud can call an end to their political careers 

(Wang, 2014a). In addition, although firms with high state ownership are less likely to 

commit securities fraud than those with low or no state ownership, the former are more 

inclined to dismiss their CEOs upon fraud detection than the latter. This is because the 

Party-state1 pays great attention to whether managers of SOEs have conducted themselves 

to safeguard its political legitimacy (Wang, 2014a) and securities fraud, a conspicuous form 

of corporate misconduct, can adversely affect the Party’s political legitimacy (Arjoon, 2005).    

Using a large sample of Chinese publicly traded firms, we find support for our 

arguments using bivariate probit regressions with partial observability that control for the 

influence of state ownership on fraud detection. Our study makes two significant 

contributions to the corporate governance literature. First, we enhance our insights into 
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research on state ownership and corporate governance. To date, state ownership is 

generally perceived, as detrimental to effective corporate governance and the interests of 

minority shareholders (Grosman et al., 2016; Megginson & Netter, 2001). We argue that 

political governance associated with state ownership can deter managers from committing 

securities fraud, advancing our knowledge about the role of state ownership in corporate 

governance. Second, the role of ownership structure has been a core topic in corporate 

misconduct (Burns, Kedia & Lipson, 2010; Cheng & Firth, 2005; Hadani, Goranova & Khan, 

2011; Shi et al., 2017). We extend and test this body of work within the context of 

concentrated ownership, more salient outside North America, contributing to corporate 

governance research in emerging economies (Armitage et al., 2017). 

THEORETICAL BACKGROUND 

State Ownership and Corporate Governance   

State ownership does not dissipate with the advancement of market economies and 

as a matter of fact, SOEs generate around one tenth of world gross domestic product and 

account for around 20% of global equity market value (Economist, 2012). Agency theory 

suggests that the state as a controlling shareholder can adversely affect the interests of non-

state minority shareholders (Borisova et al., 2012; Shleifer & Vishny, 1997). Specifically, 

agency theory assumes that conflicts of interest among principals (Young et al., 2008). The 

state as a controlling shareholder may have interests different from minority shareholders 

and attempts to influence firm decisions that benefit the interests of the state but not the 

minority shareholders (e.g., through appointing board members or top managers). 

SOEs’ top managers are evaluated mostly based on whether they have fulfilled 

political and social goals (Du, Tang & Young, 2012). Therefore, CEO compensation bears a 

weak association with firm financial performance among firms with the state as a controlling 
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shareholder (Firth, Fung & Rui, 2006b). In addition, SOEs have a lower CEO turnover-

performance sensitivity than privately-owned enterprises (POEs) (Kato & Long, 2006). 

Furthermore, SOEs in emerging economies such as China often receive financial and policy 

support from the government and do not face the pressure from external governance 

mechanisms (such as the market for corporate control and investor activism) (Jiang et al., 

2010). As a result, SOEs exhibit lower investment efficiencies (Chen et al., 2017) and lower 

propensities for corporate risk-taking than POEs (Boubakri, Cosset & Saffar, 2013). All of 

these consequences can potentially harm the interests of minority shareholders.  

In addition, the state as a controlling shareholder may engage in related-party 

transactions to tunnel resources from listed subsidiary firms to other underperforming 

subsidiaries (Jiang et al., 2010). Relatedly, the state can harm the interests of the minority 

shareholders when it forces firms to appoint politicians as managers or to pursue projects 

on the basis of political and social returns instead of financial returns (Cuervo & Villalonga, 

2000; Dharwadkar, George & Brandes, 2000; Shleifer, 1998). Further, SOEs can become 

tools for politicians and friends of the state to advance their own political interests (Boycko, 

Shleifer & Vishny, 1996; Shleifer & Vishny, 1994).  

Although most studies suggest that state ownership can be detrimental to effective 

corporate governance, a recent study (Yiu, Wan & Xu, 2018) argues that “state ownership 

plays a strong governance role in firms” (p. 2696). This is because the state has a low level of 

information asymmetry with managers, facilitating monitoring of managers. Consistent with 

their arguments, they find that the percent of a firm’s state nontradable shares is negatively 

associated with financial misconduct. However, their empirical model does not control for 

the influence of state nontradable shares on misconduct detection.    
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In sum, most of existing studies adopt an agency theory perspective to argue that 

the state as a controlling shareholder can adversely affect firms’ adoption and 

implementation of effective governance mechanisms, thereby detrimental to the interests 

of minority shareholders. Yet, such research neglects the existence of political governance in 

SOEs as well as the more prominent role of political governance in influencing SOEs’ 

managerial decisions and behaviors.   

Securities Fraud 

Our study focuses specifically on securities fraud, which is a type of illegal corporate 

misconduct that can be in the forms of falsifying financial statements, asset fabrication, 

illegal guarantees, and share price manipulation (Cumming et al., 2015b). We focus on 

securities fraud rather than other types of corporate misconduct because securities fraud 

can directly hurt the interests of many retail investors and is highly visible. Specifically, the 

exposure of securities fraud can have a destructive impact on firm value and investor 

confidence (Cumming, Dannhauser & Johan, 2015a). This is particularly true in China given 

the prevalence of securities fraud. Our data shows that over 31% of publicly traded firms in 

China have engaged in securities fraud during the period of 2003 to 2012. Given that China’s 

stock market is dominated by domestic retail investors, securities fraud can directly harm 

the interests of a vast number of investors (Deng, 2017). This differentiates securities fraud 

from other types of corporate misconduct (such as bribery, exorbitant on-duty consumption 

or related-party transactions), which may indirectly affect minority shareholder interests. 

Thus, the exposure of securities fraud can have a pronounced influence on the political 

legitimacy of the state.  

What drives firms to engage in corporate misconduct has been a key topic in 

corporate governance research (Connelly, Shi & Zyung, 2017; Schnatterly et al., 2018; Zorn 
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et al., 2017). A key trigger of misconduct is the pressure faced by managers. For instance, 

performance pressure has been found to trigger corporate misconduct. Mishina et al. (2010) 

find that “good” firms undertake misconduct to alleviate external performance pressures. 

Competitive pressure can also sow the seed of misconduct (Bennett et al., 2013). In 

addition, pressure from investors can lead firms to engage in misconduct (Hadani et al., 

2011; Shi et al., 2017). Shi et al. (2017) argue that “subject to unrelenting external 

expectations from dedicated institutional investors and activists, [managers] may feel 

compelled to make financial reporting decisions not from their own beliefs, but merely to 

satisfy the expectations of the firm’s owners” (p. 1272). Consistent with their arguments, 

the authors find that ownership by dedicated institutional ownership is positively associated 

with fraud commission. Another important trigger of corporate misconduct is executive 

compensation. A large body of research suggests that top executives are often incentivized 

to commit misconduct to inflate the stock price as a way to boost their compensation 

(Harris & Bromiley, 2007; Shi, Connelly & Sanders, 2016). In particular, option pay has been 

consistently found to be associated with corporate misconduct (Burns & Kedia, 2006; Harris 

& Bromiley, 2007; Zhang et al., 2008). In the next section, we build on the political 

governance perspective to explore the influence of state ownership on securities fraud.      

HYPOTHESES 

Political Governance in SOEs and Securities Fraud  

On the surface, listed Chinese SOEs have a governance system aligned with global 

corporate governance standards and institutions (Lin & Milhaupt, 2013). In reality, Chinese 

SOEs are subject to two parallel coexisting systems of governance: legal governance and 

political governance (Donald, 2016; Wang, 2014a). Legal governance refers to governance 

backed by enforceable corporate laws, and political governance refers to influence and 



A
cc

ep
te

d 
A

rt
ic

le
 

 
This article is protected by copyright. All rights reserved. 

control mechanisms by political bodies. Specifically, political governance is concerned about 

a process orchestrated by the Chinese Communist Party (CCP) to control personnel 

appointments and decision-making in SOEs. Among Chinese SOEs, the ultimate controlling 

shareholder is an ownership agency of the central or local government known as the State-

Owned Assets Supervision and Administration Commission (SASAC). Given that the Chinese 

government is ruled by the CCP, Chinese SOEs are essentially under the direct control of the 

CCP (Wang, 2014a). Despite the fact that political governance in listed firms operates in the 

shadows, it often supersedes legal governance (Wang, 2014a; Zhou et al., 2017).  

As the only ruling party in China, the CCP does not gain its political legitimacy 

through democratic elections. SOEs support CCP in attaining and retaining its political 

legitimacy. SOEs lay an economic foundation for the CCP’s sovereignty in that they “not only 

enable the Party-state to pay for the requisite human and political expenses, but also cause 

the citizens of China to depend on the Party-state for a living” (Wang, 2014a: 639). In this 

sense, the CCP consolidates its control over SOEs through the central and local SASACs to 

achieve its political objectives, while economic goals are secondary.    

Although Chinese corporate laws state that the board of directors is empowered to 

make strategic decisions, appoint top managers, and monitor managerial performance 

(Wang, 2014b), SOEs often are not governed in such a way. Political governance in Chinese 

SOEs plays a significant role given that (1) all top managers (generally CCP members) in SOEs 

must comply with the Party line, (2) the CCP is in charge of appointing and promoting SOEs’ 

top managers, (3) the CCP investigates and punishes SOE managers accused of wrongdoing 

under Party discipline, and (4) Party organizations participate in SOE strategic decision-

making (McNally, 2002; Wang, 2014a). This CCP logic situates political governance above 

more formalistic legal governance. The dominance of political governance in Chinese SOEs 
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triggers different firm outcomes when it comes to corporate misconduct. Although 

misconduct is systemic in SOEs (Shleifer, 1998), state ownership may deter misconduct that 

can compromise the political legitimacy of the CCP. More specifically, we propose that firms 

with high state ownership are less likely to commit securities fraud, a type of high-profile 

misconduct, for two reasons. 

First, most SOE managers are CCP members and the CCP expects its members to put 

“the interest of the Party and the people above everything,” according to the CCP 

Constitution. For SOEs, the pursuit of political and social objectives often supersedes the 

pursuit of financial objectives. Demotion and promotion decisions of SOE managers hinge 

on whether they have achieved the CCP’s political objectives (Lin, 2013). In contrast, 

political governance does not guide POEs and their decision-making is not subject to direct 

influence from the CCP. In POEs, generating desirable financial performance is a primary 

objective for their managers. Accordingly, shareholders and boards evaluate managers 

based on firm financial performance. Research suggests that performance pressure can lead 

managers to engage in corporate misconduct (Schnatterly et al., 2018; Shi et al., 2017). In 

this sense, managers of firms with low or no state ownership should have more incentives 

to resort to securities fraud to satisfy investors’ performance expectation than those of 

firms with high state ownership.    

Second, the Party-state as a controlling shareholder is more likely to discipline 

managers for securities fraud than private controlling shareholders. Securities fraud is highly 

visible and can affect the financial interests of millions of Chinese retail investors, which is 

greatly detrimental to the political legitimacy of the CCP. Meanwhile, the CCP expects all 

SOE managers to behave within the boundaries of the Party line and has the power to 

appoint and promote managers. The CCP has the ability to impose stringent disciplinary 
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actions on SOE managers who have engaged in securities fraud. Many SOE managers, 

belonging to the ranks of politicians, expect promotion to a higher government official post 

and disciplining actions by the CCP can suspend their political careers (Lin, 2013; Zhang, 

Marquis & Qiao, 2016). Unlike in SOEs, political governance typically does not overshadow 

POEs and their boards of directors, staffed with controlling shareholders, are a powerful 

decision maker. Although exposure of securities fraud may bring significant financial losses 

to POEs, these firms may not necessarily discipline managers for securities fraud because 

the controlling shareholders of most POEs are either individuals or families who have either 

colluded with managers or benefited from securities fraud.2     

In essence, unlike agency theory, the political governance perspective does not 

assume conflicts of interests between controlling shareholders and minority shareholders. 

Instead, the perspective is predicted on the assumption that the state as the controlling 

shareholder is oriented to protect the political legitimacy of the state. Because securities 

fraud can harm the political legitimacy of the state, the state will use various political 

governance mechanisms to rein in securities fraud and discipline managers that who have 

engaged in such fraud, potentially benefiting minority shareholders.  

Hypothesis 1. A firm’s state ownership is negatively associated with its likelihood of 
securities fraud.  
 

Moderating Effect of CEO Political Background    

Given the prominent influence of top managers on firm decisions (Finkelstein, 

Hambrick & Cannella, 2009), governance research has paid great attention to the role of top 

managers (particularly CEOs) in corporate misconduct. Existing research has shown that 

managerial compensation structures (e.g., equity pay, option pay) (Hass, Tarsalewska & 

Zhan, 2016; Zhang et al., 2008) and demographic characteristics (e.g., gender, educational 
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background, functional background) (Cumming et al., 2015b; Daboub et al., 1995; Zahra, 

Priem & Rasheed, 2005) can predict managerial fraudulent behaviors. A key feature for 

executives of SOEs is their ties to the CCP and their political careers within the CCP. We 

investigate the role of CEOs’ political background in shaping the relationship between state 

ownership and securities fraud. We consider that a CEO has political background if this CEO 

has taken or is taking a formal position in political organizations (Chizema et al., 2015). 

There are two main pathways to becoming CEOs of SOEs (Chizema et al., 2015; Lin, 

2013): internal promotion of managers within SOEs or by appointment of government 

officials. For example, Biting Chen was the vice-governor of Jiangsu Province before being 

appointed to CEO of Shenhua Group, one of the largest energy SOEs in China. There are rare 

cases that CEOs of SOEs are hired from the external managerial labor market (outside the 

system). In terms of post-CEO career prospects, some CEOs retire after reaching mandatory 

retirement. Others, if prior to being CEO, hold government positions, then many of them are 

promoted to higher government official positions.  

We propose that the deterrence influence of state ownership on securities fraud is 

stronger among CEOs with a political background than those without such a background. 

For CEOs of SOEs with a political background, they anticipate a promotion to a higher official 

position in the future. An association with securities fraud will tarnish their reputation and 

end their political careers. However, for CEOs of SOEs without a political background, their 

chance of being promoted to a high-level government official is slim, and therefore they do 

not have such obvious political career concerns. Thus, we propose that securities fraud 

implies higher costs for those with a political background than for those without a political 

background.  
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For CEOs of POEs who have a political background, they may perceive that their 

political connections reduce their chances of securities fraud detection (Hou & Moore, 

2010), encouraging them to commit securities fraud. Yet, for CEOs of POEs without a 

political background, they may not have such immunity perceptions and might be more 

concerned about the potential consequences of securities fraud being detected. In sum, we 

expect that the negative relationship between state ownership and securities fraud will be 

stronger when CEOs have a political background than when they lack a political background.  

Hypothesis 2. The negative relationship between state ownership and the likelihood 
of securities fraud is stronger among CEOs with a political background than those 
without a political background.   
 

Securities Fraud and CEO Dismissal  

We have argued that firms with higher state ownership are more likely to discipline 

managers for securities fraud. Specifically, we focus on CEO dismissal decisions upon 

exposure of securities fraud3 because CEOs are the pivotal firm decision makers (even if 

symbolic in political governance) and changes in CEOs can have a profound influence on 

strategic decisions as well as political legitimation management (Finkelstein et al., 2009; 

Kato & Long, 2006).  

Generating economic profits is often not the sole or most important responsibility of 

SOE managers as these firms shoulder the governance function of preserving social and 

political stability (Shi, Hoskisson & Zhang, 2016). This explains why CEOs of SOEs are less 

likely to be dismissed due to weak financial returns (Kato & Long, 2006) and may receive 

poor evaluations from the state if SOEs that they lead fail to fulfill political and social 

objectives (Du et al., 2012). Because securities fraud is a conspicuous form of corporate 

misconduct, the exposure of securities fraud can tarnish the image and accountability of the 
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Party-state and is detrimental to its political legitimacy. Meanwhile, SOEs are more likely to 

receive media attention than POEs given the nature of SOEs—representing the interests of 

all the citizens (Wang, Sewon & Claiborne, 2008). Thus, the Party-state may choose to 

dismiss CEOs after SOEs are exposed to have committed securities fraud. In addition, CEOs 

of SOEs often belong to the rank of government officials and are appointed by the Party-

state (Bruton et al., 2015). In this sense, the Party-state has direct control over CEOs of SOEs 

through its political governance system (Lin, 2013; Milhaupt & Zheng, 2014). 

In contrast, controlling shareholders of POEs may focus on garnering economic 

profits and expect managers of their invested firms to seek consistent and desirable 

financial returns. As a result, controlling shareholders of POEs may not only impose 

performance pressure on managers but also tacitly support or even collude with managers 

to “boost” firm performance through securities fraud, which can benefit these shareholders 

handsomely prior to fraud detection. In addition, to dismiss CEOs in listed firms, private 

owners need to appoint their own board members and remove CEOs through the board of 

directors. Thus, private owners may not be able to exert a direct and strong influence on 

CEO dismissal decisions upon securities fraud detection. Therefore, we predict:  

Hypothesis 3. Firms with high state ownership are more likely to dismiss their CEOs 
than firms with low or no state ownership following securities fraud detection.   

 

METHOD 

Sample 

We test our hypotheses using a sample of publicly listed Chinese firms. The sample 

includes all the A-share companies listed at mainland China’s two stock exchanges (i.e., 

Shanghai Stock Exchange and Shenzhen Stock Exchange) with available data from 2003 to 
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2012. After matching control variables, our sample includes 2,246 firms for the 10-year 

sample period (14,598 firm years).  

We start our sample selection from 2003 in that the data for several important 

control variables begin in 2003. In addition, in 2001 China enacted a new regulation, 

“Solutions for Listed Firm Checks,” which endows the China Securities Regulatory 

Commission (CSRC) with greater authority and heighten corporate inspection standards by 

mandating “regular checks” on all listed firms and “special checks” on specialized items (Hou 

& Moore, 2010). This anti-fraud regulation has a more profound influence on SOEs than on 

POEs as it makes it more difficult for SOEs to avoid inspection. Moreover, any potential 

fraudulent activities are more likely to be exposed and trigger regulatory punishments in the 

post-regulation period (Hou & Moore, 2010). Our sample selection starts from 2003, which 

was after the enactment of this anti-fraud regulation. This allows us to reduce potential 

biases associated with differential fraud detection between SOEs and POEs. We end our 

sample frame in 2012 for two reasons. First, the detection of securities fraud could take 

time and ending our sample in latest years may bias our dependent variable—securities 

fraud. In other words, we focus on frauds occurring up to 2012 and some of those frauds 

could be detected after 2012. Second, the 18th National Congress of the CCP held at the end 

of 2012 initiated a new round of anti-corruption reforms in China (Lin et al., 2016), which 

can also bias the securities fraud measure.  

We obtain information on variables used in this study from the China Stock Market 

and Accounting Research (CSMAR) database, which have been used in recent management 

studies in the Chinese context (Cumming et al., 2015b; Greve & Zhang, 2017; Shen & Lin, 

2009; Zhou et al., 2017).  
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Measures 

Dependent Variables. We have two dependent variables. The first dependent 

variable is securities fraud. Although we are theoretically interested in securities fraud 

commission, we can only observe securities fraud that has been committed and 

subsequently detected. To address the partial observability issue associated with securities 

fraud, we use a method of bivariate probit regressions with partial observability. We will 

elaborate this in the model and result section.  

We obtain information on committed and detected securities fraud from the CSRC’s 

Enforcement Action Research Database maintained by CSMAR. The CSRC established a 

division that surveys companies and securities firms by probing “red flags” and has a 

practice of regular reviews as well as random inspections of listed firms and securities firms. 

The CSRC investigates firms based on information and complaints from investors, current 

and former employees, insiders, newspapers, stock exchange, legal proceedings, and police 

investigations (Chen et al., 2006). CSMAR collects securities fraud information on all firms 

listed on the Shanghai and Shenzhen Stock Exchanges from public announcements by the 

CSRC, firms that receive CSRC investigations, and newspaper media officially designated by 

the CSRC. The database provides information about when a firm was investigated for 

securities fraud, when the fraud was committed and what the outcomes of the investigation 

were.  

Following prior fraud research (Connelly et al., 2017; Harris & Bromiley, 2007; 

Mishina et al., 2010), we use an indicator variable to measure securities fraud, which equals 

“1” if a firm is found to have committed securities fraud in a firm year and the CSRC 

investigation did show that the firm committed fraud in that firm year. If a firm did not 

commit fraud in a firm year, that firm year receives a value of “0.” During the period of 
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2003-2012, a total number of 1,773 firm years are associated with committed and detected 

securities fraud. The types of securities fraud include inflated profits, asset fabrication, false 

statement, disclosure failure, violation of fund provisions, illegal guarantee, inappropriate 

accounting practices, and illegal insider trading. Inflating profit is a common type of 

securities fraud and regards illicit accounting manipulations used to “boost” financial 

performance. Asset fabrication refers to accounting techniques to increase the level of 

assets for the sake of improving capital structure. False statement occurs when firms make 

false records and misleading statements which are against the truth of major events. 

Disclosure failure takes place when firms fail to disclose information critical to investors’ 

purchase and sell decisions. Violation of fund provisions refers to firms’ using funds for 

unintended purposes. Illegal guarantee takes place when firms fail to fulfill relevant 

decision-making or disclosure procedures for external guarantee. Inappropriate accounting 

practices means that accounting records are not kept in accordance with correct 

procedures. Illegal insider trading refers to the illegal practice of trading based on one's own 

advantage through confidential information. 

Our second dependent variable is CEO dismissal. We identify involuntary CEO 

turnover (i.e., CEO dismissal) based on CSMAR data. Based on the listed companies’ 

announcements about CEO turnover, CSMAR codes CEO turnover into the following 

categories: job change, retirement, term expiration, ownership change, resignation, 

dismissal, health reasons, governance reform, and criminal charge. We code CEO turnover 

due to resignation, dismissal, and criminal charge as CEO dismissal. We include resignation 

because CEOs of Chinese listed firms are often forced to resign for face saving (Firth, Fung & 

Rui, 2006a). Our approach of including “resignation” in measuring CEO dismissal is 

consistent with prior research (Firth et al., 2006a). 
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Independent Variable. The independent variable is state ownership, which is 

measured as the total percentage of shares held by all forms of government agencies (Greve 

& Zhang, 2017; Zhou et al., 2017). Around 51% of firm year observations are associated with 

zero state ownership (pure POEs), 31% of firm year observations are associated with state 

ownership greater than 30%, and 16% of firm year observations are associated with state 

ownership greater than 50%. We choose to use a continuous measure instead of a dummy 

variable (i.e., a dummy variable based on the percentage of state ownership) for two 

reasons. First, the literature is unclear about the threshold of ownership percentage that 

can be used to classify firms into SOEs or POEs (Inoue, Lazzarini & Musacchio, 2013). 

Second, bivariate probit models with partial observability can run into estimation failure 

when many dummy variables are included in the model.   

Moderator. Our moderator is CEO political background. This variable moderates the 

relationship between state ownership and securities fraud commission. A CEO is considered 

to have political background (receiving a value of “1”) if he or she was formerly a 

government official or was/is a member of the Chinese People’s Congress or the Chinese 

People’s Political Consultative Conference at county and above levels (Chizema et al., 2015), 

and “0” otherwise.    

Control Variables for Fraud Commission. We use bivariate probit regressions with 

partial observability to test our hypotheses. Such regressions model fraud commission and 

fraud detection simultaneously yet require different control variables for commission and 

detection equations, but allow for inclusion of overlapping variables in the commission and 

detection equations (Wang, 2013). A firm’s likelihood of fraud commission can be 

influenced by both ex ante detection factors as well as factors related to fraud commission 

benefits (Wang, 2013). Ex ante detection factors capture the expected cost of committing 
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fraud and reflect the deterrence of detection. When the deterrence of detection is high, 

firms are less likely to commit securities fraud. We first discuss factors related to fraud 

commission benefits. Ex ante detection factors will be explained when discussing fraud 

detection variables.  

Managers of firms with poor financial performance can benefit from fraud 

commission because doing so helps protect their personal wealth. We use industry adjusted 

ROA to capture financial performance, which is measured as the difference between a firm’s 

ROA (the ratio of operating profit to total assets) and the industry average ROA.  

Higher debt ratio may increase the probability of securities fraud by providing 

incentives for firms to inflate reported earnings and other accounting measures to avoid 

violating debt covenants (Khanna, Kim & Lu, 2015). Debt ratio is measured as the ratio of 

total liabilities to total assets. Higher cash holding ratio may weaken firms’ incentives to 

inflate their earnings as such firms are less constrained financially. Cash holding ratio is 

measured as the ratio of cash and cash equivalents to total assets. 

We control for TMT (top management team) ownership because research shows 

that top managers’ equity incentives can affect their propensity for fraudulent behavior 

(Efendi, Srivastava & Swanson, 2007). TMT ownership is the percentage of ownership by top 

managers to total shares outstanding. We control for CEO tenure because CEOs with a long 

term have a high level of reputation capital at risk if they engage in securities fraud. CEO 

tenure is measured as the number of years since a CEO took office. CEOs educated abroad 

and those educated in China may react differently to political pressures. Therefore, we 

control for CEO foreign education which receives a value of “1” if a CEO studied abroad and 

“0” otherwise. 
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Following Chen et al. (2006), we control some corporate governance variables. We 

control for foreign auditor since foreign auditors are more professional, which can prevent 

CEOs from committing security fraud. It is a dummy variable which receives a value of “1” if 

the firm hires a foreign auditor, and “0” otherwise. We also control for foreign ownership, 

which is measured as the percentage of ownership by foreign institutional investors to total 

shares outstanding. Monitoring from large investors and the board of directors can also 

affect securities fraud commission (Chen et al., 2006). We therefore we control for 

Herfindahl_5 and board meeting. Herfindahl_5 is measured as square sum of shareholding 

proportions of the top five shareholders and board meeting is measured as the natural 

logarithm of the number of board meetings. 

Following Dechow et al. (2011), we control for firm’s external financing needs, which 

receives a value of 1 if (cash from operations-lagged capital expenditures)/current assets is 

less than -0.5 and a value of 0 otherwise. In addition, some variables related to the capital 

market may affect CEOs’ fraud commission benefits. For example, we control for annual 

stock returns because if market performance is going well, CEOs would have weaker 

incentives to commit securities fraud. Annual stock return is measured as the ratio of stock 

price at the end of each year to stock price at the beginning of each year minus one. Given 

that our sample period covers the global financial crisis in 2007-2008 and firms may be more 

incentivized to engage in fraud to “boost” performance during challenging times, we control 

for financial crisis which receives a value of “1” for years 2007 and 2008 and “0” for other 

years (Canova & Hickey, 2012).  

Control Variables for Fraud Detection. Fraud detection determinants include ex ante 

factors whose effects on the probability can be expected at the time of fraud decision 

whereas ex post factors whose effects on fraud detection cannot be anticipated at the time 
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of fraud detection. As noted above, ex ante detection factors can also influence the 

probability of fraud commission and are included in the fraud commission equation as well. 

First, we control for firm size and firm age. Small and young firms may attract less attention 

from the CSRC and their fraud is less likely to be detected. However, such firms lack 

legitimacy and are more likely to commit fraud to satisfy external stakeholders’ 

expectations. Firm size is measured as the natural logarithm of total assets and firm age is 

measured as the number of years since founding. In addition, in China, if a firm reports loss 

over two consecutive years, it will receive a special treatment (ST) status. If a third year of 

losses is reported, firm is suspended from trading. This special treatment status has similar 

effect on fraud as small and young firms. We therefore control for loss that receives a value 

of “1” if the firm has recorded a loss in each of the prior two years, and “0” otherwise. 

We include intangible asset ratio as a control. Firms with high intangible asset ratio 

have high information asymmetry with investors (Barth, Kasznik & McNichols, 2001) and 

thus attain greater investor attention. In addition, intangible asset ratio can influence fraud 

commission as a high intangible asset ratio makes it easier for managers to commit fraud. 

Intangible asset ratio is measured as the ratio of intangible asset to total asset. We control 

for two variables related to firm investment as Wang (2013) suggests that new investments 

can influence firms’ fraud commission and detection. The first is capital investment, which is 

measured as the ratio of capital expenditure to total assets and the second is merger and 

acquisition (M&A) value, measured as the ratio of the total value of all the M&As completed 

by a firm in a year to total assets.   

We include board political connection as a control variable, which is measured as the 

ratio of the number of outside directors with political connections to board size. We use the 

same criterion in identifying CEO political background to classify whether an outside director 
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has political connections. Board political connection can affect the likelihood of fraud 

detection in that outside directors may use their political connections to reduce the 

probability of a firm being targeted. In addition, the perception of being “protected” by 

politically connected boards may increase the likelihood of fraud commission. We control 

for the number of financial analysts covering a firm (analyst coverage). As important 

information intermediaries, financial analysts play a significant role in monitoring top 

executives (Chen, Harford & Lin, 2015). Monitoring by financial analysts can reduce the 

likelihood of commission but increase the likelihood of detection. We take the natural 

logarithm of the variable to address skewness. Monitoring by institutional investors gives 

rise to a higher likelihood of fraud detection but dampens the probability of fraud 

commission (Aggarwal, Hu & Yang, 2015). We thus control for institutional ownership, which 

is measured as the ratio of shares owned by institutional investors to total shares 

outstanding. Lastly, given that we cannot include year dummy variables in bivariate probit 

regressions, we control for China’s GDP growth rate to control for the influence of macro-

economic growth on fraud commission and detection.  

We include the following ex post fraud detection factors. We include CEO duality 

and board independence as board monitoring may affect fraud detection (Dalton et al., 

2007). CEO duality receives a value of “1” if a CEO is also board chairman and “0” otherwise. 

Board independence is the ratio of the number of independent directors to board size. We 

control for marketization index of firms’ different locations since the higher the degree of 

marketization, the stricter the inspection of securities fraud. Data about the marketization 

index of different provinces is from Fan and Wang (2011). We control for discretionary 

accruals (Jones, Krishnan & Melendrez, 2008). Discretionary accruals refer to non-obligatory 

expense that is yet to be realized but is recorded in the account books (e.g., an anticipated 
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bonus for management). We follow Kothari, Leone and Wasley (2005) to measure 

discretionary accruals. We include stock return volatility and abnormal stock turnover as 

control variables because firms with high return volatility and abnormal stock trading 

activities are more likely to be targeted by the CSRC for fraud. Stock return volatility is 

measured as the standard deviation of monthly stock returns in a year and abnormal stock 

turnover is measured as the natural logarithm of the demeaned monthly turnover in a year. 

Firms that operate in industries where fraud is common are more likely to be selected for 

investigation. Therefore, we add adjusted industry fraud detection as a control. This variable 

is measured as the difference between the number of detected securities fraud in an 

industry year and the average number of detected securities fraud cases across our sample 

frame. Lastly, employees play a crucial role in detecting fraud (Dyck, Morse & Zingales, 

2010). We thus control for employee ownership, measured as the ratio of shares held by 

employees (excluding top managers) to total shares outstanding.  

All the ex ante detection variables and fraud commission benefit variables are 

measured in Year t-1 and ex post detection variables are measured in Year t.   

Control Variables for CEO Dismissal   

When modeling CEO dismissal, we include the following control variables. Because 

large firms tend to remove their top-level executives more frequently than small firms 

(Grusky, 1961), we control for firm size. We control for ROA and annual stock return because 

firm performance is an important determinant of CEO dismissal (Brickley, 2003). Since firms 

with a high level of financial constraints are more likely to dismiss CEOs (Hazarika, Karpoff & 

Nahata, 2012), debt ratio, cash holding ratio and revenue growth (revenue growth rate) are 

controlled for.  
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Corporate governance variables play important roles in predicting CEO dismissal 

(Chen et al., 2016). Research has shown analyst coverage (Wiersema & Zhang, 2011) and 

institutional ownership (Parrino, Sias & Starks, 2003) can predict CEO dismissal; therefore, 

we control for analyst coverage and institutional ownership. In addition to institutional 

ownership, other ownership structure variables are controlled for, including Herfindahl_5 

and foreign ownership. Board power dynamics and political factors influence the likelihood 

of CEO dismissal (Ocasio, 1994; Shen & Cannella, 2002) and we thus control for CEO 

ownership, CEO tenure, CEO duality, board independence, board meeting and board size (the 

number of board members). Lastly, we control for year fixed-effects and industry fixed-

effects.   

We measure CEO dismissal in Year t and predictors are measured in Year t-1. Table 

1A provides descriptive statistics for variables used in this study separately for SOEs and 

POEs and Table 1B provides the correlation matrix. 

[Insert Table 1A and Table 1B here] 

MODELS AND RESULTS 

Models and Results for Hypotheses 1-2 

The empirical challenge in testing Hypotheses 1-2 is that we can only observe 

committed and detected securities fraud but we are theoretically interested in committed 

securities fraud. To address this estimation challenge, we follow recent fraud research 

(Khanna et al., 2015; Wang, 2013; Wang, Winton & Yu, 2010) using bivariate probit 

regressions with partial observability. Such regressions model the influence of state 

ownership on fraud commission and fraud detection simultaneously (Poirier, 1980). It is 

highly possible that firms with high state ownership are less likely to become targets of 
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fraud detection than firms with no or low state ownership. Thus, probit or logistic 

regressions could result in estimation bias.    

Let 𝐹𝑖
∗ represent firm i’s probability of fraud commission, and 𝐷𝑖

∗ represent the firm’s 

probability of fraud detection conditional on fraud being committed. The reduced form 

model is then: 

*

,

*

,

      (1),

    (2)

i F i F i

i D i D i

F x u

D x v





 

 
 

where 𝑥𝐹,𝑖 is a row vector with variables pertaining to the probability for firm i to engage in 

securities fraud, and 𝑥𝐷,𝑖 is a second row vector with variables pertaining to the firm’s 

likelihood of being detected conditional on fraud commission. To model fraud commission, 

we transform 𝐹𝑖
∗ into a binary variable 𝐹𝑖, where 𝐹𝑖 = 1 if 𝐹𝑖

∗ > 0, and 𝐹𝑖 = 0 otherwise. To 

model fraud detection conditional on fraud commission, we transform 𝐷𝑖
∗ into a binary 

variable in the same way. We cannot observe all the realizations of 𝐹𝑖
∗ and 𝐷𝑖

∗, but note that 

   (3)i i iZ F D    

where 𝑍𝑖 = 1 if firm i has committed fraud that has been detected, and 𝑍𝑖 = 0 otherwise. 

The empirical model for estimating 𝑍𝑖 can be:  

       

         

i i i i i F, i F D,i D

i i i i i i i F, i F D,i D

P Z = 1 = P F D = 1 = P F = 1, D = 1 = F x b , x b ,      (4)

P Z = 0 = P F D = 0 = P F = 0, D = 0 + P F = 1, D = 0 = 1- F x b , x b ,   (5)




  

There are two main requirements to achieve full identification for bivariate probit 

regressions with partial observability (Poirier, 1980). First, variables used to model fraud 

commission and detection should not be entirely the same. Yet, such regressions allow 

some overlapping variables to be used in both fraud commission and detection. Second, the 

predictors included in regressions should have significant variation. Put differently, the 

model is better identified if continuous instead of dummy variables are used in regressions 
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(Wang, 2013). Although year fixed-effects and industry fixed-effects are often included as 

control variables in fraud research, we do not include them as control variables. Inclusion of 

them leads to estimation failure. This is a key disadvantage of bivariate probit regressions 

with partial observability. We control for industry adjusted ROA, financial crisis, and GDP 

growth to mitigate potential industry and macro-economic effects on fraud commission. We 

cluster the standard errors by firms to account for the possibility of correlation among 

residuals of each firm.   

We show the results for our tested hypotheses in Table 2. Models 1, 3, and 5 are 

about fraud commission – P(F) whereas Models 2, 4, and 6 are about fraud detection – 

P(D|F). Model 1 and 2 show the regression results with only control variables included. We 

add our independent variable – state ownership into Model 3 and 4. Hypothesis 1 predicts 

that the percentage of state ownership is negatively associated with the likelihood of 

securities fraud commission. In Model 3 [P(F)], the coefficient estimate of State ownership is 

negative and statistically significant (β = -1.239, p < .05), consistent with Hypothesis 1. In 

terms of economic magnitude, when state ownership increases from its 25th percentile 

value to its 75th percentile value, the likelihood of securities fraud commission decreases 

around 24.9%. In Model 4 [P(D|F)], the coefficient estimate of State ownership is positive 

and marginally significant (β = 0.994, p < .10). This indicates that state ownership is 

positively associated with securities fraud detection.  

[Insert Table 2 here] 

Scholars use Akaike’s information criterion (AIC) to compare the goodness-of-fit 

between different bivariate probit models, and a smaller AIC indicates higher goodness-of-

fit (Adachi & Hisada, 2017; Flannery & Cullinan, 2014). The AIC of Model 1 and 2 is 10368.4, 
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while the AIC of Model 3 and 4 is 10327.2, which indicates that adding state ownership as a 

predictor increases the explanatory power for securities fraud. 

Hypothesis 2 suggests that the negative relationship between state ownership and 

securities fraud becomes stronger when CEOs have a political background. In Model 5 [P(F)], 

the coefficient estimate of State ownership × CEO political background is negative and 

significant (β = -0.273, p < .05), consistent with Hypothesis 2. Figure 1 shows the moderating 

effect of CEO political background. When CEO political background takes the value of “0,” 

the likelihood of securities fraud decreases around 24.6% when state ownership increases 

from its 25th percentile value to its 75th percentile value (the solid line). However, when 

CEO political background take the value of “1,” the likelihood of securities fraud commission 

decreases 29.4% for the same increase in state ownership (the dotted line). 

[Insert Figure 1 here] 

Given that one key disadvantage of bivariate probit regressions with partial 

observability is that we cannot include many fixed effects (dummy variables). Thus, we test 

Hypotheses 1-2 using firm fixed-effects logistic regressions. Firm fixed-effects logistic 

regressions capture how change in firm ownership structure affects change in firms’ 

likelihood of securities fraud. Such within-firm analyses help mitigate the role of the CSRC’s 

detection in biasing our estimation. Firm fixed-effects regressions also address bias from 

time-invariant firm heterogeneity. It is important to highlight that firm fixed-effects logistic 

regressions can only include firms with a time-variant dependent variable. For firms that 

have not engaged in any securities fraud, they are excluded from our estimation, which 

explains the sample size drop (14,598 versus 5,438). The results are presented in Table 3. As 

shown in Table 3, we continue to find support for our two hypotheses.  

[Insert Table 3 here] 
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Models and Results for Hypothesis 3  

Hypothesis 3 suggests that firms with a high level of state ownership are more likely 

to dismiss their CEOs upon securities fraud detection than those with a low level of state 

ownership or no state ownership. We test Hypothesis 3 using a subsample associated with 

fraud detection. We identify all the firm years associated with fraud detection (1,130 

observations). The number of fraud commission years is greater than the number of fraud 

detection years because one detection event may reveal that a firm has engaged in 

securities fraud in multiple years. We then examine whether there is a forced CEO turnover 

within two years upon fraud detection. Given that we have a cross-sectional dataset and the 

dependent variable is a dummy variable, we conduct probit regressions to test Hypothesis 3.  

Results used to test Hypothesis 3 are presented in Table 4. Model 1 of Table 4 is a 

base model which only includes control variables. State ownership is introduced in Model 2. 

As indicated in Model 2, the coefficient estimate of State ownership is positive and 

statistically significant (β = 0.590, p < .05), supporting Hypothesis 3. In terms of economic 

significance, when state ownership increases from its 25th percentile value to its 75th 

percentile value, the likelihood of CEO dismissal increases around 38.7%.   

[Insert Table 4 here] 

DISCUSSION 

Based on a large sample of publicly traded firms in China, we find that managerial 

agents are less likely to engage in securities fraud when firms have a higher level of state 

ownership. We also uncover that the negative influence of state ownership on securities 

fraud hinges on whether a CEO has a political background. Lastly, if we look at the 

managerial consequence of securities fraud, firms with higher state ownership are more 

likely to dismiss CEOs subsequent to detection of securities fraud.  
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Our findings can advance governance research in several ways. Foremost, our study 

adds to what we know of the implication of state ownership on corporate governance. 

Agency theory assumes a conflict of interest between the state as a controlling shareholder 

and minority shareholders. For instance, the state may retain unproductive managers or 

employees for the sake of social stability. Our study introduces the political perspective on 

corporate governance and argues that the state as a controlling shareholder focuses on 

political legitimacy. When managerial behaviors can harm the political legitimacy of the 

state, the state will try to constrain such behaviors, which can potentially benefit minority 

shareholders. Yet, when managerial behaviors are irrelevant to the political legitimacy of 

the state, there can introduce a conflict of interest between the state and minority 

shareholders. Specifically, political governance systems in Chinese SOEs safeguard the CCP’s 

political legitimacy, while leaving financial gains as a secondary goal. As a result, the state as 

a shareholder is less likely to impose performance pressure on managers but more likely to 

punish CEOs for activities that can tarnish political legitimacy, resulting in a lower likelihood 

of securities fraud commission.   

Recent management research has suggested that state ownership may give rise to 

potential benefits. Inoue et al. (2013) argue that state ownership helps fill institutional voids 

in developing countries such as Brazil and show that minority state ownership positively 

affects firm economic performance and promotes long-term capital expenditures by firms 

with otherwise constrained opportunities. Similarly, Zhou et al. (2017) propose that state 

ownership enables firms to attain more resources to invest in R&D activities and show that 

SOEs have higher R&D intensity than POEs, which can benefit firms’ long-run 

competitiveness. Our findings indicate that firms with higher state ownership are less likely 

to engage in securities fraud, a potential positive implication of state ownership. Yet, this 
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does not imply that firms with high state ownership have an effective governance system in 

place to protect the interests of non-state minority shareholders nor that managers of these 

firms do not engage in other types of less visible corporate misconduct as shown in prior 

research (Cai, Fang & Xu, 2011; Firth, Rui & Wu, 2011).    

Our study also contributes to research on corporate misconduct (Greve et al., 2010). 

How to rein in corporate misconduct is a key topic in governance research (Shi et al., 2017). 

Scholars have examined how internal and external governance mechanisms are related to 

corporate malfeasance. For instance, option pay (Harris & Bromiley, 2007; O'Connor et al., 

2006) and institutional ownership (Burns et al., 2010; Hadani et al., 2011) have been found 

to influence accounting fraud. We extend this stream of research by uncovering the role of 

state ownership in restraining securities fraud in China, extending corporate misconduct 

research in emerging economies (Armitage et al., 2017).    

Findings from this study have important practical implications. Although state 

ownership may be detrimental to firms’ adoption of governance practices that help 

safeguard minority shareholders’ interests, it can also help rein in securities fraud. Given 

that securities fraud can damage investor confidence, decrease shareholder value, cause 

capital misallocation, and give rise to financial market instability, this study suggests that 

state ownership may not always harm the interests of minority shareholders. Our findings 

also have implications for policymakers in developed economies. Corporate governance may 

benefit from studying how political governance systems influence managerial behaviors in 

Chinese SOEs. The corporate sector in the U.S. has been plagued by shareholders’ concerns 

about corporate misconduct, an indication that corporate governance mechanisms have not 

fully worked. Perhaps, there can be benefits for corporate governance to adopt practices in 
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public governance (Benz & Frey, 2007), such as attenuating performance pressure imposed 

on managers.  

We want to acknowledge some limitations of this work that could point to some 

interesting ideas for future research. Our focus on the Chinese context allows us to have a 

clean institutional context. Yet, this can also be a limitation of our study. The CCP plays a 

critical role in disciplining and promoting top managers of SOEs. In this sense, the political 

governance perspective may be specific to China which has a one-party political system. In 

other words, we expect that the impact of state ownership on securities fraud will be 

weaker in countries where states have a lower level of capacity to intervene in SOEs’ 

decision making. In addition, we have focused on securities fraud—a type of highly visible, 

illegal misconduct that can affect the political legitimacy of the state. Future research can 

investigate whether our arguments and findings hold in the case of corporate misconduct 

that does not have a pronounced influence on the political legitimacy of the state.     

While prior research has adopted agency theory to explain how state ownership is 

detrimental to the interests of minority shareholders, this study highlights the important 

role of political governance in deterring securities fraud, which can potentially benefit 

minority shareholders. We show that firms with high state ownership are less likely to 

commit securities fraud but are more likely to dismiss their CEOs upon securities fraud 

detection than firms with low or no state ownership, indicating managers of the former will 

face low financial performance pressure to commit securities fraud but receive more severe 

punishment for committing securities fraud. We hope that this study can motivate more 

future research exploring the ramifications of political governance in SOEs.    
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Endnotes: 
1. The Party-state refers to the Chinese state ruled by the Chinese Communist Party. We use 
the Party-state and Chinese Communist Party interchangeably. 
 
2. In our sample, we have a total number 1,584 POEs in our sample, 62.3% of which can be 
considered as family owned firms. We define POEs being family owned if individual 
shareholders from the same family, by blood or marriage, collectively held at least 10% 
common stocks and are the largest shareholders in the firm (Xu et al., 2019). 
 
3. Chen et al. (2016) uncover that CEOs of SOEs face a lower likelihood of turnover than 
those of POEs subsequent to corporate fraud. Our study differs from Chen et al. (2016) that 
focus on CEO turnover decisions (both voluntary and involuntary leaves). In contrast, we 
focus only on involuntary CEO leaves – CEO dismissals.   
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TABLE 1A, 
 Summary Statistics for SOEs and POEs 

Variable 
SOEs POEs difference 

mean median S.D. mean median S.D. t-value 

Securities fraud 0.092 0.000 0.289 0.153 0.000 0.360 12.317*** 
CEO dismissal 0.044 0.000 0.205 0.040 0.000 0.196 -1.322 
State ownership 0.312 0.334 0.250 0.026 0.000 0.079 -96.326*** 
CEO political background 0.099 0.000 0.299 0.135 0.000 0.342 7.395*** 
Industry adjusted ROA 0.001 0.005 0.073 0.000 0.011 0.090 -0.700 
Debt ratio 0.520 0.517 0.228 0.490 0.461 0.326 -6.837*** 
Cash holding ratio 0.162 0.130 0.125 0.221 0.166 0.183 24.231*** 
Top manager ownership 0.001 0.000 0.012 0.100 0.000 0.195 49.788*** 
CEO tenure 1.322 1.000 1.554 1.537 1.000 1.739 8.575*** 
Foreign auditor 0.081 0.000 0.272 0.017 0.000 0.129 -18.819*** 
Foreign ownership 0.006 0.000 0.035 0.019 0.000 0.067 16.382*** 
Herfindahl_5 0.051 0.002 0.095 0.027 0.002 0.061 -19.241*** 
Board meeting 2.190 2.197 0.338 2.214 2.197 0.387 4.420*** 
External financing needs 0.004 0.000 0.326 0.009 0.000 0.095 4.098*** 
Annual stock returns 0.096 -0.105 0.657 0.021 -0.138 0.615 -7.637*** 
Financial crisis 0.199 0.000 0.399 0.163 0.000 0.369 -5.991*** 
CEO foreign education 0.013 0.000 0.112 0.031 0.000 0.174 8.535*** 
Firm size 21.857 21.672 1.341 21.096 20.999 1.094 -40.121*** 
Firm age 12.211 12.000 4.919 12.729 12.000 4.809 6.870*** 
Loss 0.032 0.000 0.176 0.043 0.000 0.203 3.769*** 
Analyst coverage 1.393 1.099 1.370 1.520 1.386 1.364 6.076*** 
Institutional ownership 0.146 0.066 0.190 0.130 0.065 0.165 -5.654*** 
Board political connections 0.034 0.000 0.062 0.035 0.000 0.068 1.471 
Intangible asset ratio 0.042 0.023 0.055 0.044 0.029 0.053 3.157*** 
Capital investment ratio 0.056 0.039 0.059 0.058 0.041 0.062 2.296** 
M&A ratio 0.006 0.000 0.026 0.010 0.000 0.034 10.049*** 
GDP growth rate 0.105 0.100 0.017 0.101 0.097 0.017 -15.064*** 
CEO duality 0.081 0.000 0.273 0.273 0.000 0.446 34.909*** 
Board independence 0.354 0.333 0.054 0.365 0.333 0.054 12.710*** 
Marketization index 8.418 8.391 2.215 9.565 9.810 2.353 32.092*** 
Discretionary accruals -0.006 -0.005 0.087 0.005 0.001 0.106 7.910*** 
Stock return volatility 0.132 0.118 0.060 0.137 0.123 0.060 5.077*** 
Abnormal stock turnover (Log) 17.479 17.511 1.135 17.161 17.131 1.035 -18.714*** 
Adjusted industry fraud detection -0.921 -0.904 4.525 0.046 -0.659 5.928 12.152*** 
Employee ownership 0.000 0.000 0.007 0.000 0.000 0.006 -1.259 
Revenue growth 0.220 0.146 0.524 0.229 0.136 0.642 0.905 
CEO ownership 0.001 0.000 0.010 0.050 0.000 0.109 43.787*** 
Board size 9.712 9.000 2.134 8.714 9.000 1.772 -32.618*** 

 
Note: SOEs refer to firms with controlling shareholders as the state and POEs refer to firms with a non-state controlling shareholder. The numbers of observations for SOEs and POEs are 9614 and 7645, respectively. 
*** p<0.01, ** p<0.05, * p<0.1. 
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TABLE 1B, 
Correlation Table 

Variable 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 

1. Securities fraud 1.00                   
2. CEO dismissal 0.02 1.00                  
3. State ownership -0.09 0.03 1.00                 
4. CEO political background 0.01 -0.01 -0.04 1.00                
5. Industry adjusted ROA -0.11 -0.05 0.05 0.05 1.00               
6. Debt ratio 0.05 0.04 0.01 -0.04 -0.48 1.00              
7. Cash holding ratio -0.01 -0.04 -0.11 0.04 0.26 -0.44 1.00             
8. Top manager ownership 0.06 -0.04 -0.21 0.08 0.08 -0.27 0.39 1.00            
9. CEO tenure 0.01 -0.04 -0.15 0.05 0.04 -0.07 0.09 0.15 1.00           
10. Foreign auditor -0.05 0.01 0.11 0.02 0.00 0.07 -0.09 -0.06 -0.02 1.00          
11. Foreign ownership -0.01 0.01 -0.07 -0.00 0.04 -0.06 0.07 -0.03 -0.02 0.01 1.00         
12. Herfindahl_5 -0.02 -0.03 -0.34 0.01 0.03 0.05 -0.06 -0.10 0.14 0.10 -0.09 1.00        
13. Board meeting 0.06 0.02 -0.13 0.03 -0.02 0.07 0.01 0.05 -0.03 0.00 -0.00 0.05 1.00       
14. External financing needs 0.03 0.05 -0.02 -0.01 -0.12 0.09 -0.00 -0.02 -0.01 -0.01 -0.01 -0.01 -0.00 1.00      
15. Annual stock returns -0.02 0.04 0.01 -0.01 -0.05 0.11 -0.15 -0.11 -0.05 -0.01 -0.03 0.00 0.03 0.02 1.00     
16. Financial crisis -0.01 0.05 0.09 -0.01 0.00 0.07 -0.10 -0.11 -0.11 -0.03 0.02 -0.18 0.15 0.01 0.12 1.00    
17. CEO foreign education -0.01 -0.01 -0.06 0.03 0.03 -0.04 0.08 0.09 0.03 0.00 0.07 0.04 0.04 -0.01 -0.02 -0.02 1.00   
18. Firm size -0.09 -0.04 0.09 0.05 0.22 0.13 -0.10 -0.11 0.09 0.28 -0.00 0.30 0.18 -0.09 -0.00 -0.02 0.04 1.00  
19. Firm age 0.04 -0.02 -0.35 0.00 -0.12 0.19 -0.12 -0.06 0.12 0.02 -0.01 0.19 0.15 0.03 0.05 -0.02 -0.00 0.09 1.00 
20. Loss 0.02 0.02 -0.02 -0.02 -0.10 0.09 -0.07 -0.03 -0.04 -0.04 -0.01 -0.03 -0.00 0.06 0.01 0.01 -0.02 -0.07 0.01 
21. Analyst coverage -0.07 -0.07 -0.14 0.11 0.36 -0.13 0.22 0.17 0.14 0.10 0.03 0.26 0.15 -0.06 0.02 -0.04 0.10 0.54 0.06 
22. Institutional ownership -0.05 -0.04 -0.03 0.05 0.20 -0.05 0.10 -0.04 0.07 0.03 0.04 0.09 0.06 -0.02 0.08 0.02 0.03 0.21 0.08 
23. Board political connections 0.00 -0.01 -0.03 0.05 0.01 0.01 0.02 0.03 0.05 -0.02 0.00 0.04 0.04 -0.01 0.01 0.01 0.03 0.08 0.06 
24. Intangible asset ratio 0.06 0.01 -0.06 0.01 -0.13 0.02 -0.12 -0.02 0.01 -0.02 -0.03 0.02 0.03 0.03 0.02 0.03 -0.02 -0.11 0.05 
25. Capital investment ratio -0.02 -0.03 0.04 0.05 0.24 -0.22 0.13 0.13 0.03 -0.01 0.06 -0.02 0.01 -0.04 -0.08 -0.02 0.03 0.12 -0.18 
26. M&A ratio 0.03 0.00 -0.05 0.03 -0.01 -0.00 0.08 0.09 0.00 -0.03 0.00 -0.03 0.00 0.02 0.12 0.05 0.03 0.05 0.01 
27. GDP growth rate -0.07 0.07 0.27 -0.03 -0.00 0.11 -0.18 -0.23 -0.34 0.05 0.02 -0.29 -0.03 0.00 0.42 0.41 -0.06 -0.12 -0.20 
28. CEO duality 0.06 -0.00 -0.17 0.15 -0.01 -0.09 0.16 0.22 0.10 -0.06 0.04 -0.05 0.02 0.00 -0.02 -0.02 0.04 -0.11 0.05 
29. Board independence 0.01 -0.01 -0.13 0.04 -0.02 0.00 0.05 0.09 0.04 0.02 -0.01 0.09 0.08 0.01 0.02 0.01 0.03 0.06 0.08 
30. Marketization index -0.01 -0.05 -0.33 0.04 0.09 -0.10 0.22 0.24 0.20 0.04 0.07 0.23 0.14 -0.01 -0.05 -0.07 0.07 0.16 0.28 
31. Discretionary accruals -0.04 -0.03 0.03 0.03 0.21 -0.16 0.13 0.07 0.00 -0.02 0.01 -0.05 0.03 0.06 -0.03 -0.01 -0.00 0.05 -0.08 
32. Stock return volatility 0.04 0.06 -0.00 -0.01 -0.13 0.14 -0.10 -0.06 -0.07 -0.06 0.00 -0.11 0.14 0.04 0.36 0.58 -0.02 -0.11 0.05 
33. Abnormal stock turnover (Log) -0.01 -0.02 -0.13 0.03 -0.02 0.14 -0.19 -0.15 0.05 0.05 -0.05 0.23 0.18 -0.01 0.21 0.16 0.02 0.53 0.28 
34. Adjusted industry fraud 
detection 

0.07 -0.03 -0.22 0.03 -0.02 -0.07 0.10 0.23 0.34 -0.05 -0.01 0.17 0.09 0.01 -0.07 -0.20 0.03 0.09 0.19 

35. Employee ownership -0.00 -0.01 0.02 -0.01 0.02 -0.02 0.01 -0.01 -0.01 -0.01 -0.01 -0.03 -0.03 -0.00 -0.03 -0.03 -0.01 -0.02 -0.02 
36. Revenue growth -0.03 -0.01 0.06 0.01 -0.02 0.03 0.00 -0.01 -0.06 -0.01 0.00 -0.04 0.05 -0.05 0.08 0.02 0.01 0.07 -0.03 
37. CEO ownership 0.07 -0.03 -0.19 0.11 0.08 -0.22 0.32 0.64 0.14 -0.06 -0.02 -0.09 0.03 -0.02 -0.09 -0.06 0.05 -0.11 -0.05 
38. Board size -0.04 -0.01 0.17 0.02 0.08 0.06 -0.07 -0.12 -0.00 0.17 0.02 0.02 -0.04 -0.03 -0.00 0.01 -0.03 0.32 -0.07 
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Variable 20 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 

20. Loss 1.00                   
21. Analyst coverage -0.10 1.00                  
22. Institutional ownership -0.04 0.37 1.00                 
23. Board political connections -0.02 0.06 0.05 1.00                
24. Intangible asset ratio 0.01 -0.04 -0.03 0.01 1.00               
25. Capital investment ratio -0.03 0.25 0.12 0.00 0.06 1.00              
26. M&A ratio 0.00 0.03 0.03 0.01 0.06 0.02 1.00             
27. GDP growth rate 0.02 -0.23 -0.06 -0.07 -0.04 -0.05 -0.01 1.00            
28. CEO duality -0.02 0.06 0.04 0.03 0.02 0.04 0.03 -0.09 1.00           
29. Board independence 0.00 0.10 0.03 0.11 0.02 -0.00 0.02 -0.08 0.09 1.00          
30. Marketization index -0.08 0.26 0.10 0.04 -0.05 -0.03 0.02 -0.29 0.15 0.12 1.00         
31. Discretionary accruals -0.03 0.07 0.03 0.02 -0.11 0.01 -0.00 0.00 0.02 -0.00 0.02 1.00        
32. Stock return volatility 0.02 -0.06 -0.01 0.01 0.05 -0.10 0.05 0.33 0.01 0.04 -0.06 -0.04 1.00       
33. Abnormal stock turnover (Log) 0.02 0.28 0.04 0.08 0.02 -0.05 -0.03 0.02 -0.04 0.13 0.16 -0.06 0.29 1.00      
34. Adjusted industry fraud 
detection 

-0.02 0.11 0.04 0.05 0.,04 0.03 0.04 -0.45 0.09 0.07 0.25 -0.01 -0.10 0.05 1.00     

35. Employee ownership -0.01 -0.04 -0.02 -0.01 -0.01 0.03 -0.01 0.00 -0.02 -0.02 -0.05 0.01 -0.04 -0.05 -0.02 1.00    
36. Revenue growth -0.02 0.06 0.06 0.01 -0.02 0.05 0.06 0.07 -0.01 0.01 -0.04 0.04 0.04 -0.04 -0.03 0.00 1.00   
37. CEO ownership -0.02 0.15 -0.02 0.01 -0.01 0.13 0.07 -0.16 0.39 0.09 0.21 0.08 -0.03 -0.13 0.14 -0.01 0.01 1.00  
38. Board size -0.06 0.15 0.08 0.00 -0.05 0.07 -0.04 0.05 -0.14 -0.29 -0.07 0.02 -0.07 0.10 -0.06 0.01 0.00 -0.11 1.00 

Note: Absolute values of correlations greater than 0.02 significantly at p<.05. 
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TABLE 2, 
Bivariate Probit Regressions with Partial Observation 

  Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 

Variable 

Fraud 
commission 

P(F) 
Fraud detection 

P(D|F) 

Fraud 
commission 

P(F) 
Fraud detection 

P(D|F) 

Fraud 
commission 

P(F) 
Fraud detection 

P(D|F) 

State ownership   -1.239** 0.994* -1.193** 0.975* 

   [0.546] [0.543] [0.539] [0.533] 
State ownership     -0.273**  
 × CEO political background     [0.139]  
CEO political background     0.079*  
     [0.046]  
Industry adjusted ROA -1.880*  -0.678***  -0.682***  

 [1.090]  [0.226]  [0.230]  
Debt ratio 0.671*  0.207**  0.208**  

 [0.344]  [0.083]  [0.085]  
Cash holding ratio 0.257  0.026  0.016  

 [0.248]  [0.094]  [0.094]  
Top manager ownership 3.326  0.337***  0.332***  

 [3.553]  [0.120]  [0.120]  
CEO tenure -0.012  -0.012*  -0.013*  

 [0.011]  [0.007]  [0.007]  
Foreign auditor -0.022  -0.058  -0.063  

 [0.107]  [0.071]  [0.075]  
Foreign ownership 0.563  -0.027  -0.034  

 [0.719]  [0.268]  [0.273]  
Herfindahl_5 -0.256  -0.412**  -0.411**  

 [0.310]  [0.184]  [0.194]  
Board meeting 0.282**  0.174***  0.175***  

 [0.137]  [0.048]  [0.049]  
External financial needs 1.555  0.195  0.196  

 [3.212]  [0.144]  [0.145]  
Annual stock returns -0.013  -0.005  -0.004  

 [0.029]  [0.013]  [0.013]  
Financial crisis 0.068  0.044  0.045  
 [0.068]  [0.033]  [0.033]  
CEO foreign education  -0.174  -0.084  -0.082  
 [0.159]  [0.073]  [0.075]  
Firm size -0.302*** 0.098 0.229 -0.266 0.235 -0.272 

 [0.097] [0.088] [0.211] [0.243] [0.222] [0.262] 
Firm age -0.026 0.019 0.032* -0.030 0.033* -0.031 

 [0.026] [0.018] [0.019] [0.020] [0.019] [0.020] 
Loss 0.678 -0.355 -1.043* 1.116 -1.034* 1.110 

 [0.814] [0.315] [0.561] [0.983] [0.537] [0.989] 
Analyst coverage 0.260*** -0.176*** -0.088 0.060 -0.092 0.064 

 [0.073] [0.039] [0.185] [0.200] [0.199] [0.218] 
Institutional ownership 0.159 -0.190 -0.289 0.214 -0.277 0.201 

 [0.526] [0.324] [0.599] [0.626] [0.635] [0.666] 
Board political connections 2.980* -1.645 -4.457*** 4.462*** -4.465*** 4.483*** 

 [1.701] [1.001] [1.343] [1.043] [1.469] [1.055] 
Intangible asset ratio 0.460 0.319 -1.478 1.831 -1.415 1.781 

 [2.751] [1.461] [4.131] [3.937] [4.469] [4.235] 
Capital investment ratio -1.120 0.863 -2.079 2.177 -2.073 2.177 

 [1.856] [1.098] [2.256] [2.065] [2.398] [2.153] 
M&A ratio -1.798 1.341 3.190 -2.647 3.232 -2.699 

 [1.649] [1.049] [2.086] [2.388] [2.137] [2.552] 
GDP growth rate -0.256 -5.094** -0.900 -3.561 -1.088 -3.479 

 [3.627] [2.333] [6.941] [6.721] [7.306] [7.084] 
CEO duality  0.146***  0.096***  0.088** 

  [0.048]  [0.037]  [0.038] 
Board independence  -0.098  0.007  0.009 

  [0.275]  [0.214]  [0.218] 
Marketization index  -0.027***  -0.023***  -0.023*** 

  [0.008]  [0.008]  [0.009] 
Discretionary accruals  -0.259**  -0.224*  -0.228* 

  [0.123]  [0.117]  [0.127] 
Stock return volatility  0.111  0.098  0.101 

  [0.275]  [0.238]  [0.245] 
Abnormal stock turnover (Log)  0.053***  0.034**  0.033** 

  [0.018]  [0.015]  [0.015] 
Adjusted industry fraud detection  0.008***  0.007***  0.007*** 

  [0.002]  [0.002]  [0.002] 
Employee ownership  0.034  -0.604  -0.558 

  [1.682]  [1.216]  [1.251] 
Constant 6.596*** -2.952 -4.766 5.524 -4.897 5.679 

 [2.243] [1.972] [4.738] [5.469] [4.980] [5.910] 
Observations 14598 14598 14598 
Chi-squared 204.9 224.9 221.2 
Log-likelihood -5140 -5118 -5114 

Note: Standard errors clustered by firms reported in brackets. Two-tailed tests. *** p<0.01, ** p<0.05, * p<0.1. 
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TABLE 3, 
Firm Fixed-Effects Logistic Regressions 

  
  Model 1 Model 2 Model 3 
Variable Fraud commission Fraud commission Fraud commission 

State ownership -0.634** -0.652** -0.566** 

 [0.274] [0.275] [0.279] 
State ownership   -1.193* 
 × CEO political background   [0.680] 
CEO political background  -0.248 -0.079 
  [0.152] [0.178] 
Industry adjusted ROA -1.164** -1.155** -1.176** 

 [0.567] [0.568] [0.568] 
Debt ratio -0.622*** -0.634*** -0.628*** 

 [0.237] [0.237] [0.237] 
Cash holding ratio 0.325 0.320 0.310 

 [0.384] [0.385] [0.385] 
Top manager ownership 0.301 0.340 0.308 

 [0.870] [0.871] [0.871] 
CEO tenure -0.027 -0.027 -0.028 

 [0.025] [0.025] [0.025] 
Foreign auditor 0.396 0.373 0.371 

 [0.301] [0.301] [0.302] 
Foreign ownership -0.796 -0.815 -0.823 

 [1.250] [1.251] [1.251] 
Herfindahl_5 0.770 0.699 0.719 

 [0.708] [0.710] [0.710] 
Board meeting 0.384*** 0.391*** 0.389*** 

 [0.138] [0.138] [0.138] 
External financial needs 0.538 0.533 0.522 

 [0.342] [0.343] [0.342] 
Annual stock returns -0.090 -0.089 -0.091 

 [0.087] [0.087] [0.087] 
Financial crisis 0.046 0.052 0.056 
 [0.128] [0.128] [0.128] 
CEO foreign education  -0.171 -0.190 -0.189 
 [0.438] [0.438] [0.439] 
Firm size 0.531*** 0.535*** 0.532*** 

 [0.078] [0.078] [0.078] 
Firm age 0.034 0.037 0.039 

 [0.025] [0.025] [0.025] 
Analyst coverage -0.129** -0.128** -0.127** 

 [0.052] [0.052] [0.052] 
Institutional ownership -1.251*** -1.248*** -1.265*** 

 [0.311] [0.311] [0.311] 
Board political connections -0.406 -0.388 -0.412 

 [0.769] [0.769] [0.769] 
Intangible asset ratio 2.807*** 2.788*** 2.785*** 

 [0.939] [0.940] [0.941] 
Capital investment ratio -0.929 -0.949 -0.934 

 [0.785] [0.786] [0.786] 
M&A ratio -1.132 -1.135 -1.140 

 [1.084] [1.085] [1.086] 
GDP growth rate 3.635 4.012 3.924 

 [8.566] [8.570] [8.571] 
    
Observations 5438 5438 5438 

Firm FE YES YES YES 

Year FE YES YES YES 
Chi-squared 228.7 231.4 234.6 
Log-likelihood -2012 -2010 -2009 

 
Note: Standard errors reported in brackets. Two-tailed tests. *** p<0.01, ** p<0.05, * p<0.1. We include all the control variables used in 
P(F) in Table 2.  
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TABLE 4, 
CEO Dismissal upon Securities Fraud Detection 

  Model 1 Model 2 
Variable  Probit Probit 

State ownership  0.590** 

  [0.278] 
Firm size -0.124** -0.148** 

 [0.061] [0.061] 
ROA -1.808*** -1.747*** 

 [0.593] [0.591] 
Annual stock returns 0.189** 0.197*** 

 [0.073] [0.073] 
Debt ratio -0.258 -0.242 

 [0.190] [0.191] 
Cashing holding ratio 0.012 0.027 

 [0.479] [0.484] 
Revenue growth -0.003 -0.021 

 [0.093] [0.091] 
Analyst coverage -0.055 -0.039 

 [0.061] [0.061] 
Institutional ownership -0.189 -0.174 

 [0.396] [0.385] 
Herfindal_5 -0.912 -0.303 
 [1.110] [1.087] 
Foreign ownership -0.740 -0.531 
 [1.204] [1.224] 
CEO ownership -0.015 0.181 

 [0.838] [0.831] 
CEO tenure -0.138*** -0.135*** 

 [0.050] [0.050] 
CEO duality -0.235 -0.216 

 [0.148] [0.149] 
Board independence 0.014 0.141 

 [0.855] [0.856] 
Board meeting 0.435** 0.460*** 

 [0.173] [0.173] 
Board size 0.015 0.010 

 [0.033] [0.033] 
Constant 0.613 0.893 

 [1.353] [1.328] 
Observations 1,130 1,130 
Industry FE YES YES 
Pseudo R-squared 0.137 0.143 
Log-likelihood -358.5 -356.2 

Note: Standard errors clustered by firms reported in brackets. Two-tailed tests. *** p<0.01, ** p<0.05, * p<0.1. 
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FIGURE 1,  
The Moderating Effect of CEO Political Background 
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