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ABSTRACT This study attempts to address the question of under what conditions political ties buffer
firms from, or bind firms to, political pressure. We draw attention to the institutional divide
between the executive and legislative branches of a presidential democracy. Using the case of
Taiwan, a ‘third wave’ democracy with relatively strong state intervention, we argue that the
two branches differ in their respective institutional roles, basis of legitimacy, and resources in a
context in which the regime is seeking to fulfil its national agenda and please floating voters. We
posit that corporate ties to these respective branches exert divergent influence on the adoption
of government-initiated but highly contested corporate governance reforms. Ties to the execu-
tive branch push firms to reform because they depend on the government for resources, while
ties to the legislative branch act as a buffer to reform as legislators court the support of firms in
pursuit of electoral gains. Empirical analysis of reforms to enhance board independence from
2002 to 2005 supports our thesis. Our study contributes to research on corporate political strat-
egy and corporate governance reform, revealing how the structural fragmentation of the state
can give rise to conflicting roles of political ties to different branches.

Keywords: corporate political ties, institutional divide, corporate governance reform,
presidential democracy

INTRODUCTION

An important goal of corporate political strategy is to influence policy-making in firms’
favour and buffer them from unfavourable changes to policy (Hillman et al., 2004;
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Mellahi et al., 2016). Ties to political actors enable firms to access timely information,
ensure their stance is represented, and receive protection (Correia, 2014; Fisman, 2001).
Nevertheless, the literature on corporate political ties also finds that they serve as a con-
duit of state influence, pressuring firms to conform to government demands and expec-
tations (Zhang et al., 2016). While firms may gain resources such as subsidies, bank loans,
government contracts, or bailouts in an economic crisis (Faccio et al., 2006; Goldman
et al., 2013; Khwaja and Mian, 2005), they may equally become dependent on the gov-
ernment. Resource dependence may in turn constrain corporate discretion and subject
firms to political pressures (Marquis and Qian, 2014; Pfeffer and Salancik, 1978). If both
mechanisms are at work, it is important to understand the conditions under which political ties
bind firms to, or buffer firms from, political pressures. Not addressing this question would prevent
us from understanding the actual effects of political ties and the sources of such effects.

We propose that the answer to this question partly resides in the institutional divide
— the separation of powers between the executive and legislative branches of the state.
Although there is some theory and anecdotal evidence of the different policy inclina-
tions of state administrators and legislators (Nielson, 2003; Samuels, 2001; Samuels and
Shugart, 2003; Shugart and Haggard, 2001), how the separation of powers, and ties to
these two branches, influence business practices has not been systematically examined. It
is plausible that given the different goals and resources of these two branches, ties to the
executive vs. legislative branches can give rise to divergent and even opposing influences
on firms when controversial issues arise. Neglecting the potentially distinct effects of
corporate ties to the two branches may conceal the actual effects of these ties, preventing
us from developing a more comprehensive and nuanced understanding of corporate
political strategy.

We address this theoretical gap by investigating how ties to the different state branches
influence corporate governance reforms, often described as a highly ‘contested terrain’
(Ahmadjian and Robbins, 2005; Fiss and Zajac, 2004; Sanders and Tuschke, 2007).
Corporate governance reforms involve adopting practices such as board independence
and information disclosure, which seek to protect minority shareholders but may result in
a transformation of decision-making dynamics within a firm. Controlling sharcholders
may resist such initiatives that allow external investors to better monitor and influence
corporate decisions, particularly in emerging markets in which insider control prevails
yet foreign investment is critical for economic growth (Yoshikawa et al., 2007). Reforms
to corporate governance in such contexts can thus create a tension among various stake-
holder groups, such that the impact of corporate ties to the executive and legislative
branches of the state may diverge.

Taiwan provides an ideal context in which to examine how political ties influenced
firms’ engagement in state-initiated corporate governance reform during a period when
the regime was seeking to pursue a national agenda and, at the same time, court floating
voters. In the interests of national objectives such as economic growth, political actors
pressured firms to abide by state policy, yet when they were in pursuit of electoral gains
(votes), they were obliged to consider firms’ interests. As the Taiwanese state transitioned
from an authoritarian to a democratic regime (Tien, 1989), the executive branch contin-
ued to pursue growth, control resources, and derive legitimacy from policy implemen-
tation. However, to survive periodic elections, legislators tend to prioritize the demands
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of local constituencies, which are not always aligned with the government’s overarch-
ing goals (Downs, 1957; Mainwaring, 1999). Given this distinction, we posit that firms
with ties to administrators of the executive branch (‘administrative ties’) were pressured
to conform with state initiatives because of their dependency on the government for
resources, while firms with ties to legislators (‘legislative ties’) were buffered from state
pressure because, in pursuit of electoral support, legislators are inclined to represent elec-
toral interests, particularly those of private businesses that contributed to their election
campaigns. Thus, the mechanisms of resource dependence and interest representation
embedded in administrative and legislative ties, respectively, led to opposing influences
on firm behaviour.

In testing the opposing effects of the two types of ties, we also consider the moderating
influence of domestic blockholders and the global capital market. While foreign insti-
tutional investors pushed for reforms to protect their investments and returns, domestic
blockholders (such as business families) resisted government reforms for fear of losing
their control over firms (Ahmadjian and Robbins, 2005). These conflicting influences
impacted the two types of ties differently as a result of the mechanisms of resource de-
pendence and interest representation.

Our ‘time window’ to observe how corporate ties with the two branches influenced
firms’ adoption of independent directors in Taiwan is the period from 2002 to 2005. In
2002, the practice was advocated by the administration after Taiwan became a member
of the World Trade Organization (WTO), albeit it was voluntary for the firms in our
sample until 2006. Our empirical tests support the argument of opposing impacts of ties
to the executive vs. legislative branches on the appointment of independent directors
and the moderating effects of firm ownership. In supplementary analyses we examine
an additional practice (to complement board independence) advocated by the Taiwanese
government during the same period: information disclosure. Again, the diverging influ-
ences of administrative and legislative ties occur, albeit the effect of administrative ties
1s weaker.

Our study contributes to research on corporate political strategy by uncovering the dis-
tinct influences of corporate ties to the executive vs. legislative branches. Although recent
studies have disaggregated corporate political ties based on level of government, political
parties, and individual politicians’ incentives (Luo et al., 2017; Zheng et al., 2015; Zhu
and Chung, 2014) to understand the impact of various political ties, we know little about
the conditions under which politically connected firms are subjected to the state’s agenda
(referred to as ‘binding’) or, conversely, are able to influence policy-making to their ad-
vantage (referred to as ‘buffering’). Our finding regarding the institutional divide of a
democracy — i.e., the separation of powers between the two branches — helps identify a
critical condition and adds nuances to our understanding of corporate political strategy.
Although based on the context of Taiwan, our theory sheds light on the contingency
of corporate political ties and has implications for other presidential democracies with
similar attributes.

In addition, we contribute to corporate governance research by highlighting the state
as a source of contestation for corporate governance reform. Previous studies that view
such reforms as contested terrain have primarily focused on conflict between foreign in-
vestors and domestic blockholders (Ahmadjian and Robbins, 2005; Fiss and Zajac, 2004),
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overlooking the possibility that the institutional divide within a state can give rise to op-
posing impacts on corporate governance practices. Our findings on political ties and
their contingent effects enrich prior research by presenting a more complete picture of
how corporate governance reforms are jointly shaped by different political actors and
powerful firm owners.

SEPARATION OF POWERS BETWEEN EXECUTIVE AND LEGISLATIVE
BRANCHES IN TAIWAN

Given the idiosyncratic political and institutional environments in emerging markets
(Khanna and Palepu, 2010; Marquis and Raynard, 2015), existing studies have lever-
aged country-based contexts to develop theories about how political ties shape firm be-
haviour. This approach complements the established literature on corporate political
strategy, which is largely based upon developed economies. For instance, Siegel (2007)
conceptualized the history of regional elite high schools as sources of identity and
political tie formation in South Korea. Kozhikode and Li (2012) suggested that the
social and political pluralism in India led to political party competition and shaped
the expansion of bank branches. More recently, Haveman et al. (2017) described the
economic transition and political embeddedness of firms during China’s economic
transition and developed a theory on how political ties influence firm profitability in
a context of market growth and political inertia. Inspired by these efforts, we situate
our study in Taiwan, a political context characterized by a more proactive state role
in the economy (than most advanced wealthy countries) and nascent democracy to
develop a theory on how institutional divide can give rise to divergent influences of
corporate political ties.

Taiwan moved to a democratic system from an authoritarian regime in the latter half of
the 20th century in response to domestic and international pressures (Huntington, 1991;
Tien, 1989), as manifested in the separation of the executive and legislative functions.
The separation of the executive and legislative functions of the state is a central fea-
ture of presidential democracies (e.g., South Korean, Taiwan, and the USA). Unlike the
parliamentary system, in which the prime minister and cabinet ministers are also par-
liament members, administrators and legislators in a presidential system are appointed
or elected separately, have distinct institutional roles and functions, and cannot overlap
(Verney, 1992).

With the institutional divide between executive and legislative branches in the new sys-
tem, the influence of the Taiwanese state on business and the economy became incoherent,
especially when state policies were controversial. The different election cycles in Taiwan
— for presidential and legislative elections — could lead to the pursuit of disparate goals
by the president and legislators in seeking to appeal to their constituencies (Samuels and
Shugart, 2003). During our research period, the president of Taiwan was elected every four
years by universal suffrage, whereas legislators were elected every three years by 33 district
constituencies. Hence their campaign agendas and promised deliverables might diverge.

With a legacy of an authoritarian state and bureaucratic infrastructure, state ad-
ministrators are responsible for allocating resources, providing industrial-supporting
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institutions, implementing policies, and enforcing regulations (Fuller, 2020; Wu, 2004).
After democratization, achieving economic growth continued to be a priority goal and
the main source of legitimacy for the administrators. The executive branch garnered
legitimacy from the successful implementation of new national policies such as improv-
ing governance and attracting foreign investment, enabling professional bureaucrats to
enhance their reputation and career prospects. It also controlled tangible resources such
as capital allocation (see Wu, 2005).

Meanwhile, the legislative branch was more accountable to voters. Local scholars de-
scribed its transition from being a ‘rubber stamp’ before democratization to a ‘roaring
lion’ afterwards (Liao, 2005). Legislators not only oversaw government budgets but also
held tacit information regarding the laws or potential loopholes in the implementation
of regulations, which allowed them to negotiate with bureaucrats. While the executive
branch continued to take the lead in policy-making, its power was monitored and con-
strained by elected legislators after democratization.

The newly established (or resuscitated) legislative branch in Taiwan was more account-
able to local communities (Wu, 2007). Legislators gain legitimacy by relaying feedback
and even resistance from their supporters to the government. This creates an electoral
incentive centred on local constituencies (Noble, 1998; Shugart and Haggard, 2001). A
survey revealed that two-thirds of the legislators in Taiwan prioritized the concerns of
their constituencies when there was a conflict between government policies and their
constituencies (Sheng, 2003).

Like other democracies in the so-called ‘third wave’ (late 20th century), Taiwan held
clections before establishing the corresponding democratic institutions and culture
(Huntington, 1991), asequence dubbed ‘democratization backwards’ that often leads to more
floating voters and greater electoral volatility (Mainwaring, 1999; Rose and Shin, 2001), in-
tensifying the pressure created by elections. This is especially the case for legislative elections,
which tend to be held in small constituencies. In the absence of a culture and institutions of
mature democracy — free mass media, strong civil society, corporate donations (e.g., political
action committees), and an independent judiciary — the nascent democracy in Taiwan gave
legislators substantial leeway to please their constituencies (Mezey, 1983).

We propose that because of these differences, the two branches varied in their suscep-
tibility to business influence and their ability to influence firms. We examine how corpo-
rate ties to the two branches influenced corporate responses to the government-initiated
corporate governance reform in Taiwan between 2002 and 2005.

Corporate Governance Reform in Taiwan

Taiwan is a typical example of emerging market corporate governance reform in the
early 2000s (Credit Lyonnais Securities Asia, 2001). Such reforms were the result of
two important events. First, Taiwan became a member of the WTO on 1 January
2002. This put pressure on the administration to align Taiwan’s institutions, includ-
ing corporate governance rules, with global standards. Second, the Asia Financial
Crisis led to the formation of the OECD Asia Corporate Governance Roundtable in
1999 (Johnston, 2003, pp. 106—7), which became a major channel of influence on the
Taiwanese government. Sixteen Taiwanese officials and experts participated in the
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meetings of this Roundtable, and many of them became members of the task force
established by the Administrative Yuen to plan and oversee corporate governance re-
form in 2002 (Task Force for Corporate Governance Reform, 2002). The regulatory
changes made during this period reflected a growing awareness of, and eagerness to
strengthen, monitoring of the financial market and listed corporations.

HYPOTHESES

Ties to Executive and Legislative Branches and Corporate Governance
Reform

Based on the differences between the two branches in Taiwan outlined above, our hy-
pothesis is that administrative ties put firms under pressure to comply with corporate
governance reform since state administrators, in their role as upholders of state policy,
are able to leverage the firms’ dependence on the government for resources. The bind-
ing effect of administrative ties will be particularly strong when the initiative concerned
is part of the national agenda. As administrators face heightened monitoring and are
evaluated on the implementation of such initiatives, they have reasons to push firms
to comply with reforms. Both incumbent and former administrators may have roles in
companies (Lester et al., 2008). Indeed, in Taiwan, full-time administrators are allowed
to serve in the private sector as shareholders, while part-time positions (which are typi-
cally the highly prestigious appointments as members of presidential advisory councils
and ministerial committees) can be held by top business executives and board members.
Incumbent administrators with ties to businesses have an incentive to push firms to im-
plement government-initiated corporate governance practices due to concerns for their
political careers. Former administrators with business links can also come under pressure
to comply from ex-colleagues in the administration.

State administrators, in comparison with legislators, are relatively insulated from elec-
tion pressure, and hence less likely to succumb to business interests. Bureaucrats and
appointed politicians are insulated from elections and focus on a clear career path with
pension at the end (Evans and Rauch, 1999). Even though presidents may face re-election
pressure, they need to consider the voices of many other constituencies — not simply busi-
ness interests — such as minority shareholders, labour unions, and environmentalists, in
the national general election (Evans, 1997).

The executive branch thus has an incentive to pressure connected firms to comply
with reforms and is likely to obtain compliance because of the resource dependence
created by the connection (Pfeffer and Salancik, 1978). Since political ties serve as
a conduit for channelling resources such as government contracts and bank loans
(Goldman et al., 2013; Khwaja and Mian, 2005), firms’ dependence on these ties
makes them more likely to comply with the expectations of state administrators
(Oliver, 1991; Pfeffer and Salancik, 1978). Pfeffer and Salancik (1978, p. 183) ob-
served that a consequence of coordinating with other organizations is that ‘external
influence over the [focal] organization is increased and its own discretion is simul-
taneously constrained even as it increases the certainty of its environment’. Firms
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dependent on external constituents for resources thus need to adjust their structures
and practices to the expectations of such constituents.

Admittedly, administrators may also attempt to exert pressure on unconnected busi-
nesses, but without resource dependence as a lever the outcome of such pressure will
be uncertain (Zhang et al., 2016). Hence, administrative ties expose firms with ties to
stronger government pressure, leading to higher levels of corporate conformity to state-
initiated corporate governance reform.

Hypothesis 1:  Firms with more administrative ties will engage in corporate governance
reform more than firms with fewer such ties.

Conversely, ties to the legislative branch buffer firms from state pressure to make re-
forms to corporate governance, since interest representation comes into play, especially
at election time. It is not uncommon for legislators to challenge government policy in
the interests of their constituencies, essentially because they depend on those constit-
uencies for support. When facing periodic election pressure, legislators may also rely
on the corporate sector for campaign contributions (Samuels, 2001). The analysis of
political action committee (PAC) contributions made by US firms between 1980 and
2006 shows that on average firms spent $40,000 annually while some may spend up to
$2 muillion (Correia, 2014). In Taiwan, the cost of an election campaign was estimated
to range between US$6.6 and $20 million, and 90 per cent of the candidates allegedly
had large corporate donors (Peng, 1995). Prior to the election of January 2008, Taiwan
had a single non-transferable vote (SN'T'V) system. This encouraged extremely localized
and factionalized politics, similar to what was found in Japan under the same system
(Gobel, 2012).

In the context of corporate governance reform, our analysis of the minutes of govern-
ment meetings with firms and top business associations regarding board independence
in Taiwan revealed a high level of negativity towards this practice among legislators,
especially those who served in business roles in the private sector (Council for Economic
Planning and Development, 2003). Among six business-linked legislators who partic-
ipated in the meetings, five held a negative view and used bargaining and buffering
tactics in their rhetoric. For example, one of these legislators argued, “‘When government
agencies take initiative to strengthen corporate governance practices, they should focus
on encouraging or educating companies to adopt practices such as independent direc-
tors rather than making it compulsory by law’ (Council for Economic Planning and
Development, 2003, p. 246).

In addition, ties to legislators can provide a means to buffer the connected firms from
compliance. Legislators may provide tacit and private information to help firms navigate the
bureaucracy (Bonardi et al., 2005; de Figueiredo, 2009). Legislators’ status and expertise can
also provide some legitimacy to offset the ‘discounted’ legitimacy of firms that do not com-
ply with government initiatives (Lester et al., 2008). More importantly, the social networks
of legislators can help firms locate alternative resources in the market. Our interviews with
insiders in the Taiwanese parliament indicate that Taiwan’s legislative body is a centre of
information flows and business networks because various economic policies and regulations
(e.g, monetary issues, foreign trade, labour, and tax) are all discussed and debated in the
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parliament. For connected firms, such tacit and timely information and contacts may reduce
their pressure to respond to the government’s call for governance reform. We hence propose
the following hypothesis:

Hypothesis 2:  Firms with more legislative ties will engage in corporate governance re-
form less than firms with fewer such ties.

Firm Ownership and Effect of Administrative Ties

To validate the theoretical mechanisms we propose, we next consider how firm ownership
can affect the opposing impact of the two types of corporate political ties. If; as we have
argued, administrative ties channel the pressure for compliance to the tied firms because of
these firms’ resource dependence on the state, we should expect such pressure to be contin-
gent on the firms’ owners, who supply critical resources needed by the firms. Similarly, con-
sistent with the interest representation mechanism for the buffering effect of legislative ties,
we expect such an effect to be contingent on the interests and inclination of the corporate
owners regarding corporate governance reforms. We consider two important firm owners
in our research context, controlling families and foreign owners, who hold opposing stances
towards the reforms and varying types of resources (Lins, 2003). The resources and distinct
interests of these powerful owners can shape the way through which the two types of politi-
cal ties influence firms’ engagement in corporate governance reform.

Since the controlling family and global capital markets can provide firms with alternative
resources, we expect the ownership by dominant family and global investors may reduce the
resource needs and thus the leverage administrators could use to influence firms.

Specifically, the controlling family can provide firms with alternative resources because
the networks and resources of family owners are transferred to the firms and become the
firms’ social capital and resources. The firms’ networks were often based on the family
members’ networks and influenced the subsequent development of the firms’ social cap-
ital (Arregle et al., 2007). Furthermore, compared with their non-family counterparts,
family owners are more likely to develop enduring and personal relationships with key
stakeholders such as employees, suppliers, and alliance partners due to family owners’
long-term orientation. The superior social capital and resources of family firms have
been confirmed by large-scale studies (Miller et al., 2008; Zahra, 2010). Such social capi-
tal and resources may reduce the firms’ dependence on state administrators for resources
and weaken the reform pressure channelled through administrative ties.

Hypothesis 3a:  'The positive effect of administrative ties on firms’ engagement in corpo-
rate governance reform is weakened when the tied firms are family-dominated.

Similarly, access to a larger, global pool of financial resources can substitute resources
channelled through administrative ties. The amount of liquidity available in the global
capital market is often much larger than that provided by domestic banks in emerging
markets. Siegel (2009) studied 183 public firms in Mexico and confirmed that gaining
access to the global capital market is often viewed as an alternative to obtaining local
bank loans via administrative ties and that firms seldom use both simultaneously.
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In addition, participation in the global capital market may constrain firms from
utilizing resources through administrative ties because of the closer scrutiny by in-
ternational market intermediaries, which makes firms less capable of tapping into
the resources provided by state administrative authorities. For example, Leuz and
Oberholzer-Gee (2006, p. 416) found that political ties and global market exposure
functioned as substitutes in Indonesia, as additional scrutiny from foreign market in-
termediaries (such as security analysts and professional business media) could expose
‘political favors of questionable legality’ and make it difficult and costly for firms to
use such ties for financing,

As access to the global capital market reduces firms’ resource dependence on admin-
istrative ties, we argue that the binding effect of administrative ties on firms’ corporate
governance reform will be weakened. Although the preference of the global capital mar-
ket for higher governance standards can echo the call for governance reform by state
administrations (i.e., having a positive main effect), we emphasize that exposure to the
global capital market negatively moderates the effect of administrative ties because of
the access to a significantly larger pool of financial liquidity it provides and the con-
straints it places on leveraging administrative ties.

Hypothesis 3b:  The positive effect of administrative ties on firms’ engagement in cor-
porate governance reform is weakened when the tied firms have more exposure to the
global capital market.

Firm Ownership and the Effect of Legislative Ties

The interest representation mechanism of legislative ties may be shaped by the interests
of different firm owners. Firms embedded in traditional governance models may resist
the advocated new governance practices. Institutional change is often contested if the
practices to be changed are ‘deeply embedded’ institutionalized practices, such as family
ownership and control (Claessens et al., 2000; Lins, 2003). For family owners, family
business (including public-listed firms controlled by the family) is the family asset that
should be kept intact and passed on to future generations. Board seats are largely occu-
pied by members with family and kinship ties or long-term employees (Yeh et al., 2001).
Corporate governance reform challenges the model of family control as it dilutes such
control and heightens the risk of information leakage and business loss.

The negative effect of legislative ties on corporate compliance may be reinforced for
family-dominated firms due to the high interdependence between legislators and family
businesses. Since the exchange relationship between legislators and business is repetitive
in nature and sometimes falls into a grey area, legislators may find firms with family dom-
inance to be better partners than non-family firms due to the long-term orientation of
family businesses (Morck and Yeung, 2004). Compared with professional CEOs of non-
family firms, family firm founders and their descendants often have longer tenure even
when firm performance does not meet market expectations (Gibson, 2003). Long tenure
of family executives reduces the ‘transaction costs’ of repeated and elusive exchanges be-
tween politicians and firms, making family firms preferable partners for legislators. At the
same time, in order to protect family assets and avoid political upheavals such as regime
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changes, firms with family dominance are also more likely to support legislators who de-
fend their position and maintain such support for an extended period of time.!"! The high
interdependence between family owners and legislators seeking re-election can motivate
the legislators to defend the family owners’ interests and their opposition to corporate
governance reforms. We hence suggest that legislators will be more motivated to represent
the opposing stance of family-controlled firms and help these firms to avoid compliance.

Hypothesis 4a: - The negative effect of legislative ties on firms’ engagement in governance
reform is strengthened when the tied firms are family-dominated.

In contrast, the globalization of capital markets exposes firms to the pressure of adopting
new practices. In order to gain legitimacy and tap into the global pool of funds, firms are
expected to follow the ‘global standards’ of corporate governance (Desender et al., 2016;
Okhmatovskiy and David, 2012). Conforming to such standards is essential in the US mar-
ket and to US-based institutional investors, who view the purpose of corporate governance
as protecting shareholder rights and maximizing shareholder return (Fligstein, 2001).

There are two major ways through which firms in Taiwan can be exposed to the
global, particularly US, capital market. First, local firms can be owned by US-based
institutional investors, who actively invest in overseas stock markets for better returns.
This ownership creates substantial pressure for local firms to adopt practices deemed
legitimate by these investors even though such practices may contradict local customs.
A study by Ahmadjian and Robinson (2001) showed that US-based institutional in-
vestors pressured Japanese managers to adopt large-scale layoffs when stock prices
dropped despite the long tradition of a lifetime employment system in these Japanese
firms. Second, local firms can be cross-listed in the US market or issue American de-
positary receipts (ADRs). Research found that Russian firms that issued ADRs were
more likely to adopt corporate governance codes to enhance their governance profile
(Okhmatovskiy and David, 2012).

Participation in the global capital market can reduce firms’ internal resistance to cor-
porate governance reform and thus diminish their demand for legislators to represent
their opposing stance. Resistance from firm insiders may become softened due to the
legitimacy of new corporate governance practices in the eye of the global capital market
and US institutional investors. As a result, the need for these firms to use their legislative
ties to resist reform diminishes. We hence propose the following hypothesis:

Hypothesis 4b:  The negative effect of legislative ties on firms’ engagement in corporate
governance reform is weakened when the tied firms have more exposure to the global
capital market.

METHOD
Data and Sample

The empirical focus of our study is the appointment of independent directors, which
was the most critical measure of corporate governance reform identified by the
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OLCD Asia Corporate Governance Roundtable. Under the government initiative, in
February 2002 the Taiwan Stock Exchange (T'SE) revised the rules for reviewing IPO
applications to require newly listed firms to appoint at least two independent directors.
But this practice remained voluntary for other listed firms. The TSE then provided
a clear definition of independent directors (Allen, 2004), which not only specified re-
quirements for educational and professional qualifications but also provided negative
listings for candidates whom the company should not appoint.m The requirement
that all listed firms must appoint at least two independent directors became legally
mandatory on 7 January 2006.

The period between 2002 and 2005 thus provides an ideal window of opportunity
to observe the impact of political ties on firms’ voluntary appointment of independent
directors. Figure 1 shows an upward trend of firms with such a voluntary reform. Note
that only one firm in Taiwan had appointed independent directors before 2002; within
four years, 37 per cent of publicly listed firms in our sample (i.e., firms that became listed
before February 2002) had appointed independent directors voluntarily.

We used publicly listed firms on the main board of the TSE between 2002 and 2005
(inclusive) as our empirical setting. We restricted our sample to firms that became pub-
licly listed before February 2002, 1.c., firms that were not subject to the aforementioned
2002 mandate of independent director appointment for newly listed firms. Ninety-one
firms that became listed after February 2002 were thus removed from the test sample.
After excluding observations with missing values on key variables, we had four years of
data for analysis, comprising 466 distinct firms and 1425 firm-year observations with a
one-year lag for all independent variables. Our sample firms represent more than 70 per
cent of the population of listed firms in Taiwan.

We collected firm-level financial data from the TE]J (Zaiwan Economic Journal) data-
base, which is the most comprehensive database for listed companies in the Asia-Pacific
region. We manually collected the information on political ties by cross-checking

40%

35%
30%
25%
20%
15%
10%
5%
0%
2002 2003 2004 2005

Figure 1. Percentage of publicly listed firms with independent directors, Taiwan, 2002-05 [Colour figure
can be viewed at wileyonlinelibrary.com]

Note: This percentage ts based on the firms that became listed before February 2002.
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individuals’ names in the listed firms and the Taiwanese government. First, we re-
corded the names of all the board members, CEO and top business executives, and
major shareholders of each sample firm. The names were collected from the TE] da-
tabase. Second, we collected the names of politicians and officials in the executive and
legislative branches. For the executive branch at the central government, we collected
the names of (1) the premier of the executive branch, ministers, and vice ministers of
ministries and members of various commissions, (2) directors and deputy-directors of
all the departments and commission members one level below the ministries, and (3)
advisors and councillors to the president. For Taipei City and Kaohsiung City, which
have municipal governments directly under the central government, we collected the
names of the mayor and deputy mayor, and those of chiefs and deputy chiefs of all
the administrative agencies one level below the mayor. For other counties and cities,
we collected the names of executive heads and deputy heads. We included the names
of these administrators between 1986 and 2005, the end year of our study period,
in order to identify ties established by firms involving current as well as former (i.e.,
retired) officials (see Lester et al., 2008). The names of government officials were col-
lected from the website of the directory of the Taiwanese government (http://twinfo.
ncl.edu.tw). For the legislative branch, the names of current and former legislators
were collected from the parliament website (http://wwwly.gov.tw). In total, we had
15,867 distinct names of business firms and 4753 names of administrators and leg-
islators. Following prior research on political ties (Faccio, 2006; Hillman, 2005; Zhu
and Chung, 2014), we then cross-checked the names to identify ties between listed
firms and the political regime. Appendix I lists the distribution of administrative and
legislative ties across different business roles in our sample firms. !

Dependent Variable

Our primary dependent variable is the number of independent directors on a firm’s board
annually. To complement our primary dependent variable of independent director
appointment, we also examined another corporate governance reform, information
disclosure, a complementary practice the Taiwanese administration promoted in
order to strengthen monitoring and accountability (see more details in Supplementary

Analyses).

Independent Variables

Following prior literature (Faccio, 2006; Hillman, 2005), we focused on the total number
of political ties a firm has. We distinguished between administrative ties (ties to adminis-
trators) and legislative ties (ties to legislators). An administrative tie was recorded if a firm’s
chairman, board member, top executive, or major shareholder had held or was holding
a senior executive position in national or local government, while a legislative tie was re-
corded if one of these corporate individuals had previously served or was concurrently
serving as a legislator. In total, among all identified political ties, 286 (80.3 per cent) were
administrative ties and 70 (19.7 per cent) were legislative ties. Only eight firms had both
administrative and legislative ties.
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Moderators

Family ownership and control was measured by family domination, a dummy variable in-
dicating the type of firm in which the family was the largest shareholder and family
members served as board chair and general manager (the top decision-making positions)
(coded 1; otherwise, 0). Family shareholding includes shares directly controlled by family
members and those indirectly owned by the private firms, listed firms, and non-profit
organizations that are controlled by the family (La Porta et al., 1999).

Foreign ownership was measured by (a) foreign institutional ownership and (b) firms’ issuance
of ADRSs. Foreign institutional ownership was measured by the percentage of shares controlled
by foreign institutional investors (most of which were from the USA or the UK) who invested
in firms through the Taiwan Stock Market. ADR was a dummy variable indicating whether
a firm issued ADRs in the US capital market (coded 1; otherwise, 0), and this variable cap-
tures foreign ownership by institutional investors based in the USA. It was coded from the
Bank of New York ADR database. A firm that issued ADRs in a given year was considered
as having ADRSs issued for the remaining years of our research period.

Control Variables

We included a set of control variables that may affect firms’ corporate governance reform
and formation of political ties. The percentage of government ownership was included to con-
trol for other sources of influence from the state. We controlled for firm size by the logarithm
of firm’s total sales. Firm age was measured by the number of years since the firm’s found-
ing. Ownership concentration was the percentage of shares held by the largest shareholder. To
control for the potential impact of a firm’s performance, we included firms’ return on assets
(ROA). We controlled for board size by the number of directors a firm had. Business groups
are prevalent in Taiwan; the indicator variable business group affiliation was coded 1 if a firm
was a member of one of the 100 largest business groups (in terms of sales), and 0 other-
wise. This information is sourced from Business Groups in Tawwan (published by China Credit
Information Sources). We used export ratio, measured as foreign sales divided by total sales, to
proxy a firm’s access to and reliance on foreign product markets.

We controlled for regional politics through an indicator variable, Green region, coded as
1 if a firm was headquartered in one of the six ‘green’ counties and cities that lean to-
wards the Democratic Progressive Party (DPP), which was the party in power during our
research period.m We also accounted for firms’ historical alignment with the two major
political parties (i.e., DPP and Kuomintang [KM'T) by controlling for a firm’s historical
ties with the two parties, respectively. Historical DPP ties i3 a count variable and records the
number of ties when a firm’s chairman, board member, top executive, or major share-
holder used to be affiliated with the DPP. Similarly, Historical KMT ties records the num-
ber of ties when a firm’s chairman, board member, top executive, or major shareholder
used to be affiliated with KM'T.

To control for peer influence from firms in the same industry (DiMaggio and
Powell, 1983), we included the cumulative percentage of firms in a firm’s industry
(excluding the focal firm) that had appointed at least one independent director the
year before (i.e., at ¢ — 1) (independent directors in peer firms). In addition, informal social
relationships arising from kinship and friendship ties between business leaders and
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political actors (e.g., former classmates or in the same social club) might also influence
firms’” adoption of governance reform. We measured nformal ties as the number of
such social ties between a firm and political actors. Such data were collected primarily
from the Excellent Business Database System (EBDS) (http://ebds.anyan.com.tw).[5]
Moreover, we controlled for leader education, measured by the number of years of ed-
ucation that a firm’s top leader received. Information on firm leaders’ biographical
background was collected from directories of Managers in Tawwan, (also published by
CCIS). Finally, we included a set of ndustry and year dummy variables to control for the
industry and temporal effects. [

Table I presents descriptive statistics of our sample firms and the pair-wise correla-
tions between the variables in our models. The number of independent directors shows
significant variation in our sample. Political connectedness was common: some firms in
our sample had as many as nine ties to the executive branch and five to the legislative
branch. About one-third of our sample firms were family dominated. Average foreign
ownership was not high, but some had up to 65 per cent. The independent variables
were only moderately correlated with an average VIF (variance inflation factor) score of
1.89 for the final model, and no individual item scored higher than 3. This indicates that
multicollinearity was unlikely to be a concern for this study:

Analysis

Given that the two types of political ties may not be randomly distributed among firms
and that there might be unobservable factors affecting both formation of the political
ties and firm engagement in governance reform, we used the instrumental variable
approach to account for potential endogeneity. We used four variables as instruments
based on theoretical antecedents of political tie formation and the Taiwanese con-
texts. For administrative ties, we used two instruments: (1) percentage of peer firms
with administrative ties in the same city (peer firm administrative ties), calculated as the
number of firms in the focal firm’s city with administrative ties divided by the total
number of firms in this city, annually; and (2) a variable indicating whether the firm
had hustorical administrative ties before the beginning of our analysis period (i.e., 2002),
coded 1 if yes, and O if no. Similarly, for legislative ties, we used two instruments: (1)
percentage of peer firms with legislative ties in the same city (peer firm legislative ties),
calculated as the number of firms in the focal firm’s city with legislative ties divided by
the total number of firms in this city, annually; and (2) a variable indicating whether
the firm had /ustorical legislative ties before the beginning of our analysis period (i.e.,
2002), coded 1 if yes, and 0 if no.

These instruments are conceptually valid because they represent peer and historical
influences and are thus likely to have strong associations with a firm’s current political
ties, but unlikely to be strongly correlated with the error term of the second-stage
regression. Moreover, we found statistical support for instrument validity. Table II
reports first-stage results predicting the formation of administrative ties and legisla-
tive ties, respectively, using the instruments and key control variables from our main
models. The regression results suggested strong associations between these variables
and political ties; first-stage F-statistics indicate that the instruments are strong. In

© 2023 The Authors. Journal of Management Studies published by Society for the Advancement of Management Studies
and John Wiley & Sons Ltd.

NIPUOD PU. SWWS L 81 39S *[202/60/92] U0 ARIq1T13UNUO ABIIM ‘WOH ON NH ALISEIAINA DINHOZLATOd ONON ONOH A TZ62T SWOlTTTT0T/10pw00 5| 1m AReiqiul|uo//Sdily woij pepeoiumod ‘v ‘202 ‘98r9L9rT

Rojm

35UB0 |7 SUOLIWOD dAIER.1D 3geal idde a3 Aq pausenoh ae sapie YO ‘8sn Jo sani Joj Ariqiauliuo A3|IMm uo


http://ebds.anyan.com.tw

14676486, 2024, 4, Downloaded from https://onlinelibrary.wiley.com/doi/10.1111/joms. 12921 by HONG KONG POLY TECHNIC UNIVERSITY HU NG HOM, Wiley Online Library on [26/09/2024]. See the Terms and Condi wiley. /i and: on Wiley Online Library for rules of use; OA articles are governed by the applicable Creative Commons License

% (sonunuor)) m MM

— 2 g

10°0 60 o L0°0 G660 (N0 SI'0o— ¥1°0 LTG0 90°0 86 0 Y101 Gr'g S9N [BULIOJUT "6 [ B H

sty 199d ur s10) mo &

600— &¥0— 100— O0I'0— 610 1o 0070 L00— LO0— 800 0¢0 0 LT°0 G0 -0o.1p yuopuadopuy "8 m S

¢0'0— ¢I'0 100 60 00— %00— +00— 9¥0 P10 10°0— 14 0 91°0 ¢0'0 SN dd [BOMOIIH "L N W

S0°0 1o 810 S0°0 ¢0'0 10°0 90'0— 860 6¢°0 10°0— 14 0 G0 91°0 S0 LINY [BOMOISTH "9 m ‘m
m G600 00 ¢0°0— ¢00 60'0— G00— €00 00 700 ¢0'0— I 0 9¢°0 910 UOIBAI UDIIE) "G m
m [1°0— €¢60— 600 S0'0— P¥I1°0 91°0 90°0 800— ¢I'0— ¢00 I 0 9¢°0 0 onex 1odxy §| ,nqm
M ¢1I'o— %00 870 00 Sc'0 q1o ¢lr'o— <00— o0ro L0°0 I 0 0¢°0 <0 uonerye dnorg “¢ M
muc 10— 860 760 sro 01°0 80°0 Iro— ¢<ro 61°0 90°0 9¢ ¢ 80°¢ L 9ZIs preoq "¢l pm
m 000 00— 810 80°0 90°0 LG0 10°0 L00— 600 00 1904 L001— 03’6 9¥°¢ VOu ‘11 mY
m UOTEIUIIU0D Sm
3 00°1 80°0 Y1'0— ¢<00— 600- LO0O 00 10°0— 100— ¢0'0— L0 0 [1o L1°0 digszoumQ [ z
w 001 Y10 01°0 10— ¢00— LO0 S1o 01°0 10°0— 09 4 8¢11 6¢'86 o8e WL G Mm
m 00°1 61°0 6%°0 860 S1'o— $0°0 60 L0°0 €006 99¢l 0c'1 ¢L Gl 9ZIS WLIL] “8 M
.1% drysroumo m
m 001 81°0 80°0 10— 0¢0 60 10°0 L¥0 0 S0°0 10°0 JUQWIULIAOL) */, mu
= 00°1 160 §0'0— %00— G0 P10 [ 0 820 80°0 AAV 9 m
m dryszoumo W
m 00°1 91'0— ¥0°0— LO0O ¢0'0 g9'0 0 1o 80°0 [euonMINSUL USIDIOY *G fMa/
m 001 L00— 90°0— 7F0°0— [ 0 9%°0 1¢°0 uoneurwop A[rue lm
= 00°1 L1°0 $0°0— g 0 S0 Gl'o $9T QATIR[SISYT *G 7WJ
00°1 700 6 0 £8°0 g0 S9N OATRSIUIWPY 6 m
SI010IIP 5
001 g 0 99°0 LG0 yuopusdopuy | M
0l 6 & z 9 g 4 & 4 ! XY ugv as uvap\y Rl m
S
©

(CZH1 = N) SUONB[IIOD PUE $o1sNe)S ATRTung ‘T 9[qe],



14676486, 2024, 4, Downloaded from https://onlinelibrary.wiley.com/doi/10.1111/joms. 12921 by HONG KONG POLY TECHNIC UNIVERSITY HU NG HOM, Wiley Online Library on [26/09/2024]. See the Terms and Condi wiley. /i and: on Wiley Online Library for rules of use; OA articles are governed by the applicable Creative Commons License

(sonunuon))
£
kS|
SOT) QANRIISTUTWIPE Sm
00'1 600 600  ¥0'0— €00 ¢1’o 160 10— G1'o L00 600 WL 199 "1 6 g
00°1 900 ¢TI0 60°0 100—  81'0— 000 60°0 80°0— 10°0— uoneonpy opeaT ‘06 mD
00T 90— ¥00— 660 600—  GI'0- ¥¢'0 6670 600 S9N [erLIopuy "6 [ m
surary 109d Ul $1030911p m
o
00°T ¢0'0— 800—  9I'0—  6%0 00°0 91'0— 10°0 yuopuadopuy g £
00°1 G600 600—  S0°0- 90°0— ¢1'o G0°0— S0 dd [BPHOISTH "L 1 m
00°T Iro 10— L0°0 61°0 $0°0— SO0 LN [BOMOISTH 91 ,m
00'1 00— #00— €00 900 uolBar WA ¢ L
=
00°1 60°0 1ro- 1o one 110dx7 “p =
— =
= 00°1 Y10 $0°0 uonerpye dnorg "¢ e
o . . . 2
o 001 500 ozis preog g1 &
5 001 vod 1 £
. E
. ¥ 56 46 Ic 06 61 &1 LI 91 gr 12 s Gl I7 saqvrng =
% H
@) S
91 9AD W
00 ¢ro o000 ¢ro 800- II'0- 6G00- 0FO0 0OI'0C €00- I 0 9¢°0 L00 -B[SI39] [LOLIOISTH 3
son mo
t00 010 ¢00— @00 900- 000 600- ¢I'0 600  F#00- 0¢0 0 100 800  PADIR[SIS] Wy 193] "¢y Mm
ST QATIR) S
00— 160 &0 ¥¢0 80  0OI'0  600— 00 0G0 10°0 I 0 G660 P10 -SIUIWUPE [EOLIONSIH "Gg m m
son oanen =z
£ Q9
oro ¢ro <ro 81ro 600 010 €00— 600  L&O 10°0— 00'1 0 01°0 160 -SIuiupe Wiy 199d 16 E M
[ro- ¢00- 800 ¢I'0 610 900  600— £LO00 ¥I'0O 600 GG 9 () Gg'Sl  uoneonpy Iopedy Qg 2z
£z
01 6 & YA 9 g 4 13 ¢ [ OV wuw as uvopy 9o - m
[oN] o O
3 Sl
pN & o
— (ponunuop) TO[EL  © &



(ponunuop) T Iy,

14676486, 2024, 4, Downloaded from https://onlinelibrary.wiley.com/doi/10.1111/joms.12921 by HONG KONG POLY TECHNIC UNIVERSITY HU NG HOM, Wiley Online Library on [26/09/2024]. See the Terms and Condi wiley. /te and on Wiley Online Library for rules of use; OA articles are governed by the applicable Creative Commons License
% £
% -

¥
<
==
= E
ok
o g4
=
= z
© <
W “[PA9] GO"() O Y8 IULIYIUSIS G()'() <X 270 =z
O =
e P.m
= SAT) 9AT) m/
m 00'T €10 160 60’0 <00 600 600— 610 910 $0°0 [1'o— ¢0'0— 0ro r1'0— ~U[SISO] [BOLIOISIH "} M
3 son B
w 00'T <00 S1'0 LO0O— 00 11°0— 00 0ro 7P0 Y1'0— S0°0— 00 [0°0—  PADE[SISO] WY 193] "6 m
m So1 dADRI) 1lm
=
1% 001 L1°0 LOO 96’0 LO0-—- 010 760 60°0 [1'o— 010 960 10°0 -SIurape [esuoIstH "¢ 6 ml
m 124 §¢ 14 Ic 0¢ 61 81 LI 91 el (44 &l Gl I | Wu
<
-
Spn
g :
= =
= N
b7 s
= S
= s
B
5
<
E
2
2
5
©



1344

Table II. First-stage regressions predicting presence of political ties (N = 1425)

C.-N. Chung et al.

Dependent variable

(1)

Administrative ties

2)

Legislative ties

Peer firm administrative ties

Historical administrative ties

Peer firm legislative ties

Historical legislative ties

Family domination

Foreign institutional ownership

ADR

Government ownership

Firm size

Firm age

Ownership concentration

ROA

Board size

Group affiliation

Export ratio

Green region

Historical DPP ties

1.15
(0.000)
0.61

(0.000)

0.06
(0.093)
~0.09
(0.539)
0.28
(0.000)
7.74
(0.000)
-0.03
(0.078)
-0.01
(0.000)
0.09
(0.553)
0.64
(0.001)
0.02
(0.001)
—0.02
(0.621)
~0.00
(0.002)
-0.07
(0.143)
-0.07
(0.593)

0.66
(0.001)
0.46
(0.000)
~0.03
(0.165)
0.04
(0.575)
~0.08
(0.017)
0.07
(0.683)
0.00
(0.650)
0.00
(0.475)
-0.03
(0.673)
-0.11
(0.278)
-0.01
(0.104)
-0.05
(0.014)
0.00
(0.075)
—0.04
(0.090)
0.87
(0.000)

(Continues)
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Table II.  (Continued)

(1) )
Dependent variable Admanistrative ties Legislative ties
Historical KMT ties 0.53 0.20

(0.000) (0.000)
Informal ties 0.00 0.00

(0.082) (0.000)
Leader education 0.02 0.01

(0.001) (0.028)
Constant 0.19 —0.13

(0.520) (0.403)
Industry and year fixed effects Yes Yes
R-squared 0.48 0.25
F-stat 96.59%** 35,18k

Note: The F-statistic indicates change over models without instrumental variables. All are significant and above the critical
value suggested by Stock et al. (2002), indicating that instruments are strong. P-value in parentheses.
ek <0.001.

addition, none of these variables had a significant effect on the dependent variable,
independent directors (untabulated). The non-significant Hansen’s (1982) J-statistics
(reported in Table III) suggested that the instruments were uncorrelated with the
error term and that the instruments were correctly excluded from the estimated struc-
ture equation.

Since the number of independent directors is a count variable, following Lizardo (2006),
we estimated Poisson regression models with instrumental variables using the QVF pack-
age in Stata.l”] This procedure accounts for the intra-firm correlations through clustering
for firms.

RESULTS

We report results for hypotheses testing in Table III. Model 1 is the baseline model that
includes only control variables, Models 2 through 6 test the hypotheses with the instru-
mental variables approach, and Model 7 is the full model with all variables. Using devi-
ance goodness-of-fit, we found significant improvement of model fit for our models of
interest over the baseline model (p <0.03).

Hypothesis 1 predicts a positive effect of administrative ties on firms’ engagement of
corporate governance reform. Consistent with this prediction, we found the effect of
administrative ties to be positive for firms’ appointment of independent directors (Model 2:
b=0.16, p=0.042). The marginal effect of administrative tie on independent directors
with all other variables at their mean values 1s 0.15 (p =0.040). One additional adminis-
trative tie increases the number of independent directors by 0.15. This is an economically
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substantial effect given the mean value of 0.27 of the independent directors of our sam-
ple firms. Hypothesis 1 is supported.

We argued in Hypothesis 2 for a negative effect of legislative ties on firms’ engage-
ment in governance reform. The variable legislative ties in Model 2 is negatively associ-
ated with the number of independent directors (b =—4.45, p=0.004). The marginal
effect of a legislative tie on independent directors with all other variables at their
mean values is —0.66 (p =0.005), which means that one additional legislative tie re-
duces the number of independent directors by 0.66, a substantial effect economically.
Hypothesis 2 is supported.

In Hypothesis 3a, we posit that family ownership and control will weaken the positive
effect of administrative ties on corporate governance reform. In Model 3, family domi-
nation negatively moderates the effect of administrative ties (b =—0.88, p=0.041), and this
effect also remains in the full model (Model 7). Figure 2a illustrates that administrative
ties have a weaker positive effect for firms with family domination than for other firms.
These results suggest that Hypothesis 3a is supported.

In Hypothesis 3b we argued for a negative moderation effect of foreign ownership on
the relationship between administrative ties and corporate governance reform. As shown in
Model 4, the interaction term between adnunistrative ties and foreign institutional ownership is not
significant (b=—1.81, p=0.244), but the interaction term between administrative ties and ADR
1s negative (b =—0.90, p=10.087) (albeit with lower significance level), and this effect remains
in the full model as well (Model 7). We further plotted the marginal effect of administrative
ties for firms with and without ADR issuance in Figure 2b. Firms with ADR issuance are
less influenced by administrative ties compared with those without such access in their ap-
pointment of independent director. Hypothesis 3b is moderately supported. The absence
of moderating effect of foreign institutional ownership indicates that having foreign institu-
tional investors did not weaken the influence of corporate ties to the administrators. This is
probably because the resources provided by foreign institutional investors are not sufficient
to substitute for those controlled by the administrative agencies due to the relatively low level
of sharcholding (mean =8 per cent; median =2 per cent) (Desender et al., 2016).

We argued in Hypothesis 4a that family domination will strengthen the negative effect
of legislative ties on corporate governance reform. As predicated, the interaction term
between legislative ties and family domination has a negative effect on independent directors
(Model 5: b=-5.13, p=0.003). This effect remains in the full model (Model 7). We
further plotted the marginal effect of legislative ties for firms with and without family
domination in Figure 2c. Hypothesis 4a is supported.

We argued in Hypothesis 4b that foreign ownership will weaken the negative effect
of legislative ties. In Model 6, the interaction between legislative ties and foreign institutional
ownership is positive (b=2.91, p=0.002), and the interaction between legislative ties and
ADR is also positive (b=4.84, p=0.014). In firms with a higher share of foreign insti-
tutional ownership or with ADR issuance, the negative effect of legislative ties on inde-
pendent director appointment is reduced. The interaction effects between legislative ties
and foreign ownership (both foreign institutional ownership and ADR) remain in the full
model (Model 7). Figure 2d,e illustrate that legislative ties have a weaker negative effect
for firms with higher levels of foreign institutional ownership and ADR issuance. Taken
together, these results provide support for Hypothesis 4b.
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(a) Effect of administrative ties for firms with and without family domination (b) Effect of administrative ties for firms with and without ADR
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Figure 2. Moderating effects of family domination and foreign ownership on the relationship between two
types of political ties and firm independent directors [Colour figure can be viewed at wileyonlinelibrary.com|

Split-Sample Analysis

To further confirm the interaction effects in non-linear models, we followed Lee et al. (2015)
to split our sample into two subgroups based on whether the firm is family-dominated (family
domination=1) or not (family domination=0), the median value (i.e., 2 per cent) of foreign wnsti-
tutional ownership, and whether a firm issued ADRs (ADR=1) or not (ADR=0), respectively.
In each set of the subsamples, we first examined the effects of administrative ties and legislative
ties, respectively, and then tested the statistical significance of the difference between the two
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coeflicients using a Wald test (Greene, 2003). The split-sample analyses yielded generally
consistent results with those from the full sample analyses (results available from the authors).

ROBUSTNESS TESTS
Propensity Score Matching (PSM)

We conducted several robustness checks to further validate our findings. In addition to the
instrumental variable approach used in our primary analysis, we also adopted the propensity
score matching approach to further reduce potential endogeneity concerns (Dehejia and
Wahba, 2002; Rosenbaum and Rubin, 1983). We first used logistic regression to predict
the propensity for a firm to be politically connected (i.e., the treatment group) in a given
year using all control variables in the main model, and obtained a propensity score for each
firm annually. We then matched each politically connected firm with two firms that were
not politically connected (i.e., the control group) but had the closest propensity score to the
connected firm, using 1:2 nearest-neighbour matching with a calliper of 0.25 standard devi-
ations to ensure both efficiency and quality of matching. All matches not within this calliper
were dropped. After matching, the differences between the treated and the control firms
became non-significant in all dimensions except for political ties. Based on the matched
sample, we re-ran the models testing the effects of administrative and legislative ties and
presented the results in Model 1 of Table I'V. Results were consistent with those reported in
our main analysis (1.e., Model 2 from Table III).

Controlling for Political Party Affiliation

Given that the administrative and legislative branches of the Taiwanese government in
our study period were dominated by different parties, i.e., KMT (the major opposition
party) and the DPP (the ruling party), we examined whether our results could be driven
by party affiliation of the political ties. We estimated a model including variables mea-
suring ties with the two branches as well as ties with the two parties. The opposing effects
of the two types of ties remained (Model 2, Table IV), confirming that the institutional
divide of the two branches led to opposing influences on corporate governance reform,
independent of the influence of political party.

Alternative Measures and Estimation Methods

We adopted alternative measures for the dependent variable. Given the concern that
some independent directors may lack independence from corporate management, we
further restricted independent directors to be those who had professional expertise and
held prestigious positions, such as university presidents and CEOs of multinational cor-
porations. These directors had a high stake in protecting their professional reputation
and hence could be less beholden to the interests of firm management. The effects of
the two types of political ties on such ‘elite’ independent directors were consistent with
the results presented earlier (Model 3, Table IV).
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To further explore whether the appointment of independent directors led to any
changes in observable corporate governance practices, we compared a few key corpo-
rate governance practices for firms that appointed independent directors between 2001
(before they appointed any independent directors) and 2005. Based on t-tests (untabu-
lated), we found that firms that appointed independent directors also appointed more
independent auditors and experienced more CPA turnovers subsequently. This indicates
that independent directors were associated with some subsequent changes to financial
monitoring of the firm, though they were not able to alter the highest level of the power
structure (e.g., CEO-chair duality).”!

Next, we used the percentage of independent directors in a firm and estimated
random-effects OLS models with instrumental variables (XTIVREG in Stata) and found
similar results (Model 4, Table IV). In addition, instead of a Poisson model, we adopted a
negative binomial model with instruments, as well as OLS estimation without instrumen-
tal variables. These analyses yielded results similar to those of our main analysis (Models
5 and 6, Table IV).

Finally, we addressed the potential concern of the possibility of reverse causality, that
1s, board independence may influence political tie building. We tested the effect of inde-
pendent directors (at year ¢) on firms’ two types of political ties (at year ¢+ 1) and found
no significant effect (Models 7 and 8, Table IV). This suggested that reverse causality was
not likely to be an issue in our study.

SUPPLEMENTARY ANALYSES

Additional Test of Mechanisms: Resource Dependence and Interest
Representation

We argued that the opposing influences of administrative and legislative ties occur
because of the resource dependence and interest representation mechanisms embed-
ded in the two types of ties. To further validate these mechanisms, we tested two
additional boundary conditions closely related to the two mechanisms, respectively.
First, firms’ resource dependence on the government can be captured by whether
the firm’s primary industry was a heavily regulated industry (e.g., construction). Firms
in such industries may depend on the administration-controlled resources more than
firms in other industries (e.g., for access to land, permits, licences, regulatory ap-
proval) (Hillman, 2005). Second, research showed that election year may increase legis-
lators’ inclination to represent corporate interests (e.g., Ding, 2005). We thus created
an indicator variable, election year, which equals 1 if it was 2004, the election year for
Legislative Yuen in Taiwan, and 0 otherwise.

Our results showed a positive effect of administrative ties * regulated industry (Model 1,
Table V: b=1.43, p=0.020), consistent with our argument that the key mechanism
for administrative ties to pressure connected firms for corporate governance reform is
through resource dependence. Similarly, we found a negative effect for legislative ties * elec-
tion year: election year strengthens the negative effect of legislative ties (Model 2, Table V:
b=-3.66, p=0.008). This finding supports our theory that legislators buffer connected
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Table V. Further test of the resource dependence and interest representation mechanisms

DV: # Independent directors (1) 2)
Administrative ties X regulated 1.43
industries (0.020)
Legislative ties X election year —3.66
(0.008)
Administrative ties 0.27 0.29
(0.006) (0.012)
Legislative ties -3.13 -3.94
(0.003) (0.008)
Regulated industries 1.11
(0.047)
Election year -0.85
(0.007)
Family domination 0.04 0.04
(0.795) (0.842)
Foreign institutional ownership 0.71 0.34
(0.255) (0.600)
ADR 0.06 0.01
(0.866) (0.979)
All controls Yes Yes
Constant -0.53 -1.13
(0.765) (0.541)
Observations 1425 1425

Note: p-value in parentheses; standard errors clustered at firm level; Industry and year fixed-effects included.

firms from the government-initiated corporate governance reform in order to win votes
in legislative elections. Meanwhile, the interaction between administrative ties and elec-
tion year was not significant.

Additional Dependent Variable: Information Disclosure

We examined one additional practice advocated by the Taiwanese government, infor-
mation disclosure, which complements board independence in strengthening corpo-
rate governance. In 2002, the TSE started to conduct annual ranking of information
disclosure of listed firms, and the first ranking was published in 2003. We used the
annual transparency score each firm received from the TSE to measure firms’ infor-
mation disclosure. For this analysis, the sample size was 1393 firm-year observations
as data for this dependent variable were available only from 2003. We estimated or-
dered probit models with instrumental variables, as the dependent variable was an
ordinal variable.
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Results (in Appendix 2) showed that on average, administrative ties did not have a
significant effect on information disclosure (Model 1), but such ties had a positive and
significant effect on firms in regulated industries (Model 2). This indicates that adminis-
trative ties channelled pressure for enhancing information disclosure effectively only to
firms with strong resource dependence on the government. In addition, legislative ties
had a negative effect on information disclosure, consistent with the results for board in-
dependence. Overall, these results support the diverging effects of the two types of ties
on information disclosure.

Collectively, the findings indicate that issue salience may have influenced the impact of
administrative ties. Between the two practices advocated by the Taiwanese administra-
tion, information disclosure was not as novel and controversial as board independence.
The latter directly challenged the power centre in the prevailing governance model and
led to heated contestation. The government thus gave more attention and priority to
promoting the practice of independent directors, and hence we observed a strong effect
of administrative ties on the use of independent directors in firms.

DISCUSSION AND CONCLUSIONS

Our study was motivated to disentangle the binding and buffering effects of corporate
political ties from the perspective of the institutional divide within the state. Using the
context of highly contested corporate governance reform in Taiwan, we examined how
corporate ties to executive vs. legislative branches influenced firms’ engagement in cor-
porate governance reform. We found that ties to the executive branch pressured firms to
conform to the government’s initiative, whereas ties to legislators kept firms rooted in the
traditional governance model. Consistent with the mechanisms of resource dependence
and interest representation, family and foreign ownership moderated the impact of the
two types of political ties.

Our study contributes to research on corporate political strategy (in particular, politi-
cal ties) by separating ties to different state branches and showing their opposing effects
on firms in a presidential democracy. This is an important insight. The corporate po-
litical strategy literature tends to emphasize one of the two roles of corporate political
ties: either such ties provide better access to state-controlled resources and information
and allow firms to influence policy-making to their advantage (Bonardi et al., 2005;
Faccio, 2006; Goldman et al., 2013), or such ties create resource dependence on the state
and allow the state to pressure firms to succumb to political demands (Luo et al., 2017;
Marquis and Qian, 2014). If both mechanisms are simultaneously at work, it is im-
portant to understand under what conditions political ties bind firms to, or buffer firms
from, political pressures. In response, some recent studies point to the importance of
disaggregating political ties to better understand the boundary conditions under which
political ties buffer or bind the firms to the state demands (e.g., Zhang et al., 2016).

We join and advance this emerging research stream by considering how the separation
of powers between the executive and legislative branches may influence the buffering vs.
binding effects of political ties. Although it is generally accepted that the executive and
legislative branches may differ in their policy inclinations in presidential democracies
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(Nielson, 2003; Samuels and Shugart, 2003; Shugart and Haggard, 2001), it is not clear
how corporate political ties to these two branches influence firm behaviour. Situating
our study in a regime with a proactive state role and nascent democracy, our approach
underscores the mechanisms of resource dependence and interest representation under-
lying the administrative and legislative ties, respectively, and propose opposing effects
for such ties in corporate adoption of contested practices. Our findings indicate that not
differentiating ties to the two branches can disguise the critical impact of ties, as the op-
posing influences can offset each other. Future research can no longer view political ties
as homogeneous, especially when examining contested corporate practices in which firm
interests contradict the national agenda.

In addition, our study extends corporate governance research by recognizing the state
as a source of contestation for corporate governance reform. Studies that view corporate
governance reform as a ‘contested terrain’ have primarily focused on the conflict be-
tween the global capital market and domestic blockholders (Ahmadjian and Robinson,
2001; Desender et al., 2016). This stream of literature has not considered the possibility
that for such contested practices as corporate governance reforms, the state and actors
within the state may have their own interests and inclinations, serving as a source of
contestation. Meanwhile, studies that examined the role of the state in corporate gover-
nance reform have typically not examined the resistance from within the state (Guillén
and Capron, 2016; Okhmatovskiy and David, 2012; Yoshikawa et al., 2007). As a result,
the state as a source of contestation has been largely ignored in this literature. This is a
significant gap given that the state is often responsible for designing and implementing
regulations on capital markets and corporate governance.

We address this research gap by bringing to the forefront the diverging interests within
the state and how such divergence can serve as a source of contestation in shaping the
outcome of corporate governance reforms. In our context of Taiwan, an emerging mar-
ket with a democratic regime, we found that the state branches exerted conflicting in-
fluences on connected firms’ appointment of independent directors, and the strength
of these influences is also affected by firm ownership. Specifically, firms endowed with
less foreign ownership through the global capital market could have been less motivated
to appoint independent directors; however, with administrative ties, these firms expe-
rienced stronger pressure from state administrators to appoint independent directors.
While family owners can be reluctant to engage in reform, it was through their legislative
ties that family-dominated firms were able to resist or delay the reform. Our study thus
enriches prior research by presenting a more complete and nuanced picture of how cor-
porate governance reform is jointly shaped by the state, the global capital market, and
firms’ embeddedness in local social systems.

Generalizability

It is important to note the boundary conditions of our argument as it is built on the case
of Taiwan. The functioning of political ties is closely dependent on their context (Cui
et al., 2018). The highly contested nature of the issue, the proactive role of the state ad-
ministration, the late empowerment of the legislature, and the relatively weak democratic
institutions are important boundary conditions. We therefore expect to see our theory
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most applicable in contexts with similar institutional attributes. Our context is by no means
unique. Research on countries that have experienced similar development processes attri-
butes the rapid industrialization and economic growth of these economies to their effec-
tive administrative bureaucracies that design industrial policies and co-opt business firms
into implementation (Amsden, 1989; Evans, 1995; Marquis and Qian, 2014; Wade, 1990;
Wu, 2005). Admittedly, state intervention in Taiwan and some of these states has become
constrained more recently (Wong, 2011). Nonetheless, the administrative bureaucrats have
maintained their policy orientation towards economic growth and power in policy im-
plementation. At the same time, the emergence of the legislature as the quintessential
democratic institution has been seen throughout Asia, Eastern Europe, and Latin America
(Mainwaring and Samuels, 1999; Mezey, 1983; Mishler and Rose, 1994). Recognizing the
divided nature of the state and understanding the attributes of such an administration and
legislature can better predict the impact of the associated corporate political ties.

At the conceptual level, the mechanisms of resource dependence and interest rep-
resentation are at work in other political regimes. Although the specific ways in which
such mechanisms are embedded in different types of political ties may differ in different
contexts, it is useful to examine which mechanism is more dominant for ties with differ-
ent political positions. Future studies can investigate various structural divides in other
political regimes to disentangle the two mechanisms in order to better understand the
impact of corporate political ties.

Limitations and Future Research

Our study has some limitations that provide opportunities for future research. I'irst, al-
though Taiwan provides a good context for us to study the institutional divide between the
two branches of the state, the lack of variation in the dominant party in our study period
prevented us from a rigorous test of the impact of party vs. branch affiliation of ties. While
we conducted further tests controlling for the party affiliation of the ties, future research can
test our framework under other conditions of political party and branch alignment. Second,
the nature of the contested issue may influence the binding vs. buffering role of ties to the
two branches we observed in this study. We examined board independence (as well as infor-
mation disclosure) that was central to the corporate governance reform in Taiwan. Future
studies can examine other socially contested practices such as national health insurance,
minimum wage, and clean energy. Despite these limitations, our study takes an important
step forward in understanding the contingent nature of corporate political ties based on the
structural divide of the state.
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NOTES

[1] Non-family firms would also support legislators who defend their positions and interests. However,
compared with family firms, top executive turnover in non-family firms is frequent, leading to changes
of inclinations and strategic interests of the firms. The firms may thus change their political allies as a
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result. The tendency of maintaining a stable relationship with legislators is not as strong in non-family
firms as in family firms.

[2] For example, the candidates for independent directors should have a master’s degree (or above) in the
areas of business, finance, accounting, or law, with at least five years of working experience in related
fields. Candidates who are employees of the company or other related businesses of the company, who
own more than 1 per cent of the company’s (or related businesses’) shares, who are spouses or close rel-
atives of the directors and shareholders of the company, or who provide legal, financial, or accounting
services to the company are considered not ‘independent’. See the related provisions at http://www.tse.
com.tw/ch/listed/governance/cg_02.php.

[3] Six political ties (or 1.7 per cent) were created by positional interlocks between administrators and
corporate independent directors. These independent directors (from two firms) were included in our
dependent variable. Excluding them did not affect our results.

[4] During our research period (2002-05), the DPP was in power and enjoyed strong support from the
Green regions. Green is the colour of DPP and Green regions refer to the following cities and counties:
Yunlin, Chiayi, Tainan, Kaohsiung, Pingtung, and Yilan.

[5] To identify such relationships, we checked the Excellent Business Database System (EBDS) (http://ebds.
anyan.com.tw), which covers more than 200 periodicals and newspapers published in Taiwan and provides
reports on informal relationships between business leaders and political actors. We also surveyed autobiog-
raphies of business leaders, dissertations, and books devoted to the subject of political-business relationships
(Hong, 2006; Wang, 2006) to locate such informal social ties. A firm was considered as having an informal
social tie with the state if any of its business leaders were reported as having social relationships with polit-
ical actors, such as having been classmates at university or playing golf together at the same social club.

[6] Tollowing the industry codes assigned by the Taiwan Stock Exchange, we controlled for 18 sectors: Cement,
Food, Plastic, Textile, Electric Machinery & Machinery, Electric Appliance & Wires, Chemical & Biological
Medicine, Glass, Paper & Pulp, Steel & Iron, Rubber, Auto, Electronic and Computer, Construction,
Transport, Tourism, Retailing and Department Store, and others. Our sample did not include firms from
Banking & Insurance due to the more restrictive corporate governance regulations in that sector.

[7] Coeflicient estimates were obtained from a Poisson family generalized linear model (GLM) estimated
with iteratively re-weighted least squares (IRLS) based on a log link function. This approach was used
in prior research dealing with similar statistical issue as ours (Lizardo, 2006).

[8] We compared the difference between ‘elite independent directors’ and other independent directors and
did not find significant differences regarding the subsequent changes in three out of the four corporate
governance practices examined. However, firms appointing elite independent directors subsequently had
significantly smaller deviation between cash flow and voting rights than those appointing other independent
directors. This indicates that ‘elite independent directors’ may exert stronger monitoring in certain domains.
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APPENDIX 1
Distribution of Corporate Political Ties with Legislative and Executive Branches across
Business Roles in Firms

Admanistrative ties

Aduvisor and
Political Cuvil commuttee Total admin- Legislative Total
appointees  bureaucrats members istratwe ties lies (percentage)
Board chairs 0 12 20 32 6 38 (10.7%)
Top business 0 27 19 46 24 70 (19.7%)
executives
Major 0 68 14 82 11 93 (26.1%)
shareholders
Board members 0 65 55 120 29 149 (41.9%)
Independent 0 5 1 6 0 6 (1.7%)
directors
Total 0(0) 177 109 286 70 (19.7%) 356 (100%)
(percentage) (49.7%) (30.6%) (80.3%)

Note: The administrative and legislative ties established by firms involved current as well as former (i.e.,
retired) officials.

APPENDIX 2
Additional Dependent Variable: Information Disclosure

Ordered probit estimates with instrumental variables

DV Information

disclosure (1) (2) 3) (4) (9) (6) (7)

Administrative 0.04 0.05 0.04 0.07 0.04 0.05 0.08
ties (0.280) (0.123) (0.226) (0.082) (0.226) (0.195) (0.045)

Legislative ties -0.20 -0.18 —-0.20 -0.19 -0.14 -0.14 -0.12

(0.012) (0.030) (0.011) (0.022) (0.080) (0.083) (0.139)
Administrative 0.14

ties X regulated (0.008)
industry

Administrative 0.05 0.05 0.07
ties X family (0.413) (0.390) (0.237)
domination

Administrative 0.02 —0.02
ties X foreign (0.925) (0.938)
ownership

Administrative 0.07 0.06
ties X ADR (0.221) (0.281)
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Ordered probit estimates with instrumental variables

DV: Information

disclosure (1) 2) 3) (4) ) (6) (7)

Legislative ties —0.25 —0.25 -0.27
X family (0.011) (0.013) (0.008)
domination

Legislative ties —0.39 —0.36
X foreign (0.258)  (0.301)
ownership

Legislative ties X 0.38 0.36
ADR (0.007)  (0.012)

All controls Yes Yes Yes Yes Yes Yes Yes

Observations 1393 1393 1393 1393 1393 1393 1393

Note: p-value in parentheses; standard errors clustered at firm level; Industry and year fixed-effects includ-

ed.
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