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Abstract

This study uses a panel data analysis to examine the relationship between political connections and firm performance in Chinese firms from 2004-2008. We document several results. First, we define the firm-level political connections and demonstrate a more robust result for the positive relationship between political connections and firm performance. Second, we integrate the effects of the ownership structure, related-party transactions and political connections into our analysis and continue to show a positive relationship. We show that political connections dampen the negative effect of related-party transaction on firm value. Third, we demonstrate channels through which the benefits of political connections are realized in terms of more cash holdings, larger long-term loans, lower financing cost, larger sales, and lower cost of sales. Our results indicate that state-owned and privately-owned enterprises use political connections equally effectively to enhance performance.
1. Introduction 
Since Krueger’s (1974) seminal work on rent seeking, the nexus between business and government has been a topic of intense debate and academic research alike. A growing body of evidence strongly suggests advantages that firms can gain from maintaining close relationships with politicians, including a preferential access to credit (Khwaja and Mian, 2005; Dinç, 2005; Leuz and Oberholzer-Ge, 2006; Claessens, Feijen, and Laeven, 2008), securing government contracts (Goldman, Rocholl, and So, 2008), winning more favorable regulatory conditions (Kroszner and Stratmann, 1998; Agrawal and Knoeber, 2001), obtaining a government bailout for financial distress (Faccio, Masulis, and McConnell, 2006), paying lower taxes (Adhikari, Derashid,and Zhang, 2006; Faccio, 2006, 2009), securing property rights protection (Hellman, Jones and Kaufman, 2003), and improving financial and accounting performance (Fisman, 2001; Johnson and Mitton, 2003; Ferguson and Voth, 2008; Cooper, Gulen, and Ovtchinnikov, 2010). These studies suggest that political connections in firms enhance market values.
China is an illuminating case to test the impact of political connections on firms.
 It is a counterexample writ large to the law-finance-growth nexus: its legal and financial systems are underdeveloped, yet its economy is one of the fastest growing economies in history. Thus, Allen, Qian, and Qian (2005) argue that China must have some alternative institutional arrangements and governing mechanisms, such as those based on reputation and relationships to support economic growth. China has undertaken economic reforms toward a market-oriented economy for the past 30 years. Capitalism is still in its developing stage while its economy tends to be “relationship-based,” where political connections are an important kind of relationship. 

Until recently there has been even more of a top-down flow of resources in China. When firms solicit a certain kind of resource by seeking favors from the government, the first question the government has to consider is “what is the relationship (guanxi) between us?” Relationship building takes time and money, but it is a key ingredient to doing business effectively in China, particularly with government sponsored projects. Thus, it is not surprising that China is ranked 79th in Transparency International’s 2009 Corruption Perceptions Index.
 Some government officials apparently accept bribes, providing favors to certain firms and individuals.
 Conceptually, it seems intuitive to expect that political connections have a positive effect on Chinese firms in light of resource-based theory (Li and Zhang 2007; Wu, Wu, and Rui 2010). That is, firms will adjust themselves to line up the external environment to secure more resources controlled by the government. Throughout China’s long history, Chinese have been influenced deeply by the yin-yang theory of relative positioning advocated by Lao Tze, a philosopher 2,500 years ago.
 The philosophy primarily guides people to adjust their behavior according to the external environment and utilize it by positioning themselves strategically. That is, one has to understand oneself and the counterparty/environment fully in terms of strength, weakness, risk, and opportunities for developing meaningful strategies to get ahead. According to the resource-based theory and the relative positioning theory, it is expected that developing political connections helps firms obtain key resources and thereby increases value. 

Empirical evidence related to the political connections in China shows both positive and negative effects on firm performance, a surprising result to intuition. Li and Zhang (2007) use survey data from a sample of new ventures in China’s high-technology industries, and demonstrate that managers’ political networking is positively related to a new venture’s performance. Li et al. (2008) examine the role of affiliation with the ruling Communist Party in the operation of private enterprises in China, and find that the Party membership of private entrepreneurs has a positive effect on the performance of their firms. In contrast, Fan, Wong, and Zhang (2007) show that newly partially privatized firms with politically connected CEOs underperform those without politically connected CEOs. In addition, Wu, Wu, and Rui (2010) demonstrate that local state-owned firms with connected CEOs and chairman have a lower value, whereas the counterpart private firms have a higher value. Given the mixed evidence on the effect of political connections on the Chinese firms, further research on this issue is warranted.

The apparently conflicting research results of political connections on the firm performance is puzzling and have important implications on the way we understand the role of political connections. One thing stands out among these studies is that they use different definition of political connections, leading to different conclusions. Thus, our paper hand collects and compiles a data base of political connections for all the Chinese firms listed on the Shanghai Stock and Shenzhen Stock Exchanges from 2004 to 2008. With this new dataset, the results demonstrate consistently a strong correlation between political connections and firm performance, closing some gaps in the literature on the political connections and performance in China.

This study contributes to the literature in several ways. First, we propose a new definition of political connections to improve upon the relatively diverse definition of political connections in earlier studies, which may use governmental official titles, Party membership or membership at the Legislative body in China as political connections. We define the firm-level political connections if the firm’s top managers or board members have strong political connections linked specifically to a certain rank or above in the Chinese government. Political connections have a threshold effect on firms. That is, political connections with low ranking government officials may lead to biased or unclear result because they may not have the real authority, the power or the abilities to achieve the intended objective of the rent-seeking firms. We explore political connections through the group effect of political capital in a firm by including top executives (CEO and other executives) and board members instead of examining only the CEO. Firms acquire political power implied in political connections that will likely enable them to have real economic power in the market place and improved performance. We also include the membership effect of the People's Congress (PC) and the Chinese People’s Political Consultative Conference (CPPCC) on firm performance.
 Li, Meng, and Zhang (2006) analyzed why Chinese private entrepreneurs become members of PC or CPPCC in response to the market imperfections and institutional changes. We argue here that PC or CPPCC members do not necessarily have the real power in implementing the government policies and thus may not lead to positive results. Our analysis indeed indicates that a better refined definition of political connections proposed in our study yields a more robust result of the positive relationship between political connections and firm performance, confirming the beneficial role of political connections in Chinese firms. 
Second, we use a panel data framework with the fixed-effect model to mitigate the omitted variable problem that plagues the literature on political connections. Our empirical results show that the political connections indeed increase firm’s value, a result consistent with Allen, Qian, and Qian. (2005), which argue that China must have some alternative institutional arrangements and governing mechanisms which support economic growth. Our study provides a unified result of political connections on firm performance by factoring in the effects of firm ownership, the CEOs, and the related party transactions. Indeed, Fan, Wong, and Zhang (2007) show that Chinese firms with politically connected CEOs underperform those without politically connected CEOs while Wu, Wu and Rui (2010) demonstrate that ownership explains different firm performance depending on state-owned firm and non-state firms in China. Separately, Cheung, Rau, and Stouraitis (2010) demonstrate the value of related-party transactions is negatively correlated with the local political connected directors on board but positively correlated through the central government controlled firms. Our analysis confirms that political connections in China are positively correlated with firm performance after accounting for the different ownership structure (i.e., whether the firm is privately-owned and state-owned) and related-party transactions. While our study demonstrates that the related-party transactions, a proxy of wealth expropriation of minority stockholders, reduce firm value, the political connections dampen the negative effect of the wealth expropriation, particularly more so in the state-owned-enterprises (SOEs) with the local government as the ultimate owner. 
Third, we explore likely channels through which the benefits of political connections may come to fruition. Specifically, we examine how politically connected firms prepare themselves better for profitable investment opportunities by initially holding more cash on hand. On the financing side, political connections enable firms to have greater access to the credit market and at the same time lower the financing cost. On the investment side, we demonstrate how political connections help increase firm sales and at the same time lower the unit cost of sales. These results clearly indicate that political connections benefit firms and enhance value. 

 Our study demonstrates that political connections in SOEs are positively correlated with firm performance and are as effective as privately-owned firms in utilizing political connections to enhance performance. SOEs typically have larger endowments and they can take advantage of political connections and information to further strengthen their economic power in the market. In addition, the government has provided strong incentives for the SOEs to perform. These advantages enable SOEs to compete effectively with private firms. 

The rest of the paper is organized as follows. The next section outlines the data and sample. Section 3 provides the preliminary results. Empirical results are then reported and explained in Section 4. The final section concludes our paper. 
2. Data and sample
This section describes the data source, the definition of the firm-level political connections, and the distribution of political connections among top managers or board members in firms and across industries. 
2.1 Data sources

The sample company data in this paper is from the China Stock Market and Accounting Research (CSMAR) database for the A-share listed companies on the Shanghai Stock Exchange and Shenzhen Stock Exchange from 2004 to 2008.
 The study excludes financial firms. We manually collected the personal profile of the top managers or board members for each non-financial company. We track the top managers or board members’ political connections by examining whether he or she is currently or formerly an officer of the central government, a local government, or the military. 

In compiling our political connections data, we identified each top manager or board member’s rank (including CEO) in a firm for his/her role in the government because they are expected to play a part in the government’s decision-making process. The official ranking in China’s administrative hierarchy is important because it represents status, authority, and power. Panel A of Table 1 provides a comparison of the official rankings (section chief, director, director-general, and minister levels) for the central government, the provincial government, the sub-provincial city government, the prefectural government, and the county-level government. 

[Insert Table 1 here]

Panel B of Table 1 shows two other types of organization that would have inputs in China’s policy makings. They are the People’s Congress (PC) and the Chinese People's Political Consultative Conference (CPPCC). The PC is China’s legislature and is responsible for making laws and policies while CPPCC is an advisory body on democratic supervision to the Communist Party and government in China. 

The officials at the county and division levels participate in the formulation of policies at central government or the local government level. They are responsible for drafting the related policies and implementing them.
 These officials are major players throughout the various Chinese economic reforms started in late 1978 that have transformed China from a socialist economy to a relatively more market-oriented economy, and they know more about information on allocation of resources by the Chinese government. We follow a large number of prior studies such as Faccio 2006; Faccio, Masulis, and McConnell, 2006; Fan, Wong, and Zhang, 2007; Faccio, 2009 to create a politically-connected dummy variable given a certain criterion. In this study, we classify a firm to be politically connected if its top executives or its board members are officials at or above the division head level at the central government, division heads at the provincial government, deputy department heads at the sub-provincial city government, department heads at the prefectural government, and mayor/county governor at the county-level government as shown in Table 1 as one and zero otherwise. We also group officials in the military similarly. This threshold approach ensures that the firm’s top managers or board members with political connections in our study has real power and authority in the government.

We also supplement the accounting data in our study with two additional sources: Beijing Gildata RESSET Data Tech Co., Ltd, and China Center for Economic Research (CCER) Database. We collect data on the total assets, leverage, tangibility ratio, liquidity ratio, and other basic accounting data for each firm. We delete firms with missing data or those firms with negative total assets, sales, or equities. There are 1,253 firms in total and 4,029 firm-year observations in our final sample during the 2004-2008 periods.
2.2 Descriptive statistics

Table 2 presents the descriptive statistics on the political connections of the sample firms by year, characteristics, and industry. Among the 4,029 observations, there are 1,519 (37.70%) with a politically connected top managers or board members. The ratio of the sample firms with political connections decreases from 44.91% in 2004 to 32.47% in 2005, then the percentage remained steady at around 37%. The results indicate that the political ties of Chinese firms are prevalent. We also report the statistics on political connections based on the position in which top managers or board members currently serve or formerly served in the government, and the top managers or board members’ position in the firm. The percentage of the connected top managers or board members serving as director is 36.8%, as director-general is 56.2%, and as the minister-level officials is 6.78%. In the politically connected sample, 16% of firms have a politically connected chairman and only 8.23% have a connected CEO/president. This result indicates that the percentage of politically connected CEO represents a small part of the total political connections by these firms. Most of the connected managers are directors and other senior executives (e.g., CFO, COO). It is apparent that a chief financial officer served in the fiscal or taxation department in the government will greatly enhance the chance of accessing financial resources at banks in China’s financially constrained environment. So, these top managers in the Chinese firms cannot be ignored when political connections are examined. 
[Insert Table 2 here]
Panel B of Table 2 provides the industry distribution of firms with political connections. The industry classification is based on the specification from the China Securities Regulatory Commission (CSRC). The sample is divided into 21 industries with nonmanufacturing industries given a one-digit code and manufacturing industries a two-digit code.
 Among the 21 industries in the sample, industries with the highest percentage of political connections are transportation (75.8%), communications (65.6%), mining (65.4%), and power, gas and water (59.3%).

These industries are all heavily controlled by the government and are considered to be strategic sectors that the Chinese government wants to promote for national interest. The 10th Five-Year Plan (2001-2005) and the 11th Five-Year Plan (2006-2010) for the National Economic and Social Development regard them as strategic industries and provide policy support for them toward China’s economic development. Our sample (2004-2008) falls into these two five-year plans. If firms request resources under the control of the government, they have strong incentives to seek political connectedness. While political connections are more prevalent in strategic industries (especially utilities), the lowest percentage of political connections in these industries still is in the range of 25.3%.
3. Preliminary Results
Table 3 presents the variables such as return on assets (ROA), Tobin’s Q, size of the firm, liquidity, among others, used in this study. Various statistics are presented related to the mean, standard deviation, first quartile, median, and the third quartile. Several points are worth noting here. First, cash holding is the ratio of total cash and cash equivalents to total assets net of cash and cash equivalents. We use this variable to measure cash holdings across firms and this enables us to compare cash holdings across politically connected firms and non-connected firms. Second, the financial expense ratio is the interest expenses and bank loan fees to total liabilities, which is to measure the unit cost of debts to the firm. Third, the unit cost of sales, which is the cost of goods sold divided by sales, measures the unit of sales of doing business in China. Finally, similar to Berkman, Cole, and Fu (2010), we compute an expropriation (tunneling) proxy on the minority stockholders of the firm using the related-party transactions scaled by the market capitalization.
 
[Insert Table 3 here]

Table 4 provides preliminary univariate statistics for the samples of politically connected firms and non-connected firms. The results indicate that the cash holdings of connected firms are significantly higher than that of the non-connected peers (0.189 vs. 0.143). Connected firms also have significantly higher return on assets, ROA (0.060 vs. 0.026) and Tobin’s Q (2.105 vs. 1.941). In addition, the connected firms also obtain more long-term bank loans (0.260 vs. 0.173) and have larger sales (21.024 vs. 20.666) but have a smaller financial expense ratio (0.017 vs. 0.024) and a significantly lower unit cost of sales (0.710 vs. 0.776). This result of larger bank loans corroborates the study of Khwaja and Mian (2005) for politically-connected firms in Pakistan. Political influence in China likely helps these firms obtain preferential access to credit from the government banks. The size of connected firms (21.6) is larger than the non-connected peers (21.3), confirming the findings of Faccio (2006) who shows in a 47-country study that political connections are common among larger firms that represent 7.72% of the world’s stock market capitalization. On average, the related-party transactions of the connected firms (0.180) are substantially larger than the non-connected firms (0.117). 

[Insert Table 4 here]

The preliminary results indicate two patterns. First, the results seem to demonstrate that the politically connected firms do better financially in terms of ROA and Tobin’s Q. This is likely attributable to the positive contribution of political connections. These differences of characteristics between the politically connected firms and the non-connected firms are sizable. The t-statistics and the Kruskal-Wallis statistics indicate that all of these differences are statistically significant at the 1% level.
4. Analyzing the political connections on firm performance

4.1. Cash holding analysis and results

The corporate cash holding policy is an important part of a firm’s resource and financial strategy. Much of the literature regarding corporate governance focuses on the motives for firms to hold cash. Jensen (1986) argues that large cash holdings could imply an agency cost problem given the separation of owners and managers in the US setting. This type of agency cost issue does not appear to be significant in China because of the presence of a large shareholder who controls the firm and mitigates conflicts of interest between managers and shareholders in China. Thus, the reasons for holding cash in China may be explained by other factors. There is little research regarding the link between cash holdings and political connections for firms. However, Opler et al. (1999) do point out that the benefit of having liquid assets such as cash in a firm. They provide a conceptual and empirical framework for the determinants of corporate cash holdings, documenting empirical support for both transactions and precautionary motives for holding cash. 
Cash holding is particularly important in China because of its underdeveloped financial market with binding financing constraints. Indeed, Allen, Qian, and Qian. (2005) argue that China has a limited financial market with an underdeveloped legal system. Thus, China has restricted alternative financing channels for raising funds beyond utilizing reputation and relationships or networking to cope with the financial constraints. The studies by Opler et al. (1999) and Allen, Qian, and Qian (2005) suggest that financial constraints are the primary reason for Chinese listed firms to hold cash and the Chinese firms will use political connections as an effective way to achieve their goals. 
Politically connected firms have stronger abilities to hold cash as shown in the literature because lenders favor politically connected firms. For example, Johnson and Mitton (2003) report that politically connected firms in Malaysia have greater access to debt financing, while Khwaja and Mian (2005) find that politically connected firms in Pakistan have greater access to debt financing. Leuz and Oberholzer-Gee (2006) indicate that firms with fewer political connections have a greater likelihood of going outside the country to raise funds in Indonesia, implying that politically connected firms can have easier access to the domestic financial markets. Claessens, Feijen, and Laeven (2008) show that politically connected firms substantially increased their bank financing relative to their non-politically connected counterparts. The ability to increase debts would also imply more cash holdings.
Politically connected firms that have larger cash holdings will be able to capture the window of investment opportunities by exploiting more information on state industrial policies. The Chinese economy is still largely under the control of the state government and its national policy makings are primarily top down, implying that the government policy typically trumps corporate strategy. As a result, holding cash is an important strategic option for Chinese politically connected firms to capitalize immediately potentially profitable projects. Our argument that Chinese firms hold more cash to capture the investment opportunities is largely consistent with the literature. Opler et al. (1999) document that growth opportunities motivate firms to hold more cash while Simutin (2010) also demonstrates that firms with more cash holding will have more growth opportunities. 

In China’s financially constrained financial market, networking is critically important because the Chinese government dictates the development of economic growth priorities. Thus, we expect these politically connected firms will hold more cash for investment opportunities, leading to the following hypothesis.

Hypothesis 1: Politically connected Chinese firms will have higher cash holdings than the non-connected peers, other things being equal. 
In order to understand better how political connections work on corporate cash holdings, the following model is developed:
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Cash holdings are the ratio of total cash and cash equivalent items to total net assets (i.e., total assets minus cash and cash equivalents). A valid definition of political connections is important in testing Hypothesis 1. POLCON is a dummy variable that equals one if the firm’s top managers or board members currently serves or formerly served in the government or military at and above the county and division level, and zero otherwise.
 In testing Hypothesis 1, we expect POLCON to be positive and significant. 

Opler et al. (1999) examine the determinants of cash holdings, and we use their findings as a guide for choosing control variables in our analysis. Size is the natural logarithm of total assets at the end of the year. Growth is annual sales growth rate of each firm. Market-to-book ratio or Tobin’s Q is measured as the book value of assets, less the book value of equity, plus the market value of equity, divided by assets. FCF/share is the free cash flow (FCF) divided by the number of shares where FCF is defined as EBIT x (1-Tax) + depreciation/amortization - changes in working capital - capital expenditure. Leverage is total liability divided by total assets at the end of the year. Tangibility is the ratio of tangible asset to total assets. Liquidity is the ratio of current assets minus current liabilities and total cash to total assets. There are four yearly dummies (i.e., I=4) and 20 industry dummies (i.e., K=20) included in Equation 1.

Table 5 presents the results of regressing cash holdings on political-connected-firm dummy and other firm characteristics. We present results for both the unbalanced panel data and the year-by-year breakdown analysis that serves as a robustness check to guard against sample selection bias. Each model includes the industry and time dummies as control variables and the robust standard errors that have been adjusted for heteroskedasticity.
We examine two additional alternative proxies for political connections. POLCON1 is a dummy that equals one if the firm’s top managers or board members currently serves or formerly served in the government, PC, CPPCC, or military, and zero otherwise. POLCON1 is thus a much broader measure of political connection. POLCON2 is a dummy that equals one if the firm’s top managers or board members is the members of PC or CPPCC only, and zero otherwise. It is a narrower definition of political connections. 
Models 1-3 present the results using a fixed-effect model of panel analysis that mitigates the risk of unobserved firm characteristics.
 Consistent with the univariate results reported in Table 3, Model 1 reports the multivariate regression result and indicates that the politically connected firms hold more cash than non-connected firms. The significantly positive effect of POLCON (coefficient=0.017, p-value<0.01) on cash holdings is consistent with our Hypothesis 1, suggesting that politically connected firms hold more cash for the operating strategy to secure profitable projects. In Model 2, the coefficient of POLCON1 (coefficient = 0.013, p-value < 0.01) is positive and statistically significant. The result also implies that if a broader definition of political connections is used, we have weaker results (a smaller coefficient, 0.013 and a larger p-value) between political connections and cash holdings. In Model 3, we find a positive but statistically insignificant relationship between POLCON2 and cash holdings (coefficient = 0.006, p-value > 0.1). This result implies that the members of PC or CPPCC as symbol of political connection in firms are not critical in motivating cash holding policies in China.
 In Models 4-8, the coefficients of POLCON for individual years are all positive and statistically significant, with a p-value < 0.01, indicating that the panel results are robust across individual years. The results of Table 5, Panel A, consistently show that political connections have a positive effect on corporate cash holdings. That is, politically connected firms hold more cash than their non-connected peers.

[Insert Table 5 here]
We also check robustness of the results using the cash holding that is adjusted by the industry median and mean. The results are shown in Panel B of Table 5. The coefficient of the political connection variable (POLCON) indicates a strong positive correlation between the cash holding in the industry-median adjusted analysis (0.016) and in the industry-mean adjusted analysis (0.016). They are highly statistically significant, confirming that the politically connected firms prompt more cash holdings. Cash holdings are viewed as a strategic option for the firm to invest in profitable projects. Next, we will show that firms can derive financial benefits from the political connections when they hold more cash.
4.2 Analysis of performance on political connections

According to the resource-based theory, a firm’s competitive advantage is to have possession of tangible and intangible resources that are difficult or costly for other firms to obtain. The monopoly by the Chinese government over resource allocation represents a structural impediment and an opportunity. Thus, politically connected firms can secure key resources by soliciting favors from the government that controls scarce resources.

Earlier studies have demonstrated the economic gains of political connections, which include: (1) preferential access to the credit market, (2) securing government contracts, (3) winning more favorable regulatory conditions, (4) obtaining a government bailout for financial distress, (5) paying lower taxes, (6) securing property rights protection, and (7) enhancing financial and accounting performance. Specifically, Fisman (2001) estimates the value of political connections in Indonesia, and found that political connections determined decisively the value of the firms, while Johnson and Mitton (2003) demonstrate that firms which are politically connected to the Prime Minister Mahathir in Malaysia had significantly higher stock returns. Ferguson and Voth (2008) trace political connections of German firms to the Nazi party in early 1933 and find that connected firms experienced unusually high returns following the rise of the Nazis to power. Goldman, Rocholl, and So (2009) find that the market values of S&P500 companies connected to the Republican Party in the US increase in response to the Republicans’ victory in the 2000 Presidential Election. Cooper, Gulen, and Ovtchinnikov (2010) show that corporate political contributions are positively and significantly correlated with the cross-section future stock returns. These studies suggest that politically connected firms have higher market firm values. 

 In light of the above discussions, we propose the following hypothesis. 

Hypothesis 2: Politically connected Chinese firms will outperform financially the non-connected peers, other things being equal.
 
Our hypothesis is more general in implications than the specific analysis of political connections in earlier studies. Fan, Wang, and Zhang (2007) analyze the effect of the political connected CEOs on firm returns while Wu, Wu and Ru (2010) examine how CEOs affect firm performance in different types of ownership structure. We use a regression model that has been widely used in the literature to examine the relationship between performance and political connections (Faccio 2006; Faccio, Masulis, McConnell 2006; Fan, Wong, and Zhang 2007; Wu, Wu, and Rui 2010) as follows:
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We use two measures of performance: return on assets (ROA) as a measure of accounting performance, and Tobin’s Q as a measure of market performance. Return on assets (ROA) is the ratio of a company’s net income prior to financing cost to total assets. Tobin’s Q is defined as the market value of total assets deflated by the book value of total assets, and is calculated as the ratio of the number of shares multiplied by the market price plus the book value of total debts to the book value of total assets. In testing Hypothesis 2, we expect POLCON to have a positive and significant effect on performance (ROA and Tobin’s Q).

Following Berkman, Cole, and Fu (2010), we include the fraction of independent directors serving on the board (Independ) to proxy the quality of firm-specific corporate governance.
 The percentage of shares held by the largest shareholder (Top 1) is included to capture the influence of the largest shareholder on firm value and performance (Fan, Wong, and Zhang, 2007; Wu, Wu, and Rui, 2010). Other variables are defined earlier.
Table 6 reports the results of the regressing the financial performance on the political connections along with control variables. The coefficient of POLCON, the political connections proxy, is found to have a positive and highly significant effect on Tobin’s Q in Model 1 and on ROA in Model 4 at the 1% level. Thus, there is strong evidence supporting that publicly-traded, politically-connected Chinese firms have better accounting performance and higher value than those without politically connected peers, a result supporting Hypothesis 2. 

[Insert Table 6 here]
We also examine two additional alternative proxies for the political connections (POLCON1 and POLCON2). We include membership of PC or CPPCC as a measure of political connections POLCON1 in Model 2 and POLCON2 in Model 5 in Panel A of Table 6. The results indicate that these variables have a positive and significant effect on both ROA and Tobin’s Q regressions, although the coefficients and significance of the results with POLCON1 (0.006) are smaller than POLCON (0.01). This finding again confirms our earlier result that using a broader measure of political connection would yield weaker results (a smaller coefficient and a larger p-value). Similarly, the coefficient of POLCON2 turns out to be smaller than POLCON1 and insignificant, as shown in Model 3 on ROA and Model 6 on Tobin’s Q, implying that the significant results of political connections on the financial performance are primarily driven by POLCON, i.e., the impact through the government officials. 

Panel B of Table 6 provides further robustness checks for the relation between performance and political connections. That is, we use the industry-median-adjusted measures of accounting performance and market performance for additional analysis. Industry-median-adjusted ROA (Tobin’s Q) is calculated as a firm’s ROA (Tobin’s Q) minus the median value for the industry. The results in Panel B of Table 6 indicate a strong positive relation between performance and political connections for Tobin’s Q (0.01 with a p-value of 0.000) in Model 1 and for ROA (0.014 with a p-value of 0.007) in Model 4, confirming our earlier results using ROA and Tobin’s Q. Using the industry-mean-adjusted ROA and Tobin’s Q yield similar results, not reported here. 

4.3. Analysis and results of access to credit and sales expansion
In light of the benefits of political connections in terms of higher ROA and Tobin’s Q, we further investigate possible mechanisms in which better performance is realized through two routes: easier access to credit and more sales. Allen, Qian, and Qian (2005) document that China lacks well-developed economic institutions and there are substantial variations in the development of these institutions across various regions. China does not have a sound, transparent legal system and an effective law-enforcement system, while China’s bank-based financial system is dominated by four large state-owned banks that provide bank loans to large Chinese firms. 
The impediments of China’s financial market limit firms’ access to credit, and thus restrict their abilities to expand. Interestingly, Johnson and Mitton (2003) and Khwaja and Mian (2005) have documented that politically connected firms in other countries have greater access to debt financing. It is not surprising that political connections will enable firms to have better access to bank loans. However, larger long-term loans do not necessarily imply a better deal for the firm if the interest cost of the loan is high. Thus, it is important to examine whether these politically connected Chinese firms have a reduced interest cost. The following hypothesis is proposed:
Hypothesis 3: Politically connected Chinese firms will get more long-term bank loans and lower financing costs than the non-connected peers. 
Faccio (2010) documents that politically connected firms have a larger market share than non-connected firms in a study of 47 countries, implying that politically connected firms are bigger, have larger sales and greater market power. Cull and Xu (2005) argue that the expropriation risk by the government, contract enforcement, and access to finance all appear to matter for reinvestment decisions in China. That is, politically connected firms can have easier and more reliable contract enforcement and are likely to reduce payments to the Chinese government, including waiver or reduction of fees and/or avoidance of penalties. Thus, the cost of doing business is lower for them in China. Consequently, we expect politically connected Chinese firms to have larger sales and lower unit cost of sales. Given the above discussed benefits of political connections, the following hypothesis is proposed:

Hypothesis 4: Politically connected Chinese firms have greater sales and lower unit cost of sales than non-connected peers.
We use the following regression model to test both Hypothesis 3 and Hypothesis 4:
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vector contains four dependent variables: the long-term loans ratio, the financial expense ratio, the natural log of sales, and the unit cost of sales. The long-term loans ratio is total long-term loans to total loans; a proxy for the size of long-term loans. The financial expense ratio is interest expenses and loan fees divided by total liabilities. The natural log of sales, LnSales, is measured at the end of the year. The unit cost of sales is cost of goods sold divided by sales.  In testing Hypothesis 3, we expect POLCON to have a positive effect on the long-term bank loan ratio and a negative effect on the financing cost variable. In testing Hypothesis 4, POLCON is expected to have a positive effect on sales (LnSales) and a negative effect on the unit cost of sales.

FCF/share is the free cash flow (FCF) divided by the number of shares. where FCF is defined as EBIT x (1-Tax) + depreciation/amortization - changes in working capital - capital expenditure. We use the FCF/share to control for the free cash flow-based agency problem (Jensen, 1986). Other variables are defined earlier.

Table 7 reports the results of regressing the four variables (long-term loan/total loans, finance expense ratio, LnSales, and unit cost of sales) separately on the political connections along with other control variables. In Model 1, the variable of long-term loans is positively correlated with political connections, POLCON (0.033 with a p-value of 0.004)), a result suggesting that political connections help firms obtain more bank loans. Our result corroborates the study by Fan, Rui and Zhao (2008) who report a significant decline in the leverage and debt maturity ratios of these firms whose managers were connected with bureaucrats relative to those of other unconnected firms after the arrest of the corrupt bureaucrat in question. This finding implies that politically connected firms can easily access financial markets and supports the relationship lending literature. Model 2 indicates that the finance expense ratio is negatively related to political connections (-0.002 with a p-value of 0.099), confirming the benefit of reduced interest cost through political connections. The combined results of Models 1 and 2 lend support to Hypothesis 3 that political connections reduce the financing cost of a firm and enable it to have better access to long-term bank loans.
[Insert Table 7 here]

As expected, Model 3 indicates that political connections have a positive and significant effect on LnSales (0.033 with a p-value of 0.019), while Model 4 shows that the political connection variable has a negative effect on the unit cost of sales (-0.009 with a p-value of 0.042). The results imply that politically connected firms have larger sales and lower unit cost of sales, leading to higher profitability, which supports Hypothesis 4. The politically connected firms can indeed achieve greater economic power in the industry through the larger sales and lower unit cost of sales. 

4.4. Political connections on performance based on ownership


The results from Equation (2) demonstrate the positive effects of political connections on corporate performance. It is of interest to investigate whether the ownership structure of a firm plays a role in the relationship. To this end, we classify the Chinese firms into state-owned enterprises (SOEs) and privately-owned enterprises (non-SOEs). SEOs and non SEOs are identified by the ultimate owner by tracing back the ownership chain to the ultimate owner.
 SOEs are ultimately controlled by the government or its various entities, such as State-owned Asset Supervision and Administration Commission, Ministry of Finance (Asset Management Bureaus and finance bureaus at the local level) while non-SOEs are ultimately controlled by non-government units, including families, foreign investors, collective enterprises, and social entities. For the state-owned firms, we further divide them into local government ownership and the central government ownership. Thus, we use three dummy variables to classify all the politically connected firms into three groups (1) politically connected firms that are privately owned (Private*POLCON), (2) politically connected firms that are the local government SOEs (Local SOEs*POLCON), and (3) politically connected firms that are the central government SOEs (Central SOEs * POLCON). The specification enables us to examine the differential impact of each group on firm performance.


Table 8, Panel A, reports the results of regressing political connections on firm performance under three firm types of ultimate ownership. Several points are noted here. First, all three types of ownership with political connections are positively correlated with Tobin’s Q and return of assets (ROA). That is, Tobin’s Q (ROA) is affected positively by 0.139 (0.01) from the private firms, 0.142 (0.01) from the SOEs controlled by the local governments, and 0.151 (0.009) from the SOEs controlled by the central government. Second, the effect of ownership on firm performance only varies slightly according to the ownership structure. The SOEs appear to have a positive impact on performance that is comparable with the private firms, suggesting that in light of the political connections, politically connected SOEs and private firms are equally effective in enhancing firm value. 

[Insert Table 8 here]


The positive performance by the politically connected SOEs and the private firms is not too surprising for two reasons. First, politically connected SOEs are larger and have better endowments than private firms that may have other advantages such as efficiency.
 Thus, these SOEs can take advantage of their political connections to improve their market power that enhances performance. Second, the Chinese government provides incentives for SOEs to perform better. That is, government officials are rewarded by achieving fast GDP growth and building trophy projects, while the officials in the corporate sectors can parlay their corporate performance through promotion.

 
The results of Table 8, Panel A, however, seem to be at odds with the implications in Fan, Wong and Zhang (2007) and Wu, Wu, and Rui (2010). Fan, Wong, and Zhang (2007) show that firms with politically connected CEOs underperform those without politically connected CEOs. A negative relationship is implied between political connections and performance. Wu, Wu, and Rui (2010) explain the reason behind the lower value of firms with politically connected CEOs or chairman is due to the state ownership structure. The difference in results between our study and that of earlier studies is likely due to two factors: (1) the different definition of political connections and (2) the use of CEOs as the unit of analysis. To shed light on the second issue, we analyze how politically connected CEOs affect performance in our sample. A politically-connected CEO is assigned a dummy value that equals to one when the firm’s CEO currently serves or formerly served in the government or military, and zero otherwise. In addition, we further form three CEO-related groups: (1) politically connected CEOs working in SOEs with the local government as the ultimate owner, (2) politically connected CEOs working in SOEs with the central government as the ultimate owner, and (3) politically connected CEO working in private firms (or firms with ultimate private owners). 

Table 8, Panel B, shows the regression results of three groups of politically connected CEOs on performance. For the three groups of politically connected CEOs firms (private, local, and central SOEs) in Model 3, the coefficient of POLON is 0.158, which is positive and statistically significant but it is smaller than that of the politically connected CEOs that are controlled by the local government (-0.377), which is negative but insignificant because of wide dispersion in the estimate. The results imply that the effect of POLCON on Tobin’s Q is positive in general. However, it can be argued that in certain situations that the negative effect of CEOs on Tobin’s Q can offset the positive effect of POLCON on Tobin’s Q, yielding results that would be consistent with Fan, Wong, and Zhang (2007) and Wu, Wu, and Rui (2010). 

In the ROA analysis as shown in Model 4, we find that CEO working in politically connected SOEs controlled by the local government reduces profitability of the firm, significantly at the 10% level. This result clearly corroborates Fan, Wong, and Zhang (2007) and Wu, Wu, and Rui (2010), while the coefficients of politically connected CEO working in SOEs controlled by the government and in privately-owned firms are positive but not significant. The logic behind is likely due to: (1) improved performance of CEOs in SOEs over time resulting from competition in the market-oriented economy, and (2) the use of different sample period. Our analysis indicates that using CEOs as a special class to infer inference on the effectiveness of political connections in Chinese firms may be restrictive. A general analysis of political capital implied in political connections related to top executives and board members within a firm appears to yield better results.
5. Analyzing the related-party transaction on firm performance

 
The Chinese stock market is characterized by firms with concentrated ownership, a typical characteristic in the Asian economies. This ownership structure implies potential conflicts of interest between controlling stockholders and minority stockholders, triggering wealth expropriation from the minority stockholders to the major stockholders. Indeed, Cheung, Rau, and Stouraitis (2006) document significant related-party transactions as a measure of tunneling or wealth expropriation from minority stockholders to the controlling stockholder, prompting immediate negative excess abnormal returns in the China-Hong Kong market. That is, investors in Hong Kong penalize these firms by recognizing the adverse nature of the related-party transactions. 

 
Berkman, Cole, and Fu (2010) document larger abnormal market returns with weaker governance of these Chinese firms in response to the announcement effects of new regulations that protect minority stockholders. The related-party transactions are used as an inverse proxy for quality of corporate governance. They show the relevant role of political connections in protecting major stockholders from these regulations. However, there is no direct analysis linking political connections to related-party transactions. We fill the research gap by examining the direct effect of related-party transactions on financial performance and the indirect effect of the interaction between related-party transactions and political connections on financial performance.

Related-party transactions symbolize an expropriation of wealth from minority stockholders to the controlling stockholders in Chinese firms and represent an average of 18% of the stock capitalization during 2004-2008 as shown in Table 4. Thus, in light of the importance of the related-party transactions and their potential expropriation effects, we propose the following hypothesis: 

Hypothesis 5: The related-party transactions, a proxy for wealth expropriation from minority stockholders to controlling stockholders, will have a negative effect on firm performance. 

We use the following regression to shed light on Hypothesis 5:
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We use two measures of performance: return on assets (ROA) and Tobin’s Q for performance, which have been defined earlier. Related-party transactions (RPT) are values of related-party transactions (to proxy for wealth expropriation) scaled by market capitalization. In calculating the related-party transactions, we exclude the related-party transactions that are potentially beneficial to the firm. These include fund transactions, guarantees, or pledges and donations where the direction of the transaction is from the related party to the firm. Other variables have been defined earlier. Our regression tries to capture the overall effect of related-party transactions on firm performance, instead of focusing on specific announcement effects of relate-party transactions (Cheung, Rau, and Stouraitis 2006).
Table 9, Panel A, reports the regression results of performance on the related-party transactions. Model 1 reports the regression result of Tobin’s Q (as the dependent variable) on the related-party transactions (RPT), POLCON, an interaction of PRT and POLCON, and other control variables. Tobin’s Q is affected negatively and significantly by the related party transactions (-0.500), but positively and significantly by POLCON (01.03) and the interaction of RPT and POLCON (0.344). The effect of RPT (-0.50) seems to outweigh the effect of the interaction term of RPT*POLCON (0.344), implying that the net total effect of RPT on Tobin’s Q is negative. These results support Hypothesis 5. Our result indicates that political connections dampen the negative effects of the related-party transactions, an attempt not killing the goose that lays the golden egg. 

In Model 2, ROA is negatively correlated with the related-party transactions, but the coefficient is not significant, implying that ROA is not adversely affected by related party transactions in a significant way for two reasons. First, the economic losses resulting from certain related-party transactions may not appear at all in the income statement, thus they does not affect explicitly the bottom line. However, these transactions may adversely affect the balance sheet and the firm value. Second, losses resulting from some related-party transactions may occur sometime later down the road. The current income is thus not affected by the losses, which have been captured by the Tobin’s Q. 

[Insert Table 9 here]

Cheung, Rau, and Stouraitis (2010) demonstrate immediate losses of market values in response to the related-party transaction announcements in Chinese firms. They show that minority holders seem to have been expropriated through the related-party transactions in firms that are controlled by the local governments. However, firms controlled by the central government appear to benefit from these transactions. We examine explicitly the direct effect of related transactions on firm performance and the indirect effect of how ownership interacts with the related-party transactions that may affect performance. To this end, we classify related-party transactions conditioned on the ownership structure. That is, we split the related-party transactions into three groups: (1) politically connected firms with related-party transactions and with the ultimate private ownership, (2) politically connected SOEs with related-party transactions and with the local government as the ultimate owner, and (3) politically connected SEOs with related-party transactions and with the central government as the ultimate owner. This classification enables us to examine the ownership structure on performance. 

Model 3 presents the results for the three types of ownership on the related-party transactions. The direct effect of RPT on Tobin’s Q is -0.502 while POLCON is 0.102. The three groups of RPT ownership have a positive and significant effect on Tobin’s Q. The related-party transactions in politically connected private firms (Private*RPT*POLCON) is 0.256, in politically connected SOEs that are controlled by the local governments (LOCAL*RPT* POLCON) is 0.421, and in politically connected SOEs controlled by the central government is 0.247. They are statistically significant but they are smaller than the coefficient of RPT (-0.502). These results imply that the net effect of RPT on Tobin’s Q is negative, after accounting for the RPT-ownership interaction effects. One notable point is that the related-party transactions in SOEs controlled by the local governments appear to have the largest positive offsetting effect (0.421) on Tobin’s Q. Thus, these SOEs appear to mitigate the expropriation effect of related-party transactions the most as compared to the private firms and the central-government-control SOEs. First, our explanation is similar to that by Berekman, Cole, and Fu (2010) who argue that securities-market regulations that protect minority-shareholders may not work for those politically connected firms. The local government as the owner in SOEs can work better with regulators, either not enforcing rules that protect minority stockholders or they will minimize the penalty cost even if the rules are enforced. The logic is similar to that of Cull and Xu (2005). Our results showing the largest offsetting effect of local political connections on RPT supports the common saying that all politics are local. As local SOE owners are the local governments, to protect their interest, they will not enforce regulations to the fullest that hurt their own business. Second, the politically connected SOEs controlled by the local governments can gain financial benefits by having easy access to bank loans and through other factors (i.e., lower unit cost of sales, lower financing cost, and larger sales) locally by improving their market power. In addition, Panel B of Table 9 indeed demonstrates that SOEs in general (regardless of the central or the local government ownership) have larger related-party transactions but have larger sales and lower financing cost than the private firms. 

6. Conclusions

This study uses panel data analysis to examine the relationship between political connections and firm performance in Chinese firms from 2004-2008. We propose a new definition of political connections to improve upon the relatively diverse definition of political connections in earlier studies. That is, we define the firm-level political connections if the firm’s top managers or board members have strong political connections linked specifically to a certain rank or above in the Chinese government. Political connections have a threshold effect on firms because lower rank government officials may lead to a biased or noisy result. Our analysis indicates that the better refined definition of political connections proposed in our study as political capital yields a more robust result for the positive relationship between political connections and firm performance.

 We use a panel data analysis with a fixed effect model to mitigate the omitted variable problem that plagues the literature on political connections. Our analysis demonstrates that political connections in China are positively correlated with firm performance after accounting for the different ownership structures and related-transactions that serve as a proxy for wealth expropriation. While our study demonstrates that the related-party transactions, a proxy of wealth expropriation of minority stockholders, reduces value firm, political connections mitigate the negative effect of wealth expropriation, particularly more so in the state-owned-enterprises (SOEs) that have the local government as the ultimate owner. 
This study also explores likely channels through which the benefits of political connections may come to fruition. Specifically, we find that politically connected firms prepare themselves better for profitable investment opportunities by initially holding on to more cash on hand. The result is robust when cash holdings are adjusted by the industry mean or median. In terms of actual financial policies and operation, on the investment side, politically connected firms can boost their sales to have larger economic power and at the same time lower the unit cost of sales, while on the financing side political connections enable firms to have greater access to the credit market and at the same time lower the financing cost. These results clearly indicate that political connections as political capital enhance the value of the firms by reducing their operating and financing costs. 

Our results demonstrate consistently that the political connections in SOEs are positively correlated with firm performance, indicating that SOEs and private firms are equally effectively in utilizing political connections to enhance firm performance. As China is still in a transition toward a market-oriented economy, the government still controls the resources of the economy in a large extent. Thus, SOEs have a unique advantage with obtaining information and market power. Provided that China’s financial and goods markets are not yet fully competitive, SEOs will continue to have comparative advantages. When China becomes more open and more changing market forces play a more important role, the conventional wisdom endorsing the view that private capitalism is more effective than state capitalism may then perhaps prevail.  
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� Thereafter politically connected firms are also referred to as political connectedness or connected firms.


� The composite index draws on 13 different expert and business surveys, to measure perceived levels of public sector corruption in a given country. The results in the 2009 index are sobering: the vast majority of the 180 countries covered score below five on a scale from 0 (perceived to be highly corrupt) to 10 (perceived to have low levels of corruption). One result is the widespread use of strategies of political connections to solicit favors from organizational authorities controlling scarce resources.


� The influence of Lao Tze’s philosophy on China is substantial, comparable to that of Confucius, especially for the middle and lower classes in China.


� Under the current Constitution in China, the government is the executive organ of State power, as well as the organ of State administration. People's Congress (PC) is the organ of state power for the legislature. The main functions of the Chinese Peoples Political Consultative Conference (CPPCC) are political consultation, democratic supervision and participation in the deliberation and administration of state affairs.


� In the Chinese stock market, there are two types of shares: A-shares and B-shares. The A-share market is mainly offered to the Chinese residents while the B-share market is typically denoted in Hong Kong dollars or US dollars and is offered to foreigners and Chinese residents with foreign currencies. This study examines only the A-share market. 


� According to the report on the work of the Supreme People’s Procuratorate of the People’s Republic of China at the 3rd session of the 11th National People's Congress (NPC), it reported there are 2670 official suspects at and above the county and division level, indicating these officials have real power.


� China is a manufacturing-based economy, with the dominating manufacturing sector of almost 59.82% in our study. We use a two-digit code to designate the manufacturing industries to control for the sector effects.


� When we compute the expropriation variable, we exclude items in the related-party transactions that are potentially beneficial to the firm. These include fund transactions, guarantees, or pledges and donations from the related party to the firm.


� Hereafter, we do not emphasize the threshold effects of political connections (at and above the county and division level) in order to concise our paper.


� We have used the Hausman Chi Square test to examine both the fixed-effects model and the random effects model for the panel data for our regression models. The results indicate that the fixed-effects model seems to perform better. So, the estimates based on the fixed-effect model are reported here. Similar tests are conducted for the analyses in this study.


� The PC has a collection of functions such as legislation, decision, supervision, election and removal, while the main functions of CPPCC are political consultation, democratic supervision and participation in the deliberation and administration of state affairs. In reality, the members of PC or CPPCC only play a symbolic but powerless role, often are referred to as rubber stamps, contrasting to the real power of the government officials.





� Nguyen and Nielsen (2010) suggest that independent directors provide a valuable service to shareholders.


� La Porta, Lopez-de-Silanes, and Shleifer La Porta et al. (1999) is the first study that investigates the issue of ultimate control, they trace the chain of ownership to find who has the most voting rights.





� According to the Ministry of Finance Statistics, in 2010, SOEs realized profits of almost 2 trillion yuan, up by 38 percent as compared with 2009. In addition, according to the State-owned Assets Supervision and Administration Commission of the State Council (SASAC), during the 11th Five-Year Plan (2006-2010) for the National Economic and Social Development, the central SOEs increased their net asset values at a rate of 15.6 percent annually on average, thus net asset values have almost doubled in the period.


� Li Xiaopeng was formerly the President of China Huaneng Group and Huaneng Power International and got a promotion because of his firm’s good performance. Currently, he serves as the Vice-governor of Shanxi. Wei Liucheng was appointed general manager of the China National Offshore Oil Corporation. He currently serves as the Communist Party of China Committee Secretary of Hainan. Zhu Yanfeng was president of China FAW Group Corporation, but has become the vice-president of Jilin Province. Xu Zuyuan was vice president of China Shipping Group, but now is the Vice Minister of Transport. There are also many other examples not listed here.
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