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Abstract

By a panel data set of Chinese manufacturing firms and their connections with top
leaders from 1998 to 2007, I exploit the variation in political connections for the same
firm across years to identify the preferential treatment from the Chinese government.
My results suggest that firms connected with one more top leader from the State Council
receive 9.4 percent more subsidies, firms connected with one more leader who holds
positions on both the State Council and the Central Committee obtain 23 percent more
state capital. When there is extra state capital due to political connections, other domestic
capital is crowded out. The heterogeneous effects find that firms with more employees,
but lower sales and less profit tend to receive more state capital if equally connected,
while firms with higher sales tend to obtain more subsidies. This additional state capital
and these subsidies do not seem to improve the firm’s performance.

JEL code: P16 P48

“From 1989 to 2002, China was led by a group of individuals imbued with heavy urban biases in
their views of economic development and with a strong industrial policy conviction..... They followed
a typical career path in a communist system-first serving as chief technicians and engineers at large
SOEs and then ascending through the bureaucracy.”

—– Yasheng Huang, 2008

1 Introduction

When there is an aggressive government that keeps a pervasive control on the economy, any
preferential treatment of leaders can have a substantial implication on the economy. China
is such an economy: First, its development is state-led and controlled from above; second,
it is of network or guanxi capitalism from below (Bardhan, 2010). Around 40% of GDP
are produced by firms directly controlled by the Chinese government, and around half of
the Chinese employees work in these firms (Szamosszegi and Kyle, 2011). Along with the
miracle growth of its economy, China is increasingly regarded as the crony capitalism. The
literature has shown that Chinese firms whose owners or board members are Communist
Party members or local government directors tend to benefit more in terms of obtaining
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financial credits and being less prosecuted (Li et. al., 2008; Cheung et. al., 2010), and it has
also shown that local government officials take advantage of their controls on firms to grab
rents when selling the state assets (Fisman and Wang, 2011). In this scenario, what are the
economic consequences of political connections with top leaders who are maneuvering the
resources and carrying out the economic policies in the presence of such a vast state control
of the economy?.

In this paper, I empirically examine whether firms that are connected with top leaders
in the central government receive more resources and acquire more market power. I define
the political connections as the number of top leaders who are connected with firms and
come into power in a specific year. In this paper, the top leaders refer to those who hold
positions on or above the minister level in the Chinese central government - State Council
and the Central Committee of Communist Party of China. The resources are measured by
state capital, the part of the capital structure that is invested by the central government.
Subsidies that are granted by the governments is another measure of the resources in the
analysis. The market power is measured by the product markup. I find that if the firm is
connected with one more leader from the State Council, the amount of subsidies it receives
increases by 9.4 percent; if the firm is connected with one more leader who holds positions
on both the State Council and the Central Committee, it will receive 23 percent more state
capital, and the markup is increased by 2 percentage points.

I track the firms and their political connections using the historical phenomenon that
many government officials were selected from industrial firms in China. When China initi-
ated the economy reform (1978-), the industrial sector was regarded as the central part of the
reform and many individuals with working experience in the industries have been selected
into governments since the late 1970s. At that time, interchanging jobs between government
offices and firms were common since firms were all publicly owned before the reform of the
economy. Actually it was not until the adoption of the Company Law in 1994 that there was
a clear distinction between firms and government units. This is how the situation described
above emerged, and the trend even continued after 2003. In my dataset, 153 out of the 295
top leaders in 1998-2002, and 119 out of the 280 top leaders in 2003-2007 on the central gov-
ernment and the party organ had some working experience in firms at some point in time.
When the leaders start their influential positions, not only firms but also the industries in the
cities from which they originate will gain more attention from the public. Political leaders
may also favor the firms in the industry and the city where they have worked at some point
in time.1 In this paper, the firm is thus regarded as being connected to a top leader if it is
in the industry and city where the leader worked at some point in time and the leader is in
power in that year.

To construct the political connection with firms, I first collect a set of data on politicians
covering the CV of 350 top leaders who were in power at some point in time during 1998-
2007 either on the Central Committee of the Communist Party of China (the highest Party

1In the firm data used in the paper, firms that top leaders actually worked for only account for 0.1% which is
a very small group so I focus the discussion on a broader group with more general characteristics, firms in the
industry and city top leader worked for at some point in time.
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organ) or in economy-related offices on the State Council (the central government). Then, I
match it with the panel data of manufacturing firms by the industry and the city where these
top leaders worked at some point in time to obtain the panel data.

Assuming that the political connections are exogeneously shaped, I explore the variation
within the same firm and across years to get a clean identification. Besides the historical fact,
the political connection is arguably exogeneous also because of the top-side-down appoint-
ment pattern in Chinese bureaucracies. Once the individuals enter the government, they
follow the stereotype promotion pattern: Initially, they work in local/city governments for
years, then they can be promoted to provincial governments if they perform well, and several
years later, they might be further promoted into central government. Then, they finally have
the chance of being promoted to (vice) ministers or higher positions. The promotion process
from local to central government usually takes a very long time (more than 10 years) and the
top-side-down decision means that it cannot be affected by lower-level governments, insti-
tutes or citizens. It suggests that individual top leaders in-and-out of power is exogenous to
one specific firm. Therefore, it provides the main identification for the paper.

Using the empirical results, I distinguish two possible mechanisms for why leaders favor
the connected firms: the information view and the reputation building view. According to
the information view, if the leader aims at maximizing the return to government investment,
connected firms with a higher quality tend to receive more resources when the politician
comes into power because the politician knows them well. According to the reputation
building view, the leader will divert more resources to places where there is public atten-
tion and thus gain a good reputation from the public opinion. In China, when a leader is in
power, places he worked for at some point in time immediately attract more attention from
the general public. It is then easier to be aware of the good performance of those places. In
China, people usually owe some credit to the leader if the places where the leader came from
develop well. Therefore, to build a good reputation, the leader then diverts more resources
to those places to promote their development. If the information view holds, we should ob-
serve that good firms (firms with higher sales and profit, for example) tend to receive more
government resources; if the reputation building mechanism works, we should observe re-
sources going where the public expects them to go, for example to large firms with more
employees. Naturally, other mechanisms may also explain my results, for example, the so-
cial networking view or the bribery view. However, due to the absence of the appropriate
measurement, the paper is not able to test them.

After finding out the preferential treatment of the connected firms, I further examine two
interesting questions: What types of firms are more likely to be granted more resources if
equally connected? And, what happened to firms’ performance after they received the extra
resources due to their political connections? The results show that firms with more employ-
ees but lower yearly sales and a lower profit tend to obtain more state capital. However,
after the firms have received the extra state capital, none of the firm characteristics men-
tioned above are found to have changed statistically significantly. When a similar analysis
is applied to subsidies, I find that firms with higher sales predict more subsidies given that
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they are connected with a top leader from the State Council, and the profit only increases in
the first year that the connection appears and then decreases. The extra resources due to po-
litical connections do not seem to have any long-term effects on any firm characteristic. The
findings lend more support to the reputation building view than to the information view. It
also presents a question for future research: What were these resources used for?

Another performance of firms that is worth studying is capital structure: when the cen-
tral government invests more in a connected firm, how will other investors react? Limiting
the sample to firms that actually obtain (lose) more resources in the first year or one year
after they gain (lose) political connection, I check the years before and after they switch into
(out of) the connection to track down the capital structure. I find that when extra state capital
due to the political connections kicks in, collective capital (the capital owned by local gov-
ernments), domestic private capital, legal person capital, and Hongkong & Macao capital are
crowded out, while foreign capital remains. However, two years after the emergence of the
connection, state capital starts to decrease while domestic private capital starts to increase.
Furthermore, the total amount of capital does not increase but actually decreases with the
arrival of the extra state capital. The state capital might substitute other kinds of capital and
thus, getting extra state capital does not make the firm more attractive for other investors.

This paper first relates to the literature in political economy that studies how political
leaders use their power to grant economic favors to connected firms (Fisman, 2001; Johnson
and Mitton, 2003; Faccio, 2006). However, most of the literature studies the political connec-
tion as the personal connection between politicians and specific firms, either via cronyism or
shareholding or managers, see, for example, Khwaja and Mian (2005). This paper extends
the definition of political connections to a group of firms sharing similar characteristics with
politicians. The phenomenon cannot be explained as being the same as the concept of con-
stituency, because there is no election for leaders in China. Therefore, the evidence provides
a clue to consider for economic theorists : What is the motivation for this political favor
without election disciplines?

Existing studies of political connections usually deal with democratic countries, and the
trade off occurs between politician accountability and private (pecuniary) benefit. Under the
autocracy, without the election system, accountability is considered to be difficult to hold,
which then fades the development How much will the political connection affect the eco-
nomic activity under an autocracy? This paper provides such evidence using the case of
China.

The study also contributes to the political connection literature in two ways. First, the pa-
per measures the intensity of the connections by the number of connected leaders instead of a
simple indication of their presence. Second, the study reduces the omitted variable concern
that often plagues the literature on political connections by using a panel data framework
with firm fixed effect controls.

The rest of the paper is organized as follows. Section 2 presents the background informa-
tion on government resources, enterprises and politicians. Section 3 describes the building
of the data set and the main econometric methodology used in the paper. Section 4 presents
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the basic results of the political connection on state capital, subsidies and markup, while sec-
tion 5 explores how other firm characteristics change with the connection. Section 6 checks
the heterogeneous effect of the political connection and firm performance after the firms get
more resources from the government via the connection. Section 7 concludes the paper.

2 Background of politicians and firms in China

2.1 Firms and government resources

Besides ownership, the Chinese government is always inclined to use active fiscal policy to
intervene in economic activities. For example, to fight the global recession in 2008-2009, the
Chinese government implemented a government spending package valued at RMB 4 tril-
lion (US$ 86 billion) in November 2008 (Deng et al., 2011). And Chinese governments have
been allocating plenty of resources to support firms, including direct investment, subsidies,
special funds, tax breaks etc. To have a rough idea of how large that part of the money
is, figure 1 plots the total subsidy and additional working capital that the central govern-
ment gave to enterprises as ratios of yearly government expenditure. Although decreasing
across years, the yearly subsidy to enterprises is still large, accounting for 0.5-3 percentage
points of yearly government expenditure; similarly, the working capital of enterprises also
decreases over the years, accounting for 0.05-0.5 percentage points of yearly government
expenditure; however, the innovation funds to enterprises still remain 2.4-3.7 percentage
points of the yearly expenditure. Government investment and subsidies to firms (including
the innovation funds)2 constitute the main focus of the paper. This paper studies the political
connection with the national top leaders, so the analysis only focuses on capital flows from
the central government. Since there is no detailed information on the subsidy sources, I use
the total amount of all government subsidies as the measure.

The capital from the central government is called state capital, and falls into two types:
capital to the central enterprises and capital to other regional enterprises.3 The investment
in the central enterprises are directly managed by the State-owned Assets Supervision and
Administration Commission (SASAC) on the State Council, whose core mission is to act as
an investor and owner of state assets for the central government. Another type of regular
investment planned by the State Council is called the central government within budgetary
investment, at least amounting to 2-3 hundred million RMB (i.e. 30-45 million US dollars)

2For individual firms, granted innovation funds are grouped into government subsidy.
3The Chinese economic system classifies enterprises according to their level of administrative supervision.

The central enterprise is the one where the control rights-managerial appointments, asset disposals, strategic
directions-of the firms and some or all of the income rights reside with the central government. For regional
enterprise, the same control and income rights belong to a regional government (Huang, 2004). For enterprises
with more than one public share holder (central or local governments), the administrative supervision is carried
out by the largest investor. If the enterprises are completely private or foreign invested, the relationship of
administrative supervision is decided by the level of government they are registered with.
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per year, and this part of the investment can be increased contingently. It is managed and
decided by the National Development and Reform Commission (formerly the State Planning
Commission and the State Development Planning Commission before 2003), while the Min-
istry of Finance issues the funds. In principle, the budget investment functions work like
industrial and fiscal policies for the macro-economy adjustment; in practice, they work like
the project investment funds, and there is no clear rules to guide in which firms they should
invest. There can also be other irregular investments issued out from the offices listed above.

Every year, many kinds of subsidies are announced by various offices in the State Coun-
cil, and for each of them, there is a specific title. According to Qin (2004), there are three
types of subsidies toward SOEs: a) subsidies to help sustain and revive loss-making SOEs;
b) subsidies to help privatize or restructure SOEs; and c) subsidies to foster key SOEs. In
more detail, if an SOE wants to lay off redundant employees (caused by the old command
economy system), wants to reconstruct the production and business, plans to diversify the
ownership, or wants to purchase advance technology or replace the old machines, it can ap-
ply for such corresponding subsidies to realize its plan. For subsidies that are used to lay off
redundant employees, the firm should interact with the Ministry of Human Resources and
Social Security (formerly the Ministry of Labour and Social Security before 2003); subsidies
for upgrading technology and production machines, and for projects with innovative sci-
ence and technology are managed by the Ministry of Science and Technology. Other offices
that may issue subsidies include the National Development and Reform Commission, the
State-Owned Assets Supervision and Administration Commission, the State Planning Com-
mission, the State Development Planning Commission, the State Commission for Economic
Restructuring, the Ministry of Finance as well as the Ministry of Commerce. Actually, not
only SOEs but also firms with other kinds of ownership, for example collective firms or even
firms financed by foreign investments are qualified to apply for such subsidies.

Figure 2 shows the share of subsidies that was directed to foreign enterprises from 2000
to 2006: it increased across years and amounted to 26% of the total subsidies from the cen-
tral government. In the data used in the paper, firms with all types of ownership report
non-zero subsidies. Usually, firms that are subjected to the administration and supervision
of higher level governments (those closer to the central government) respond more to the
subsidy announced by the State Council. At the same time, there are subsidies with various
titles announced by local governments that firms can apply for. Given the vertical style of
bureaucracy in China, we cannot deny that the top leaders from the State Council or the
Central Committee may also affect the decision of the local resource allocation.

Allocating the state capital investment and subsidies is the duty of the related State Coun-
cil offices. However, China is lead by the unique party, the Communist Party of China (CPC),
and the Central Committee is the top authority within the CPC and in charge of all work of
the Party. Although there is no explicit way for the party of directly intervening in the econ-
omy , it is reasonable to believe that the Central Committee has the power of influencing
the decision of the State Council: all the most essential social and economic policies need to
be approved by CPC and, more importantly, CPC holds the nomenclature role for appoint-
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ments on the State Council. According to the legal right of Central Committee members, we
should not observe the impact of the political connection with a Central Committee member
on resources from the central government to firms, but given the possible Party influence, I
leave this question open.

2.2 Top leaders arising from firms

The study defines that a firm is regarded as connected with a political leader in power if the
firm is located in a city/county and industry where the politician has worked at some point
in time. The leaders on which the paper focuses include the heads of offices on the State
Council that are mentioned in section 2.1, and the members of the Central Committee who
were in power at some point in time between 1998 and 2007. In sum:

1. Members of the Central Committee of the Communist Party of China except those who
were promoted from the army, since the administration system of the army is separated
from other government bureaucracies and thus, the promotion pattern is also different.

2. Heads or vice heads of the departments in the State Council which are involved in the
decision of or carrying out the allocation of resources to firms. Premiers, ministers,
directors, the secretary general or the vice secretary general from the National Devel-
opment and Reform Commission; the State-Owned Assets Supervision and Adminis-
tration Commission; the State Planning Commission; the State Development Planning
Commission; the State Commission for Economic Restructuring; the Ministry of Fi-
nance; the Ministry of Commerce; the Ministry of Labour and Social Security; the Min-
istry of Human Resources and Social Security; the Ministry of Science and Technology.

The political leaders of the two categories might overlap. That is, a leader can be a head of
office in the State Council and, at the same time, be a member of the Central Committee of
CPC, and the leaders who hold positions in both are usually more powerful. Many of the
top leaders have been working in SOEs. It is worth noting that many of the SOEs that they
worked for at some point in time have been re-constructed as concerns both ownership and
corporate governance aspects today (Clarke, 2003). Therefore, the type of ownership might
not be of any great importance in terms of receiving preferential treatment due to political
connections.

A typical career pattern for leaders would be: First, they are re-assigned to the local
government from firms. Subsequently, as a common case, they would serve in the local
governments, possibly at the county to provincial level for years. Then, if their performance
is highly valued, they will be promoted to the State Council and finally get the chance of
being selected into top positions, or being elected to the Central Committee.

The process for a politician of getting to the top position is very complicated and long,
so I argue that whether and when the politicians come into power is independent of the
individual firms they ever worked for. To become a member of the Central Committee, the
politician needs to win in the voting of the Party National Congresses, which is composed
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by thousands of Party members across the country. The heads of departments on the State
Council are nominated by the Premier each term, and appointed by the Party, while the vice
heads are selected in a more flexible fashion and not restricted by the time period of the term.
It is impossible for one individual firm to lobby the various persons who are involved in the
appointment. Furthermore, for firms with more than one connected politician, it is even
harder to predict the total number of politicians to whom they are connected in a certain
year.

Although whether and when an individual politician is in power is arguably exogenous,
industries in cities that the politicians come from may be important for the (local or national)
economy in a certain period of development of the economy. Therefore, the government will
grant economic favor to them even if they do not have any connections at all. The study
takes this issue into account by controlling for the interaction terms between industry and
year dummies and between province and year dummies.

3 Data and methodology

3.1 Data sources

The firm data is from the Annual Surveys of Industrial Production, collected by the Chinese
National Bureau of Statistics every year since 1998. It is a census of all manufacturing firms
with a yearly sales revenue exceeding 5 million RMB, i.e. approximately 0.9 million US dol-
lars, in mainland China, including firms with all types of ownership. The panel data started
with over 160,000 firms in 1998, with new firms joining every year, and in 2007 a total of
330,000 firms is included. The surveys cover very detailed information about firms: names,
addresses, age, ownership, registered capital and its sources, employees, wage, equity, tax,
subsidies etc. The paper limits the leaders under study to the top leaders from the central
government and Central Committees. Assuming that the influential power of top leaders
decreases along the government cadre, in the study, only firms with an administrative su-
pervision relationship to the central, provincial and prefecture governments, for least one
year during the data period, are chosen. It includes 86,827 distinct firms with a ten-year
panel from 1998 to 2007, and a total of 406,774 observations.

The data on politicians has been collected by the author: first, the name list of mem-
bers of the CPC Central Committee, (vice) Ministers/ secretaries of the State Council de-
partments that were mentioned in section 2.2 and were in power at some point in time
during 1998-2007 are found, in total 350 politicians; next, politicians’ individual CVs are
collected from the Dictionary of Successive Communist Party of China Central Commit-
tee 1921-2003 (The Organization Department of the Communist Party of the China Central
Committee and the Party History Research Center of the Communist Party of China Cen-
tral Committee, 2004), www.baidu.com, www.renwu360.cn/, www.xinhuanet.com. Infor-
mation on individual characteristics, including education, fields of majors, working experi-
ence, province/city/county worked in at some point in time are all collected.

Among the 350 politicians, 200 indicate having work experience in firms, but only 173
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politicians clearly state the firm names. Then, I use the 173 politician records to build the
political connections with firms. Then, 277 distinct firm names are obtained from their CVs
(not all of them are manufacturing firms).

I check the two-digit industry codes for these firms and the corresponding city/county
they locate in. For firms existing in the survey data, I use the industry code given there (the
matched firms can have more than one industry code across years, all are recorded); for firms
that are not found in the survey data, I check their online profile to obtain the industry they
claim to belong to; for firms that do not specify the industry on their web site, I search in the
survey data of manufacturing firms for similar firms by product and then take the top three
frequently stated industries as their industry Therefore, one firm can correspond to more
than one industry.

Some members of the Central Committee serve in the provincial governments at the same
time. This group of leaders is addressed in particular because there might be conflicts about
the favors between the local region they are serving and the regions they have served at some
point in time. Firms in the industries and cities/counties associated with these leaders are
regarded as connected if the cities/counties are inside the same province where the leaders
serve while they are members of the Central Committee. Otherwise, they are regarded as
not connected. The political connection is thus coded by the pair of city/county + industry.
It finally gives 194 city/county + industry connection pairs. For each of these pairs in each
year, there are three types of political connections: the number of connected leaders from the
State Council, the number of connected leaders from the Central Committee, the number of
connected leaders who holds positions on both the State Council and the Central Committee.
Merging this with the manufacturing firm data, 170 city/county + industry connection pairs
associated with 131 politicians are matched. In total, 10,287 out of 86,827 distinct firms ever
had any political connection during 1998-2007

3.2 Summary of statistics

Table 1 presents the summary of statistics for the variables of interest. State capital, the
part in the capital structure that is invested by the central government, and subsidies that
are granted from the governments are the measures for preferential treatment from govern-
ments. Both of them are in the logarithm of the yearly amount.4 As shown by table 1, the
state capital for one single firm can be as large as 2000 billion RMB and the yearly subsidy
can be as large as 13.8 billion RMB. Markup is the measure for the market power of firms,
and is calculated by dividing the total profit by the total cost of the products. The range of
the markup is huge, from -199.1 to 16826.4. Other firm characteristics, including the total
number of employees, yearly sales, profit, total number of actual received capital as well as
the birth year are also described in table 1.

Panel B and Panel C in table 1 report the statistics of firm characteristics for firms that
are never connected and connected at some point in time, respectively. Firms that are never

4The two measures are the logarithm of the number plus 1 so as to get rid of the negative infinite value.
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connected and firms that are connected at some point in time have a closer mean value and a
standard deviation of subsidies, but for state capital, firms that were connected at some point
in time have a much lower mean. Firms that were connected at some point in time show a
much lower mean of the markup than those that were never connected, but they also have a
much lower standard deviation than what the similarity within the group suggests. For other
characteristics, firms that were connected at some point in time and those that were never
connected show similar mean values and standard deviations for the number of employees,
yearly sales and total received capital. Firms that were connected at some point in time have
a mean profit that is three times larger than those that have never been connected.

The sample of firms that were connected at some point in time and those that were never
connected can be very different. As most of the leaders on which I focus were selected from
industrial firms to governments in the very early years of the reform of the economy, it means
that some regions and industries are much less likely to be the origins of the leader. Before the
economy reform, China was not even well industrialized so that quite a few counties/cities
have no or not enough necessary infrastructure for the industrial sector to develop at all.
Also in the early years of the reform of the economy, the types of industries were not as
many as today so that the politicians can never be selected from some industries. Therefore,
firms in these industries and counties/cities can be very different from those where current
top leaders worked at some point in time had in many respects. In order to have a better
control group, I will limit the analysis to firms that had political connections at some point
in time during 1998-2007.

That a firm was connected with a top leader at some point in time does not mean it has
these political connections every year, because the politicians can be in and out of positions
across years for various reasons. The number of connected leaders that hold positions on
both the Central Committee and the State Council ranges from 0 to 2; the number of con-
nected leaders from the Central Committee ranges from 0 to 9; the number of connected
leaders from the State Council ranges from 0 to 3.

Table 2 shows the statistic of all 131 politicians that were ever connected with firms across
years: the status of in or out of power each year. For the three types of politicians, the num-
ber of connected leaders who hold positions on both the Central Committee and the State
Council are always the fewest, the number from the Central Committee is the highest, and
the number from the State Council accounts for one fourth to half of the number of those
from the Central Committee. The data period covers two government periods of the two
types of politicians, which are the period 1997-2002 and the period 2002-2007 for the Central
Committee of CCP; the period of 1998-2003 and the period of 2003-2008 for the State Council.
Therefore, the period of 2002-2004 is when most changes were observed. From table 2, we
can see that the year 2002 and the year 2003 are the most volatile years. There is less change
in the leaders from the State Council compared to the leaders on the Central Committee. It
might be because the departments on the State Council involved in the economic interven-
tion usually require professional knowledge and experience so that the turnover of leaders
is less frequent.
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The turnover of leaders can also occur in years outside the years when there is a change
of government periods. Such irregular appointments are more likely to happen with the
State Council and vice heads because of the contingent needs. A replacement on the Central
Committee can only occur for unpredictable reasons (sick, dead, investigated/arrested due
to malpractice etc.). In order to maintain the fixed number of Central Committee members,
new politicians are elected to fill the absence in this situation,. Table 3 lists the number
of changes each year by reasons. Among these reasons, dismissed/arrested/fled due to
malpractice, term limit, and retired can be regarded as a purely exogenous shock, which
accounts for 8% of the total variance. Given the selection process of the top leaders in the
national government and the shock of replacement, the amount of politicians that firms were
connected with each year is arguably exogenous to firms.

3.3 Methodology

The core difficulty in identifying the impact of political connections on preferential treatment
from governments is the endogeneity concern. Some firms are important and influential to
the country so that politicians that worked there at some point in time are more likely to be
promoted and, at the same time, more government resources are directed to firms; or such
firms have received government preferential treatment for a long time, and would further
lobby the decision makers to elect the politicians who are connected with the firms to the
positions. Given this concern, a convincing estimation strategy is to exploit the variation for
the same firm across years by using firm fixed effects (Khwaja and Mian (2005):

The main estimator in the analysis is the fixed effect estimator for panel data,

yit = ci +λt + Political_connectionitτ+ Industryit ∗λt + provincei ∗λt +Gi ∗λt +Ownershipit ∗λt + εit (1)

where yit are the results of interest: state capital, subsidies and markup of firm i in year t.
yit can also be other firm characteristics in auxiliary regressions and checks. The reason why
I do not scale the state capital and subsidies by yearly sales or the total number of employ-
ees is that either sales or employees can be affected by the political connection. Similarly,
because many firm characteristics such as measures of the performance might be affected by
the political connection, I exclude them from the regressions. λt is the vector of year dum-
mies, and the subscript t denotes year 1998 to 2007. ci is the firm fixed effects representing
unobserved firm characteristics.

Political_connectionit is the vector of political connection indexes for firm i in year t, which
are the key independent variables of interest: # o f CCSC politicians, # o f CCSC politicians,

# o f SC politicians. CC refers to the Central Committee, SC refers to the State Council, and
CCSC refers to the Central Committee and the State Council. Since one politician can be
in and out of office across years, the number of politicians that are connected with firms
changes across years.

Industryit ∗ λt, provincei ∗ λt, are interaction terms between industries dummies (two-digit
industry code, 40 categories in total), province dummies (24 provinces out of a total 31
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provinces in China) and year dummies, respectively. These interaction terms are included
to control for the provincial trend and the industry trend that may affect the decisions of re-
source allocation and the appointment of politicians. The reason why the politicians were se-
lected from firms to governments can be that the industry they worked in was important for
the economy at that time. Although the year they were selected from firms to governments
is many years before the survey years, it is possible that those industries are still important
for the national economy nowadays. Similar concerns apply to the provinces. Controlling
for the industry trend and the provincial trend in the regressions will cater to these concerns.

Although the sample is limited to firms that were connected with top leaders at some
point in time, the connection patterns differ across firms. There are four types of firms: firms
switch at least twice between being connected and not connected during the sample periods
- type 1; firms have no political connection at the beginning of the sample periods but gain it
later on - type 2; firms have the political connection at the beginning but lose it later - type 3;
firms have political connections in all survey years - type 4. It is possible that firms with the
same connection pattern share some unobservable characteristics. I control for the different
connection pattern trends by including the interaction terms between the dummies of four
types and year dummies, Gi ∗ λt . Gi is the vector of the connection pattern dummies.

According to Huang (2004), the Chinese government has a political pecking order: the
government holds certain political preferences towards different types of ownership, and
the preferences are translated into economic policies, regulatory practices, financial support
decisions etc. State-owned or state-controlled enterprises are ranked first, and then follow
collective firms, firms financed by foreign investments are next, while domestic private firms
are the last.5 I control for the ownership type trend by including the interaction terms be-
tween the dummies of ownership and the year dummies, Ownershipit ∗ λt.

In all regressions, the standard errors are corrected to account for the correlation of the
error terms across observations in different years that correspond to the same firm and thus
are clustered at the firm level.

4 Main results

4.1 The impact of the political connection on state capital, subsidy and market
power

Table 4 presents the results of the estimation of equation (1). If the firm is connected with
one more leader who holds positions on both the Central Committee and the State Council,
it will obtain 23 percent more state capital than the average level, and its markup is increased
by 2 percentage points. However, such a connection has no impact on the subsidies the firm
receives. In contrast, if the firm is connected with one more leader from the State Council,
the subsidies it receives will be 9.4 percent higher than the average. The connection with
leaders who only hold positions on the State Council does not help firms obtain more state
capital: the point estimate is small and negative and without any statistical significance. The

5In total, 23 ownership types exist in the data.
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connection with leaders from the Central Committee does not show any effect on all three
outcome measures, in terms of both economic and statistical significance.

Usually the leader holding positions on both the Central Committee and the State Coun-
cil ranks at the top of the hierarchy. Hence, it is not surprising to see how they influence the
large amount (state capital investment) rather than the small amount (subsidies). Compared
with subsidies, the probability of receiving extra state capital investments from the central
government is much lower, but the amount is much larger than the subsidies. Therefore,
if the powerful top leaders plan to favor their preferred firms, they will not bother about
grants of a small amount such as subsidies, rather they will consider big grants like state
capital investment. On the other hand, comparatively lower level leaders, who only hold
positions on the State Council, for example, may not want to risk and divert the state capital
to their preferential firms. This is due to the fact that the amount of state capital investment
is usually huge and easily noticed if it goes to some inferior or unqualified firms.

Compared with the resources that are directed to firms through political connections, the
market power of the firm is the second-order effect. Holding total resources unchanged,
when the connected firms receive more resources, it may strengthen firms’ competence or
help maintain their monopoly powers; even if it does not help them compete with other
existing firms, it will definitely deter new entries and thus increase their market power.

4.2 Why do such political connection work?

As the concept of political connections defined in the paper is different from the existing
studies but we do observe the impact, what can explain such an impact? I suggest two
mechanisms in this subsection and discuss the appropriateness of them in later sections af-
ter more results on the heterogeneous effects and the usage of extra resources have been
investigated.

The first mechanism is the information view. Similar to the related lending discussed in
La Porta, Lopeiz-de-silanes and Zamarripa (2003), leaders may know more about the firms
in the industries and the counties/cities where they worked at some point in time, so they
are better able to assess the cost-benefit of the investment. If the leader acts as a government
investor and aims at maximizing the profit of investment, the information view predicts that
the resources are more likely to go to high quality firms and generate high returns.

The second mechanism is the reputation building view. In China, when the politician
became an influential and well-known figure, industries and counties/cities where they have
worked at some point in time will attract more attention from the public. If firms there grow
well, people or even the superior officers will nevertheless owe some credit to the leader.
Such a good image definitely does good for the future career of the leader. At the same time,
given the high concentration of the public attention, policies or directives from the leader in
these places will be quickly noticed by people. Therefore, it is easier for the leader to build a
good image by doing some things that meet public expectations. Hence, when the politician
comes into power, she/he is motivated to divert resources to promote the development of
the industries in the counties/cities. For the public, it is not easy to observe the profit and
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even if it is, most people care about employment much more than market value. Then, when
choosing what firms to boost, the leader will favor those firms with a large number of people
employed.

To further tell whether one of the mechanisms or both are more appropriate for the case
under study, we will need to check what type of firms is more likely to receive the favor from
connected leaders. This will be discussed in section 5.

Besides the above two mechanisms, other mechanisms such as social networking or
bribery might also explain the impact. However, absent the appropriate measure, it is not
possible to make such a hypothesis. I leave this to future work.

5 Heterogeneous effects

The political connection occurs at the industry and county/city level, and it is not possible
that all firms within the connected industries and counties/cities received the preferential
treatment. Certain types of firms might be more likely to be targeted by the leaders. Accord-
ing to the information view, firms with higher sales or profit should be targeted; according to
the reputation building view, firms with a larger number of employees should be targeted.
To explore what are the characteristics that help firms obtain the preferential treatment, I
include some interaction terms to investigate the heterogeneous effects. These are the inter-
action terms between firm characteristics one year before the firm steps into the connection
and the number of political connections in the first connected year, as well as the interac-
tion terms between firm characteristics one year before the firm loses the connection and the
dummy of the first disconnected year.

5.1 Heterogeneous effects of political connections on state capital investment

Before constructing the interaction terms, I first need to find out when the preferential treat-
ment will emerge or disappear. After checks, I find that getting (losing) the extra resources
is more likely to happen in the same year that the firm steps into (out of) political connec-
tions, while little is changed one year after that.6 Therefore, in addition to the specification
of equation (1), I add the interaction terms between the firm characteristics one year before
getting connections and the number of connected leaders who hold positions on both the
State Council and the Central Committee, and the interaction terms between the firm char-
acteristics one year before losing connections and the dummy of the first year that the firm
loses connections. Thus, I run the equation (2) as follows:

yit = ci + λt + Political_connectionitτ + # o f CCSCit∗α + # o f CCSCit∗ × Charactit∗−1Φ + CCSCit0 β

+CCSCit0 × Charactit0−1Ω + Industryit ∗ λt + provincei ∗ λt + Gi ∗ λt + Ownershipit ∗ λt + εit (2)

where subscription t∗ denotes the year when the firm gains political connections, and t0

denotes the year when the firm loses political connections. # o f CCSCit∗ denote the number of
connected leaders that holds positions on both the Central Committee and the State Council.

6Results will be provided upon request.
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CCSCit0 is the dummy for the year that the firm loses the connection with leaders holding
positions in both.

The result is reported in table 5, column (1). Firms with more employees are more likely
to receive more state capital when they get connected. However, yearly sales and profits
predict the extra state capital in the opposite way: firms with lower yearly sales and less
profit are more likely to receive the state capital investment from the central government.
The point estimate is interpreted as: given that the firm is connected with a top leader who
holds positions on both the Central Committee and the State Council at year t∗, if the firm
has 1 percent more employees than the average, it will obtain 0.12 percent more state capital
investment as compared to firms that are connected with such a leader; if the firm earns
10,000 RMB less profit, it will receive though a very small percentage (8.84e− 08) more state
capital investment than the average; if the firm has 1 percent lower yearly sales than the
average, it will receive 0.08 percent more state capital investment. The effect associated with
the number of employees is large and suggests the larger weight of employment concern
when leaders decide where to invest the state capital. The level of total other capital does
not seem to help attract more state capital investment from the central government, since the
point estimate has no statistical significance at all.

Let us move to the interaction terms between firm characteristics and the dummy of the
year when the firm loses connections. Except the number of employees, the interaction terms
associated with yearly sales and profit do show opposite signs to those interacting with the
number of connected leaders. It suggests that firms with lower yearly sales and less profit
lose the state capital in the year when they lose the connection. Firms with more employees
still maintain the level of state capital when they lose the connection. However, except for
the interaction term associated with the profit, the point estimates for other interaction terms
do not have enough statistical power to be concluded.

The results suggest that state capital does go primarily to firms with an explicitly better
performance, but towards larger firms in terms of the number of employees. The purpose
of state capital does not seem to be to maximize the investment return. The top leaders do
not really take advantage of their knowledge of the connected firms. Thus, the information
view does not seem to work but the reputation building view is consistent with the results.
The top leaders tend to build a good image for themselves by boosting employment in the
industries and counties/cities where they worked for at some point in time.

Is the state capital investment towards large firms in terms of employment size efficiency?
It depends. If the central government cares more about big firms with more employees, such
preferential treatment from the leaders is efficiency in the sense that it helps the government
achieve its equality goal. If this is not the case, the efficiency in the economy is sacrificed and
the national economy then pays for the individual leader’s ambitions.

No matter what is the real target of the central government, state capital does help main-
tain large employment with the presence of such political connections. Leaving the efficiency
issue aside, large employment is always what the people like. Surprisingly, in an autocracy
and developing country like China, the career concern of leaders drives the behaviors of
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leaders somehow towards what people expect.

5.2 Heterogeneous effects of political connections on subsidies

As described in section 2, there are various names of subsidies with different aims: subsi-
dies for laying off redundant employees, subsidies for re-structuring productions, subsidies
for science and technology innovations etc. It is difficult to predict what types of firms are
more favored before looking into the results. Replacing the interaction terms in equation (2)
with those between the firm characteristics and the number of connected leaders who hold
positions only on the State Council, I run the following equation (3)

yit = ci + λt + Political_connectionitτ + # o f SCit∗α + # o f SCit∗ × Charactit∗−1Φ + SCit0 β

+SCit0 × Charactit0−1Ω + Industryit ∗ λt + provincei ∗ λt + Gi ∗ λt + Ownershipit ∗ λt + εit (3)

The timing variables t∗ (t0) are defined as the year when the firm gets connected (discon-
nected) with leaders holding positions on the State Council, because we only observe that
this kind of connections helps to obtain more subsidies in section 4. The result is reported
in table 5, column (2). We can see that only the estimate for yearly sales has any statistical
significance: firms with higher yearly sales receive more subsidies. This suggests that lead-
ers on the State Council seem to care more about firms with active business transactions.
However, other firm characteristics seem to be trivial in decisions on subsidy allocation, as
both the magnitude of the point estimate and statistical significance are small.

6 Usage of resources due to political connections

In this section, I discuss the usage of the extra resources that are obtained through political
connections. If the extra resources are given to firms with specific individual goals, for exam-
ple to build more projects, we should observe that related firm characteristics change with
the political connections at the same time. If the projects target a long-run return, or there is
no specific requirement and firms are allowed to maneuver the resources by themselves, and
if the extra resources are used appropriately, we may observe that some firm characteristics
change in a comparatively long run. To examine this question, I first check the short-run
effect of political connections in subsection 6.1, and then the long-run usage of the extra re-
sources since the year when the firm receives the preferential treatment in subsections 6.2 to
6.4.

To check the long-run usage of the resources, I limit the analysis to only firms which
actually obtain (lose) more resources in the year or one year after they gain (lose) political
connections. By standardizing the years into ith years before or after the year when the firm
gains (loses) connections and exploring the variation across them, I can draw a clear graph
indicating what is going on along the time axis. When analyzing the state capital investment,
I construct the standard years according to connections with leaders who hold positions both
on the Central Committee and the State Council; when it applies to the analysis of subsidies,
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I construct them according to connections with leaders who hold positions only on the State
Council.

6.1 Is the extra resource accompanied by more projects?

Bertrand, Kramarz, Schoar and Thesmar (2007) find that politically connected CEOs hire
more employees during the election periods but such an increase does not entail more projects
or contracts. Similarly, I ask what is the goal for the extra resources from governments to
firms. Is it because the connected firms are promising in terms of investment returns as sug-
gested by the information view?If so, the increase in state capital or subsidies will come with
more projects. In this case, we should observe a larger production size, or higher yearly sales,
or even a higher profit when they are connected with top leaders. Moreover, if the extra state
capital is issued to create more projects, but not to substitute other investment, we should
observe that the total capital of the firms increased with the connections with leaders holding
positions on both the Central Committee and the State Council.

Replacing the dependent variable with the number of employees, yearly sales, profits
and total amount of capital, I re-estimate equation (1). Table 6 presents the estimates of
political connections on the above four firm characteristics. From columns (1), (2) and (4),
we cannot reject the zero effect of the connections with leaders who hold positions in both
top authorities, and with leaders who hold positions only on the State Council. The two
types of leaders are shown to bring more resources to firms in section 4.

Column (3), surprisingly, presents a zero effect on total capital of connections with leaders
who hold positions on both the Central Committee and the State Council: the estimate is
negative and statistically insignificant. Why does extra state capital investments to firms not
increase total capital? A possible explanation is: when the state capital is increased due to
the political connections, it does at the same time crowd out other sources of capital, by an
equivalent or even larger amount.

6.2 Capital structure changes around years of getting (losing) connections

From section 6.1, we do not observe any increase in the total capital when the firm is con-
nected with leaders who hold positions on both the Central Committee and the State Coun-
cil, while such connections bring more state capital to firms. In this subsection, I check what
happens to the capital structure when firms receive an extra state capital investment due to
their political connections. I limit the sample to firms that obtain (lose) extra state capital in
the year or 1 year after they gain (lose) connections with leaders holding positions on both
the Central Committee and the State Council, and then run the following regression:

Kit = ci + λt + CCSCit′−1α1 + CCSCit∗α2 + CCSCit∗+1α3 + CCSCit∗+2α4 + CCSCit0 β1 + CCSCit0+1β2

+CCSCit0+2β3 + Industryit ∗ λt + provincei ∗ λt + Gi ∗ λt + Ownershipit ∗ λt + εit (4)

Kit denotes one of the specific types of capital: state capital, collective capital (from local
governments), domestic private capital, legal person capital (capital invested by domestic
companies), Hong Kong or Macao capital, foreign capital and total actual capital received.
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Subscriptt∗ denotes the year when the firm gets the connections, t0 denotes the year when the firm
losses the connections. The results are reported in table 7. From table 7, except for foreign
capital, all other types of capital start decreasing in the same year, or one to two years after
getting the connections, and the decrease remains even until the year when the firm loses
the connections. In one to two years after losing the connections, other types of capital start
increasing.

To clearly see the pattern , I plot the coefficient estimates α1-α4, and β1-β3 of regressions
for each type of capital in figure 3. From figure 3, we can see that the level of state capital
increases starting from the year when firms get the connections, but only two years after
getting the connections, the state capital has almost fallen back to the level of the time before
the connections. When extra state capital kicks in, all other domestic capital is crowded
out and capital from local governments (collective capital) and domestic legal person capital
decrease all the time even until the two years after the year when getting the connections.
Domestic private capital finally goes back and beyond the level of the years before being
connected two years after the year getting the connections. Hongkong & Macao capital and
foreign capital have the flattest patterns: they are barely affected by the extra state capital.
The most crowded out capital is legal person capital and collective capital, while legal person
capital can hardly return to the original level.

6.3 Usage of the extra state capital.

In this subsection, I investigate the usage of the extra state capital that is due to political
connections in a comparatively longer run. Will it be used to increase the production or
capability of making a profit? I limit the sample to firms which actually obtain more state
capital in the year or 1 year after getting connections. I replaced Kit with employees, yearly
sales and profit, and re-estimate equation (4).

The results are reported in table 8. In the same year and one year after the firm gets
the connections, all three measures are decreased but without statistical significance. The
three characteristics show mixed signs in the years around the year when the firm loses the
connections, but still without any statistical significance. Actually, we cannot reject the zero
effects of political connections on the performance indexes of all three firms.

In sum, I did not find any statistically significant change in firms’ employment, yearly
sales and profit during the year and until two years after the firm obtains the connections
with leaders who hold positions on both the Central Committee and the State Council. This
type of connections, however, brings more state capital to firms. Combing this result with
the result from subsection 6.1, I conclude that the extra state capital does not come with more
or better projects, and at least, it does not improve production size, nor yearly sales or profit.

6.4 Usage of extra subsidy

Compared with the state capital investment, subsidies are of a smaller amount and more like
cash flows. Firms are supposed to spend the subsidies right after obtaining them. Therefore,
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the effect of extra subsidies, if there is any, should be observed immediately after the firm
obtains (loses) the connections. Revising equation (4), I run the estimate for equation (5) as
follows:

Charactit = ci + λt + SCit′−1α1 + SCit∗α2 + SCit∗+1α3 + SCit∗+2α4 + SCit0 β1 + SCit0+1β2 + SCit0+2β3

+Industryit ∗ λt + provincei ∗ λt + Gi ∗ λt + Ownershipit ∗ λt + εit(5)

Charactit denotes the firm characteristics of interest, employee, yearly sales and profit.
The results are reported in table 9. From table 9, we can see that in the year when the firm

gets the connections with leaders from the State Council, the profit of the firm increases by an
additional 23.572 million RMB. Given that the average level of yearly profit is 28.473 million
RMB, this estimate is really huge, accounting for almost 83% of the average level. The yearly
sales at the same time will at most increase by 9.6 percent, and the number of employees will
increase by 5.4 percent, but these estimates have no statistic significance at all. Hence, it is
hard to believe that the increased profit is generated by the enlarged production or sales. And
the effect on profit drops dramatically one year later and even turns negative two years after
the firm steps into connections. Therefore, the increased profit is probably simply driven by
the increased income source - subsidies. Still, no sustainable effects on firms’ performance
are found for the extra subsidies obtained.

7 Conclusion

A special historical fact about the leader component of the Chinese government this decade
is that many individuals with working experience in enterprises are enrolled and promoted
into government offices (Huang, 2008). Taking advantage of this, I collect individual infor-
mation on the top leaders from top government authorities and the party in power during
1998-2007 and then match it with the survey data on the above-scale manufacturing firms to
obtain a panel data set of firms and political connections. I investigate the effects of politi-
cal connections - defined as a top leader who worked in the same industry and city/county
where the firm is located at some point in time - on the preferential favor from governments
to firms. The impact is measured by state capital, subsidies, as well as market power - the
product markup.

My results suggest that firms connected with leaders from the State Council are more
likely to obtain more subsidies from governments, but it does not seem to help to get more
state capital. A connection with leaders from the Central Committee neither seems to help
firm obtain more resources nor to get higher market power. It somehow suggests that the
Party Central Committee does not cross the line to intervene in the decisions of allocating
resources to firms. The connections with leaders who hold position on both the Central
Committee and the State Council bring more state capital to firms. Given the extra invest-
ment, I further check whether this increased capital comes with more projects or contracts
planned by the government. However, this is not supported by the result.

By examining firm characteristics in the years right before (after) the year when the firm
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gets (loses) connections, I find that larger firms in terms of number of employees and worse
performing firms in terms of yearly sales and profit are more likely to obtain more state
capital, given that they are connected to leaders who hold positions on both the Central
Committee and the State Council. This supports the reputation building view. For firms that
do receive more state capital, no statistically significant change of other firm characteristics
is found in the first year to the third year of being connected, nor in the first year to the third
year after the connections have ceased.

Firms with a larger sales size are more likely to obtain more subsidies when they get
connections with leaders from the State Council. In the first year of being connected, the
profit shows an incredible increase but dramatically decreases after that, while no change
happens to sales or number of employees in the same time period. This suggests that the ex-
tra subsidies due to political connections actually do not bring any sustainable improvement
to firms.

There might be other mechanisms that can explain the impact of political connections,
for example bribery. However, due to the availability of appropriate data, I do not explore
other possible stories, but it would be an interesting topic for future study.
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Figure 1: Yearly Subsidies, Innovation Funds, Working Capital from the Central
Government to Enterprises

Source: Calculated from the government finance part, Premium China Database, CEIC data

Figure 2: Yearly Subsidies from the Central Government to Foreign Enterprises

Source: Calculated from the government finance part, Premium China Database, CEIC data
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Figure 3 Capital Structure Change across Years since Becoming Connected
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Table 1: Statistics of Firms 
VARIABLES N Mean Sd Min Max 

Panel A:  Full Sample 
State Capital (log 10,000 RMB) 406,629 3.987 4.612 0 19.07 
Subsidy  (log 10,000 RMB) 406,109 1.094 2.506 -2.671 14.02 
Markup 391,728 .0177757 26.90143      -199.1     16826.4 
Employee (log) 406,773 5.159 1.645 0 12.18 
Yearly Sales  (log 10,000 RMB) 406,747 9.557 2.839 0 18.98 
Total actual received capital  
(log 10,000 RMB) 389,365 9.069 1.941 -0.119 19.07 
Yearly profit  (10,000 RMB) 406,773 11,444 405,358 -5.194e+06 1.108e+08 
# of CCSC connected 406,774 0.0364 0.213 0 2 
# of CC connected 406,774 0.0967 0.520 0 9 
# of SC connected 406,774 0.0392 0.227 0 3 
Having connection with CCSC 406,774 0.031531 0.1747481 0 1 
Having connection with CC 406,774 0.0525279 0.2230894 0 1 
Having connection with SC 406,774 0.0307689 0.1726913 0 1 
Year the firm established 401,345 1,982 19.36 1,600 2,007 
Number of firms 86,827     

 Panel B: Firms that never had political Connections 
State Capital (log 10,000 RMB) 352,280 4.119 4.626 0 18.22 
Subsidy  (log 10,000 RMB) 351,832 1.097 2.510 0 14.02 
Markup 338,709 .0220536     28.92998      -199.1     16826.4 
Employee (log) 352,420 5.175 1.641 0 12.02 
Yearly Sales  (log 10,000 RMB) 352,398 9.509 2.864 0 18.89 
Total actual received capital  
(log 10,000 RMB) 336,542 9.049 1.921 -0.119 18.22 
Yearly profit  (10,000 RMB) 352,420 8,818 174,529 -5.194e+06 2.742e+07 
Year the firm established 347,367 1,982 19.40 1,600 2,007 
Number of firms 76,540     

Panel C  Firms that ever had political connections 
State Capital (log 10,000 RMB) 54,349 3.131 4.425 0 19.07 
Subsidy  (log 10,000 RMB) 54,277 1.077 2.478 -2.671 13.64 
Markup  53,019 -.0095539 .3886813 -53.66667 10 
Employee (log) 54,353 5.051 1.667 0 12.18 
Yearly Sales  (log 10,000 RMB) 54,349 9.865 2.657 0 18.98 
Total actual received capital  
(log 10,000 RMB) 52,823 9.196 2.059 -0.119 19.07 
Yearly profit  (10,000 RMB) 54,353 28,473 1.016e+06 -4.436e+06 1.108e+08 
# of CCSC connected 54,354 0.273 0.526 0 2 
# of CC connected 54,354 0.724 1.252 0 9 
# of SC connected 54,354 0.294 0.556 0 3 
Year the firm established 53,978 1,983 19.08 1,837 2,007 
Number of firms 10,287     
Note: CCSC, Central Committee & State Council; CC, Central Committee; SC, State Council, same in all tables. 
Monetary amounts are deflated by CPI, all in 1998 RMB currency value. 

 
Table 2: Types of Politicians Connected with Firms across Years 

 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 
Not in power 57 56 51 49 26 53 58 58 60 61 
Central Committee 49 49 53 54 81 44 46 47 46 48 
State Council 19 20 21 22 18 23 19 18 16 13 
Both CC & SC 6 6 6 6 6 11 8 8 9 9 
Total 131 131 131 131 131 131 131 131 131 131 
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Table 3: Reasons for Connected Leaders to Vary across Years 
Type of change 1999 2000 2001 2002 2003 2004 2005 2006 2007 Total 
placed in CC  1  25     1 27 
placed in SC 3 2 2 1 7  1 2  18 
leave due to position change 2 1 1 2 2 1 2 3 3 17 
change from Central Committee to Both     5 1 1   7 
change from State Council  to Central Committee    1      1 
change from State Council to Both    2      2 
change from Both to Central Committee    2 1 2    5 
change from Both to State Council     1     1 
dismissed due to abusing power     1     1 
flee  due to corruption case     1     1 
arrested due to corruption         1 1 
retire     4 1    5 
Leave after term terminated     28 2    30 
term limit      1    1 
Total 5 4 3 33 50 8 4 5 5 117 
Note: The difference in the numbers of politicians between year n and n-1 corresponding to various reasons is list in the table. 
 

Table 4: Impact of Political Connection on Resources Obtained and Market Power 
  (1) (2) (3) 
VARIABLES State Capital Subsidy Markup 
# of CCSC politicians connected 0.207*** 0.0250 0.0198*** 
 (0.0746) (0.0481) (0.00588) 
# of CC politicians connected 0.0461 -0.0170 0.00181 
 (0.0368) (0.0213) (0.00355) 
# of  SC politicians connected -0.0588 0.0897** 0.00615 
 (0.0706) (0.0373) (0.00615) 
Observations 52,048 52,052 52,046 
Number of firms 9898 9898 9,897 
R-squared 0.104 0.048 0.015 
Year dummy YES YES YES 
Firm FE YES YES YES 
Industry*year dummy YES YES YES 
Province*year dummy YES YES YES 
Connection pattern * year dummy YES YES YES 
Ownership type*year dummy YES YES YES 
F-test for connection variables jointly zero 3.088 2.469 4.267 
Prob>F 0.0260 0.0600 0.00510 
Note: The dependent variables, “State Capital” and “Subsidies”, are the logarithms of the real values that are 
deflated by CPI plus 1. “Markup” is the ratio of the product profit to the cost. 
Robust standard errors clustered at the firm level are reported in parentheses. * significant at 10%, ** 
significant at 5%, *** significant at 1%. 
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Table 5:  Heterogeneous Effects with Different Firm Characteristics 
  (1)   (2) 
VARIABLES State Capital VARIABLES Subsidy 
# of CCSC politicians  connected 0.252*** # of CCSC politicians  connected 0.0262 
 (0.0852)  (0.0485) 
# of CC politicians  connected 0.0477 # of CC politicians  connected -0.0164 
 (0.0371)  (0.0216) 
# of SC politicians  connected -0.0626 # of SC politicians  connected 0.0944** 
 (0.0721)  (0.0422) 
# of CCSC politicians  connected_t* -0.124 # of SC politicians  connected_t* -0.671*** 
 (0.310)  (0.225) 
CCSC_t 0 -0.287 CCSC_t 0 0.376 
 (0.460)  (0.236) 
# of CCSC politicians  connected_t* X 
employee_t*-1  

0.123** # of SC politicians  connected_t* X 
employee_t*-1 

-0.0309 
(0.0608) (0.0379) 

# of CCSC politicians  connected_t* X  
profit_t*-1 

-8.84e-08** # of SC politicians  connected_t* X  
profit_t*-1 

-6.26e-08 
(3.52e-08) (8.76e-08) 

# of CCSC politicians  connected_t* X  
yearly sales_t*-1 

-0.0799* # of SC politicians  connected_t* X  
yearly sales_t*-1 

0.0784*** 
(0.0464) (0.0288) 

# of CCSC politicians  connected_t* X  
total other capital_t*-1 

0.0318 # of SC politicians  connected_t* X  
total other capital_t*-1 

0.00241 
(0.0196) (0.0126) 

CCSC_t 0 X employee_ t 0-1 0.0539 SC_t 0 X employee_ t 0-1 -0.0550 
 (0.0864)  (0.0462) 
CCSC_t 0 X profit _ t 0-1 2.40e-06* SC_t 0 X profit _ t 0-1 -2.55e-08 
 (1.39e-06)  (1.56e-07) 
CCSC_t 0 X yearly sales _ t 0-1 0.0340 SC_t 0 X yearly sales _ t 0-1 -0.0169 
 (0.0582)  (0.0328) 
CCSC_t 0 X total other capital _ t 0-1 -0.0237 SC_t 0 X total other capital _ t 0-1 0.0151 
 (0.0347)  (0.0124) 
Observations 51,531 Observations 51,535 
R-squared 0.104 R-squared 0.049 
Number of idpanel 9,829 Number of idpanel 9,829 
Year dummy YES Year dummy YES 
Firm FE YES Firm FE YES 
Industry*Year dummy YES Industry*Year dummy YES 
Province*year dummy YES Province*year dummy YES 
Connection pattern* year dummy YES Connection pattern* year dummy YES 
Ownership type*year dummy YES Ownership type*year dummy YES 
Note: t* denotes the year that the firm steps into connections, t*-1 denotes one year before the firm steps into connections. 
          t 0 denotes the year that the firm loses connections, t 0-1 denotes one year before the firm loses connections. 
Robust standard errors clustered at the firm level are reported in parentheses. * significant at 10%, ** significant at 5%, 
*** significant at 1%. 
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Table 6: Political Connections and other Firm Characteristics 
 (1) (2) (3) (4) 
VARIABLES Employee Yearly Sales Total Capital Profit 
# of CCSC politicians connected -0.00685 0.0263 -0.0228 30,309 
 (0.0146) (0.0199) (0.0157) (23,919) 
# of CC politicians  connected 0.0191** 0.0187* 0.00923 -478.8 
 (0.00800) (0.0105) (0.00724) (3,185) 
# of  SC politicians connected 0.00454 -0.00610 0.0204 -7,405 
 (0.0134) (0.0175) (0.0127) (6,626) 
Observations 52,052 52,049 52,044 52,052 
R-squared 0.151 0.144 0.069 0.262 
Number of idpanel 9,898 9,898 9,898 9,898 
Year dummy YES YES YES YES 
Firm FE YES YES YES YES 
Industry*Year dummy YES YES YES YES 
Province*year dummy YES YES YES YES 
Connection pattern*year dummy YES YES YES YES 
Ownership type*year dummy YES YES YES YES 
Note: “Employee” is the logarithm of the total number of employees. “Yearly Sales” is the logarithm of 
the real value of sales that is deflated by CPI plus 1. “Total Capital” is the logarithm of the real value of 
total received capital that is deflated by CPI.  “Profit” is the real value of the profit, which is not in 
logarithm form due to the negative observations. 
Robust standard errors clustered at the firm level are reported in parentheses. * significant at 10%, ** 
significant at 5%, *** significant at 1%. 
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Table 7: Capital Structure Change around Years into and out of Connections with CCSC 
  (1) (2) (3) (4) (5) (6) (7) 

VARIABLES 
State 

Capital 
Collective 

Capital 
Private 
Capital 

Legal person 
Capital 

HK & Makao 
Capital 

Foreign 
Capital Total Capital 

CCSC__t*-1 -0.851** -0.393* -0.00816 1.027** -0.139 0.167 -0.0576 
 (0.421) (0.234) (0.156) (0.445) (0.127) (0.140) (0.0475) 
CCSC__t* 2.243*** -0.583** -0.184 -1.389** -0.205 0.126 -0.121** 
 (0.528) (0.294) (0.229) (0.545) (0.173) (0.188) (0.0603) 
CCSC__t*+1 2.114*** -0.264 -0.0510 -1.395** -0.0102 0.0786 -0.00113 
 (0.549) (0.295) (0.223) (0.546) (0.189) (0.207) (0.0644) 
CCSC__t*+2 0.289 -0.102 0.208 -0.290 0.00623 -0.137 -0.0916 
 (0.507) (0.234) (0.214) (0.482) (0.124) (0.109) (0.0657) 
CCSC_t 0 0.576 0.200 -0.299 -0.668 -0.0214 0.0891 -0.0421 
 (0.529) (0.309) (0.195) (0.502) (0.148) (0.144) (0.0636) 
CCSC_t 0+1 0.431 0.360 -0.0177 -0.697 0.0709 -0.328* -0.121 
 (0.565) (0.407) (0.287) (0.588) (0.230) (0.194) (0.0912) 
CCSC_t 0+2 -0.721 0.334 0.286 0.0856 -0.0619 0.0422 -0.0112 
 (0.485) (0.360) (0.177) (0.506) (0.206) (0.205) (0.0626) 
Observations 3,748 3,748 3,748 3,747 3,748 3,748 3,747 
R-squared 0.325 0.331 0.397 0.299 0.589 0.568 0.206 
Number of firms 524 524 524 524 524 524 524 
Year dummy YES YES YES YES YES YES YES 
Firm FE YES YES YES YES YES YES YES 
Industry*Year dummies YES YES YES YES YES YES YES 
Province*year dummies YES YES YES YES YES YES YES 
Connection pattern* 
year dummies YES YES YES YES YES YES YES 
Ownership type*year 
dummies YES YES YES YES YES YES YES 
Note: Except for Total capital, all other dependant variables are the logarithm of the real value that is deflated by the CPI plus 1. 
Total capital is the real value that is deflated by the CPI. t* denotes year into the connection, t*-1 denotes one year before get into the 
connection, t*+1 one year after, etc. t 0 denotes the year out of connection, t 0+1 denotes one year after the year losing connection, 
etc. The sample is limited to firms that do get (lose) more state capital when they step into (out of) connections with leaders who hold 
positions on both the Central Committee and the State Council. 
Robust standard errors clustered at the firm level are reported in parentheses. * significant at 10%, ** significant at 5%, *** 
significant at 1%. 
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Table 8: Firm Characteristics around Years into/out of Connections with CCSC 
  (1) (2) (3) 
VARIABLES Employee Yearly sales Profit 
CCSC__t*-1 0.0340 -0.0256 -9,227 
 (0.0525) (0.0677) (6,945) 
CCSC__t* -0.0375 -0.00967 -25,152 
 (0.0647) (0.0878) (21,471) 
CCSC__t*+1 -0.0164 -0.000982 -22,156 
 (0.0788) (0.0909) (23,041) 
CCSC__t*+2 -0.0181 0.0665 2,071 
 (0.0582) (0.0743) (8,475) 
CCSC_t 0 0.0186 0.0669 -17,421 
 (0.0507) (0.0883) (15,418) 
CCSC_t 0+1 -0.000117 0.0447 -43,304 
 (0.0684) (0.0986) (28,067) 
CCSC_t 0+2 0.0189 0.0740 -28,790 
 (0.0548) (0.0867) (31,900) 
Observations 3,748 3,748 3,748 
R-squared 0.282 0.264 0.440 
Number of firms 524 524 524 
Year dummies YES YES YES 
Firm FE YES YES YES 
Industry*year dummies YES YES YES 
Province*year dummies YES YES YES 
Connection pattern*year dummies YES YES YES 
Ownership type*year dummies YES YES YES 

Note: “Employee” is the logarithm of the total number of employees. “Yearly Sales” is the 
logarithm of the real value of sales that is deflated by CPI plus 1. “Profit” is the real value of 
the profit, which is not in logarithm form due to the negative observations. t* denotes the 
year into connection, t*-1 denotes one year before get into the connection, t*+1 one year 
after, etc. t 0 denotes the year out of connection, t 0+1 denotes one year after the year when 
losing the connection, etc. The sample is limited to firms that do receive (lose) more state 
capital when stepping into (out of) connections with CCSC. 
Robust standard errors clustered at the firm level are reported in parentheses. * significant at 
10%, ** significant at 5%, *** significant at 1%. 
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Table 9: Firm Characteristics around Years into/out of Connections with SC 
  (1) (2) (3) 
VARIABLES Employee Yearly sales Profit 
SC__t*-1 -0.00427 0.119 5,048 
 (0.0770) (0.0741) (8,096) 
SC__t* 0.0528 0.0917 23,572** 
 (0.0756) (0.0825) (11,187) 
SC__t*+1 -0.0291 0.0681 11,546 
 (0.0760) (0.0757) (15,501) 
SC__t*+2 -0.0292 0.0231 -1,128 
 (0.0678) (0.0731) (17,542) 
SC_t 0 -0.00404 -0.165* -21,591 
 (0.0708) (0.0863) (13,139) 
SC_t 0+1 -0.0561 -0.203* -18,282 
 (0.0764) (0.112) (27,864) 
SC_t 0+2 -0.0110 -0.177* -2,374 
 (0.0924) (0.0960) (13,344) 
Observations 2,878 2,878 2,878 
R-squared 0.353 0.350 0.467 
Number of firms 389 389 389 
Year dummies YES YES YES 
Firm FE YES YES YES 
Industry*year dummies YES YES YES 
Province*year dummies YES YES YES 
Connection pattern*year dummies YES YES YES 
Ownership type*year dummies YES YES YES 

Note: “Employee” is the logarithm of the total number of employees. “Yearly Sales” is the logarithm 
of the real value of sales that is deflated by CPI plus 1. “Profit” is the real value of the profit, which 
is not in logarithm form due to the negative observations. t* denotes the year into connection, t*-1 
denotes one year before getting into the connection, t*+1 one year after, etc. t 0 denotes the year out 
of connection, t 0+1 denotes one year after the year when losing connection, etc. The sample is 
limited to firms that do get (lose) more subsidies when they step into (out of) connections with 
leaders who hold positions only on the State Council. 
Robust standard errors clustered at the firm level are reported in parentheses. * significant at 10%, 
** significant at 5%, *** significant at 1%. 
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