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ABSTRACT

Political connection is a global problem and a common phenomenon not only in
developed countries with a well — developed security market and sound legal systems,
but also in developing countries that have a backward stock market and imperfect le-
gal systems. China is an emerging and transitional market and its institution charac-
teristics are similar with many other transitional economies in the following areas:
the legal system is not perfect; government infringes on corporate property rights fre-
quently ; private enterprises are subject to policy discrimination, financial repression
and market access restrictions; and minority interests are not adequately protected ,
etc. In the ownership structure that state — owned economies dominate the whole
economies and compared to state — owned enterprises, private enterprises stay in a
weak position in the eyes of the government, which makes private enterprises be dis-
criminated in law, ideology and policies in long terms. In this context, to our sur-
prises, private enterprises can grow stronger from a weak state, which means there
must be some internal mechanism contributed to this miraculous development, and
this mechanism is the political connection. Particularly, in Chinese traditional cul-
ture, people pay more attention to “GuanXi” than people in any other western coun-
try. Even in China’s modern society, “GuanXi” still makes a great impact on eco-
nomic activities. In essence, political connection is also a typical kind of
“GuanXi”, which can provide convenient conditions for private enterprises, such
as protection of property rights, financing facilities, tax concessions, and priority
right access to government procurement contracts and so on. If all of these things are
reflected to the stock market, what impact can they make on private enterprises?
Based on such special institutional background of China, this dissertation studies the

impact that political connection putts on enterprises’ performance and the cost of eq-
P p p p p q
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uity capital of private enterprises from theoretical and empirical aspects.

Firstly, on the base of systemly collecting and combing literatures, this disser-
lation reviews political connection researches in the theory and practice. Political
connection is universal and is a global phenomenon, and related literatures have not
reached a consensus on the definition of political connection because study perspec-
tives are different. But one thing is certain: political connection is not equivalent to
corruption or bribery, and it is legal. There are two kinds of competing viewpoints
related to the influence that political connection puts on firm’s performance: positive
effects and negative effects. However, these researches are mainly empirical stud-
ies, most of which are lack of solid theoretical foundation. Scholars have also stud-
ied the impact that political connection makes on firm’s financial activities. Then,
the dissertation systematically summarizes and reviews the relevant literatures on the
cost of equity capital, and traces the origins, evolution process and context relations
of the studies of the cost of equity capital. This dissertation also reviews researches
on the factors of the cost of equity capital, and notes that the rising of researches on
“Law and Economics” shows the importance of laws and institutions, and political
connection and laws may be important factors for the cost of equity capital.

Secondly, this dissertation analyzes the impact that political connection puts on
firms’ performance and the cost of equity capital from a theoretical perspective. In
reference to Shleifer’s model, the dissertation constructs a model reflecting the rela-
tions among government intervention, political connection, and enterprises’ perform-
ance. Difference between the original model and our model is that, the bribe in o-
riginal model is an illegal means and political connection in our model is a legitimate
means, which can expand the model’s application scope. The model results show
that government intervention can damage enterprises’ performance while political con-
nection can improve enterprises’ performance. Next, in reference to Lombardo’s
model and combined with China’s institutional background, the dissertation builds a
model reflecting the relations of political connection, the legal level, and the cost of

equity capital. Our model’s greatest contribution is to add political connection, the
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ABSTRACT an

legal level, and government infringement cost into model, which revises and ex-
pands Lombardo’s model. The analysis of the model shows that: no matter in na-
tional level or in company level, raising legal system level can degrade private
enterprises’ cost of equity capital, and political connection and legal system can be
substituted by each other. The results also certificate that as a substitute mechanism
to the backward legal system, political connection can reduce private enterprises’
cost of equity capital. However, in the long run, with the constant improvement of
the legal level, the function of political connection will be gradually reduced, and
lost its importance.

Next, this dissertation uses China’s private listed companies as samples to do
empirical research in order to verify the theoretical model propositions.

For the purpose of testing the effect that government intervention, political con-
nection, financial development level, and legal level put on corporate performance,
we use Chinese private firms listed in A stock market as samples during the period of
2001 —2009 and do empirical research by regression approach. With regard to the
measurement of political connection, this dissertation constructs political connection
index; for the measurement of corporate performance, this dissertation uses the
average of Tobin’s ) and ROE as corporate performance (named AVP) in order to
avoid bias from only using single model. The result shows that political connection
index is positively associated with the cost of equity capital ; government intervention
is also positively associated with the cost of equity capital, which indicates that the
more where government intervention is, the worse the corporate performance is; the
coefficient for financial development level is positive, which indicates that the higher
where financial development level is, the better the corporate performance is; the
coefficient for legal level is positive, which indicates that the higher where legal
level is, the better the corporate performance is. The empirical results have verified
the propositions of theoretical model and research assumptions, which provide new
evidence for the study on the effect of political connection to corporate performance.

In order to test the effect that government intervention, political connection, fi-
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nancial development level, and legal level put on the cost of equity capital, this
dissertation does empirical research by using Chinese private listed firms as samples
during the period of 2001-2006. With regard to the measurement of the cost of equi-
ty capital, this dissertation uses the average results of GLS model and E/P model as
the cost of equity capital, which can avoid bias from only using single model. The
results show that political connections can significantly reduce the cost of equity cap-
ital of private listed firms, and the effect of “local government background” politi-
cal connection is more significant than “central government background” political
connection. The ultimate effect of government intervention on cost of equity capital
depends on the comparison of “Protection Effect” and “Predictability Effect” | and
the result supports “ Protection Effect” , which means that the more severe where
government intervention is, the lower the cost of equity capital is. The lower the
financial development level in region is the more possibility that private firms con-
struct political connection, and the lower their costs of equity capital are. Further
study shows that both national legal level and firm legal level are all negatively asso-
ciated with the cost of equity capital, which means that improvement of legal level
can deduce private firms’ equity capital cost. The empirical results also indicate that
legal level and political connection can be substituted by each other, which means
that when law system is backward, political connection can lessen the obstruction to
the growth of private enterprises, and when law system becomes perfect, this kind
of function of political connection will degrade.

This dissertation combines theoretical analysis and empirical testing closely,
and has certain theoretical value and a clear policy implication.

The theoretical significanceof this research is that: by building models the dis-
sertation analyzes the mechanism that political connection affects corporate perform-
ance from a theoretical perspective, which makes the empirical research have solid
foundations, avoids flaws of pure empirical test, and makes the results more robust
and convincing. Next, through constructing models and empirical testing, the dis-

sertation analyzes the function of political connection in China’s stock market, and
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