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1. Introduction

Connection between firms and politicians has been the focus of a number of studies in
recent years. In emerging markets in particular, where financial constraints and
government interventions are severe, political connections are believed to play a
crucial role in facilitating firms’ financing activities. Previous studies have
documented that firms with political connections are more likely to gain regulatory
approval to raise public capital (Chen and Yuan, 2004; Piotroski et al., 2015), face
fewer obstacles to obtain bank loans (which is also known as “relationship lending”),
and bear lower interest rates and collateral requirements (e.g. Khwaja and Mian, 2005;

Charumilind et al., 2006; Fraser et al., 2006; Boubakri et al., 2012).

Nevertheless, funding from banks or the capital market constitutes only a small
proportion of firms’ financing needs in emerging markets with prosperous growth
opportunities. Extant studies find that even listed firms, which may find it easier to
gain access to formal finance, rely heavily on trade credit as an alternative source of
financing, as do unlisted firms (Lee and Stowe, 1993; Cull et al., 2009). Although
much of the literature examines the impact of political connection on formal financing
activities, very few studies investigate its role in funding from an informal financial
channel, namely trade credit. In this paper, we focus on the impact of political
connections on firms’ obtaining trade credit. We raise an important question: in
countries with severe government intervention, do political connections help facilitate

informal financing activities?

China is an ideal setting for our study. First, China’s market exhibits both peculiarity
and universality in testing the impact of political connections on trade credit.
Different from a mature market economy, China is one of the largest economies with
typical emerging market impediments (Johnson et al., 2002; Allen et al., 2005). The

cultivation of political connections, on the one hand, becomes an effective mechanism



to overcome market failure, helping non-SOEs to access government-controlled
resources and regulatory favours (Li et al., 2008; Correia, 2014). With such privilege,
connected firms thus become more competitive to obtain trade credit from suppliers.
On the other hand, such privilege (i.e. regulatory favours) may also dampen the
effectiveness of the legal system. If the payment becomes overdue, suppliers may face
low contract enforceability and obtain limited protection from the legal system.
Therefore, this mixed effect of political connections on the use of trade credit in a

typical emerging market is our main interest.

Secondly, non-SOEs in China are a suitable basis for the present study regarding
representativeness. According to the World Business Environment Survey conducted
by The World Bank Group, 80% of non-SOEs in China consider financial constraints
to be a major obstacle during operations, which places China as the most financially
constrained economy in their survey sample.? In the last few decades, non-SOEs have
grown tremendously with little support from the formal credit market, making trade
credit even more crucial in their operations (Lee and Stowe, 1993; Ge and Qiu, 2007).
Meanwhile, unlike state-owned firms that are “born” with political connections and
face soft budget constraints, non-SOEs in China are relatively clean and a more
suitable basis on which to investigate the role of political connections in financing

activities.

Thirdly, China’s political environment provides valuable variations to explore the
impact of political connections on the use of trade credit. In particular, we could
observe firms acquiring and losing political connections based on a relatively large
sample. Due to the frequent institutional reforms in the late 1990s, there was a large

wave of official resignations from governments in China,® rendering individuals with

2 The survey was conducted in 80 countries over the period 1999-2000. The second and third places
were held by Haiti (74.4%) and the Kyrgyz Republic (66.7%).

3 According to the statistics provided by Ministry of Human Resource and Social Securities of China
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political connections that could be available in the market. By identifying those
individuals, we can observe the acquisition and loss of political connections at firm
level. Moreover, recent on-going corruption scandals and the recent anti-corruption
campaign initiated in China provide an exogenous shock by which to study the
termination of political ties. Taken together, those two events may allow us to more
accurately and dynamically identify the effect of political connections and thus

mitigate the concerns over endogeneity.

Using the data from Chinese listed non-SOEs, we show that connected firms have a
greater difficulty in obtaining trade credit. Our results suggest that connected firms
typically receive 41.5% less trade credit (measured by the sum of accounts payable
and notes payable to total assets) than non-connected firms. Compared to the benefits
of political connections in acquiring bank loans, our results indicate the dark side of

political connections: a negative impact on informal financing.

Next, we test whether the mode of trade credit granting is significantly different
between firms, with and without political connections. Our empirical evidence shows
that, in connected non-SOEs, trade credit is primarily obtained in the form of notes
payable rather than accounts payable. Although notes payable is more likely to
guarantee the re-payment of trade credit, it bears higher transaction costs such as
interest rate, administrative expense, and overdue penalty. Thus, our results imply that

the cost of trade credit taken by connected firms is relatively high.

To verify the results, we further examine the mitigating effect of the quality of the
legal system on the relationship between political connection and trade credit. We find

that, for firms located in regions with a higher quality legal system, the negative

(MOHRSS), in the year 1992, more than 120,000 officials resigned from governments and then worked
for enterprises.



impact of political connection on the use of trade credit is partially alleviated.
Likewise, we also find that the positive correlation between political connection and
trade credit mode becomes weaker in regions with a higher quality legal system.
These findings are consistent with existing literature, which documents a positive
effect of the quality of legal enforcement on financial development (La Porta et al.,

1998).

Furthermore, we investigate why connected firms exhibit a lower credit reputation.
We firstly analyze the composition of the overdue payment of accounts payable. The
results indicate that connected firms basically keep accounts payable longer. Firms
with political connections on average have a higher proportion of late payment of
payables (more than one year) and overdue payment of payables (more than three
years). While trade credit allows customers to delay payment to their suppliers for
some period, the normal delay is usually short term (three months or less). Besides
explicit costs, such as cash discount and penalties due to late payment of payables,
late or overdue payments may possibly incur implicit costs such as deterioration in the
customers’ credit reputation, rendering suppliers more cautious in extending further
trade credit. We then analyze the effect of political connections on accounts receivable
to see whether connected firms are more likely to collect their trade credit promptly if
political connections afford firms more confidence in the legal system. We find
connected firms collect their accounts receivable more rapidly: compared with

non-connected firms, their accounts receivable is primarily of less than one year.

We also test the announcement effect of contract-violation lawsuits for politically
connected and non-politically connected firms. If firms refuse to pay trade credit,
suppliers may resort to the legal system. Firms may then receive a negative market
reaction when they disclose the involvement of pending lawsuits (Sun and Zhang,

2006). However, when defendants are politically connected companies, the courts



usually have difficulty in maintaining judicial independence (Glaeser and Shleifer,
2002; La Porta et al., 2004; Li et al., 2008; Correia, 2014). If politically connected
firms enjoy regulatory favors in contract-violation cases, investors may perceive
companies with political ties as a special group protected by government, and those
firms may experience less negative market reactions (Berkeman et al., 2010).
Therefore, to assess the degree of contract enforceability arising from a reliance on
the legal system, we examine the market perception toward politically connected
firms when they are involved in contract violation cases compared with those without
such connection. We find that, for non-politically connected firms, the CAR is
significantly negative almost in all the windows, while for all politically connected
firms the CAR is usually not significant. The difference test further confirms the
significant difference between connected and non-connected firms, indicating
relatively low contract enforceability through the legal system related to political

connected firms.

Our study contributes to the literature in several ways. Firstly, we enrich the existing
studies on political connections. Most of the literature focuses on how political
connections facilitate financing activities and the kind of benefits that could ensue
from formal financial intermediaries (Chen and Yuan, 2004; Claessens et al., 2008;
Piotroski et al., 2015). Our study instead investigates the cost of using one such
specific asset (i.e. political connection). We argue political connections may help
firms win regulatory favors and even escape regulation, but such benefits could
dampen those firms’ contract enforceability and creditworthiness from the suppliers’
perspective. Thus, suppliers become more cautious in extending trade credit to those

firms.

Secondly, a strand of studies emphasizes the importance of an informal mechanism

such as social capital in emerging markets (Lee and Stowe, 1993; Petersen and Rajan,



1997; Ge and Qiu, 2007). However, our findings highlight the totally different role of
the same social capital (i.e. political connections) in informal and formal channels of

finance.

Thirdly, our study complements research on the determinants of the use of trade credit
(Petersen and Rajan, 1997; Cunat, 2007; Giannetti et al., 2011). In particular, we
reveal that the acquisition of certain social capital (e.g. political connections) may

incur side effects, which may reduce the use of trade credit.

The remainder of our paper is organized as follows: Section 2 introduces the
institutional background; Section 3 provides the literature review and hypothesis
development; Section 4 describes sample and research design; Section 5 discusses the
empirical results; Section 6 outlines the scope for further studies; Section 7 reports

robustness checks; and Section 8 concludes.

2. Institutional background

2.1 Banking lending versus trade credit in Chinese non-SOES

In China, banks have been and still are largely influenced by central and local
governments. Before 1978, the banking system itself was a part of the government
administrative hierarchy, serving a teller function. After China launched the
transformation reform to a market-based economy in 1978, the banking sector was
deregulated and literally authorized with greater autonomy, becoming the “truly
commercial banks” we consider them to be today. Despite the significant progress that
has been made in economic reforms and fiscal decentralization during the last three
decades, banks still receive a great deal of influence from the government. According
to statistics from the China Banking Regulatory Commission (CBRC), in 107

commercial banks in China,* as many as 85.05% of the banks’ controlling

4 After 1985, the Chinese government established three policy banks to take over the central economic
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shareholders are state-owned holdings.

Such ownership structure of those banks may partially explain the financial constraint
faced by the Chinese private sector (Garnaut and Huang, 2000; Ge and Qiu, 2007).
According to the research of Garnaut and Huang (2000), more than 80% of bank
loans were granted to state-owned firms in the last ten years; although the private
sector contributed more than 70% of China’s GDP, they only obtained less than 20%
of their funding resources from banks. Ge and Qiu (2007) report a similar finding for
the late 1990s, where industrial output of the private sector grew steadily at 19%

annually, whereas it received less than 1% of total bank loans.

Therefore, to mitigate the difficulties in financing through banks, non-SOEs have
relied heavily on trade credit. According to statistics from the Chinese Academy of
Social Sciences (CASS), in 2000, accounts payable represented as much as 14% of
firms’ total assets. Compared with state-owned firms, non-state owned firms on
average have 4.3% more in net trade credit (Ge and Qiu, 2007), implying the heavier

usage of trade credit in non-SOEs.

2.2 Political connections in emerging economies

In a transitional economy such as China, where the market is only partially utilised as
a mechanism, the government still retains significant power and critical control over
resource allocation and regulation. In particular, the central government oversees
national or trans-provincial affairs in terms of economic regulation, market
supervision, social management, and public services provision, whereas local
governments manage the same affairs within their localities. To a large extent, local

governments actually exercise the control over the legal and financial systems at the

planning function, and from the mid-1990s to the end of 2015, four large commercial banks, 13
joint-stock commercial banks, 143 city commercial banks, and 196 rural cooperative banks have been
established in China (CBRC, 2015).



province level or below. According to firms’ original registered places, they are

subject to different provincial jurisdictions.

Due to the government interference, the cultivation of political connections becomes
an effective mechanism to reduce transaction costs in China (Chen et al., 2011),
making it a significant counter-example to the findings of the existing literature on
law, institutions, finance, and growth (La Porta et al., 1998, 2000). Especially for
those non-SOEs, seeking opportunities to build up connections with the government
may largely alleviate the discrimination and gain them access to
government-controlled resources at relatively lower cost (Allen et al., 2005), even
though sometimes through costly ways (e.g. direct lobbying, political contributions,

and bribery) (Lo, 2003; Correia, 2014).

Although a strand of literature provides evidence about the cost of employing political
connections in China, such as reducing transparency, incurring operating
inefficiencies, and diverging from value-maximization objectives (Piotroski et al.,
2015), the benefits of political connections are more emphasised in emerging markets.
For example, a collection of studies suggest that, in China, firms with political
connections are more readily able to obtain the privileges of listing in the security
market, access to more government subsidies and tax benefits, and stronger support

from the legal system (Fan et al., 2007; Li et al., 2008; Chen et al., 2011).

Among the benefits that political connections could bring to firms, the most important
advantage highlighted by the literature is better access to formal financial resources
(usually banks). However, very few studies investigate the role of political
connections in informal financing channels. As distinct from Chinese banks, which
are heavily influenced by the central and local governments, the extending of trade

credit depends more on suppliers’ evaluations of customers. Suppliers’ perceptions of



the effect of customers’ political connections on repayment of trade credit may be
quite different from those of other stakeholders (e.g. investors). Taking account of the
reliance on trade credit in non-SOEs, our study focuses on how political connections

affect firms’ taking of trade credit in China.

2.3 Exogenous Shocks to the study of political connection in China

2.3.1 Cultivation of political connection in China

By tracking former government officials, previous literature studies the value of
political connections established by corporate appointments with those former
employees (Fisman et al., 2012 Luechinger and Moser, 2014). However, a sufficient
sample of political appointees usually spans decades and such data may still lack
comparability. In China, a large wave of official resignations provides us an ideal
setting to conduct relevant research. Due to China’s reform and opening-up policy in
the late 1990s, many officials foresaw the bright market prospects and gave up their
positions in government to run businesses. According to statistics from the Ministry
of Human Resource and Social Securities of China (MOHRSS), more than 120,000
officials resigned from governments and then worked for enterprises in the year of
1992. Such an event released a large number of individuals with political resources
into the market. Previous studies find nearly 30% of listed firms in China hired a
politically connected CEO or Chairman (Faccio, 2006; Fan et al., 2007; Chen et al.,
2011). Moreover, by identifying the affiliation history of government service, we can
in fact observe the exact year when political appointees accepted corporate

appointments.

2.3.2 Anti-corruption campaign in China
Political regime change usually provides exogenous shocks for the study of the role of
political connections. For example, Leuz and Oberholzer-Gee (2006) study changes in

the finance strategy of politically connected firms’ in Indonesia after Suharto’s
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resignation. By identifying a sudden break in political connections, Faccio and
Parsley (2009) reveal the market’s reaction towards such an event. Similarly, China
provides us with a natural laboratory to study political connections. In China,
cultivating and maintaining political connections is usually closely associated with
rent-seeking behavior. Cai et al. (2011) and Chen et al. (2013) have documented that
corruption can be used in exchange for less government expropriation and better
government protection and services at the firm level. Those findings partially
explained why, over the past few decades, corruption has become seriously embedded
in China. According to the Corruption Perception Index in 2014,> China ranked 100
amongst 168 countries. Claessens et al. (2008) also report that China is among the

worst countries in terms of political freedom and the protection of property rights.

In order to reduce corruption, the Chinese government initiated an anti-corruption
campaign from 2011 onwards, attracting extensive attention from the media and
highlighting some controversial topics. By the end of March 2015, this campaign
brought down a large number of Communist Party officials. According to the official
records of the party's Central Commission for Discipline (CCD), there are more than
336,000 party officials at various levels who have been investigated or arrested,
including 98 vice ministers or officials above that level. This event affords us an
opportunity to identify the termination of political connections in firms that were
involved in corruption cases or connected with the corrupt bureaucrats through either
family membership or friendship, providing us with more exogenous ways to study

the role of political connections in trade-credit taking.

3. Literature Review and Hypothesis Development

3.1 Political connections and trade-credit taking

5 Provided by Transparency International (T1), which is the global civil society organization leading
the fight against corruption. The higher the rank is, the more corrupt this country is perceived in that

year. See http://www.transparency.org/whatwedo/publication/cpi_2014.
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Trade credit arises when suppliers deliver goods to customers but do not collect the
proceeds immediately. In comparison with formal intermediaries such as banks, trade
credit represents an implicit contract between suppliers and customers, which usually
requires no collateral or guarantee from third parties. Therefore, to secure the
payment of trade credit, suppliers usually extend trade credit based on an assessment
of customers’ creditworthiness as well as the legal enforceability of the contract

(Guiso et al., 2004).

3.1.1 Creditworthiness Hypothesis

Customers’ creditworthiness is crucial for suppliers in their assessment for granting
trade credit. Extant studies suggest that their relationships play an important role
when suppliers decide whether to offer trade credit to customers (Peterson and Rajan,

1994; Cunat, 2007 Fisman and Love, 2003).

A collection of papers investigates the character of politically connected firms,
implying that those firms are more readily able to obtain operating advantage. For
example, politically connected firms have better access to external finance, such as
loans from banks or other state institutions (Claessens et al., 2008; Fan et al., 2007; Li
et al., 2008), as well as the priority to list in security markets (Chen and Yuan, 2004;
Francis et al., 2009; Piotroski et al., 2015; Boubakri et al., 2012). Meanwhile,
politically connected firms are more immune to government regulations, eliciting
more regulatory favors, more government subsidies and tax benefits (Li et al., 2008;
Wu et al., 2014; Lin et al., 2015). When firms suffer from financial stress, political
connections usually lead to firms being offered preferential government bailouts

(Faccio, 2006).

Rather than examine the benefits obtained by politically connected firms, some

studies focus on the future performance and examine market perceptions of those
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firms. Fisman (2001) estimate the value of political connections to Indonesian
president Soeharto by measuring how much the prices of the share of the firms
connected to Soeharto moved when he fell ill. Faccio and Parsley (2009) find that a
sudden break in political connections leads to a market-adjusted 1.7% decline in firm
value, and that this decline is particularly pronounced for family firms. Similarly,
Bunkanwanicha et al. (2013) find that, when a member of a controlling family marries
a partner from a prominent business or political family, the family firm’s stock price
increases 2.3% within an 11-day period (around the wedding), and the abnormal
returns tend to be even higher when family firms’ operations depend on extensive
networks. Those studies indicate that the stock market may perceive political

connections as valuable social capital.

Unique operating advantage and better market perception may add to politically
connected firms’ creditworthiness and thus increase the willingness of suppliers to

grant trade credit. Based on this argument, we propose a creditworthiness hypothesis:

H1a: Politically connected firms obtain more trade credit from suppliers.

3.1.2 Contract Enforceability Hypothesis

As with the suppliers of institutional financing, such as banks, the suppliers of trade
credit also have to evaluate the future default risk of customers. Guiso et al. (2004)
point out that, once overdue payment of payables has occurred, the enforceability of a
contract is closely related to the ability to retrieve the trade credit provided by
suppliers. To a large extent, enforceability of contract usually depends on the
effectiveness of the legal system. Effective rule of law and courts are documented to
have a positive effect on economic development (La Porta et al., 1998). In particular,
they encourage the provision and receipt of trade credit (Johnson et al., 2002; Wu et

al., 2014). Johnson et al. (2002) report that the improvement of courts’ effectiveness

13



stimulates contracting through the provision of trade credit, which could encourage
suppliers to “try out new customers”, especially when specific investments are

needed.

While firms benefit from political connections in various ways, recent studies focus
on the regulatory favors received by politically connected firms, which may dampen
the effectiveness of the legal system. Through testing the effectiveness of
enforcement actions in the U.S. Securities and Exchange Commission (SEC), Correia
(2014) documents that politically connected firms are less likely to be involved in
SEC enforcement actions and face lower penalties when prosecuted. In emerging
markets such as China, Li et al. (2008) find that political connections afford firms
with “more confidence in the legal system”, and exert a greater effect on performance
in regions in which institutions are weaker. Similarly, Xu et al. (2013) provide direct
evidence of the effect of political connections on the efficiency of legal enforcement:
they find that the time involved in identifying and prosecuting fraud in politically
connected firms in China is usually longer than that in non-politically connected firms.
Although market perceptions toward firms with political connections are positive,

corporate suppliers could hold a cautious attitude when dealing with those firms.®

In China, the media have reported a variety of anecdotal evidence related to the
obstacles in resorting to legal authority when political connected firms refuse to pay
their trade credit. One of the most famous cases is known as the marathon lawsuit
between Himin Solar Energy Group Co., Ltd and its dealer JIJUQUAN CITY
JIADIAN TRADE CO., LTD:

In 2004, Jiangin Guo, the owner of Jiuguan city jiadian trade co., Ltd., took Himin Solar

Energy Group Co., Ltd into court, for defaulted payment of goods and advertising expense

5 1t is relevant to note that Bliss and Gul (2012) provide evidence that lenders usually perceive those

politically connected firms as being of higher risk and thus charge them higher interest rates.
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(a total of $400,000 RMB). In this case, the defendant Himin Solar Energy Group Co., Ltd
was a private company manufacturing solar panel and solar lamps. As First Financial
Daily reported, the CEO (and also the chairman) Ming Huang was very close to the vice
governor of Shandong Province’. In addition, Ming Huang and his company was
frequently involved in corruption scandals such as enjoying excessive government subsidy,
extremely low-priced land and regulatory favors. Due to the fact that the “strength of two
sides was very different”, the dealer, Jiuguan City Jiadian Trade Co., Ltd., kept losing suits
in lower and appellate courts. This case was lasting for 9 years and still being fought in the

courts®.

Taken together, private lenders may express greater concern about the enforceability
of a contract when trade credit becomes overdue. When lenders resort to the legal
system, political connections may obtain regulatory favors (e.g. less penalty, and
longer enforcement and regulatory period), thus reducing the possibility of retrieving
the trade credit. Based on this argument, we propose a Contract Enforceability

hypothesis:

H1b: Politically connected firms obtain less trade credit from suppliers.

3.2 Political connection and trade credit Mode

A firm’s trade credit primarily comes in the form of notes payable and accounts
payable. The different modes of trade credit adopted indicate suppliers’ perceptions
toward different levels of customer risk. If the transaction cost (e.g. default risk) is
high, suppliers may choose a more enforceable contract form to secure the payment

(Williamson, 1975).

Two transaction modes could be chosen when suppliers provide trade credit: notes

payable and accounts payable. Compared with accounts payable, for both suppliers

7 See First Financial Daily: http://www.yicai.com/news/2706601.html

8 See China Business News 2012 Tuesday Dec. 8, page 10.
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and buyers notes payable may involve more complicated procedures and require more
specific information, thus incurring higher transaction costs. In particular, the issuing
and redeeming notes payable require records of a firm’s bank account number,
commission on unconditional payment, date of settlement, amount of agreed
consideration, interest, name of payee and payer, signature of payer, endorsement date
(if any), discount date, and rate. If the note is interest bearing, besides the note interest
that customers should undertake, banks usually charge an extra amount in the form of
a service fee. Finally, for customers, failure to fulfil trade credit obligations (e.g.
refusal of payment) may incur a penalty and credit rating deterioration from the

banks.

However, from the suppliers’ perspective, notes payable are usually more reliable and
represent an unconditional payment. Moreover, according to the Negotiable
Instruments Law of the People's Republic of China (2004 Revision),® the maximum
period of payment shall not exceed six months from the date when notes are extended.
In accounting procedures from suppliers, there is usually no necessity to provide for

the bad debt of a payable account, further indicating the reliability of notes receivable.

Therefore, the mode of trade credit adopted may imply the suppliers’ perception of
the customers’ risk. For customers with the potential to default, suppliers are more
likely to adopt the costly but more reliable form of trade credit, notes payable, while
for trustworthy customers, account payables may save transaction costs and thus be
preferred. Based on different perceptions toward politically connected customers
(Creditworthiness Hypothesis and Contract Enforceability hypothesis), we propose a

second set of competing hypotheses:

9 China legislated the Negotiable Instruments Law of the People's Republic of China in May 1995 for
the first time. Although in 2004 some revisions were made, the content relevant to Drafts and

Promissory Notes (usually used in trade credit) were almost unchanged.
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H2a: According to the Creditworthiness Hypothesis, politically connected firm’s
trade credit carries primarily accounts payable.
H2b: According to the Contract Enforceability hypothesis, politically connected

firm’s trade credit carries primarily notes payable.

4. Sample and research design.

4.1. Data and Sample

The data is primarily drawn from the China Stock Market and Accounting Research
(CSMAR) database. We exclude state-owned firms and focus on non-SOEs listed in
the Shanghai and Shenzhen stock markets. We start with a sample of 1651 firms and
9432 firm-year observations from 2003 to 2014.1° We define non-SOEs when their
ultimate controlling shareholders are individuals, families, or other non-state entities,
such as a town-village enterprise, foreign enterprise, or other non-state-controlled

enterprise (Cao et al., 2016).

To deal with the error induced by outliers, we winsorize the top and bottom 1% of the
sample and exclude: (1) observations with missing information, including cases
without firm-specific data or sufficient information about the background of the
chairman or CEO; (2) firms in the financial industry; (3) firms ultimately controlled
by the government, including the central government, local governments at the
provincial, municipal, and county levels, and other governmental institutions; and (4)
observations in firms’ initial public offering (IPO) years.!! Finally, our sample

contains 1583 firms and 8468 firm-year observations.

4.2. Measurement of key variables

10 Since the percentage of shares held by controlling shareholders is disclosed, since 2003, in CSMAR,
our sample starts from 2003 as well.
11 Since CSMAR does not include firms' pre-1PO financials, we exclude firms’ IPO year, to avoid the

effect of its IPO process on financial status.
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4.2.1 Political Connections

Following Faccio (2006), Fan et al. (2007) and Chen et al. (2011), we manually
collect background information about top executives and measure firms’ political
connections based on the background of a firm's chairman or CEO. If the chairman or
CEO is a current or former officer in government or the military, we consider this
firm to be politically connected. In particular, current and previous experience
includes working experience in central or local government departments, the military,
People's Congress (PC), People's Court and Procuratorate, or Chinese People's

Political Consultative Conference (CPPCC).*?

4.2.2 Trade-Credit Taking

In our study, we focus on trade-credit taking of politically connected firms. Therefore,
we follow Petersen and Rajan (1997) and Fisman and Love (2003) in calculating
trade-credit taking (Tc) as the percentage ratio of accounts payables and notes
payables to total assets. Following extant literature that emphasizes both the
extending and taking of trade credit, we also use the net credit to proxy firms’
trade-credit taking. Net credit (Tcnet) is defined as the percentage ratio of net trade
credit (accounts payables + notes payables — accounts receivables — notes receivables)

scaled by total assets.

4.2.3 Trade Credit Mode

Compared with accounts payable, notes payable is more likely to guarantee the
payment of trade credit, but it bears higher transaction costs such as interest,
administrative expense, and overdue penalty. Therefore, we use the percentage ratio
of notes payable to the sum of accounts payable and notes payable as the proxy for

the trade credit mode (Mode). A large (small) value of Mode suggests that the firm’s

2 In the robustness check, we include the chairman and CEO who have working experience in the
People’s Bank of China and big four state-owned banks’ provincial branches as a robust proxy for

political connection.
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trade credit carries primarily notes payable (accounts payable) with a high (low) cost.

4.3 Research Design
4.3.1 Regression equation to test Hla and H1b
To empirically test Hla and H1b, our regression analysis is based on Equation (1).
Our focus is a1 in Equation (1). If a1 is positive and significant, Hla is valid. If a1 is
negative and significant, we reject Hla and accept H1b.

Tcit =aotaaPoliticalit +¢5 ZjControlit + it Q)
Where TC is the trade credit for the i firm at t, measured by the percentage ratio of
accounts payable and notes payable to total assets. We also use Tcnet to proxy trade
credit, which is defined as the percentage ratio of net trade credit (accounts payables +
notes payables — accounts receivables — notes receivables) scaled by total assets.
Independent variable Politicalit is a dummy variable to indicate whether i firm is

politically connected at t.

Control is a set of control variables. Following a strand of studies about the
determination of trade credit (Fisman and Love 2003; Giannetti et al. 2011; Wu et al.,
2012; Wu et al., 2014), we include control variables of a firm’s size (Size), firm age
(Listage), fixed assets ratio (Fix), leverage (Lev), bank loan ratio (Loan), profitability
(Roa), the degree of competition in each industry (Comp), firm’s investment
opportunities (TobinQ), board size (Board), average age of board directors (Age), the
controlling shareholder’s power (Top), local economic development (GDP), and the

quality of financial institution (Intermediate).

Specifically, a firm’s size (Size) is defined as the logarithm of the firm’s total asset
value, and Firm age (Listage) is calculated as the natural logarithm of years listed on
the market. According to the literature (e.g. Peterson and Rajan, 1994; Fisman and

Love, 2003; Ge and Qiu, 2007; Wu et al., 2014), large and older firms may have
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better established records and are more likely to receive trade credit, while they also
may have better access to bank loans, and thus a lower demand for trade credit.
Therefore, the effect of size and firm age to trade credit is ambiguous. Fix is defined
as the percentage ratio of fixed assets to total assets, controlling for a firm’s collateral.
Fixed assets can be used as collateral in China, and thus firms with a higher
proportion of fixed assets usually receive more bank loans, which indicates less
demand for trade credit (Wu et al., 2012, 2014). Loans from banks (Loan) is the
percentage ratio of bank loan to total debt, which is a proxy for other
substitute-financing channels (Peterson and Rajan, 1994). Lev is calculated as the
percentage ratio of liabilities to total assets. Firms with higher leverage indicate better
access to both bank loans and trade credit. Profitability (Roa) is calculated by return
on assets expressed as a percentage ratio. As Roa could control for a firm’s default
risk and other substitute-financing channels as well, the effect of Roa could be
ambiguous. Giannetti et al. (2011) and Fisman and Love (2003) argue that those top
firms in an industry have more bargaining power in taking trade credit. Therefore, we
control for the degree of competition firms may face (Comp), by calculating the
percentage ratio of the Herfindahl index based on firms’ sales according to each
industry. The value ranges from 0 to 100. If the value is closer to 0, then it means that
firms face more severe competition in this industry. Since prosperous growth
opportunities could affect the usage of trade credit, we use Tobin’s Q (TobinQ) to
proxy investment opportunities, which is calculated as the sum of the value of equity

and debt less value of inventories divided by the replacement cost of the capital stock.

In contrast to developed countries, controlling shareholders’ expropriation to minority
shareholders is especially severe in China (Jiang et al.,, 2010) and corporate
governance structure is rather important in explaining firms’ behavior. Hence, in
addition to those financial characteristics, we also control for corporate governance

variables. Board is the logarithm of the number of directors on the board. Age is the
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logarithm of the average age of the board of directors. The board independence
(Independent) is measured by the percentage ratio of independent board directors.
Controlling shareholder’s power (Top) is the percentage ratio of shares held by the

controlling shareholder.

Previous studies indicate that macro-level factors also matter for trade credit. For
example, studies find that trade credit usage is closely correlated with local economic
development (Fisman and Love, 2003; Ge and Qiu, 2007; Wu et al., 2012); hence we
include local GDP, which is Gross Domestic Product growth in the area where firms
are located. Moreover, by including the sub-index of the Development of
Intermediary Organizations (Fan et al., 2010) that evaluate financial intermediaries’
quality in China, we are able to use the quality of financial institution to control for
firms’ formal financial channels (Intermediate). Besides this, we construct a set, of
province dummy (Province), industry dummy (Industry) and year dummy (Year), so
as to control for provincial, industry and year fixed effects. Detailed definitions of

variables are provided in Table 1A in Appendix 1.

4.3.2 Regression equation to test H2a and H2b
We use Equation (2) to test H2a and H2b, and our research focus is a1: if a1 is
negative and significant, H2a is valid. If a1 is positive and significant, we reject H2a
and find in favor of H2b.

Modeit =ao+ a1Politicalit + o5 ZjControlit + .t (2)
Where Mode is the dependent variable and we use the percentage ratio of notes
payable to the sum of accounts payable and notes payable as the proxy for the trade
credit cost of firm i in period t. Independent variable, Politicaliy, is a dummy variable
to indicate whether i firm is politically connected at t. We control for the same set of
variables as we used in Equation (1). Key variables and definitions are as shown in

Table 1A in Appendix 1.
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5. Empirical results

5.1. Descriptive statistics

Panel A of Table 1 shows the descriptive statistics for the variables. The mean value
of political connections (Political) is 0.318, indicating that 31.8% of our sample firms
are politically connected. In previous studies (Fan et al., 2007; Li et al., 2008), the
mean of identified political connection varies between 25% and 35%, which finding
exhibits similar patterns to ours. The mean value of trade credit (Tc) is 11.471%,
consistent with the finding of Ge and Qiu (2007), whose mean value of trade credit is
approximately 15% during the period of 1994 to 1999. Meanwhile, the maximum
trade-credit taking accounts for 47.619% of the total assets, which is approximately
four times larger than the mean value. The difference between maximum and
minimum trade credit is about 47.5%, which is approximately eight times the standard
deviation, indicating a large variance in trade-credit taking among firms. As for the
other measurement of trade credit (Tcnet), the mean Tcnet is -3.541%, suggesting that

listed firms on average receive more trade credit than the volume of credit extended.

The mode of trade credit varies extensively among listed firms. We can see that the
mean proportion of notes payable to total trade credit (Mode) is about 19.526%, while
the difference between maximum and minimum values is about four times the
standard deviation. As to the control variable, the mean value of size of the firm (Size)
is about 1.69 billion Yuan (=e?1%). The mean of the liability ratio (Lev) is 40.291%,
while the ratio of loans from banks accounts for 6.804% of total liability, which
means that listed firms also suffer from severely limited access to formal financing
channels. The mean profitability is 4.525%, with a maximum of 20.231%. Overall,
the statistics and the pattern of our sample indicate that those firm features are

reasonably consistent with extant literature (Ge and Qiu, 2007; Wu et al., 2012, 2014).
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In Panel B of Table 1, we report the mean difference test and median difference test
between politically connected and non-politically connected firms. We first compare
the trade-credit taking and net trade-credit taking. For trade-credit taking, we see that
there is a significant difference between connected and non-connected firms.
Specifically, the mean difference is significant at the 5% level and the median
difference test is significant at the 10% level. For the difference in net trade-credit
taking, the result is weaker, consistent with the finding of Ge and Qiu (2007), possibly
because trade-credit extending mitigates the volume of trade-credit taking. Then, we
compare the trade credit mode between the two groups. The result shows that the
difference is significant. In particular, connected firms on average have a higher value
of Mode, which means that those firms receive a higher proportion of notes payable.

In the median difference test, we observe the same pattern.

We report a correlation analysis of the variables in Table 2. The lower left part of
Table 2 reports the Pearson correlation matrix, while the upper right part of Table 2
demonstrates the Spearman correlation matrix for the variables. The results in both
parts show that the trade credit is positively associated with political connections,
statistically significant at the 1% level. The mode of trade credit is positively
associated with political connections, significant at the 1% level. We also report the
variance inflation factors (VIF) and find that they are all less than 10.'® Therefore,

multicollinearity is not a serious concern.

13 variance inflation factor results are available upon request.
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Insert Table 2 here

5.2 Empirical results

5.2.1 Testing hypothesis H1a and H1b: political connection and trade-credit taking
Table 3 provides the empirical results of hypotheses H1la and H1b. As Table 3 shows,
columns (1) and (3) primarily yield a correlation between trade credit and political
connection, industry year and provincial dummies. In columns (2) and (4), we further

include all control variables.

The dependent variable in columns (1) and (2) is trade credit (TC), while the
dependent variable in columns (3) and (4) is net trade credit (TCnet); both are used to
measure the firm’s trade-credit taking. According to the results in columns (1) and (2),
the estimated coefficients associated with political connection (Political) are all
negative (-0.434 and -0.431) and significant at 5% level, suggesting that political
connections on average decrease firms’ trade-credit taking by 40%. In columns (3)
and (4), we use net trade credit as the dependent variable instead, and the results are
also significant. We can see the coefficient of political connections in column (4) is
-0.500 and significant at the 5% level. Besides that, we find that larger firms with
more collateral usually enjoy more trade credit, which is consistent with the existing
literature (Wu et al., 2014). In addition, the coefficient of Loan is significantly
negative, consistent with previous findings that trade credit substitutes for bank loans
(Peterson and Rajan, 1994; Fisman and Love, 2003; Ge and Qiu, 2007). Overall, the

results in Table 3 support H1b.

Insert Table 3 here

24



5.2.2 Testing hypothesis H2a and H2b: political connections and trade credit mode

Table 4 provides the results for the impact of political connection on the mode of
trade credit. We employ both OLS and Tobit procedure to estimate Equation (2). In
columns (1) and (2), we report the results of the OLS estimation. The coefficients
associated with the Political variables are positive (1.566, 1.340) and significant at the
1% or 5% levels, respectively. The results suggest that politically connected firms’
trade credit carries primarily notes payable, and that the costs of trade-credit usage of

politically connected firms are higher.

The explanatory variable (Mode) in column (3) and (4) is left-truncated, which means
we can observe the proportion of notes payable to total trade credit if, and only if,
(conditional on) firms could obtain trade credit. Therefore, as deleting the zero-value
observations would induce a biased estimator, we use the Tobit regression method to
mitigate our concern. Results are reported in columns (3) and (4), and we see that the
result is consistent with columns (1) and (2). In addition, for columns (2) and (4),
although the magnitude of the coefficient is smaller (from 1.566 to 1.340 for the first
two columns, 2.382 to 1.770 for the last two columns) after controlling for other
variables, the significance of political connections (Political) remains unchanged.

Overall, the results from Table 4 support H2b and reject H2a.

5.3 Difference-in-Difference approach
While Equations (1) and (2) assume that political connection impacts the level of firm
trade credit, the equations, however, do not take into account potential simultaneity

between the two variables. It is possible that, when a firm is well-managed, it has
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more trade credit and thus has more resources to hire politically connected executives.
In this section, we take advantage of exogenous events (e.g. establishment and
termination of political connections) to mitigate that concern. By employing a
Difference-In-Difference (DID) procedure, the biased estimation caused by

time-invariant factors can be mitigated.

5.3.1 Establishment of political connections

When a firm hires a politically connected top executive, the political tie could be
established or strengthened. The cultivation of political connections induced by the
hiring of top executives is usually exogenous with factors affecting trade-credit taking
(Fisman et al., 2012; Luechinger and Moser, 2014). The institutional reforms in the
late 1990s in China created a large wave of official resignations from government,

leaving individuals with political connections that could be available in the market.

This dynamic change created a connection between government and firms, and
provides us with the opportunity to identify political appointees who accept corporate
appointments. In our sample, during the period 2003 to 2014, we could identify cases
where a politically connected CEO or chairman was hired by a company. This
subsample is our treatment group, in which these firms acquire at least one politically
connected top executive (CEO or chairman). Then, we match each treatment firm
with a control firm. A control firm needs to meet three conditions: (1) it is a
non-politically connected firm; (2) it is in the same industry as the treatment firm; and
(3) the matched firm and treatment firm have the smallest difference in total assets in
the same industry, and in the same year before acquiring political connection. The
sudden obtaining of political connection minimizes the impact of simultaneity
between trade credit and political connection. In the matching process using total

assets, industry, and year, we obtain 93 pairs of firms with 1088 firm-years.
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We use the following multiple regression equation:

TCit or Modeitr =an+aaTreatit +aoPostit +asPostitx Treatit +¢5 ZjControlit + it
©)
where Treati: takes a value of 1 if a firm i is in the treatment group in a given year t;
and Postit is a time dummy with a value of 1 for a treatment firm for the remaining
years of having politically connected top directors. The results from Equation (3) are
presented in Panel A of Table 5. The coefficients associated with the interaction
variable, TreatxPost, are positive and significant at the 5% and 10% levels in first
two columns, respectively, suggesting that, when a firm switches from non-politically
connected to politically connected status, the firm, on average, experiences a decrease
of 2.023 (in column (1)) and an increase of 4.339 (in column (2)) percentage points in
trade credit and trade credit mode, respectively. Therefore, it is unlikely that our
conclusion of positively correlated independent director connectedness and trade

credits is due to simultaneity.

5.3.2 Termination of political connections in Anti-corruption campaign

Meanwhile, the ongoing corruption scandals and recent anti-corruption campaign
initiated in China provide us with another exogenous shock to study the termination
of political ties. We collected 104 corruption cases involving high-level officials
(provincial and above) by searching the information publicly available in the Central
Commission for Discipline Inspection of the Communist Party of China (CCDI) and
supplemented by Baidu (www.baidu.com) and Google (www.google.com) web search
engines. In particular, we started with identifying officials who have been investigated
or arrested during this campaign. We then identified a set of firms that were connected
with the corrupt bureaucrats through either family members or friendship. If any of
these information sources indicate that a firm’s chairman, CEO, controlling owner or

director sitting on the board are of the same family or friends of corrupt bureaucrats,
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or have a previous job affiliation with the corrupt bureaucrat, we define it as a
connected firm. After the corrupt bureaucrats are arrested, the political connection
between those firms and government could be exogenously terminated. Finally, we

restrain our sample to non-SOEs.

To facilitate the DID procedure, we define the treatment group as whether it is
connected with the corrupt bureaucrats. Treatit has a value of 1 if a firm i is connected
in a given year t. Next, we match each treatment firm with a control firm. We require
our control group to meet two conditions: (1) it is in the same industry as the
treatment firm but without the involvement of scandal; and (2) the matched firm has
the smallest difference in total assets in the same industry, and in the same year before
acquiring political connection. Due to our sample being restrained to non-SOEs
connected with corrupt bureaucrats, the number of observations shrinks to 180

firm-years (14 pairs).

As the results show in Panel A of Table 5, the interaction term in column (3) is
positively significant, which means a positive effect on trade credit after the
termination of political ties, and which thus means that a sudden halt in the political
connection has a positive impact on a firm’s trade-credit taking. The result in column
4 exhibits a similar pattern: the cost of trade credit also indicates a significant

decreasing trend.

Insert Table 5 here

5.3.3 DID analysis in firms with high and low loans

The establishment (termination) of political connection also means whether it is more
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readily (difficult) to access finances through formal channels'* Besides the effect of
establishment (termination) of political connection cast on trade credit and trade credit
mode, better (limited) access to formal channels can lead to further reduction
(increment) in loan requirements, leading to lower (higher) trade credit. Therefore, the
effect of access (lost access) on formal finance may strengthen the DID treatment
effect. If our arguments are valid, we expect to see that the effect of treatment effect is
more pronounced in firms with a higher level of loan at the period t after firms obtain

(lose) political connection.

To tests these arguments, we run DID tests on firms with high loan versus low loan, to
see whether there exists a structural difference between the two groups. Based on the
mean value of Loan, we divide our sample into two subsamples: if the bank loan of
firm i exceeds the mean value at year t, it goes to high loan group; otherwise to the
low loan group. We carry the DID test for the two groups based on two events, and
report the results in Panel B of Table 5. The results of Panel B confirm our previous
discussions. We can see, basically, that in all columns the coefficient of the high loan
group is larger than that of the low loan group. Columns (1) to (4) report the results of
the DID analysis of the establishment of political connection, while columns (5) to (8)
show the results of the termination of political connection. In columns (1) and (2),
which test the treatment of the establishment of political connection, we can observe
that the coefficient of PostitX Treat;: is larger in firms acquiring higher loans, while
we also find that the coefficient of interaction is significant in the subsample with low
loans. The chow test also lends support that there exists structural change between
high and low loan groups. In columns (5) and (6), where we report the results of DID
tests based on connection termination, we can observe that the coefficient of
interaction PostitX Treati: is significantly positive in the high loan group, but turns

out to be insignificant in column (4), which means that, after firms have lost political

14 We thank a reviewer providing such a constructive suggestion.
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connection, those with more loans generally experience a larger increase in trade
credit. Overall, the results support that the treatment effect is more pronounced in

firms with a higher level of loans.

5.3.4 Test for Pre-Treatment Trends for Treated and Untreated groups

A potential challenge to the difference-in-differences (DID) strategy is that
differential changes between treated and untreated subclasses may be driven by
pre-existing differences in the time trends. Therefore, we test whether the assumption
of “Parallel Paths” of DID estimation holds (Angrist and Krueger, 1999; Athey and
Imbens, 2006). In particular, we test whether the connected and non-connected firms
exhibit parallel trends before the change of political tie in companies. We perform a
test by including the interaction terms between pre-treatment year and treatment

indicator in models (4), listed as below (Moser and Voena, 2012):

TCit or Modei; =ao+auTreati*Pre(-Year) + it +aj ZjOther_Controli; + 4

We allow o1 to vary across treated and untreated groups prior to the treatment year.
Pre(-Year) includes five dummy variables denoting each year before treatment year,
from Pre(-1) to Pre(-5) in our sample. Thus, the interaction terms (Treati*Pre(-1) to
Treati*Pre(-5)) capture the differences between connected and non-connected firms

in the first to fifth years ahead of the treatment year.

If the pre-time trends of connected and non-connected matched firms have no
pre-existing differences, we would say that this satisfies the parallel trends
assumption, and then the coefficients of interactions are expected to be insignificantly
different from zero. In Table 6 we report the regression results. The results show that
the interactions are almost insignificant, which reveals limited systematic differences

in pre-trends across treated and untreated groups. The results also help to confirm the
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credibility of DID estimation.

6. Further study

The empirical results above provide some evidence that politically connected firms
may experience credit discrimination when taking trade credit. In this section, to
provide corroborating results, we further explore the impact of the legal system on the
sensitivity of political connections to trade credit, and then focus on the channel

through which the trade credit discrimination occurs.

6.1 Quality of legal environment on the sensitivity of political connections to trade
credit

The constitution of formal institutions is important for a firm’s financing behavior. La
Porta et al. (2000, 2008) consider that the institutional environment, especially law
enforcement, is non-negligible. In our hypotheses development, the strand of a recent
paper emphasized how political connection wins regulatory favors (Li et al., 2008;
Correia, 2014) through dampening the effectiveness of legal enforcement, thus
causing private lenders (suppliers) some concerns about enforceability of a contract
when trade credit becomes overdue. Following this logic, suppliers’ concern about
customers’ ex post default risk could reflect a varied pattern under legal environments
of differing quality. Therefore, we expect that the credit discrimination against
politically connected firms may be weakened in regions with sound legislation and an

effective law enforcement environment.

Firstly, we used the index of the Development of Intermediary Organizations (DIO) to
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measure the quality of the legal environment in different provinces of China, based on
the survey conducted by Fan et al. (2010). In particular, based on specific information
such as the number and quality of courts, the number of lawyers, and their efficiency
in dealing with cases, the DIO scores the legal environment across different provinces
as a sub-index. We plot the quality of the legal environment according to the index of
each province in 2009 (latest version of DIO), in Figure 1. As Figure 1 shows, the
development of the legal environment across China is uneven. Along the eastern
coastal area, the quality of the legal system is relatively higher than in any other
region, while in the western area, the legal environment is underdeveloped. Such
unbalanced development in different areas provides us with a unique setting to study
the effects of the legal environment quality on the sensitivity of political connection to
trade credit. Based on the sub-index of the legal system, we construct two dummy
variables (Regionl and Region2) for each province. Regionl takes the value of 1 if the
sub-index of DIO for a particular province i in period t is higher than the median
score of all the regions at t, it, and 0 otherwise; Region2 takes the value of 1 if the
sub-index of DIO for a particular province i in period t is higher than the 90th
percentile score of all the regions at t, it, and O otherwise. We then introduce the
interaction between Region and Political to study the effect of legal system on the

sensitivity of political connection to trade credit.

Insert Figure 1 here

Panel A of Table 7 reports the results. It can be seen that the coefficient of political
connections (Political) is negatively associated with trade credit and positively
associated with mode of trade credit (Mode), remaining significant at the 1% or 5%

levels. The coefficient of the interaction term is of more interest. For columns (1) and
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(2), the coefficient of interaction term (Region XPolitical) is positive and significant,
indicating that the negative effect of political connections (also referred to as trade
credit discrimination in our study) is mitigated by a relatively effective legal
environment. For firms located in regions with a better legal environment, the effect
of trade credit discrimination toward politically connected firms reduces by almost
20% (-0.090/0.501), in column (2). For columns (3) and (4), with the dependent
variable Mode, we observe the same pattern, that the positive correlation between

political connection and trade credit mode is largely mitigated.

Secondly, previous papers use the number of corruption cases in a province to proxy
the legal environment. In particular, Jiang and Nie (2014) use graft cases filed per
10,000 public officials in a province to proxy the corruption level and market
environment in that area of China. Similar measures have been adopted in numerous
previous US-related studies (Adsera et al., 2003; Glaeser and Saks, 2006). A previous
paper argues that a larger number of corruption cases (per 10,000 public officials) is
related to lower quality of legal environment of that area (Jiang and Nie, 2014).
Following the literature, we obtained the number of corruption cases (per 10,000
public officials) in every province from the Procuratorial Yearbooks of China
published by the Supreme People’s Procuratorate of China. Then we constructed the
variable Corrupt, which takes the value of 1 if the number of corruption cases (per
10,000 public officials) of this province is higher than the median of all areas, and 0
otherwise. We include Corrupt and its interaction term with Political in the regression,
then re-estimate the model. Results are reported in Panel B of Table 7. We see that the

negative correlation between political connection and trade credit is strengthened in
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places with a low-quality legal environment.

6.2 The using and collecting of trade credit in connected firms

In this section, we investigate the trade credit usage (payment and collecting) in
connected firms, which could partially explain why politically connected firms exhibit
lower credit reputation.

6.2.1 Payment of payables analysis in connected firms

While trade credit allows customers to delay payment to their suppliers for some
period, the delay is usually short term (3 months or less). When customers cannot pay
their payables within the normal credit period, suppliers may not only undertake the
cost of a liquidity crisis, but also have to face the higher uncertainty of trade credit
payments in the future. From the customer’s perspective, late or overdue payment of
payables may possibly incur implicit costs such as deterioration in customers’ credit
reputation, rendering suppliers more cautious in the extending of trade credit.
Therefore, we analyze the composition of overdue payments of accounts payables in
politically connected firms. We use Late and Overdue to measure the late and overdue
payments. Specifically, Late;t is the proportion of accounts payable of more than one
year to the total amount of accounts payable for a particular firm i in period t.
Overdue is the proportion of accounts payable of more than three years to the total

amount of accounts payable.

Table 8 reports the estimation results. The dependent variable in the first two columns
is Late, while that in the last two columns is Overdue. As column (2) shows, the
coefficient of politically connected firms is 0.516 and remains positively significant at
the 5% level, indicating that accounts payable of over one year are higher than for
non-politically connected firms. In column (4), we check the result of overdue
payments, and find that accounts payable of over three years in politically connected

firms is significantly higher than in others. The late and overdue payment of payables
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analysis suggests that politically connected firms usually exhibit a longer period of
withholding in the repayment of trade credit, which may incur implicit costs such as
deterioration in customers’ credit reputation, resulting in suppliers being more

cautious in extending trade credit.

6.2.2 Collecting of accounts receivable analysis in connected firms

The effect of political connections on accounts payable and accounts receivable may
be asymmetric. If political connections afford firms more confidence in the legal
system, then as suppliers, connected firms could be more likely to collect their trade
credit promptly. We could expect to see lower overdue payment of accounts
receivable in those firms. Therefore, we test the composition of accounts receivable in

politically connected firms.

We use Prompt to measure firms’ in-time collecting of accounts receivable.
Specifically, Prompti: is the proportion of accounts receivable of less than one year to
the total amount of accounts receivable for a particular firm i in period t. Columns (5)
and (6) of Table 8 report the estimation results. As column (6) shows, the coefficient
of political connections is 1.924 and remains significantly positive at the 1% level,
indicating that collection of accounts receivable by politically connected firms is on

average faster than that by non-connected firms.

6.3 Market perception toward contract violation in connected firms
A company may experience a negative market reaction when it discloses the

involvement of a lawsuit, especially as a defendant (Sun and Zhang, 2006). If firms

35



are politically connected, the effectiveness of the legal system is usually jeopardized
(Anderson, 2000). La Porta et al. (2004) argue that, when defendants are politically
connected, the courts usually encounter difficulties in maintaining judicial
independence. The influence of government may cause courts to compromise their
consideration of matters of justice (Glaeser and Shleifer, 2002). Recent studies also
provide corroborating evidence about the regulatory favors politically connected firms
may receive (Li et al., 2008; Correia, 2014). Thus, when firms are involved in
lawsuits as defendants, investors may perceive companies with political ties as a
special group protected by government, and those firms may experience less negative
market reactions. Berkeman et al. (2010) provide relevant evidence that the market
reaction to firms with political ties is much smaller than that to its peers when the

market strengthens investor-protecting law enforcement in China.

Following previous papers, we examine market perceptions when politically
connected firms are involved in a contract-related violation lawsuit, in this section.
When firms disclose contract violation lawsuits, the market’s perception of politically
connected firms signals the degree of contract enforceability that may be relied upon
in the legal system. In particular, we test whether politically connected firms
experience less negative market reaction when they are involved in contract violation
cases. We extract listed firms’ contract violation case information from the China
Listed Firm's Litigation and Arbitration Research Database, and then supplement the
sample by searching firms’ disclosures in the China Securities Regulatory
Commission’s (CSRC) designated information disclosure website. For those firms
involved in contract violation lawsuits more than once in a single year, we only keep
its first time record. Finally, we obtain 11 political connected firms vs. 59

non-political connected firms®®. In particular, we divide our sample into two groups:

15 According to Jung (2013), the small sample problems can be taken care of as long as the sample

size is more than 10.
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politically connected and non-politically connected firms. We summarise and list all
types of contract violation that involved firms, in Table 9. We see that the number of
sales contract disputes (as many as 7 cases) constitutes the largest proportion of
contract violation cases in politically connected firms, while the types of contract

violation are more diversified in non-politically connected firms.

We examine the announcement effect of those lawsuits. We carry out the event study
and calculate the cumulative abnormal return (CAR) around disclosure day of
contract violation cases. The standard market model is used to compute the CAR in
the relevant event windows: each window from (-1, 1) to (=10, 10). Following Chen
et al. (2005), we chose the estimation period of 250 days (=30, —280). We restrict our
sample to all non-SOEs, with data available for at least 280 trading days before, and
29 trading days after the announcement date. Panel A of Table 10 reports the event

study results.

For non-politically connected firms, the CAR is negative in all the windows and
remains significant in all windows, indicating a negative market reaction after
releasing information about involvement in lawsuits. However, for all politically
connected firms, the CAR is positive but not significant in the (=1, 1) to (=10, 10)
window. These results indicate that politically connected firms generally receive less

market negative reaction when involved in contract violation cases, and are likely to
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be perceived as a special group protected by government and treated with regulatory

favors.

The above results could be driven by the nature of lawsuits. Some lawsuits against
politically connected firms could be inconsequential, thus exhibiting insignificantly
positive market reaction. To address this concern, we match each politically
connected sample with the same number of non-politically connected firms.
Non-politically connected firms need to meet two conditions: (1) it is in the same
industry and contract violation type as the connected firm; and (2) the matched
non-political connected firm and political connected firm have the smallest difference
in amount involved in litigation. Finally, we obtain 11 matched pairs. Using the
matched sample, we re-examine whether politically connected firms experience less
negative market reaction when they are involved in contract violation cases. We report
the results in Panel B of Table 10. We see that the results are consistent with the
unmatched sample. Firms without political connection receive negative market
reaction since the litigation information released in window (-1, 1) to (-10, 10). The
negative difference between connected and non-connected samples remains

significant in all windows.

We also provide the plot of cumulative abnormal return in the (-5, 5), and (—10, 10)
window in Figure 2. Taken together, the results of the event study show that
politically connected firms experience less, or even no negative market reaction when
involved in contract violation cases, indicating relatively low contract enforceability

for connected firms through the legal system.
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7. Robustness tests

7.1 Different definition of Political connection

Existing studies provide various definitions of political connections based on different
research settings. Some studies define political connection as current or previous
working experience in government offices or the military (e.g. Faccio, 2006; Fan et al.,
2007; Chen et al., 2011), while others may focus on top executives’ membership of
political parties (Li et al., 2008). Typically, we argue that before 1978 the banking
system in China was a part of the government administrative hierarchy. Although
reforms have been made in the banking system, banks, especially state-owned banks,
still receive a great deal of influence from the government. Therefore, we argue
connections to those banks could be a form of political connection in China. In this

robustness check, we use this different approach to define political connection.

In particular, we construct a new political connection variable (Political_2) by
including the chairmen or CEOs who have working experience in the People’s Bank
of China and/or in the big four state-owned banks’ provincial branches, and re-test our

hypotheses. Table 11 reports the results; and we see that the results are still robust.

7.2 New measurement of trade credit

Firms take trade credit for two different purposes. Extant research argues that firms
take trade credit primarily to alleviate financial constraints. The findings from Ge and
Qiu (2007) support the notion that firms in China use trade credit as a substitute
source of financing rather than for operating needs. However, a strand of papers in the

literature suggest that, besides financial constraints, factors affecting the volume of
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trade credit taking also associate with the nature of the transacted goods (Fabbri and
Menichini, 2010; Giannetti et al., 2011), such as the differentiated products, services
and standardized goods. In our previous analysis, we controlled for firm’s
characteristics, the degree of competition and industry dummies. However, the nature
of the goods may be difficult to control for within industry. Therefore, we calculate
the normal trade credit of each firm that may be needed in its day-to-day operations,
and obtain the residual as the abnormal trade credit it could take. By using the
abnormal part of trade credit, we can differentiate the normal trade-credit taking
(associated with the nature of goods) and the abnormal trade credit it could take. The

procedure is reported in Appendix 2.

Table 12 reports the results. The key independent variable is political connection,
while the dependent variable for column (1) is the excessive trade credit, as was
obtained previously. The coefficient of variable Political indicates that a firm with a
political connection is associated with less abnormal trade credit (about -4%), which

is consistent with our previous findings.

7.3 New measurement of trade credit mode

In this section, we use two more proxies for the trade credit mode as our robustness
test. In particular, since the trade credit mode depends on the observability of trade
credit, the distribution of trade credit may not necessarily follow the normal
distribution. Previous estimation employed both the OLS procedure and the Tobit
procedure to mitigate this problem. Here, we re-estimate Equation (2) by adjusting the

distribution of the trade credit mode. Specifically, we construct dummy variables
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Mode_mean and Mode_median. Mode_mean takes the value of 1 if the proportion of
notes payable is higher than the industry mean. Similarly, Mode_median takes the
value of 1 if the proportion of notes payable is higher than the industry median. The
columns (2) and (3) in Table 12 report the estimation results. We can see the results

remain consistent with our previous findings.

7.4 Industry-adjusted trade credit and trade credit mode

Trade credit usage is related not only with firm’s balance sheet position, but also with
the characteristics of the traded product of different industries. Previous study finds
that suppliers of differentiated products and services have larger accounts receivable
than suppliers of standardized goods; and also, that firms buying more services
receive cheaper trade credit for longer periods (Giannetti et al., 2011). Therefore,
adjusting for industry difference is a good way to check whether our results are driven

by industry-related factors.

Specifically, we adjust variable Tc and Mode by their industry median. We define
Tc_adj as the median-industry-adjusted trade credit and Mode _adj as the
median-industry-adjusted trade credit mode. We re-examine the main hypotheses by
using industry-adjusted trade credit and trade credit mode. The results are reported in

Table 13. As the table shows, our results remain consistent®.

16 We also test the stability of our main results. We forward our main regression for three periods and
check whether our results are persistent. We find that almost all the results are consistent with our main
findings, except only that trade credit mode is insignificant in the third period. To save space, we did

not report the table, but the results are available upon request.
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8. Conclusion

In this paper, we investigate the impact of political connections on firms’ trade-credit
taking. Using the sample of Chinese listed firms over the period from 2003 to 2014,
we find that firms with a political connection exhibit less trade-credit taking. Trade
credit already obtained in politically connected firms is also more costly, as it comes

in the form of higher-cost notes payable, rather than lower-cost accounts payable.

To obtain corroborating results, we further find that, in areas with a relatively
effective legal system, the impact of political connections on trade-credit taking
becomes weaker. Furthermore, we investigate why politically connected firms exhibit
a low credit reputation. We provide evidence that firms with political connections on
average have a higher proportion of late or overdue payment of payables but collect
account receivables more quickly. In addition, connected firms are perceived as a
special group protected by government and treated with regulatory favors, which

creates obstacles to the collection of trade credit outstanding through the legal system.

Taken together, our findings suggest that, when politically connected firms are
involved in contract violations, the foreseeable contract enforceability could be
weakened and thus dampen suppliers’ confidence in doing business with new
customers. Our study contributes to the literature by investigating the impact of
political connections on informal financing activities, and by revealing the
asymmetric influence of political connections on formal and non-formal financing

channels.
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Appendix 1

Table 1A: Definitions of key Variables

Variable name

Definition

Political

TC(%)
Mode(%)
TCnet(%)

Late(%)
Overdue(%)
Prompt(%)

Age
Board
Independent(%)
Top(%)
Size
Loan(%)
Lev(%)
Comp(%)
Listage
ROA(%)
Fix(%)

Regionl
Region2

Corrupt,
GDP

Intermediate

TobinQ

Industry
Year
Province

If CEO or senior manager currently working, or having work experience, in a central or local
government department, the military, the People's Congress (PC), People's Court and
Procuratorate, or Chinese People's Political Consultative Conference (CPPCC), it takes the
value of 1, otherwise 0.

The percentage ratio of accounts payable and notes payable to total assets.

The percentage ratio of notes payable to the sum of accounts payable and notes payable.

The percentage ration of net trade credit (accounts payable + notes payables — accounts
receivable — notes receivable) scaled by total assets.

The percentage ratio of accounts payable of more than one year to the total amount of accounts
payable.

The percentage ratio of accounts payable of more than three years to the total amount of
accounts payable.

The proportion of accounts receivable of less than one year to the total amount of accounts
receivables.

The logarithm of the mean age of board Directors.

The logarithm of the number of directors on the board.

The percentage ratio of independent directors on the board.

The percentage ratio of shares held by the controlling shareholder.

The logarithm of a firm’s total assets.

The percentage ratio of bank loans to total liabilities.

The percentage ratio of total liabilities to total assets.

The Herfindahl index of sales ratio of each listed firm of each industry, ranging from 0 to 100;
closer to 0 means severer competition among firms in the same industry.

The natural logarithm of years listed on the market.

The percentage ratio of return on assets.

The percentage ratio of fix assets to total assets.

Regionl takes the value of 1 if the sub-index of DIO for a particular province i in period t is
higher than the median score of all the regions at t, it, and O otherwise;

Region2 takes the value of 1 if the sub-index of DIO for a particular province i in period t is
higher than the 90th percentile score of all the regions at t, it, and O otherwise.

It takes the value of 1 if the number of corruption cases (per 10,000 public officials) of this
province is higher than the median of all areas, and 0 otherwise.

The Gross Domestic Product growth in the area where firms located in year t.

The sub-index of the Development of Intermediary Organizations (Fan et al., 2011) that
evaluate financial intermediaries’ quality in China

Investment opportunities, calculated as the sum of the value of equity and debt less value of
inventories divided by the replacement cost of the capital stock.

21 Industry dummy variables excluding the financial sector.

12 Year dummies.

31 Provincial dummies.
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Appendix 2

The procedure for estimating abnormal trade credit
(1) Estimation of firms’ optimal capital structure. We calculate firms’ optimal capital structure
(Lev_optimal) based on the model proposed by Banerjee et al. (2000) and Loof (2004), according to

each year and industry:

Levi: =aotauSizeir +xGrowi: +asRoeir +auMogagei: +asRiski: + asNdtsi: +a7Unique;+ asLqudtyi;

+aoDivdtiy +aioFditic +a5 Zjindustryic + g4 (AL)

where Size is the firm’s size, defined as the logarithm of firm’s total asset value. Roe is the firm’s return
on equity. Grow is used to measure growth, which is defined as the growth rate of revenue. Mogage is
the proxy for collateral, measured by the ratio of fixed assets plus inventory to total assets. Risk
measures the firm’s specific operational risk, calculated as the deviation of operation margin. Ndts is a
measure of non-debt tax shield, defined as the proportion of accumulated depreciation to total assets.
Variable Unique controls for the nature of goods, measured by the percentage of operation cost plus
management fee to total revenue. Lqudty is the liquidity of assets, measured by the liquid ratio. Divdt is
a dummy variable, which takes the value of 1 if the firm is cashing dividend in period t. Fditis the
firm’s demand for cash; equals to dividend payment plus capital expenditure and net increase in

operational capital, minus operational cash flow after tax. The model also controls for industry.

(2) Obtain the firm’s optimal debt. By estimating Equation (A1), we can predict the optimal value of
the capital structure ratio Lev_optimal, and obtain the optimal debt volume Debt_optimal, which equals

AssetxLev_optimal.

(3) Calculate the firm’s abnormal trade credit. We obtain the firm’s normal trade credit by the following
Equation (A2):
TC_optimali:= Debt_optimal;-Debt_indi (A2)

where TC_optimal is Debt_optimal adjusted by industry median Debt_ind. The abnormal trade credit
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(TC_a) is calculated as follows:

TC_ai,= TC_optimali;-TCiy, (A3)
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Figure 1: The quality indices of the legal environment in the year 2009
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Figure 2: Plot of cumulative abnormal return in event days (-5, 5) and (-10, 10)
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Table 1 Descriptive statistics

Panel A: Summary statistics for variables

Variable N Mean Sd P25 P50 P75 Min Max
Political 8468 0.318 0.466 0.000 0.000 1.000 0.000 1.000
TC(%) 8468 11.471 8.661 4.922 9.403 15.815 0.050 47.619
TCnet(%) 8278 -3.541 10.246 -10.026 -2.937 2.700 -33.149 27.071
Mode(%) 8468 19.526 22.361 0.000 11.092 34.630 0.000 85.952
Late(%) 6989 4.886 8.045 0.000 0.119 6.548 0.000 29.081
Overdue(%) 6998 0.906 2.519 0.000 0.000 0.424 0.000 16.841
Age 8462 3.852 0.092 3.792 3.853 3.912 3.442 4.202
Board 8428 2.128 0.191 1.946 2.197 2.197 1.099 3.091
Independent(%) 8428 36.964 5.367 33.333 33.333 42.857 0.000 66.667
Top(%) 8468 31.666 17.327 18.040 29.297 43.151 0.228 99.320
Size 8468 21.247 1.003 20.583 21.136 21.822 15.715 28.843
Loan(%) 8449 6.804 12.643 0.000 0.000 8.550 0.000 89.070
Lev(%) 8468 40.291 21.472 22.780 39.343 55.389 4.664 137.290
Comp(%) 8468 6.279 5.815 3.038 4.270 7.353 1.470 90.844
Listage 8284 1.628 0.901 1.099 1.609 2.398 0.000 3.219
ROA(%) 8468 4.525 5.191 1.850 4.448 7.254 -22.693 20.231
Fix(%) 8468 21.802 14.770 10.393 19.305 30.857 0.000 91.005
Panel B: Mean difference test and median difference test

Sample size Mean difference test Median difference test
Non-Polit  Politica Non-Polit . Non-Politic .
Group . . Political T-value Political Z-value
ical | ical al
TC 5788 2698 11.480 10.889 2.173** 9.116 8.623 1.690*
TCnet 5788 2698 -3.600 -3.367 -0.959 -3.064 -2.587 -1.518
Mode 5788 2698 18.934 20.897 -3.718*** 9.817 14.191 -4.022***

Panel A of Table 1 presents the summary statistics for variables. The definitions of variables are as presented in Table 1A in
Appendix 1. Panel B of Table 1 reports the mean difference test and median difference test on trade credit taking and the Mode
between politically connected firms and non-politically connected firms. *, ** and *** indicate significance at the 10%, 5%
and 1% levels, respectively
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Table 2 Pearson and Spearman correlation matrix

TC TCnet Mode Political Age Board Independent  Top Size Loan Lev Comp Listage ROA Fix

TC 1 0.300***  0.524***  -0.039*** 0.006 0.064*** -0.021 -0.003 0.177***  -0.023*  0.410*** -0.051*** -0.004 -0.096***  0.057***
TCnet 0.354*** 1 0.160*** 0.017 0.015 0.023* -0.024* -0.099***  0.206***  0.175***  0.350*** -0.016 0.226***  -0.145***  0.110***
Mode 0.416***  0.187*** 1 0.044*** -0.008 0.074*** -0.028* -0.006 0.223***  0.076***  0.252***  -0.112*** -0.045*** -0.112*** (.133***
Political -0.036** 0.011 0.041*** 1 0.048***  (0.053*** -0.004 0.022* 0.089***  0.043*** 0.028*  -0.081*** 0.015 0.032**  0.042***
Age -0.007 0.022* -0.023*  0.063*** 1 0.012 0.037***  -0.069***  0.174*** 0.022* -0.022* -0.022*  0.088*** -0.011 0.108***
Board 0.040*** 0.009 0.051***  0.053*** 0.021 1 -0.561***  -0.147***  0.148***  0.063***  0.091***  -0.053*** -0.011 0.036***  0.109***
Independent ~ -0.027* -0.015 -0.027* 0.005 0.034**  -0.522*** 1 0.141***  -0.035** -0.014 -0.046***  0.072*** -0.012 0.002 -0.082***
Top -0.013 -0.088*** -0.01 0.019 -0.068***  -0.150***  0.154*** 1 0.024*  -0.135*** -0.267***  0.057*** -0.460***  0.240***  -0.170***
Size 0.177***  0.192***  (Q.172***  (0.099***  0.167***  0.160*** -0.027* 0.047*** 1 0.346***  0.333***  -0.054***  (0.228*** 0.027* 0.0190
Loan -0.154***  0.123***  -0.032**  0.046*** -0.007 0.013 0.030** -0.072%**  0.218*** 1 0.418***  -0.042***  0.250***  -0.149***  0.180***
Lev 0.393***  (0.334***  0.195*** 0.023* -0.031**  0.076***  -0.057***  -0.250***  (0.304***  (0.253*** 1 -0.072***  0.489***  -0.404***  (.144***
Comp -0.027* -0.026*  -0.065*** -0.087*** -0.039*** -0.01 0.031** 0.035** -0.013 0.016 -0.030** 1 -0.057*** 0.015 -0.142%**
Listage 0.026* 0.191***  -0.043*** 0.016 0.085*** -0.007 -0.013 -0.435%**  0.227***  0.194***  (0.484***  -0.074*** 1 -0.309***  0.108***
ROA -0.098***  -0.121***  -0.095***  (0.039*** 0.021 0.033** 0.01 0.203***  0.077***  -0.077*** -0.379*** 0.018 -0.251*** 1 -0.174***
Fix -0.023*  0.128***  0.085***  0.040***  0.101***  0.103***  -0.064***  -0.181*** 0.009 0.163***  0.146*** -0.097***  0.146*** -0.164*** 1

This table reports the Pearson and Spearman correlation matrix for the variables. We report the correlation coefficients, where the definitions of the variables are presented in Table 1A in
Appendix 1. *, ** and *** indicate significance at the 10%, 5% and 1% levels, respectively.
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Table 3 Multivariate regression of the impact of political connection on trade-credit taking

1) 2 3) 4)
TC TC TCnet TCnet
Political -0.434** -0.431** -0.383* -0.500%*
(-2.242) (-2.330) (-1.649) (-2.052)
Age -1.988** 1.858
(-1.978) (1.475)
Independent -0.029 -0.045*
(-1.600) (-1.687)
Board -0.197 -3.049%**
(-0.382) (-4.194)
Top -0.008 -0.000
(-1.268) (-0.052)
Size 0.535*** 1.741%**
(3.621) (10.638)
Loan -0.168*** -0.004
(-25.634) (-0.483)
Lev 0.201*** 0.103***
(29.008) (13.276)
Comp -0.027 0.049
(-1.026) (1.435)
Listage -1.406*** -0.163
(-11.015) (-0.932)
ROA 0.088*** -0.093***
(3.795) (-3.123)
Fix -1.702** 4.381%**
(-2.546) (5.514)
TobinQ -0.392*** 0.209**
(-5.829) (2.453)
GDP 0.379*** 0.366***
(5.056) (4.709)
Intermediate 0.020** 0.008
(2.516) (0.984)
Constant 9.601*** -7.121 -5.373*** -49,525%***
(7.654) (-1.449) (-18.046) (-7.955)
Year Yes Yes Yes Yes
Province Yes Yes Yes Yes
Industry Yes Yes Yes Yes
Observations 8,468 6,768 8,278 6,630
Adj. R? 0.098 0.323 0.087 0.188
N_clust 1583 1549 1573 1540

This table reports the results of the regression of the association between trade-credit taking
and political connection, where the definitions of the variables are presented in Table 1A in
Appendix 1. The t-statistics, adjusting for clustering at the firm level, are provided in
parentheses below the estimate coefficients. *, ** and *** indicate significance at the 10%,
5% and 1% levels, respectively.
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Table 4 the effect of political connections on the mode of trade credit

1) ) ©) (4)
Mode Mode Mode(tobit) Mode(tobit)
Political 1.566%** 1.340** 2.382%** 1.770**
(3.036) (2.412) (3.155) (2.209)
Age -15.178*** -23.021***
(-5.177) (-5.239)
Independent -0.024 -0.024
(-0.422) (-0.283)
Board -0.527 -0.082
(-0.312) (-0.033)
Top -0.039** -0.054**
(-2.187) (-2.031)
Size 2.938*** 5.363***
(8.294) (9.916)
Loan -0.193*** -0.372***
(-9.174) (-10.191)
Lev 0.213%** 0.341%**
(13.003) (13.240)
Comp -0.113* -0.136
(-1.748) (-1.389)
Listage -4.029*** -6.414%***
(-10.860) (-11.158)
ROA -0.105* -0.009
(-1.822) (-0.097)
Fix 8.781*** 15.969***
(4.537) (5.366)
TobinQ -1.562*** -3.668***
(-9.562) (-10.877)
GDP 0.284 0.403
(1.333) (1.295)
Intermediate -0.022 -0.051
(-0.931) (-1.379)
Constant 27.948*** 22.255 18.325*** -0.280
(8.964) (1.534) (4.037) (-0.013)
Year Yes Yes Yes Yes
Province Yes Yes Yes Yes
Industry Yes Yes Yes Yes
Observations 8,468 6,768 8,468 6,768
Adj. R¥ Pseudo R? 0.081 0.160 0.015 0.034
N_clust 1583 1549 1583 1549

This table tests the effect of political connection and trade credit Mode, where the
definitions of the variables are presented in Table 1A in Appendix 1. The t-statistics,
adjusting for clustering at the firm level, are provided in parentheses below the estimated
coefficients. *, ** and *** indicate significance at the 10%, 5% and 1% levels, respectively.
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Table 5 Difference-in-difference (DID) approach by two exogenous events in China

Panel A: DID test

Establishment of political connections

Termination of political connections

1) 2 3) 4)
TC Mode TC Mode
TreatxPost -2.023** 4.339* 5.386* -12.053*
(-2.251) (1.688) (1.938) (-1.775)
Treat 1.035 0.329 -8.160*** -7.069
(1.600) (0.167) (-5.144) (-1.359)
Post 1.157 -3.291 -6.630** 4.109
(1.492) (-1.625) (-2.585) (0.631)
Constant -41.459*** 9.169 25.392 9.524
(-2.975) (0.249) (0.434) (0.072)
Control variables Yes Yes Yes Yes
Year Yes Yes Yes Yes
Province Yes Yes Yes Yes
Industry Yes Yes Yes Yes
Observations 1,088 1,088 180 180
Adj. R? 0.408 0.253 0.697 0.496

This table explores the effect of obtaining and losing political connection on trade credit based on DID estimation.
Control variables are the main tests. For columns (1) to (2), Treat has a value of 1 if a firm is in the treatment
group in a given year; and Post is a time dummy with a value of 1 for the remaining years of having politically
connected top directors. For columns (3) to (4), Treat has a value of 1 if a firm is in the treatment group in a given
year; and Post is a time dummy with a value of 1 for the remaining years after the termination of the political tie.
Control variables from equation (1) are included in all regressions and the definition are presented in Table 1A in
Appendix 1. T-statistics (in parentheses) are computed using robust standard error clustered by firm. *, ** and
*** indicate significance at the 10%, 5% and 1% levels, respectively.

Panel B: DID test in firms with high versus low loan

Establishment of political connections Termination of political connections

1) 2 3) 4) ®) (6) (7 ®)
High Loan Low Loan High Loan Low Loan High Loan Low Loan HighLoan Low Loan
TC TC Mode Mode TC TC Mode Mode
TreatxPost -2.657* -1.878* 7.586* 4.098 5.5608** 4.584 -16.875* -10.949
(-1.782) (-1.664) (1.667) (1.338) (2.078) (0.746) (-1.765) (-0.592)
Chow tests 0.0052 0.0002 0.000° 0.004°
Treat 2.192** 0.993 0.708 0.893 -3.799 -7.150** -8.461 -13.901
(1.997) (1.223) (0.181) (0.389) (-1.157) (-2.372) (-0.986) (-1.256)
Post 0.850 0.931 -2.241 -3.865 -0.212 -7.533 4.024 1.373
(0.786) (0.976) (-0.663) (-1.586) (-0.092) (-1.658) (0.414) (0.079)
Constant 22.568 -33.585* -44.658 -50.010 114.737* 97.874 -85.311 450.852
(1.089) (-1.938) (-0.706) (-1.144) (1.732) (1.295) (-0.343) (1.356)
Control variables Yes Yes Yes Yes Yes Yes Yes Yes
Year Yes Yes Yes Yes Yes Yes Yes Yes
Province Yes Yes Yes Yes Yes Yes Yes Yes
Industry Yes Yes Yes Yes Yes Yes Yes Yes
Observations 334 754 334 754 84 96 84 96
Adj. R? 0.421 0.408 0.321 0.210 0.601 0.678 0.552 0.288

This table reports the results of DID tests in firms with high versus low loan. 2 and ? are P values of Chow tests,
revealing the significance of the difference in the coefficients on the TreatxPost and TreatxPost between firms
from two subsamples. Control variables from equation (1) are included in all regressions and the definition are
presented in Table 1A in Appendix 1. T-statistics (in parentheses) are computed using robust standard error
clustered by firm. *, ** and *** indicate significance at the 10%, 5% and 1% levels, respectively.
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Table 6 Test for Pre-Treatment Trends

Establishment of political connections Termination of political connections
€y @) (©) (4)
TC Mode TC Mode
Treat*PRE(-1) -1.980 2.259 1.375 -4.398
(-1.484) (0.508) (0.756) (-0.746)
Treat*PRE(-2) -1.007 3.793 0.744 1.212
(-0.743) (0.820) (0.391) (0.193)
Treat*PRE(-3) 0.610 7.693 1.220 -9.828
(0.425) (1.613) (0.624) (-1.319)
Treat*PRE(-4) 1.086 2.705 1.281 -8.806
(0.655) (0.565) (0.601) (-0.908)
Treat*PRE(-5) 1.031 7.896 2.622 -3.400
(0.623) (1.470) (1.154) (-0.346)
Treat*Post -2.384* 7.538* 6.294*** -12.141*
(-1.771) (1.702) (2.899) (-1.852)
Control variables Yes Yes Yes Yes
Year Yes Yes Yes Yes
Province Yes Yes Yes Yes
Industry Yes Yes Yes Yes
Observations 1,240 1,240 223 223
Adj-R? 0.346 0.210 0.575 0.355

This table tests Pre-Treatment Trends for Treated and Untreated groups in difference-in-difference estimation. For
columns (1) to (2), Treat has a value of 1 if a firm is in the treatment group in a given year; and Post is a time
dummy with a value of 1 for the remaining years of having politically connected top directors. For columns (3) to
(4), Treat has a value of 1 if a firm is in the treatment group in a given year; and Post is a time dummy with a
value of 1 for the remaining years after the termination of the political tie. Pre(Year) includes five dummy
variables denoting each year before treatment year, from Pre(-1) to Pre(-5) in our sample. The interaction terms
(Treati.t*Pre(-1) to Treati.t*Pre(-5)) capture the differences between connected and non-connected firms in the
one to five years ahead of the treatment year. Control variables from equation (1) are included in all regressions
and the definition are presented in Table 1A in Appendix 1. T-statistics are provided in parentheses below the
estimate coefficients. *, ** and *** indicate significance at the 10%, 5% and 1% levels, respectively.
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Table 7 The effect of political connection on trade credit: the role of legal environment

Panel A: Using the sub-index of DIO to proxy the quality of legal environment

1) 2 3) 4)
TC Mode TC Mode
Regionl Region2
Political -0.501*** 1.248** -0.399** 1.248**
(-2.606) (2.410) (-2.231) (2.515)
Political*Region 0.090** -0.046*** 0.078** -3.292*
(2.365) (-2.651) (2.109) (-1.841)
Region 2.059 5.427 2.090 5.650
(1.054) (0.740) (1.069) (0.768)
Constant -15.680*** -33.247** -15.161*** -33.484**
(-3.320) (-2.392) (-3.231) (-2.411)
Control Variables Yes Yes Yes Yes
Year Yes Yes Yes Yes
Province Yes Yes Yes Yes
Industry Yes Yes Yes Yes
Observations 8,220 8,220 8,220 8,220
Adj. R? 0.330 0.156 0.330 0.156
N_clust 1549 1549 1549 1549

This table tests the role of the legal environment on the effect of political connections on trade credit and
the mode of trade credit. We construct a dummy variable (Region) in each province, which takes the value
of 1 if the sub-index of the DIO for a particular province i in period t is higher than median score (column
1 and 2) or 90th percentile (column 3 and 4) of all the provinces at t, otherwise 0. Control variables from
equation (1) are included in all regressions and the definition are presented in Table 1A in Appendix 1.
The t-statistics, adjusted for clustering at the firm level, are provided in parentheses below the estimated

coefficients. *, ** and *** indicate significance at the 10%, 5% and 1% levels, respectively.

Panel B: Using the number of corrupt cases to proxy the quality of legal environment

1) (2
TC Mode
Political -0.405* 0.695
(-1.937) (1.162)
Political*Corrupt -0.642* 2.715**
(-1.709) (2.461)
Corrupt -0.468* 0.067
(-1.898) (0.097)
Constant -15.939*** -25.614**
(-3.797) (-2.239)
Control Variables Yes Yes
Year Yes Yes
Province Yes Yes
Industry Yes Yes
Observation 8,220 8,220
Adj. R? 0.288 0.129
N_clust 1549 1549

This table tests the role of the legal environment on the effect of political connections on trade credit and
the mode of trade credit and we use variable Corrupt to proxy the quality of legal environment, which
takes the value of 1 if the number of corruption case (per 10,000 public officials) of this province is
higher than the median of all areas, otherwise 0. Control variables from equation (1) are included in all
regressions and the definition are presented in Table 1A in Appendix 1. * ** and *** indicate
significance at the 10%, 5% and 1% levels, respectively.
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Table 8 The using and collecting of trade credit in politically connected firms

Panel B: Collecting of

Panel A: Payment of accounts payable )
accounts receivable

@) @ ®) (4) ®) (6)
Late Late Overdue Overdue Prompt Prompt
Political 0.354* 0.516** 0.109* 0.134** 2.583%** 1.924%***
(1.759) (2.451) (1.682) (1.983) (4.040) (2.862)
Age -2.675** 0.273 -15.046***
(-2.452) (0.778) (-3.846)
Independent 0.013 0.009 -0.024
(0.594) (1.147) (-0.324)
Board -0.981 -0.352* -2.489
(-1.633) (-1.787) (-1.212)
Top -0.020*** -0.006*** -0.053**
(-3.006) (-3.118) (-2.226)
Size -0.563*** -0.204*** 3.671***
(-4.011) (-4.390) (7.049)
Loan 0.047*** 0.009** -0.026
(4.686) (2.321) (-0.804)
Lev -0.015** -0.008*** -0.117%**
(-2.061) (-3.293) (-5.076)
Comp -0.146*** -0.016** -0.026
(-6.070) (-2.176) (-0.286)
Listage 0.784*** 0.395*** -7.161%**
(5.402) (9.083) (-14.196)
ROA -0.129*** -0.026*** 0.914%***
(-5.085) (-3.120) (10.642)
Fix -2.058*** 0.333 18.797***
(-2.595) (1.173) (6.397)
TobinQ 0.100 0.025 -0.899***
(1.063) (0.730) (-3.022)
GDP 0.018 -0.047* 0.562*
(0.195) (-1.771) (1.913)
Intermediate -0.042%** -0.006** 0.019
(-5.206) (-2.423) (0.479)
Constant 8.895*** 34.558*** 1.769 6.368*** 79.185***  §5.627***
(5.110) (5.823) (1.364) (3.321) (23.119) (3.443)
Year Yes Yes Yes Yes Yes Yes
Province Yes Yes Yes Yes Yes Yes
Industry Yes Yes Yes Yes Yes Yes
Observations 6,989 6,037 6,998 6,040 8,283 6,625
Adj. R2 0.071 0.115 0.048 0.085 0.126 0.232
N_clust 1467 1429 1466 1428 1779 1779

Panel A provide the analysis of accounts payable from subsidiaries. In Panel B, we analyze the composition of
overdue payment of accounts payables in politically connected firms in column (1) to (4). We use Late or Overdue
to measure the late and overdue payment of payables: specifically, Late is the proportion of accounts payable of
more than one year to the total amount of accounts payable for a particular firm i in period t. Overdue is the
proportion of accounts payable of more than three years to the total amount of accounts payable. In column (5) to
(6), we test the composition of accounts receivable in politically connected firms. Prompt is the proportion of
accounts receivable of less than one year to the total amount of accounts receivables. The definitions of control
variables are presented in Table 1A in Appendix 1. The t-statistics, adjusted for clustering at the firm level, are
provided in parentheses below the estimated coefficients. *, ** and *** indicate significance at the 10%, 5% and
1% levels, respectively.
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Table 9 The detailed sample of contract violation lawsuits

Types of contract violation

Political connected

Non-Political connected

cases Freq. Percent Cum. Freq. Percent Cum.

Procurement contract dispute 1 9.09% 9.09% 5 8.47% 8.47%

Warehousing contract dispute 0 0.00% 9.09% 3 5.08% 13.56%
Sale contract dispute 7 63.64% 72.73% 20 33.90% 47.46%
Lease contract dispute 0 0.00% 72.73% 4 6.78% 54.24%
Engineering contract dispute 0 0.00% 72.73% 5 8.47% 62.71%
Service contract dispute 0 0.00% 72.73% 6 10.17% 72.88%
Assignment contract dispute 1 9.09% 81.82% 3 5.08% 77.97%
False contract disputes 2 18.18% 100.00% 7 11.86% 89.83%
Agency contract disputes 0 0.00% 100.00% 6 10.17% 100.00%
Total 11 100.00% 100.00% 59 100.00% 100.00%

This table lists the type of contract violation in connected firms being accused of. We report frequency, percentage
and cumulative percentage of all types of contract violation cases that firms were involved in. Information of
political connected firms and non-political connected firms are provided separately.
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Table 10 The announcement effect of contract violation lawsuits

Panel A: Unmatched Sample

Window CAR(-1,1) CAR(-2,2)
Firm Type Firms without PC Firms with PC PC vs NPC Firms without PC Firms with PC PC vs NPC
CAR -0.011 0.044 -0.055 -0.019 0.054 -0.073
T-value -1.573 1.362 -3.950 -2.515 1.349 -5.902
Window CAR(-3,3) CAR(-4,4)
Firm Type Firms without PC Firms with PC PC vs NPC Firms without PC Firms with PC PC vs NPC
CAR -0.017 0.068 -0.085 -0.016 0.051 -0.067
T-value -2.194 1.627 -7.172 -1.999 1.166 -5.176
Window CAR(-5,5) CAR(-6,6)
Firm Type Firms without PC Firms with PC PC vs NPC Firms without PC Firms with PC PC vs NPC
CAR -0.019 0.039 -0.059 -0.023 0.027 -0.051
T-value -2.492 0.902 -4.856 -2.951 0.645 -4.375
Window CAR(-7,7) CAR(-8,8)
Firm Type Firms without PC Firms with PC PC vs NPC Firms without PC Firms with PC PC vs NPC
CAR -0.028 0.030 -0.058 -0.026 0.051 -0.077
T-value -3.490 0.711 -5.053 -3.288 1.207 -6.086
Window CAR(-9,9) CAR(-10,10)
Firm Type Firms without PC Firms with PC PC vs NPC Firms without PC Firms with PC PC vs NPC
CAR -0.030 0.044 -0.074 -0.037 0.026 -0.064
T-value -3.803 1.070 -5.785 -4.704 0.635 -5.255
Panel B: Matched Sample
Window CAR(-1,1) CAR(-2,2)
Firm Type Firms without PC Firms with PC PC vs NPC Firms without PC Firms with PC PC vs NPC
CAR -0.009 0.044 -0.053 -0.024 0.054 -0.079
T-value (-0.265) (1.362) (-3.169) (-0.675) (1.349) (-6.646)
Window CAR(-3,3) CAR(-4,4)
Firm Type Firms without PC Firms with PC PC vs NPC Firms without PC Firms with PC PC vs NPC
CAR -0.014 0.068 -0.082 -0.028 0.051 -0.079
T-value (-0.411) (1.627) (-7.545) (-0.850) (1.166) (-8.050)
Window CAR(-5,5) CAR(-6,6)
Firm Type Firms without PC Firms with PC PC vs NPC Firms without PC Firms with PC PC vs NPC
CAR -0.037 0.039 -0.077 -0.024 0.027 -0.052
T-value (-1.065) (0.902) (-9.451) (-0.662) (0.645) (-6.548)
Window CAR(-7,7) CAR(-8,8)
Firm Type Firms without PC Firms with PC PC vs NPC Firms without PC Firms with PC PC vs NPC
CAR -0.022 0.030 -0.052 -0.049 0.051 -0.100
T-value (-0.570) (0.711) (-4.697) (-1.258) (1.207) (-6.394)
Window CAR(-9,9) CAR(-10,10)
Firm Type Firms without PC Firms with PC PC vs NPC Firms without PC Firms with PC PC vs NPC
CAR -0.056 0.044 -0.100 -0.079 0.026 -0.106
T-value (-1.463) (1.070) (-5.710) (-2.095) (0.635) (-6.216)

Panel A reports the event study results for the announcement effect of contract violation lawsuits. \We obtain 11
politically connected firms V.S. 59 non-politically connected firms. PC is the abbreviation of political connection
while NPC is the abbreviation of no political connection. The standard market model is used to compute the
cumulative abnormal returns in the relevant event windows: (=1, 1) to (=10, 10). The estimation window is 250
days (—30, —280). Panel B use the matched sample to re-examine the announcement effect of contract violation
lawsuits and we successfully match 11 political connected firms V.S. 11 non-political connected firms according

to violation type and the amount involved in litigation. The t-values are in parentheses.
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Table 11 Alternative definition of political connection

@ ) 3 4)
TC TCnet Mode Mode(tobit)
Political_2 -0.565*** -0.546** 0.938* 1.389*
(-3.177) (-2.314) (1.762) (1.804)
Age -2.004** 1.812 -12.350*** -19.000***
(-2.000) (1.443) (-4.180) (-4.297)
Independent -0.029 -0.046* 0.017 0.026
(-1.619) (-1.707) (0.290) (0.310)
Board -0.193 -3.054*** -0.710 -0.676
(-0.374) (-4.204) (-0.423) (-0.277)
Top -0.008 -0.000 -0.038** -0.049*
(-1.221) (-0.030) (-2.112) (-1.827)
Size 0.532*** 1.734%** 3.136*** 5.594***
(3.604) (10.590) (8.785) (10.235)
Loan -0.168*** -0.004 -0.189*** -0.377***
(-25.606) (-0.462) (-8.832) (-10.164)
Lev 0.201*** 0.104*** 0.208*** 0.338***
(29.057) (13.305) (12.573) (12.875)
Comp -0.027 0.049 0.067 0.179
(-1.029) (1.440) (0.834) (1.622)
Listage -1.399*** -0.158 -3.996*** -6.440***
(-10.956) (-0.899) (-10.723) (-11.211)
ROA 0.088*** -0.093*** -0.113* -0.015
(3.791) (-3.123) (-1.953) (-0.164)
Fix -1.714** 4.382*** 5.897*** 11.038***
(-2.564) (5.517) (2.984) (3.646)
TobinQ -0.392*** 0.209** -1.687*** -4,011%**
(-5.832) (2.441) (-9.930) (-11.313)
GDP 0.380*** 0.365*** -0.028 -0.001
(5.077) (4.702) (-0.117) (-0.002)
Intermediate 0.020** 0.008 -0.014 -0.038
(2.553) (1.006) (-0.454) (-0.807)
Constant -7.009 -49.163*** 10.388 -23.128
(-1.433) (-7.924) (0.710) (-1.065)
Year Yes Yes Yes Yes
Province Yes Yes Yes Yes
Industry Yes Yes Yes Yes
Observations 6,768 6,630 6,768 6,768
Adj. R?/ Pseudo R? 0.318 0.183 0.164 0.036
N_clust 1549 1540 1549 1549

This table shows the results of the robustness check, using an alternative definition of political
connection, where we expand the definition of political connection to include those officials
with working experience in the Courthouse, People's Prosecutorial Office and the People’s Bank
of China based on our baseline definition of political connection. Model specifications are the
same as the baseline model. The t-statistics, adjusted for clustering at the firm level, are
provided in parentheses below the estimate coefficients. *, ** and *** indicate significance at
the 10%, 5% and 1% levels, respectively.
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Table 12 Alternative measure of trade credit and trade credit mode

1) ) ©)
TC a Mode_mean Mode_median
Political -0.033*** 0.099*** 0.103***
(-2.643) (2.791) (2.900)
Age -0.130* -0.949%*** -0.934***
(-1.707) (-4.956) (-4.867)
Independent 0.001 -0.000 0.007*
(0.908) (-0.035) (1.807)
Board -0.007 0.026 0.094
(-0.160) (0.245) (0.884)
Top 0.000 -0.002 -0.003***
(0.094) (-1.426) (-2.834)
Size -0.409*** 0.193*** 0.212%***
(-31.914) (7.891) (8.623)
Loan 0.002** -0.013*** -0.014***
(2.542) (-8.719) (-9.691)
Lev 0.001 0.013%**= 0.013***
(1.094) (11.599) (12.100)
COMP -0.009*** 0.007 0.005
(-4.880) (1.409) (1.055)
Listage 0.095*** -0.279*** -0.270***
(7.191) (-10.961) (-10.521)
ROA -0.004** 0.000 0.001
(-2.114) (0.053) (0.147)
Fix -0.612*** 0.452%** 0.582***
(-10.058) (3.518) (4.442)
TobinQ 0.055*** -0.149*** -0.158***
(6.586) (-9.404) (-10.560)
GDP 0.012* -0.019 -0.018
(1.774) (-1.257) (-1.170)
Intermediate -0.000 -0.002 -0.003
(-0.340) (-0.854) (-1.524)
Constant 8.898*** -0.324 -1.015
(22.470) (-0.344) (-1.074)
Year Yes Yes Yes
Province Yes Yes Yes
Industry Yes Yes Yes
Observations 5,965 6,768 6,768
Adj. R¥ Pseudo R? 0468 0.128 0.144
N_clust 1479 1547 1547

This table tests the effect of political connection on trade credit where we used alternative
measurements of trade credit. The explained variable for the first column is the abnormal
trade credit; for the calculating procedure, see Appendix 2. The dependent variable for the
second column is a dummy variable (Mode_mean), defined as a dummy equals 1 if the
proportion of notes payable is higher than the industry average value. The dependent variable
for the third column is a dummy variable (Mode_Median), which equals to 1 if the proportion
of notes payable is higher than industry median value. The t-statistics, adjusted for clustering
at the firm level, are provided in parentheses below the estimated coefficients. *, ** and ***

indicate significance at the 10%, 5% and 1% levels, respectively.
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Table 13 Industry-adjusted trade credit and trade credit mode

@ (2 ©)) 4)
VARIABLES TC_adj TCnet_adj Mode_adj Mode_adj(tobit)
Political -0.459** -0.554** 1.206** 2.030**
(-2.478) (-2.286) (2.173) (2.418)
Age -2.214%* 0.718 -13.609*** -23.486***
(-2.196) (0.580) (-4.638) (-5.046)
Independent -0.034* -0.052** -0.009 -0.040
(-1.915) (-1.972) (-0.154) (-0.449)
Board -0.235 -3.048*** -0.998 -2.677
(-0.458) (-4.267) (-0.601) (-1.042)
Top -0.006 -0.001 -0.040** -0.057**
(-0.994) (-0.107) (-2.242) (-2.015)
Size 0.532*** 1.553*** 3.077*** 4.709***
(3.619) (9.549) (8.718) (8.256)
Loan -0.166*** -0.006 -0.182*** -0.345***
(-25.071) (-0.737) (-8.703) (-9.144)
Lev 0.196*** 0.110%*** 0.206*** 0.334***
(29.317) (14.407) (12.594) (12.496)
COMP -0.010 0.066** -0.010 0.035
(-0.383) (1.977) (-0.136) (0.302)
Listage -1.341%** -0.131 -4.094*** -7.431%**
(-10.550) (-0.779) (-11.157) (-12.355)
ROA 0.082*** -0.093*** -0.108* -0.092
(3.568) (-3.154) (-1.894) (-0.950)
Fix -1.517** 4.863*** 7.554%** 11.951%**
(-2.270) (6.221) (3.865) (3.835)
Intermediate -0.405*** 0.151* -1.558*** -3.676***
(-6.100) (1.804) (-9.400) (-9.807)
GDP 0.377*** 0.436*** 0.092 0.213
(5.038) (5.708) (0.418) (0.621)
TobinQ 0.016** -0.003 -0.018 -0.018
(2.071) (-0.418) (-1.160) (-0.708)
Constant -2.611 -33.691*** 13.347 15.460
(-0.526) (-5.481) (0.932) (0.689)
Year Yes Yes Yes Yes
Province Yes Yes Yes Yes
Industry Yes Yes Yes Yes
Observations 6,768 6,630 6,768 6,768
Adj. R?/ Pseudo R? 0.255 0.117 0.129 0.029
N_cluster 1583 1540 1549 1549

This table use industry-adjusted trade credit and trade credit mode as robustness check. We
define Tc_adj as the median-industry-adjusted trade credit, calculating as variable Tc deducted
industry median. Likewise, we use Mode_adj as the median-industry-adjusted trade credit
mode, calculating as variable Mode deducted industry median. Other variables are defined in
Appendix 1. The t-statistics, adjusted for clustering at the firm level, are provided in
parentheses below the estimated coefficients. *, ** and *** indicate significance at the 10%,
5% and 1% levels, respectively.
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