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Abstract This paper examines the impact of political
connections on financial flexibility of private firms in China.
Using a nationwide survey of Chinese private firms, we find
that political connections can decrease financial flexibility
reserves when financial constraint, environmental
uncertainty and other variables are controlled. We further
find that the high strength of political connections decreases
more financial flexibility reserves than the low strength of
political connections does.
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1. Introduction
Financial flexibility is one of the most important
determinants of financial decision-making [1]. It refers to a
firm’s ability of reacting to unexpected changes in cash flow
or investment opportunity set in a timely and
value-maximizing manner [2, 3]. Firms maintain financial
flexibility for two reasons: the uncertainty of environment
and financial constraint. In the emerging economies, for
example China, in contrast to state-owned firms, private
firms are subjected to institutional discrimination and
therefore encounter more serious scenario of uncertainty and
financial constraint. As a consequence, it is more important
for private firms to maintain financial flexibility than
state-owned ones. Meanwhile, Chinese private firms also try
to cultivate and build political connections with government
which can lead to diminish institutional discrimination,
improve external environment and obtain financial resources
for development.
For private firms, both financial flexibility and political
connection are purposely made-decisions in order to relieve
of environmental uncertainty and purge the potential
influence of financial constraint. Because of the motivation
similarity of the two decisions, the following questions are
aroused: What is the relationship between financial

flexibility and political connections? Do political
connections impact on financial flexibility decisions of
private firms? Furthermore, do political connections
decrease financial flexibility reserves of private firms?
Based on the Chinese private listed firms’ data from 2004
to 2014, we screen out 6136 "firm-year" sample observations.
By employing firm level cluster adjusted mixed OLS model,
we empirically test the relationship between political
connections and flexible financial reserves level. The study
proves that in the case of private firms suffering institutional
discrimination, political connections can decrease financial
flexibility reserves level. The higher the strength of political
connections is, the more decreasing amount acts on financial
flexibility reserves. Our study contributes to the literature by
offering a new perspective on the impact of political
connectedness on the determinant of financial flexibility
reserves of private firms in China.
The rest of this paper is organized as follows. Section 2
reviews the relevant literature and develops our hypotheses.
Section 3 describes the data used in this paper and
documents the research method. Section 4 presents and
discusses the empirical results. Section 5 presents robustness
check. Section 6 presents our concluding remarks.

2. Literature Review and Hypothesis
Development
2.1. Literature Review
There are two strands of literature related to our study. The
first strand studies the acquirement of financial flexibility.
CFOs claim that financial flexibility has been considered as
a first-order determinant of corporate financial policies [1, 4,
5]. Meanwhile, researchers find it hard to explain the reality
of firm capital structure decisions by employing classical
theories such as the trade-off theory and the pecking-order
theory [6-8]. DeAngelo et al. [9] and Denis and McKeon
[10] consider that many problems in which classical capital
structure theories are violated stem from the neglect of the
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function of financial flexibility in financial decisions. And
only when we fully weigh the valuation of financial
flexibility in future financial decisions, could we effectively
explain the phenomena, as we mentioned above, which
appear to go against classical theories. Although the
research on financial flexibility persists for a long time, there
is still no uniform and authoritative definition of it.
Nowadays the mainstream literature emphasizes on financial
flexibility’s function of “precaution” and “utilize” in the face
of uncertainty environment. Deangelo and Deangelo [2] and
Gamba et al. [11] argue that financial flexibility refers to the
ability of a firm to timely obtain and employ financial
resources so as to prevent and utilize uncertain events, and
then grasp the valuable investment opportunities to realize
value maximization. Deangelo et al.[2], the earliest literature
to elaborate the access to financial flexibility, propose
analyzing it through three aspects: cash flexibility, debt
flexibility and equity flexibility. Firstly, concerning cash
flexibility, Opler et al. [12] find that there is a positive
correlation relationship between the degree of environmental
uncertainty and cash holdings. Secondly, from the
perspective of debt flexibility, Gamba et al. [11] and Byoun
[3] manifest that low leveraged firms which remain debt
capacity for a rainy day in the future can be a bailout for
financial distress and seize investment opportunities in
advantage of environmental uncertainty. Lastly, to the extent
of Chinese reality, equity financing is strictly regulated and
dividend is a half compulsory distribution system, as a
consequence Zeng [13] argues that even the firms have
equity financing capacity, it is still hard for them to obtain
equity flexibility.
The second strand studies the impact of political
connections on firm financial decisions. Political connection
which initially originates from research on transition
economic countries is defined as a kind of invisible
relationship between firms and governments or politicians
[14]. For example, Fisman [14] studies on political
connections in Indonesia and finds that a sizeable
percentage of well-connected firms’ value comes from
political connections. Then Faccio [15] finds that political
connections are a common phenomenon by exploring data
across 47 countries. Many studies manifest that political
connections can bring a firm convenient financing channel
[16-19], low taxation[20], easy industry access[21]and
government subsidy [15,22]. Meanwhile, many studies
document that political connections can cause a firm
rent-seeking cost [23], excessive employment [23, 24] and
innovation deficiency in science and technology [25,26]. To
all hitherto existing literature, there are very few researches
on the relationship between political connection and
financial flexibility directly; however, some literature studies
about the impact of political connection on cash holding
level and debt level. Concerning cash holding, existing
literature shows inconsistent conclusions from empirical
analysis. Chen and Luo [27]argue that political connection
can give rise to financing convenience for firms, so political

connection is negatively related to the cash holdings. But
with regard to agency problem, Boubakri et al [28] find that
the politically connected firms hold more cash than those of
non-politically connected. Concerning debt level, a large
amount of literature manifests that political connections can
significantly increase firms’ debt level [29, 30].
All in all, there are mass literature studies on the
relationship between political connection and the level of
cash holding or debt, nevertheless few researches about the
impact of political connection on financial decision from the
perspective of financial flexibility, especially short of
relative empirical research.
2.2. Research Hypotheses
As an emerging economy, Chinese private firms are
confronted with two enormous obstacles: imperfect law
environment and government’s administrative interference.
These two obstacles which often intertwine intricately give
rise to negative institutional discrimination against private
firms. Moreover, the institutional discrimination, on one
hand induces serious environmental uncertainty, on the other
hand leads to resource constraint on private firms, especially
financial constraint. Therefore private firms, on the one side
maintain a certain level of financial flexibility in financial
field, on the other side positively cultivate and seek political
connections in business field.
Financial flexibility is a sort of precaution and utilization
ability in nature [13], which can provide resource support for
firms to cope with violent environment changes as well as
take advantage of them. The more serious the environment
uncertainty and the greater the degree of financial constraint
becomes, the stronger the firms’ motivation to possess
financial flexibility is [2, 3]. Confronted with institutional
discrimination which results in environment uncertainty and
financial constraint, Chinese private firms heavily rely on
maintaining certain level of financial flexibility reserves.
Meanwhile, a large number of private firms are cultivating
and seeking political connections [22]. Political connection
as non-productive activity is a sort of rent-seeking behavior
in nature [23]. By keeping a special relationship with
administrations or officials, political connections can
alleviate the institutional discrimination against private firms
and improve the environment uncertainty and financial
constraint, which is bound to impact on financial flexibility
decisions. As mentioned above, firms’ holding financial
flexibility is a financial guarantee measure which copes with
environment uncertainty and financial constraints. Therefore,
this study argues that Chinese private firms make use of
political connections which are partially substituted for
financial flexibility to alleviate environment uncertainty and
financial constraints. Based on the discussion above, we
propose the following hypothesis:
Hypothesis A: the private firms which have political
connections hold much lower level of financial flexibility
than those which have no political connections, that is to say,
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political connections can decrease financial flexibility
reserves.
Meanwhile, the strength of political connections also
impact on the decreasing amount of financial flexibility
reserves. The higher the political status private firms obtain
and the higher strength the political connections are, as a
result, the stronger the degree of finance guarantee is and the
more the amount of financial flexibility reserves decrease.
Based on the discussion above, we propose the following
hypothesis:
Hypothesis B: the high strength of political connections
can decrease more amounts of financial flexibility reserves
than those of low strength of political connections.

3. Sample and Measurements
3.1. Sample and Data
The initial sample consists of firm-year observations from
the intersection of CSMAR and WIND databases over the
period of 2004 to 2014. Our sample period starts in 2004,
because China private list firm database in CSMAR have
only become available since the year of 2004. We then delete
observations with missing data needed to calculate our
financial flexibility variables and control variables. We also
exclude firm-year observations which are in state of special
treatment and belong to financial industry. After merging the
financial flexibility and control variables with our political
connections database, we are left with a final unbalanced
panel sample of 6136 firm-year observations.
3.2. Variables Measurements
3.2.1. Measuring of Financial Flexibility
According to Deangelo et al. [1], there are three
approaches to access to financial flexibility (FF): cash
flexibility (CFF), debt flexibility (DFF) and equity flexibility.
But the institutional environment of Chinese financing
market proves that equity capital financing is strictly
regulated and dividends are semi-compulsory. As a result,
equity flexibility is negligible in China. We follow prior
researches to gauge FF using sum of CFF and DFF [1, 13].
Specifically, CFF, which refers to excess cash reserves of
firm, is the difference between cash ratio of firms and cash
ratio of industry mean value; DFF, which refers to residual
debt capacity, is the difference between industry mean value
of debt leverage and firm debt leverage. In robustness test,
continuous variable FF is grouped by percentiles and then
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formed ordered data. According to the different percentile
grouping, we define FF as ordered data variables QFFA,
QFFB and QFFC respectively.
3.2.2. Measuring of Political Connections
We follow prior research [22, 31] to employ the political
status of the actual controllers or chairmen of the board
(general managers) as a proxy for political connections. Here
political connections (PC) refer to the following five
scenarios: former or current members of the People’s
Congress, former or current members of the Chinese
People’s Political Consultative Conference, former or
current members of the Congress of Communist Party of
China, former or current leaders of Association of Industry
and Commerce, former public officials. If the actual
controller or chairman of the board (general manager) fits
one or more of the above five scenarios, the firm is defined
as politically connected, here PC equals 1, otherwise 0.In
order to examine the degree of influence of different strength
of political connections on financial flexibility reserves, we
further divide PC into high strength political connections
(HPC) and low strength political connections (LPC).
Specifically, HPC, as a portion of PC, refers to part of the
five scenarios mentioned above in which the political status
of the actual controllers or chairmen of board (general
managers) is national level or above (including) deputy
provincial rank. For example, a firm is HPC when the actual
controller of the firm is a member of the National People’s
Congress or former vice governor. Excluding HPC, we
define political connections in other situations as low
strength political connections (LPC). In the robustness test
section, we employ politically connected firm actual
controller (CPC) as a proxy for political connections. We
also divide CPC into high strength of CPC (i.e. HCPC) and
low strength of CPC (i.e. LCPC).
3.2.3. Other Control Variables
According to prior research, we control a set of firm
characteristics that exist upon influence of the financial
flexibility [13, 32]. Specifically, we employ two important
control variables: SA and Uncertainty, which stand for the
degree of financial constraints and environmental
uncertainty respectively, are the immediate causes of
private firms’ reserving financial flexibility. Here SA is a
proxy for financial constraint following the research of
Hadlock and Pierce [33]. We also control year-fixed effects
and industry-fixed effects. The definition and description of
variables are presented in Table 1.
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Table 1. Definitions of Variables
Variable name

Definition

FF

the sum of cash flexibility and debt flexibility

QFFA/QFFB/QFFC

ordered data which is formed by grouping FF in percentiles, the details see 5.1

PC
HPC
LPC

a dummy variable which equals 1 when the actual controller or chairman of the board is politically connected, otherwise 0,
the details see 3.2.2
a dummy variable which equals 1 when the firm possesses high strength of political connection, otherwise 0, the details see
3.2.2
a dummy variable which equals 1 when the firm possesses low strength of political connection, otherwise 0, the details see
3.2.2

CPC

a dummy variable which equals 1 when the actual controller is politically connected, otherwise 0, the details see 3.2.2

HCPC

a dummy variable which equals 1 when the firm possesses high strength of CPC, otherwise 0, the details see 3.2.2

LCPC

a dummy variable which equals 1 when the firm possesses low strength of CPC, otherwise 0, the details see 3.2.2

Uncertainty

standard deviation coefficient of latest 3 years of net profit ratio

SA

-0.737Size+0.043Size2-0.040Age

Size

logarithm of book value of assets

Age

the years of being listed firm
cash flow from operating activities
total assets
net profit
the number of common shares
net income
( the beginning total assets + the ending total assets for the period)/2
the ending fixed assets for the period
the ending total assets for the period
net income for the period − net income of previous period
net income of previous period
construction in process of previous period
total assets of previous period
sum of squares of the top 5 shareholding percentage

CashFlow
EPS
ROA
Casset
Growth
Investratio
HHI

4. Regression Analysis

4.2. Summary Statistics of Variables

Table 2 represents summary statistics of the main
variables. The mean and median of financial flexibility (FF)
In this section, following previous approach, we report the are 0.237 and 0.197 respectively. These two positive
results of a multivariate regression analysis of the impact of numbers imply that Chinese private firms which have good
political connection as well as firm characteristics on awareness of the importance of financial flexibility generally
financial flexibility reserves. We adjust the standard errors reserve certain level of it. However, the minimum of FF is
for both heteroskedasticity in the error term and clustering of negative and the standard deviation is 0.321, which means
observations at the firm level. Specifically, we estimate the that the undulation of different sample is great. For Chinese
following model:
private firms, the politically connected ones can reach up to
(1) 61.2%, which preliminary confirms our judgment that the
FFit=α+β PCit+γControlit+εit
private firm has strong motive to seek for political
Here FF is the dependent variable which refers to the
connection in China. But the proportion of high strength of
reserve level of financial flexibility; PC is a dummy variable
political connection (HPC) is only accounts for 11.6%, and
which refers to political connections. In addition, α, β and γ
more than half of private firms are politically connected in
indicate intercept, coefficients of PC and control respectively.
ε is an error term. In order to limit the influence of extreme low strength (LPC). The sharp contrast between HPC and
value, all continuous variables in the model are winsorized at LPC indicates that we cannot treat political connections
without strength discriminations.
the 1st and 99th percentiles.
4.1. The Model
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Table 2. Summary Statistics
Variable
FF
PC
HPC
LPC
Uncertainty
SA
CashFlow
EPS
ROA
Casset
Growth
Investratio
HHI

N
6136
6136
6136
6136
6136
6136
6136
6136
6136
6136
6136
6136
6136

Mean
0.237
0.612
0.116
0.494
3.792
3.630
0.0360
0.420
0.689
0.202
0.198
0.042
0.161

Stdev.
0.321
0.487
0.332
0.500
7.121
0.947
0.073
0.418
0.449
0.134
0.312
0.057
0.101

Min
-0.419
0
0
0
0.097
1.651
-0.195
-0.700
0.116
0.004
-0.506
0
0.014

Median
0.197
1
0
0
1.791
3.495
0.038
0.360
0.587
0.180
0.161
0.020
0.140

Max
1.067
1
1
1
52.830
6.810
0.226
1.980
2.801
0.579
1.512
0.285
0.478

Table 3. Regression Results of Model
Variables
PC

(1)
-0.088***
(-5.491)

(2)
-0.028**
(-2.073)

0.0810
(1.640)
6136
0.151

-0.003***
(-3.655)
-0.135***
(-17.828)
0.403***
(6.395)
0.238***
(15.789)
-0.120***
(-6.530)
-0.558***
(-11.148)
-0.075***
(-5.745)
-0.0220
(-0.294)
0.310***
(4.955)
0.636***
(8.736)
6136
0.443

HPC
LPC
Uncertainty
SA
CashFlow
EPS
ROA
Casset
Growth
Investratio
HHI
intercept
No. of observations
adjusted R2

4.3. Regression Results and Analyses
Table 3 reports the regression results of China private
firms’ financial flexibility reserves on their political
connections. In column 1 and column 2 we employ PC as a
proxy for political connections to examine Hypothesis A.
The coefficients of main explanation variables (PC) in
column1 and 2 are all significantly negative, which verifies
Hypothesis A, that is, the political connections can decease
financial flexibility reserves. In order to investigate the
degree of influence of different strength of political
connections on financial flexibility reserves (Hypothesis B),
in column 3 and column 4 we divide PC into two variables:

(3)

(4)

-0.178***
(-8.236)
-0.062***
(-3.760)

-0.049**
(-2.313)
-0.022*
(-1.647)
-0.003***
(-3.571)
-0.132***
(-17.146)
0.407***
(6.475)
0.238***
(15.814)
-0.120***
(-6.544)
-0.555***
(-11.043)
-0.076***
(-5.773)
-0.0250
(-0.330)
0.312***
(4.990)
0.632***
(8.807)
6136
0.443

0.102**
(2.079)
6136
0.165

high strength of political connection (HPC) and low strength
of political connection (LPC). The coefficients of main
explanation variables (HPC and LPC) in column 3 and 4 are
significantly negative and the absolute value of HPC’s
coefficient is higher than that of LPC. Furthermore we
execute “lincom” order in STATA and find that the value
differences between HPC and LPC in column 3 and 4 are at
1% and 10% significance level respectively. This verifies
Hypothesis B which shows that the high strength of political
connections can decrease more amounts of financial
flexibility reserves than those of low strength of political
connections.

42

Do Political Connections Decrease Financial Flexibility Reserves? Evidence from Chinese Private Firms

Table 4. Regression Results of QFF
Variables
PC

QFFA
(1)

CashFlow
EPS
ROA
Casset
Growth
Investratio
HHI
cut1
cut2

(3)

(4)

-0.115**

-0.151***

(-2.15)

(-2.91)

-0.255***

-0.259***

(6)

-0.318***

(-2.78)

(-3.01)

(-3.80)

-0.0600

-0.091*

-0.114**

(-1.05)

(-1.66)

(-2.16)

-0.010**

-0.010**

-0.016***

-0.016***

-0.017***

-0.017***

(-2.43)

(-2.30)

(-4.00)

(-3.89)

(-4.38)

(-4.26)

-1.109***

-1.092***

-1.111***

-1.096***

-1.078***

-1.060***

(-30.25)

(-29.24)

(-32.59)

(-31.52)

(-33.07)

(-31.84)

2.491***

2.513***

2.564***

2.582***

2.498***

2.523***

(6.33)

(6.39)

(6.89)

(6.94)

(6.90)

(6.97)

1.850***

1.846***

1.779***

1.775***

1.809***

1.804***

(21.76)

(21.71)

(22.61)

(22.56)

(23.72)

(23.65)

-0.725***

-0.726***

-0.785***

-0.787***

-0.806***

-0.808***

(-10.32)

(-10.32)

(-11.82)

(-11.83)

(-12.59)

(-12.62)

-3.975***

-3.947***

-4.267***

-4.245***

-3.968***

-3.942***

(-15.43)

(-15.30)

(-17.54)

(-17.44)

(-16.99)

(-16.86)

-0.685***

-0.688***

-0.599***

-0.600***

-0.584***

-0.585***

(-7.38)

(-7.40)

(-6.91)

(-6.92)

(-6.93)

(-6.94)

-0.448

-0.468

-0.326

-0.345

-0.229

-0.249

(-0.89)

(-0.93)

(-0.69)

(-0.73)

(-0.50)

(-0.55)

2.161***

2.168***

2.284***

2.293***

2.267***

2.279***

(7.87)

(7.89)

(8.87)

(8.90)

(9.08)

(9.12)

-4.363***

-4.346***

-5.013***

-4.995***

-5.183***

-5.151***

(-14.51)

(-14.48)

(-17.40)

(-17.36)

(-18.20)

(-18.11)

-2.369***

-2.351***

-3.462***

-3.442***

-3.852***

-3.817***

(-7.99)

(-7.94)

(-12.18)

(-12.12)

(-13.68)

(-13.57)

-1.854***

-1.835***

-2.678***

-2.642***

(-6.59)

(-6.52)

(-9.60)

(-9.48)

-1.262***

-1.227***

(-4.55)

(-4.42)

6136

6136

cut3
cut4
No. of observations

(5)

(-1.52)

LPC

SA

(2)

QFFC

-0.0860

HPC

Uncertainty

QFFB

6136

6136

6136

6136
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5. Robustness Check
5.1. Other Measure of Financial Flexibility
In main model, financial flexibility (FF) is a continuous
variable; instead, in robustness check we define financial
flexibility (QFF) as a discrete variable. We group FF by
different percentiles, and then define each group in
accordance with the ordinal sequence; therefore we can form
new ordered data. For example, we divide QFFA into 3
groups by 33% and 67% percentile. The first group is formed
by the observations whose FF value is less than the FF value
of 33% percentile. We make the first group equal 1(i.e.
QFFA=1). The second group is formed by the observations
whose FF value is between the FF value of 33% percentile
and 67% percentile. We make the second group equal 2(i.e.
QFFA=2). The third group is formed by the observations
whose FF value is more than the FF value of 67% percentile.
We make the third group equal 3(i.e. QFFA=3). And QFFB
and QFFC are formed by the same method. The bigger the
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ordinal number is the greater the amounts of corresponding
samples’ financial flexibility reserves are. We employ this
ordered logic model to check the main results and we find
that the coefficient of main variables and the significance
level are basically in accord with earlier findings(the details
see table 4).
5.2. The Political Connection of Firm Actual Controller
In the main regression analysis, we define PC as
politically connected actual controllers or chairmen of the
board. For a private firm, as a matter of fact, actual
controllers have absolute control over the firm; therefore the
politically connected actual controllers are the pivotal role of
checking the relationship between political connections and
financial flexibility. We employ CPC variable into the
regression analysis and the results are consistent with before,
which provides further confirmation to the robustness of our
conclusion (the details see table 5).

Table5. Regression Results of CPC
Variables

(1)

CPC

(-1.77)
-0.046**

HCPC

(-2.14)
-0.0180*

LCPC

(-1.76)

Uncertainty
SA
CashFlow
EPS
ROA
Casset
Growth
Investratio
HHI
intercept
N
adjusted R

(2)

-0.024*

2

-0.003***

-0.003***

(-3.64)

(-3.55)

-0.135***

-0.133***

(-17.92)

(-17.25)

0.404***

0.408***

(6.41)

(6.49)

0.238***

0.238***

(15.80)

(15.82)

-0.119***

-0.120***

(-6.51)

(-6.52)

-0.559***

-0.556***

(-11.17)

(-11.06)

-0.075***

-0.076***

(-5.72)

(-5.75)

-0.023

-0.0260

(-0.30)

(-0.34)

0.312***

0.313***

(4.98)

(5.02)

0.634***

0.631***

(8.69)

(8.79)

6136

6136

0.442

0.443
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6. Conclusions
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Environment uncertainty and financial constraints which
private firms are confronted with can be aggravated by
constitutional discrimination. So maintaining a certain level
of financial flexibility reserves and cultivating political
connections are very important measures for private firms to
extricate from financial predicament. Based on the private
listed firms’ data from 2004 to 2014, we screen out 6136
firm- year sample observations. By employing firm level
cluster adjusted mixed OLS regression, we empirically
examine the correlation between political connections and
financial flexibility reserves. The paper demonstrates that the
private firms who are politically connected maintain less
financial flexibility on average than those who are not
politically connected, i.e. political connections can decrease
financial flexibility reserves. After distinguishing the
strength of political connections, we prove that the high
strength of political connections can decrease much more
amount of financial flexibility reserves than those of the low
strength of political connections.
Private firms as one of necessary components of China
economy, prove increasingly important in economic
development. However, China’s market-supporting
institutions are far from perfect; moreover, the institutional
discrimination against private firms is never completely
solved, both of which strongly motive private firms to build
political rent-seeking and employ political connections. In
this way private firms can obtain financial resource to
substitute for financial flexibility reserves partially. In terms
of China, private entrepreneurs’ innovation activities are
much more important and constructive than their
rent-seeking activities. Therefore, administration should
reduce direct control of financial resource, make market be
the leading role in resource allocation, and promote
market-oriented reform of financing market.
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