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Abstract

Contributing to the literature on the political connections and liquidity risk, we identify a
negative correlation between political connections and stock liquidity risk in the Chinese
market. The results are robust to the matching analysis, difference-in differences, and the
exclusion of a set of firms that political connections are terminated suddenly. Supplemen-
tary analyses indicate that more government resources and favoritism, better fundamentals,
performance, and transparent information environment, that affected by political connec-
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1 Introduction

Political connections have profound impacts on corporate performance. Although certain
studies highlight a detrimental impact of political connections, indicating that politically
connected firms are poorly governed, less efficient and more risk (e.g., Johnson and Mitton
2003; Fraser et al., 2006; Fan et al., 2007; Bliss and Gul 2012), larger body of literature
posits that political connections represent valuable resources for firms. Politically con-
nected firms often enjoy preferential treatments in the forms of capital allocation, govern-
ment contracts, favorable taxation, lenient regulation, and other privileges (e.g., Fisman
2001; Faccio 2002, 2006; Faccio and Parsley 2009; Claessens et al. 2008; Goldman et al
2009). They are more likely to be bailed out (Faccio et al., 2006), pay lower taxes and have
larger market shares (Faccio 2002), have lower cost of debt (Houston et al 2014) and lower
cost of equity (Boubakri et al., 2012b), thus, exhibiting lower risky. Collectively, while
it is acknowledged that politicians may exploit their corporate connections for personal
gain (Shleifer and Vishny 1994), firms can benefit from these political connections when
the benefits outweigh the marginal costs. Hence, it remains an empirical question whether
political connections can confer net benefits upon firms.

Although there is extensive research on the benefits and costs of political connections,
our understanding of how investors and market makers, who provide liquidity to stocks,
perceive politically connected CEOs during periods of market liquidity dried up. There-
fore, we aim to investigate the impact of political connections on stock liquidity risk, which
is defined as the sensitivity of stock returns to unexpected changes in market liquidity (e.g.,
Pastor and Stambaugh 2003; Acharya and Pedersen 2005). On one hand, it is commonly
argued that the access to key government resources and favoritism associated brought by
politically connected CEOs can confer a competitive advantage to firms (Claessens et al.
2008). Previous studies have demonstrated that politically connected CEOs can lead to
better firm fundamentals and information quality (e.g., Cornett et al. 2007; Lambert et al.
2007; Ng 2011), thereby enhancing firm performance. Since government resources and
favoritism can help firms survive economic downturns and contribute to superior perfor-
mance, political connections may serve as a useful mechanism for attracting investors and
market makers when market liquidity dries up, then potentially reducing stocks’ liquidity
risk.

Conversely, based on agency theory, CEOs who possess political connections, are likely
to prioritize aligning corporate objectives with government goals (Wu et al 2012). They
may utilize firm resources to assist local governments in fulfilling political and social agen-
das, even if such actions are detrimental to the firm (Bertrand et al. 2018). Consequently,
the impact of political connections on firm is not without controversy. For instance, some
argue that inefficient resource allocation resulting from government intervention may lead
to worse firm fundamentals. Furthermore, protection provided by politicians from penalties
for low quality accounting information may diminish financial transparency (e.g., Bush-
man, et al. 2004; Bushman and Piotroski 2006). Due to heightened fear of government
intervention and rent- seeking costs, stocks of firms with political connections may be unat-
tractive to traders, resulting in reduced liquidity. Consequently, the decline in stock liquid-
ity may render stock prices more susceptible to fluctuations in market liquidity, thereby
exacerbating liquidity risk.

China’s unique lending relationship and preferential policies make it particularly suit-
able for our study. Unlike Western economies, China remains in a transitional phase where
the government controls key resources like bank loans and government subsidies, which
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constitute pivotal sources of financing for Chinese firms (Allen et al. 2005). Regarding
bank loans, Hou et al. (2016) identify two salient features within the Chinese banking sys-
tem: financial repression and government intervention. Consequently, private entrepreneurs
in China often face obstacles in accessing bank loans, which are primarily allocated to
state-owned enterprises. According to surveys, long-term bank loans to state-owned enter-
prises accounted for approximately 42% of total financing in China in 2021, while con-
stituting only 19% of total financing for private firms. Additionally, as another important
source of financing, Chinese government subsidies are more widespread and persistent,
and broadly categorized into tax- based and non-tax-based subsidies. Although the formal
tax rate is generally regulated by the Ministry of Finance and the State Administration of
Taxation in China, its enforcement and various forms of tax reduction/refund, as well as
informal taxes, to a certain extent, at the discretion of bureaucrats at different administra-
tive levels. And non-tax-based subsidies are granted with greater subjectively, at the discre-
tion of government officials. To sum up, the Chinese government tends to play a vital role
in directing financial resources, political ties with the government can help firms gain more
favor in the allocation of capital, progressively emerging as a significant consideration for
investors and market makers when making investment decisions. Hence, investigating the
impact of political connections on the liquidity risk is meaningful for the Chinese market.

Using a sample of Chinese firms spanning from 2009 to 2017, we investigate the rela-
tionship between political connections and liquidity risk. Firms’ political connections are
proxied by their CEO’s political ties. Firms are considered politically connected if their
CEOs either currently serve or previously served in the central or provincial government
(e.g., a deputy in the National People’s Congress, or in the Chinese People’s Political Con-
sultative Conference). We find that firms with politically connected CEOs exhibit signifi-
cantly lower liquidity risk. These results remain robust across various measures of liquidity
risk and persist significant even after controlling for firm-specific characteristics that influ-
ence liquidity risk, as well as incorporating industry and time fixed effects.

There may be several potential concerns about our results. Firstly, the primary chal-
lenge in our empirical analysis lies in identifying the causal effect of political connections.
Concern that it may be easier for high-quality firms with lower liquidity risk to establish
political links, potentially leading to reverse causality affecting our analysis. Secondly,
one might argue that the sample size of firms without political connections far exceeds
that of firms with political connections, and the results may be impacted by the sample
bias due to the differences in firm characteristics. Finally, our results may be susceptible to
the impact of terminated political connections, which could signify negative implications
for firm operations. This raises the possibility that our results are not driven by the allure
of political connections, but rather by the aversion to firms experiencing termination of
political connections. To address these concerns, we propose several remedies. Firstly, we
use exogenous shocks such as the inspection of established/terminated connections driven
by CEOs’ sudden deaths, retirements, impeachment, etc., to identify causal influences of
changes in political connections on liquidity risk. Additionally, to mitigate concerns about
unobserved factors contaminating the results, we employ PSM and PSM-DID techniques.
Secondly, we apply a matching method to balance characteristics between firms with and
without political connections. Lastly, we conduct a sub- sample analysis excluding firms
whose political connections were terminated due to unanticipated events, such as CEOs’
sudden deaths, retirements, impeachment, etc.

In subsequent analysis, we employ the two-stage least square (2SLS) approach to delve
into the underlying channels through which political connections mitigate firms’ liquid-
ity risk. Firstly, our investigation uncovers that politically connected firms benefit from
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direct or indirect government favoritism, including access to government subsidies (tax
benefits, non-tax-based subsidies) and bank lending (long-term debt, debt financing struc-
ture). Based on resource-based theory, these resources mean a comparative advantage,
which may enable firms to perform better and thus attract more investors when market
liquidity dries up. Hence, these resources and favoritism, driven by political connections,
subsequently contribute to a reduction in liquidity risk. Moreover, we examine whether
these advantages brought by political connections and politically connected CEOs who
have close ties to the government, indeed have positive impact in various aspects of firm
fundamentals, including investment policies (tangible capital investment, R&D spending),
financial leverage (the total Debt-to-Market value of assets), business scope (number of
business scopes involved in main products), cost of capital (cost of debt, cost of equity, cost
of capital), and firm performance (the book-to-market ratio, the return on assets), as well
as information quality (audit fees, discretional accruals). The findings affirm that political
connections and politically connected CEOs do help firms to have better fundamentals,
performance, and information quality, which can make firms more attractive to investors
and market makers. And these enhanced political connection—driven fundamentals, perfor-
mance, and information quality reduce the firms’ liquidity risk.

Finally, considering that the value of political connections may be different in various
internal and external environments. For example, prior research suggesting that the posi-
tive impact of political connections is amplified for firms with stronger affiliations to politi-
cal power (Boubakri et al., 2012b), in regions with relatively weaker market structures and
legal frameworks (Boubakri et al., 2012a). And Beuselinck et al (2017) argue that during
crisis periods, the implicit and explicit guarantees that provided by government became
more valuable. Thus, we investigate whether the impact of political connections on liquid-
ity risk varies across firms with different political power, located in regions with different
levels of marketization, and during different economic environment (i.e., financial crisis
and non-crisis periods). And we find that the liquidity risk management effect of political
connections is more pronounced in firms with higher political power (especially for SOEs),
located in regions with relatively lower degrees of marketization, and during financial cri-
sis periods, that is consistent with prior research.

Throughout the preceding financial crisis, market disruptions have been accompanied
by an abrupt decline in market liquidity, and the unexpected liquidity shock has resulted
in substantial losses for investors. Hence, investors tend to gravitate towards firms with
higher liquidity universality (Amihud et al., 2002). However, liquidity risk represents an
additional and significant systematic risk that investors need to contend with in imperfectly
liquid markets (Pastor Stambaugh, 2003). Taken together, the prevention and management
of stock liquidity risk are meaningful for investors seeking liquidity, withdrawing funds,
and enhancing investment efficiency. Our study primarily focuses on elucidating the per-
ceptions and reactions of investors and market makers, who facilitate liquidity for such
stocks, towards political connections. Hence, our findings contribute to the existing litera-
ture discussing the market reaction to political connections.

Secondly, our study that analyzes the impact of the CEOs’ political connections on
liquidity risk investigate the factor that impact the liquidity risk from the unique perspec-
tive of the enterprise internal level. Prior literature has predominantly approached liquidity
risk from financial analysis like excess cash (Huang and Mazouz 2018), information qual-
ity (Ng 2011), and institutional ownership (e.g.,Szewczyk et al. 1992; Gompers et al. 2003;
Baker and Stein 2004; Cao and Petrasek 2014). This research directly mapping liquidity
risk back to the firm management level, that contributes to the broader research on liquidity
risk to the firm level. A powerful CEO wields significant influence over the firm’s strategic
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decision-making processes, capital allocation, and the determination of its future direction.
Our findings offer new evidences on how politically connected CEOs potentially impact
the firms. By examining the potential channels through which political connections can
influence liquidity risk, our paper indirectly discusses whether politically connected CEOs,
who may bear more "political burden" and have more rent-seeking behaviors, bring more
costs or net benefits to firms. Also, it is of great significance to understand investors’ opin-
ion on politically connected CEOs.

The rest of the paper is structured as follows. Section 2 develops hypotheses. Section 3
describes the sample and variables construction. Section 4 reports the empirical results.
Section 5 reports the results of robustness tests. Section 6 discusses the channels. Section 7
explores the impact of firm properties and external environments. Section 8 makes the
conclusion.

2 Literature review and hypothesis development

For liquidity risk, the pertinent macroeconomic condition is market liquidity, which reflects
the market’s ability to trade large quantities quickly at a low cost and without significant
price fluctuations (Pastor and Stambaugh 2003). When market liquidity changes, different
stocks experience varying investor demand and market maker outflows/inflows, resulting
in various sensitivities of stock performance to the market liquidity fluctuations, conse-
quently, differing liquidity risk. For example, during periods of diminished market liquid-
ity, stocks with higher uncertainty and adverse selection face decreased investor demand,
and market makers are also less willing to provide liquidity to such stocks, leading to worse
stocks performance. Conversely, during periods of increased market liquidity, these stocks
experience a rise in investor demand. Hence, compared to other stocks with less uncer-
tainty and adverse selection experience, the performance of these stocks may be more sen-
sitive to the market liquidity fluctuations, indicating higher liquidity risk. Consequently,
we can conject that liquidity risk is significantly influenced by factors that can impact the
investor demand. Hence, if certain characteristics of a firm can make the demand of inves-
tors and market makers less impacted by the market liquidity fluctuations, it may induce a
lower liquidity risk. Despite existing studies exploring the determinants of liquidity risk
at the micro-level, including institutional ownership (Cao and Petrasek 2014), information
quality (Ng, 2011) and excess cash (Huang and Mazouz 2018). Additionally, rarely studied
liquidity risk from the perspective of political connections, which is gradually becoming an
indispensable part, that investors evaluate firms and formulate investment strategies need to
concern.

Connection between politics and business is a widespread phenomenon worldwide. The
theories proposed by North (1990) and Olson (1993) elucidate the rationale behind the
emergence of political connections with firms. Politicians establish connections with firms
to exert control and extract rents, while firms pursue ties with politicians or government
entities to gain access to resources and receive benefits (e.g., profitable contracts, subsidies,
tax relief, and cheap loans). The growing body of research examining the impact of the
political connections of the firms’ chief executive officer (CEO), yields mixed evidence of
the effect on the firms.

On one hand, someone argue that political connections come with costs for a firm.
Firstly, political connections can resemble grabbing hands, due to rent-seeking behavior by
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government officials and bureaucrats (Faccio 2006), which may embezzle firm resources
and potentially harm firm performance (Chen et al. 2017). Secondly, according to the
agency theory, even with access to political resources, politically connected managers may
bear more "political burden", such as economic growth and employment, which may con-
flict with the interests of shareholders. For instance, politically connected firms may allo-
cate firm resources towards helping politicians in achieving their political goals. Wu et al.
(2012) using a Chinese sample, also found that firms with politically connected manag-
ers appointed by the government tend to prioritize aligning firm goals with government
objectives.

On the other hand, prior literature documents that political connections are valuable to
firms for accessing credit (Schweizer et al 2020), obtaining valuable government resources
(e.g.,Goldman et al. 2013; Zhang et al. 2014) and receiving bailouts in crisis periods (Blau
et al., 2013). Especially for China, which is still a transitional economy and the government
controls the critical resources. Allen et al. (2005) suggest that bank loans and government
subsidies are two vital sources of financing for Chinese firms. The political connections of
private firms in China can help them overcome ideological discrimination and seek gov-
ernment-related benefits, such as tax benefits (Wu et al. 2012), advantage in debt financing
(Fan et al. 2008) and increased government subsidies (Feng et al 2015). Also, to convince
external investors that their interests will not be damaged, politically connected manag-
ers may choose to enhance accounting transparency (Guedhami et al. 2014), which can
decrease firms’ uncertainty and adverse selection risk.

Taken together, whether the benefits of political connections outweigh the costs is not
obvious. How investors perceive political connections and whether politically connected
firms are attractive to investors and market makers is an empirical problem, that is, the
impact of political connections on liquidity risk is controversial. Our first hypothesis aims
to examine this relationship. We propose our first hypothesis as follows:

H1a Politically connected firms have higher liquidity risk as compared to non—politically
connected firms.

H1b Politically connected firms have lower liquidity risk as compared to non—politically
connected firms.

We then investigate the potential channels that can explain the relationship between
political connections and liquidity risk. Building upon previous discussions, we posit that
if the demand of investors and market makers for firms’ is impacted less by the market
liquidity fluctuations, the liquidity risk will be lower. Consequently, we conject that the net
benefits/costs (e.g. rent- seeking and agency costs, political resources) brought by govern-
ment intervention, and information quality, firm fundamentals and performance affected by
the government intervention and politically connected CEOs’ management, which inves-
tors and market makers concern about when formulate investment strategies, may serve as
plausible economic channels through which political connections impact liquidity risk.

If political connections increase liquidity risk, it may affect firms’ liquidity risk through
the following channels. First, for the fear of resource expropriation and government inter-
vention, investors may opt to avoid holding these stocks when making investment deci-
sions. Second, based on agency theory, these firms may face higher rent-seeking costs
(Faccio 2006), and politically connected CEOs may bear more " policy burdens " (Chen
et al. 2017). When rent- seeking costs and “policy burdens” become serious in politically
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connected firms, they will negatively impact the value and fundamentals of firms, that
potentially reducing the trading tendency of investors. For instance, firms with politically
connected CEOs may be compelled to invest in unprofitable but politically favored projects,
which in turn lead to investment inefficiency (Chen et al. 2011). And political connec-
tions may induce aggressive financial reporting or earnings management (e.g.,Bushman,
et al. 2004; Bushman and Piotroski 2006). These potential negative consequences and
worse information quality resulting from political connections may subject firms to greater
uncertainty and adverse selection. Consequently, when market liquidity dries up, inves-
tor demand for firms with these worse information quality, performance and fundamen-
tals may decline, and market makers may be less willing to provide liquidity, thereby, the
liquidity risk of these firms will be higher.

On the other hand, political connections may reduce firms’ liquidity risk through the
following two channels. Firstly, according to resource-based theory, a firm’s competitive
advantage is derived from its possession of tangible and intangible resources that are dif-
ficult or costly for other firms to obtain. Prior studies indicate that political connections can
assist firms in acquiring government resources and favoritism that are challenging for other
firms to access, such as, government tax benefits (Wu et al. 2012), debt-financing advan-
tages (Fan et al. 2008), and government subsidies (Feng et al 2015). Given that politically
connected CEOs can facilitate firms in obtaining more government favoritism and enhanc-
ing competitiveness, political connections can serve as a valuable mechanism for firms to
attract investors and market makers, thereby making these firms less impact by the market
liquidity risk declines and leading to lower liquidity risk.

Secondly, these advantages brought by political connections and the management policy
of politically connected CEOs who have close ties to the government, may yield positive
economic outcomes for firms, thereby attracting investors and potentially reducing firms’
liquidity risk. The literature indicates that the soft budget constraints resulting from politi-
cal connections contribute to a lower cost of equity capital (Boubakri et al., 2012b) and cost
of debt (Bliss and Gul 2012). Moreover, resources that obtained from political ties increase
the available capital for investment activities, thus addressing the issue of under-invest-
ment (Xu et al., 2013). Politically connected CEOs can gaine some unique information
from the government (Ferris et al. 2016) and reducing the uncertainty of innovation pol-
icy (Su et al., 2019). Consequently, the positive impact of political connections enhances
firms’ performance (Li et al. 2008). Other studies reveal that firms with political connec-
tions attract heightened scrutiny and monitoring. For instance, Gul (2006) finds a greater
increase in auditor effort and audit fees for Malaysian firms with political connections than
those without during the Asian financial crisis. Similarly, politically connected firms in
China demonstrate a willingness to enhance accounting transparency to convince external
investors that they refrain from exploiting connections to divert corporate resources (Gued-
hami et al. 2014). These potential positive economic consequences and better information
quality resulting from political connections mitigate uncertainty and adverse selection for
firms. As a result, during periods of market liquidity dried up, investor demand may not
drop significantly, and market makers may be also more willing to provide liquidity, hence,
the sensitivity of stock returns to unexpected changes in market liquidity will be lower for
firms with political connections. According to these discussions, we propose our second
hypothesis as follows:

H2a If the costs of political connections outweigh the benefits, politically connected
firms have higher liquidity risk than non—politically connected firms. Firms with stronger
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political connection—driven resources expropriation, government intervention and worse
political connection—driven firm fundamentals and information quality tend to have higher
liquidity risk as compared to non—politically connected firms.

H2b If benefits of political connections outweigh the costs, politically connected firms
have lower liquidity risk than non—politically connected firms. Firms with more political
connection— driven government favoritism and better political connection—driven funda-
mentals, performance, information quality tend to have lower liquidity risk as compared to
non- politically connected firms.

3 Data, sample, and summary statistics

We identify CEOs’ political connections by examining whether he or she was currently or for-
merly an officer of either the central government, or a local government. Data regarding CEOs’
political connections during the periods from 2009 to 2017 are obtained from the China Stock
Market and Accounting Research (CSMAR) database. The stock returns, accounting data, and
other variables are obtained from the Wind database. Financial and utility stocks are excluded
from the analysis.

3.1 Estimates of liquidity factor

In this section we first describe the empirical methodology and estimation procedure for the
market liquidity factors. Liquidity encompasses various dimensions, and different liquidity
measures serve as empirical proxies, that capture different aspects of illiquidity. Given the
complexity of liquidity, it is impossible to rely on a single measure to captures all aspects
of liquidity. Hence, we construct two market liquidity factors based on the methodologies
outlined by Pastor and Stambaugh (2003) and Amihud (2002), which represent two widely
adopted measures in the literature. Pastor and Stambaugh (2003) define liquidity by capturing
transient price shifts attributed to order flow. The Pastor-Stambaugh liquidity measure focuses
on a specific dimension associated with temporary price fluctuations induced by order flow,
and captures the sensitivity of stock returns to the velocity of returns about trading orders. On
the other hand, the Amihud illiquidity ratio reflects the responsiveness of the average absolute
daily price to 1 trading volume for a stock, thereby focusing on the price impact of trades,
which reflects the liquidity transaction costs. Consequently, we employ these two measures
to complement each other. The significance of the empirical results, that using the two liquid-
ity risk measures based on the two market liquidity factors, indicate the robustness of our
findings.

3.1.1 Pastor and Stambaugh liquidity factor

The Pastor and Stambaugh liquidity level for an individual stock in period ¢ can be obtained
from the following regression:

R\, =0+ @R, + ﬂi’,sign<RfJ.+l )Vol

il T &

it
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where R;

1. 18 the return of stked ¢ on day j in month 7, Rf]. 1., 18 the stked’s return in excess

of the stkcd market return, sign (Rf/. " ) is an indicator function whose value equals to 1 if

RiJ’, is positive and — 1 if it is negative, zero otherwise, Voli‘i’, is the dollar volume of stkcd
i on day j in month ¢. 7;, is the proxy for the individual liquidity. Then, we construct the
market-wide measure x, for each month from the following:

=

T = it

L
N, 4

Il
—_

where N, is the number of corporates in month 7. We then consider the effects of fluc-
tuations in the growth of the stock market’s size and the sample size. To standardize, we
scale the difference in monthly aggregate liquidity measures, Az, = (mt / ml) * (m, —m,_y),
where m, is the total dollar value at the end of month ¢ — 1 of the stocks included in month
t, and month 1 corresponds to December 1990. Liquidity innovations are then obtained
from the subsequent regression:

m

t—1

Ar, = ay+aAx,_| + a2< p” > *m_; +e
1

We obtain the innovations in liquidity, LIQ,, as the Pastor and Stambaugh liquidity fac-
tor, follows the logic of Pastor and Stambaugh (2003), is taken as the fitted residual divided
by 100:

1

LIQI = me,

3.1.2 Amihud illiquidity factor

The Amihud (2002) illiquidity level for an individual stock in period ¢ is defined as follows:

Ly Rl
D;, Vol,

Jj=1 ij.t

ILLIQ;, =

where R; ;, is the return of stked i on day j in month 7, Vol ; , is the dollar volume of stked i
on day j in month ¢ and D;, is the number of days for which transaction data are available
for stock i in month 7.

We then construct the market-wide measure ILLIQ,,, by aggregating individual illiquid-
ity measures over the entire sample months from the following:

N,
ILLIQ,;, = L Y ILLIQ;,
N, =
For easier compare with the Pastor and Stambaugh liquidity measure, we then scale the
difference in monthly aggregate liquidity, AILLIQ,, , = (m, / ml) * (ILLIQy, , — ILLIQ); 1),
Liquidity innovations are then obtained from the following regression:

m;_
AILLIQy, , = ay + @, AILLIQ,, ,_, + q02< ol > % ILLIQy, | +e¢,
my
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We henceforth refer to the converted innovation series (—¢,) as the Amihud liquidity
factor.

3.2 Liquidity risk measure

Then, we adopt the same approach as Pastor and Stambaugh (2003) and Lin et al. (2011) to
construct the liquidity risk based on the two market liquidity factors, which calculated by the
two liquidity/illiquidity level for an individual stock:

R, — R, = a;, + p", MKTRF, + p°, SMB, + "™, HML, + ", LIQ, + ¢,

where R;, is the return of stock i in month 7, Ry, is the risk-free rate of return in month
t, MKTRF, is the stock market excess return, SMT, is the size factor, HML, is the book-
to-market factor, and LIQ, is the market liquidity factor. f* captures the sensitivity of indi-
vidual stock returns to market-wide liquidity conditional.

3.3 Measuring political connections

There is no general definition for political connections. Existing research primarily focus
the political backgrounds of chairmen and CEOs. For example, Fan et al. (2007) measure
political connections based on executives with official backgrounds in the central or local
governments, as well as in the army. Due to China’s unique political system, more atten-
tion has been paid to the political connections of Chinese enterprises, and the definition of
political connections is in a broader sense. To measure political connections, we adopt the
methodology employed by Faccio (2006), Fan et al. (2007), Chen et al. (2011), Li and Zhou
(2015), which classify a CEO as politically connected if he/she is or was an officer in central
or local government departments (like the National People’s Congress (NPC) and the Chi-
nese People’s Political Consultative Conference (CPPCC)). Thus, the political connection
dummy variable (PolCeo) equals to 1 if the CEOs have political connections during the
specified period, and O otherwise.

3.4 Other measures

To isolate the marginal impact of CEOs, we also control for various CEO and firm charac-
teristics, including CEO gender, CEO age, capital expenditure (capex), a firm’s market cap-
italization (In(size)), the book-to-market ratio (MtB), returns on assets (ROA), book value of
total debt (LEV), cash holdings(Cash), asset tangibility (PPE), CEO’s association attributes
(Social CEO), and operating cash flow (CF). Concern about that the political background
of the CEO may influence the relationship between political connections and liquidity risk
due to the different performance or information quality of the CEO. Following Liu et al.
(2017), we construct the bureaucratic ranks of CEOs, which capture the CEOs’ different
performance or information quality based on their background, and include it as a control
in the baseline regression model (Pol_level). The definitions of all variables are provided in
the Table 1.
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Table 1 Description and measurement of the variables

Variable name  Description and measurement

LiquidtyRisk Stock liquidity risk. For each stock in each month, historical liquidity beta is the slope coef-
ficient on LIQ by using the regression of the past two years of monthly returns on MKT, SMB,
HML and LIQ. LIQ is the innovation in changes in market liquidity, that means an unexpected
change in market liquidity. The market liquidity is one of the Amihud market liquidity and
Pastor-Stambaugh market liquidity

PolCEO CEO’s political connections. A dummy variable equals to 1 if the CEO has working experience
in the central or provincial government, and zero otherwise

PC_level The bureaucratic rank of a CEO

Social CEO CEOQ’s association attributes. A dummy variable equals to 1 if the CEO is a member of
industrial associations or professional committees, or engaged in industry research, and zero
otherwise

Age CEO age stems from company information file

Gender CEO Gender. A dummy variable equals to 1 if the CEO is male, and O otherwise

Capex The capital expenditure scaled by total assets

Cash The cash and equivalents scaled by total assets

CF The operating cash flow scaled by total assets

Lev The book value of total liabilities over book value of total assets

MtB Book-to-Market. The market assets scaled by book assets

PPE The tangible asset such as net plant, properties and equipment scaled by total assets

ROA The ratio of earnings after taxes and interest scaled by total assets

Size The natural logarithm of total assets

State A dummy variable equals to 1 if the firm is under the control of state at the beginning of the
fiscal year, and zero otherwise

Crisis A dummy variable equals to 1 if the market is bull, and zero otherwise

Inv Investment in tangible capital. The capital expenditure (cash payments for fixed assets, intan-

gible assets, and other long-term assets less cash receipts from selling these assets) scaled by
tangible capital

R&D The research and development expenditures divided by total assets

TDM The market value of debt scaled by total assets

Audit_Fee The firm natural logarithm of the audit fees at fiscal year-end

Product The number of business scope involved in main products

COE The cost of Equity. Dividend per share / closing price at the end of the previous year + sustaina-

ble growth rate; Sustainable growth rate = (net profit/total balance of owners’ equity at the end
of the period)*[1-distribution per share before tax/(current value of net profit/value of paid-in
capital at the end of the period)]/(1-income on net assets Rate*retention rate)

COD The cost of Debt. Interest expense/(long-term loans + short-term loans +bonds payable + long-
term loans due within one year)

coc The cost of Capital. Cost of equity/ equity multiplier+cost of debt*(l—l/equity multiplier)

DA Discretionary Accrual. Modified Jones model — = fy+ B 25, AREC’ + ﬂ PPE g TA, is

the accrued profit, AS, is the change in main busmess income, AREC ,is the change in the net

value of accounts receivable, and PPE, is the amount of fixed assets. &, is the Discretionary

Accrual
sub Total government subsidies excluding credit subsidies, scaled by total assets
tax The total tax benefits. Mass of profit* formal tax rate-actual tax expense
long_loan The long-term loans scaled by total loans
structure The loan structure. long-term loans/ (long-term loans + short-term loans)

This table reports the names, symbol identification and specific measurement methods of all variables from
January 2009 to December 2017. The data source is from the CSMAR and Wind
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4 Empirical results
4.1 Summary statistics

Table 2 presents the summary statistics of our main sample, covering the periods from
2009 to 2017, with a total of 96,490 firm-month observations. All continuous variables are
winsorized at the top and bottom 1% to mitigate the potential impact of outliers. It displays
the time-series averages of descriptive statistics for the full sample, including both firms
with political connections and firms without connections. The first two rows of Table 2
provide descriptive statistics of two liquidity risks, which are estimated using the Ami-
hud market liquidity factor and the Pastor-Stambaugh market liquidity factor, respectively.
The mean monthly liquidity risks based on the Amihud and the Pastor-Stambaugh liquidity
factors are 4.3% and — 17.3%, respectively. During the sample periods, political connec-
tions are prevalent among the underwriters, with approximately 13.1% meeting the defini-
tion of political connections. Moreover, there are 307 firms in the 13.1% politically con-
nected sample, among which 65 are state-owned, accounting for about 21.2%, and 242 are
non-state-owned enterprises, accounting for about 78.4%. Hence, investigating the impact
of politically connected CEOs on liquidity risk management is crucial for understanding
the role of political connections in enterprises, especially in private firms. Additionally,
Table 2 also presents the CEO and firm characteristics for all firms. The descriptive statis-
tics of other control variables are largely consistent with prior literatures.

Table 3 reports the correlation matrix. Our primary variable, political connections, along
with several key variables—PC_level, sub, long_loan, ROA, R&D, TDM, Audit_Fee, and
Product—are all significantly correlated with the two measures of liquidity risk at the con-
ventional level. Political connections exhibit a negative correlation with the two measures
of liquidity risk based on the Amihud and the Pastor-Stambaugh market liquidity factors,
with statistical significance at the 1% level. These findings are consistent with H1b, sug-
gesting that politically connected firms tend to have lower liquidity risk. sub, long_loan,
ROA, R&D and Audit_Fee are positively correlated with political connections, while Inv
and TDM are negatively correlated with political connections. These findings support our
hypotheses that politically connected firms may receive greater government favoritism,
have better performance, fundamentals, and information quality, ultimately resulting in
lower liquidity risk.

4.2 Political connections and liquidity risk

In this section, we initially present the results from our baseline specification. We observe
a strong negative association between political connections and liquidity risk. Across all
analyses, our results consistently support the hypothesis that politically connected firms
exhibit lower liquidity risk.

To test the hypothesis 1 and examine how political connections affect firms’ liquidity
risk, we conduct the following multivariate regression:

LR; ., = a; + pPolCeo;, + y,Controls;, + €,;,

The dependent variables in this model are our two measures of liquidity risk for firm
i in given month ¢ + 1, which are estimated using the Amihud market liquidity factor and
the Pastor- Stambaugh market liquidity factor, respectively. The explanatory variable of
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Table2 Summary statistics

Variable Obs Mean Std. Dev P25 Median P75
LR_Amihud 96,490 0.043 2.486 -0.619 —-0.010 0.728
LR_PS 96,490 -0.173 4457 -2.319 -0.108 2.003
PolCeo 96,490 0.131 0.337 0.000 0.000 0.000
PC_level 96,490 0.622 1.809 0.000 0.000 0.000
Social CEO 96,490 0.151 0.358 0.000 0.000 0.000
Age 96,490 48.82 6.551 45.00 49.00 53.00
Gender 96,490 0.931 0.253 1.000 1.000 1.000
Capex 96,490 0.051 0.051 0.015 0.035 0.070
Cash 96,490 0.154 0.121 0.070 0.120 0.202
CF 96,490 0.675 0.596 0.348 0.545 0.815
Lev 96,490 0.460 0.502 0.283 0.437 0.602
MtB 96,490 0.327 0.212 0.182 0.286 0.429
PPE 96,490 0.421 0.505 0.278 0.431 0.597
ROA 96,490 0.060 0.184 0.027 0.052 0.087
Size 96,490 3.533 1.183 2.764 3.439 4.206
Inv 90,827 0.153 1.541 0.032 0.082 0.174
R&D 90,827 1.010 1.703 0.000 0.000 1.785
TDM 90,827 0.341 0.528 0.065 0.163 0.388
Audit_Fee 90,827 0.952 1.003 0.500 0.700 1.050
Product 90,827 3.118 2.201 1.000 3.000 4.000
COE 64,679 0.083 0.161 0.035 0.066 0.111
COD 83,146 0.072 0.095 0.037 0.055 0.074
cocC 55,165 0.071 0.046 0.042 0.061 0.086
DA 43,473 0.016 0.083 -0.033 0.009 0.057
sub 89,240 0.005 0.006 0.001 0.003 0.006
tax 89,833 0.186 0.416 —0.000 0.003 0.207
strcture 93,300 0.049 0.074 0.000 0.012 0.068
long_loan 55,165 0.221 0.279 0.000 0.093 0.373

This table reports the summary statistics of sample firms from 2009 to 2017. The variable LR_Amihud is
the liquidity risk based on the Amihud market liquidity factor. LR_PS is the liquidity risk based on the Pas-
tor-Stambaugh market liquidity factor. PolCeo is a dummy variable which equals 1 if the CEO has political
connection in the given time, and zero otherwise. PC_level is the bureaucratic rank of a CEO. Social CEO
is the CEQO’s association attributes. Age is the age of the CEO. Gender is a dummy variable which equals 1
if the CEO is male, and zero otherwise. Capex is the capital expenditure scaled by total assets. Cash is the
cash and equivalents scaled by total assets. CF is the operating cash flow scaled by total assets. Lev is the
book value of total liabilities over book value of total assets. MtB is the book-to-market equity. PPE is the
property, plant, and equipment, scaled by total assets. ROA is the return on assets. Size is market capitaliza-
tion. Inv is the ratio of capital expenditure (cash payments for fixed assets, intangible assets, and other long-
term assets less cash receipts from selling these assets) to total assets. R&D is research and development
expenditures divided by total assets. TDM is the market value of debt scaled by total assets. Audit_Fee is the
firm natural logarithm of the audit fees at fiscal year-end. Product is the number of business scope involved
in main products. COE is the cost of equity capital. COD is the cost of debt. COC is the cost of capital. DA
is the discretionary accrual. sub is the government subsidies. tax is the tax benefits. long_loan is the long-
term debt financing. structure is the debt financing structure

interest is PolCeo;,, a dummy variable for firm i in given month 7, that equals 1 if the
CEO is currently or formerly an officer of either the central or a local government, and 0
otherwise. If political connections can reduce firms’ liquidity risk, g, should be negatively
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significant, but positively significant if political connections can increase firms’ liquid-
ity risk. We control several known determinants of a firm’s liquidity risk following the
existing literature, including CEO gender (Gender), CEO age (Age), capital expenditure
(capex), a firm’s own market capitalization (In(size)), the book-to-market ratio (MtB),
return on assets (ROA), book value of total debt (LEV), cash holdings (Cash), asset tan-
gibility (PPE), CEQO’s association attributes (Social CEO), operating cash flow (CF) and
bureaucratic ranks of CEOs (PC_level). We also include industry and month fixed effects
to control for unobserved factors.

Table 4 reports the time-series average coefficients and the corresponding #-statistics
using multivariate regression of the liquidity risk on political connections and other con-
trols. In Panel A of Table 4, we use the liquidity risk based on the Amihud market liquidity
factor as our dependent variable and add more fixed effects to address omitted variable
concerns. Columns (1)—(4) feature political connections as the sole independent variable.
In columns (2)—(4), we include industry fixed effects, month fixed effects, industry-month
fixed effects, respectively. In columns (5)—(8), we add more firm-level controls known to
be related to firms’ liquidity risk. The coefficients of political connections are all negative
and significant at the 1% level, indicating that if firms have political connections, they can
experience lower liquidity risk. In Panel B of Table 4, we repeat the analysis using the
liquidity risk based on the Pastor- Stambaugh market liquidity factor, following the same
procedure as Panel A. Our results remain the same. To sum up, the results in this section
confirm H1b, suggesting that political connections reduce firms’ liquidity risk.

5 Potential identification and robustness

There may be several concerns about our baseline results. Firstly, concern that it may be
easier for high-quality firms with lower liquidity to establish political connections, which
could lead to reverse causality and affect our analyses. Secondly the smaller number of
politically connected firms compared to firms without political connections raises con-
cerns about sample bias because of the differences about firms’ characteristics. Finally, our
results may be affected by the termination of political connections, because the results may
not be driven by the attraction of political connections but rather by the aversion to firms
experiencing termination of political connections, which means a negative sign of firm
operation. In this section, we discuss the potential endogeneity concerns with our study
and propose some remedies for them.

5.1 Political connections and liquidity risk dynamic changes

An alternative approach to alleviate reverse causality concerns is to apply a difference in
differences (DID) test, treating an exogeneous shock as a natural experiment. In this case,
we select the change in political connections resulting from CEO turnover in a firm as the
exogeneous shock. Next, to further address this concern, we employ a matching methodol-
ogy. For each firm that establishes political connections with politicians and bureaucrats
through CEO turnover, we identify a matched control firm whose political connections are
terminated and then calculate the average difference in liquidity risk across all matched
pairs. To validate this conjecture, we identify all instances of CEO turnover within firms,
excluding those with multiple CEO turnovers to avoid overlapping event windows. If firms
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Table 4 Regression of the liquidity risk on political connections

M @) ©) “) ®) (©6) @ ®)
LR LR LR LR LR LR LR LR

Panel A (Amihud Illiquidity Beta)

PolCeo —0.102%%%  —0.114%%* —0.104*** —0.116%** —0.049%** —0.080%** —0.054**%* —0.086%**
(-3.92) (—3.65) (-3.93) (—3.69) (—2.66) (—4.14) (—2.93) (—4.39)
PC_level —0.028%**%  —0.023%%*  —(0,028%** —(.023%%**
(-3.05) (—2.64) (=3.07) (—2.65)
Social CEO 0.147%%* 0.137%#%* 0.155%#%  (.145%#*
(5.45) (5.42) (5.82) (5.79)
Age 0.001 0.002%* 0.0027%* 0.003 %
(1.57) (2.37) (2.26) (3.31)
Gender 0.023 0.031 0.023 0.030
(0.48) (0.65) (0.48) (0.63)
Capex —0.357%%  —0.339%F  —0.403%*k  —(0.406%**
(—2.06) (-2.10) (=2.71) (-3.14)
Cash 0.585%# 0.463 % 0.61 1% % (.488%k*
(7.48) (7.11) (7.80) (7.58)
CF 0.035%* 0.0447%% 0.031%* 0.038#
(2.08) (3.86) (1.86) (3.48)
Lev 0.309%#* 0.306%#* 0.242%* 0.236%*
(2.82) (3.24) (2.26) (2.58)
MB —0.004 0.042 —-0.010 0.044
(-=0.07) 0.62) (-=0.12) (0.54)
PPE 0.488#* 0.480%#* 0.426%#%  0.4]5%#*
(4.25) (4.84) (3.82) (4.33)
RoA —0.145%%%  —0.116%%  —0.159%** —(.130%**
(-3.30) (-2.59) (=3.97) (-3.15)
Size —0.025%*%  —0.021**  —0.016* —-0.011
(—3.44) (-2.62) (—1.88) (-1.23)
_cons 0.056%#*  0.058%**  0.056%**  (.242%* —0.398%##  —(0.437kH%  —(.396% %k —(.238%*
(3.38) (3.97) (16.32) (2.44) (—3.56) (—4.20) (—3.43) (=221
Industry NO YES NO YES NO YES NO YES
FE
Month FE  NO NO YES YES NO NO YES YES
adj. R2 0.000 0.000 0.000 0.003 0.004 0.003 0.004 0.007
F 15.369 13.303 15.411 2.750 26.716 37.792 25.522 5.650
N 96,490 96,490 96,490 96,490 96,490 96,490 96,490 96,490
Panel B (Pastor-Stambaugh Liquidity Beta)
PolCeo —0.122%%%  —0.092%*%  —0.112%%%  —0.083%*  —0.190%** —0.211%%* —(0.203%k*F —(.229%%*
(—3.48) (—2.18) (-3.25) (—1.98) (-3.10) (—3.46) (=3.41) (—2.98)
PC_level —0.048%**%  —(0.034%**  —(.052%** —(.038%**
(-4.22) (—2.90) (—4.86) (-2.62)
Social CEO 0.226%#* 0.195%# 0.289%#%  (.255%#*
(5.98) (5.10) (8.39) 5.71)
Age 0.008%** 0.007#* 0.015%#%  (.014%:#*
(3.94) (3.54) 6.61) (5.23)
Gender 0.183%#* 0.167%* 0.152%* 0.135%*
(2.79) (2.50) (2.31) (2.13)
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Table 4 (continued)

(Y] 2) 3) (€] ) ©) (@] ®)
LR LR LR LR LR LR LR LR
Capex 1.530%+%  0.334 0.573 —0.885%#*
@.11) (0.85) (1.64) (-2.72)
Cash ~0.016 —0.028 ~0.142 —0.190
(—0.10) (=0.22) (-0.98) (- 1.46)
CF 0.177#%%  0.090%%%  0.113%%  0.006
(8.64) (3.65) (6.20) (0.26)
Lev 0.476%%% 0896  —0.006 0.436%+*
(2.85) (4.92) (—=0.03) (2.69)
M1B 0.079 0.110 —0.352%%% (3485
(0.65) (0.89) (-3.16) (=3.61)
PPE 0.412%+ 0.782%+%  0.059 0.455%%*
(2.39) (4.15) (0.29) (2.82)
RoA 0.046 0.115 —0.142%%  —0.076
(0.50) (1.17) (-2.21) (- 1.06)
Size —0.070%*% —0.038%  0.043%  0.09]%**
(=3.29) (- 1.86) (2.53) (5.08)
_cons —0.157#%  —0.161%  —0.158%k  1.0528F  —1.075%kF  — 13580k ] 44%6% 0273
(—246)  (—472)  (-3493) (251 (—5.63) (=6.97) (—6.24) (—0.58)
Industry  NO YES NO YES NO YES NO YES
FE
Month FE  NO NO YES YES NO NO YES YES
adj. R2 0.000 0.000 0.000 0.020 0.003 0.002 0.002 0.024
F 12.106 4.766 10.560 10.196 27.050 19.009 31.802 13.001
N 96,490 96,490 96,490 96,490 96,490 96,490 96,490 96,490

This table reports the average coefficients and corresponding z-statistics of multivariate regression that
examine the liquidity risk on political connections. Panel A use LR_Amihud as the dependent variable,
where LR_Amihud is estimated based on the Amihud market liquidity factor. The independent variable is
PolCeo, where PolCeo is a dummy variable for political connections. The variable PC_leve is the bureau-
cratic rank of a CEO. SocialCEO is the CEQ’s association attributes. Age is the age of CEO. Gender is a
dummy variable which equals 1 if the CEO is male, and zero otherwise. Capex is the capital expenditure
scaled by total assets.Cash is the cash and equivalents scaled by total assets. CF is the operating cash flow
scaled by total assets. Lev is the book value of total liabilities over book value of total assets. MtB is the
book-to-market equity. PPE is the property, plant, and equipment, scaled by total assets. ROA is the return
on assets. Size is market capitalization. Inv is the ratio of capital expenditure to total assets. R&D is research
and development expenditures divided by total assets. Panel B use LR_PS as the dependent variable, where
LR_PS is estimated based on the Pastor-Stambaugh market liquidity factor. The other variables used in the
Panel B are the same as Panel A. Robust t-statistics, adjusted for non, industry, month, industry-month clus-
tering, are reported in parentheses, respectively. *, **, and *** indicate significance at the 10%, 5%, and 1%
levels, respectively

establish political connections due to CEO turnover, we treat the CEO turnover event as a
connection-establishing CEO turnover, and vice versa.

To match each firm-month observation in which a connection-establishing firm with one
that connection-terminating, we employ the Abadie and Imbens (2011) matching estima-
tor. This method minimizes the Mahalanobis distance between a set of observed covariates
in treated and control firms. Our matching covariates include capital expenditure (capex),
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a firm’s market capitalization (/n(size)), the book-to-market ratio (MtB), return on assets
(ROA), book value of total debt (LEV), cash holdings (Cash), and asset tangibility (PPE).
Additionally, we require the matched firms belong to the same industry and fiscal year as
the treated firm.

Table 5 reports the results of the multivariate regression using the PSM sub-sample,
with the methods used in Table 4. In columns (1) to (4) of Table 5, we use the change
in liquidity risk based on the Amihud market liquidity factor as our dependent variable.
Columns (1)—(2) include only political connections as independent variable, in columns
(3)—-(4) we add more firm-level controls that have been shown related to firms’ liquidity
risk. And we add industry-month fixed effects to further mitigate the omitted-variable con-
cerns in the columns (2) and (4). The coefficients of the political connections are all nega-
tively significant at the 1% level under specification. In columns (5)—(8) of Table 5, we use
the change in liquidity risk based on the Pastor-Stambaugh market liquidity factor as our
dependent variable, following the same procedure as columns (1)—(4). Our results remain
the same. These findings in this section also confirmed H1b.

Further, if political connections indeed mitigate firms’ liquidity risk, we anticipate a
decrease in liquidity risk following the establishment of political connections. Conversely,
firms experiencing a termination of political connections should experience an increase in
liquidity risk after the termination. We hypothesize that changes in liquidity risk around
these events will be significantly higher for firms with a connection-establishing CEO turn-
over compared to those firms with a connection-terminating CEO turnover. To test this
conjecture, we next use CEO turnover events that result in alterations in political connec-
tions within a firm and conduct a difference-in-differences analysis.

In Table 6, we investigate whether the decrease in the change of liquidity risk for firms
experiencing connection-establishing CEO turnover exceeds that of firms experiencing
connection-terminating CEO turnover. In this test, we control for both industry and month
fixed effects. Firstly, we construct a dummy variable (Treat;,) that equals to 1 for firms
experiencing a connection-establishing CEO turnover, and 0 otherwise. The DID estimator
is then defined as the interaction term between the treatment effect (PolCeo; ) and the event
effect (Treat;,). Our focus lies on the coefficient of the DID estimator (PolCeo;, * Treat, ).
We find that the coefficient estimate on the interaction term is significantly negative across
all columns, indicating that for firms experiencing connection- establishing CEO turno-
ver, the decline in the change of liquidity risk for firms is more pronounced compared to
firms experiencing connection-terminating CEO turnover, thus providing further support
for H1b.

5.2 Matching analysis

Another interesting aspect in our sample is that the larger number of firms without political
connections compared to those firms with political connections, thus suggesting a potential
sample bias. To address this, we employ the PSM approach to overcome any potential self-
selection bias. We begin with a one-to-one nearest-neighbor propensity score matching
(PSM) routine without replacement, which aims to pair each observation of a politically-
connected firm with a non-connected one based on firm-specific characteristics. Success-
ful implementation of the PSM ensures that firms with and without political connections
exhibit comparable company characteristics at the time of issuance. To calculate the pro-
pensity score, we incorporate a set of firm characteristics that can capture the probability
of being event firms following previous studies (e.g., Faccio et al., 2006; Boubakri et al.,
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Table 5 Regression of the change-in-liquidity risk on firms with changing political connections

Amihud Pastor-stambaugh
@ @ 3 “ (©)] ©6) @) ®)
ALR ALR ALR ALR ALR ALR ALR ALR

PoICEO  —0.052%%% —0.053%%** —0.046%** —0.048%** —0.064**  —0.060%* —0.075%** —(0.079%%*
(—2.68) (=3.59) (=2.79) (—2.64) (=2.15) (—2.48) (=3.05) (—3.08)

PC_level —0.010%%% —(.010%** —0.016%%%  —(.015%**
(=277)  (=3.36) (=2.91) (=3.25)
Social CEO 0.039% 0.040% 0.064%* 0.063%*
(1.83) (1.82) (2.57) (2.26)
Age 0.002 0.002* 0.003%* 0.003%*
(1.66) (1.66) (2.43) (2.16)
Gender 0.064 0.057 0.065 0.057
(1.12) (1.05) (1.03) (0.94)
Capex —0401%  —0.361 —0.340 ~0.264
(-1.68) (=153 (- 1.03) (—0.90)
Cash 0.019 0.038 0.042 0.034
(0.30) (0.53) (0.44) (0.35)
CF ~0.018 ~0.012 —0.002 0.007
(-087)  (=0.55) (=0.06) (0.25)
Lev 0.123 0.123 0.045 0.082
(1.26) (1.37) (0.25) (0.49)
MiB —0.027 0017 0.079 0.077
(=0.62)  (0.26) (0.83) (0.99)
PPE 0.135 0.130 0.052 0.092
(1.29) (1.33) (0.28) (0.53)
RoA 0.039 0.072 0.030 0.054
(0.34) (0.96) 0.21) (0.52)
Size 0.005 ~0.001 ~0.000 ~0.007
0.91) (—0.20) (=0.01) (—0.64)
_cons 0.012 —0.034 —0240  -0213 0.018 ~0.000 —0258 ~0.230
(0.94) (=1.02)  (—=158)  (—148) 0.77) (=001)  (~1.30) (-1.17)
Industry  NO YES NO YES NO YES NO YES
FE
Month FE  NO YES NO YES NO YES NO YES
adj.R2  0.001 0.010 0.002 0.007 0.000 0.018 0.002 0.021
F 7.168 4.794 1.685 4766 4.606 4173 3.889 4.536
N 19,606 19,606 19,606 19,606 19,606 19,606 19,606 19,606

Table reports the results using a matching approach. For each firm with a connection-establishing CEO
turnover, we identify a matched control firm with a connection-terminating CEO turnover. We begin with a
1:1 nearest-neighbor propensity score matching (PSM) routine without replacement. The matching covari-
ates include capital expenditure (capex), a firm’s own market capitalization (In(size)), the book-to-market
ratio (B/M), return on assets (ROA), book value of total debt (LEV), cash holdings (Cash), asset tangibil-
ity (PPE). We also require the matched firm be in the same industry and fiscal month with the treated
firm. The dependent variable is change in LR_Amihud in columns (1)—(4) and change in LR_PS in columns
(5)—(8), where LR_Amihud is estimated based on the Amihud market liquidity factor, LR_PS is estimated
based on the Pastor-Stambaugh market liquidity factor. All baseline controls from Table 4 are included in
all regressions. Robust t-statistics, adjusted for industry-month clustering, are reported in parentheses.
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2012a), including capital expenditure (capex), a firm’s market capitalization (In(size)), the
book-to-market ratio (MtB), return on assets (ROA), book value of total debt (LEV), cash
holdings (Cash), and asset tangibility (PPE).

Table 7 reports the results of the multivariate regression analysis using the PSM sam-
ple, following the methods outlined in Table 4. In columns (1) to (4) of Table 7, we use
the liquidity risk based on the Amihud market liquidity factor as our dependent variable.
Columns (1) and (2) solely incorporate political connections as the independent variable,
while in columns (3) and (4), we introduce additional firm-level controls that have been
shown related to firms’ liquidity risk. Additionally, we add industry-month fixed effects to
further mitigate the omitted variable concerns in the columns (2) and (4). The coefficients
of the political connections are all negatively significant, indicating that the results are not
influenced by sample bias. In columns (5)—(8) of Table 7, we adopt the same approach,
using the liquidity risk based on the Pastor-Stambaugh market liquidity factor as our
dependent variable. Our results remain the same. To sum up, the results in this section also
support H1b.

5.3 More robustness tests

A recent study has revealed that firms experience a proportional decline in value when
their political connections are abruptly terminated (Faccio and Parsley 2009). This sug-
gests that some investors may see the termination of political connections as a signal of
poor company performance. Consequently, there is a possibility that our results may be
drawn by investors’ aversion to these firms whose political connections are suddenly ter-
minated, rather than the attraction of political connections. To mitigate this concern, we
manually collect data on firms whose political connections are terminated suddenly due
to the unanticipated events, such as CEO’s sudden deaths, retirement, impeachment, etc.
Then we operate the regressions with the sub-samples that exclude those firms from the
sample, thereby mitigating the potential bias stemming from the termination of political
connections.

Table 8 reports the results of the multivariate regression using the sub-sample, employ-
ing the same methods used in Table 4. The coefficients of the political connections are all
negatively significant at the 1% level under specification, indicating that our results are
not impacted by the termination of political connections caused by CEO’s sudden deaths,
retired, impeachment, etc.

6 Economic channel

Previous results reveal a robust negative association between political connections and
liquidity risk. The next question is through which potential channels do political connec-
tions influence liquidity risk? As discussed previously, the stock’s liquidity risk is signifi-
cantly determined by the demand of investors and market makers. According to the previ-
ous analysis, we examine the following two potential channels. The first channel is that
potential government guarantee can make the easier access to the government resources
and favoritism, which can make the firm more competitive, and then attract more inves-
tor and market makers. Another channel is the positive economic outcomes for firms that
affected both by the government interventions brought by political connections, and man-
agement policy of politically connected CEOs who connected to the government.
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Table 7 Robust test—propensity score matching: regression of the liquidity risk on political connections

Amihud Pastor-stambaugh
@ 2 3 (C) (6] 6 () ®)
LR LR LR LR LR LR LR LR
PoICEO  —0.054*% —0.072%%% —0.072%%% —0.113%%% —0.166%** —(0.137*¥k* —(353%%* —(.338%:*
(—2.39) (—2.66) (—2.84) (—2.73) (—2.81) (—2.64) (—4.79) (—4.28)
PC_level —0.042%%%  —(.032%*%* —0.057%**%  —0.059%**
(—4.33) (—4.71) (-5.10) (—3.99)
Social CEO 0.381%%* 0.366%** 0.265%** 0.313%%**
(7.30) (8.03) (5.51) (4.24)
Age 0.005%* 0.007%** 0.028%* 0.028%#*
(2.07) (2.68) (8.55) (6.41)
Gender 0.599%%* 0.562%%* 0.647%%* 0.724%%*
(4.75) (3.84) (4.50) (5.22)
Capex —2.347FFF D 304wk 2.366%** —0.557
(—6.67) (-5.12) (4.63) (—=0.95)
Cash 0.500%** 0.342%* 0.670%* 0.248
(3.35) (2.28) (2.34) 0.77)
CF —0.030 -0.029 0.474%%% 0.235%#*
(—1.33) (—=0.98) (10.17) 3.77)
Lev 0.391%#* 0.455%* 0.261 0.233
(2.48) (2.55) (0.74) (0.62)
MtB 0.097 0.262 0.341 -0.112
(1.21) (1.63) (1.45) (—=0.55)
PPE 0.470%* 0.476%* 0.511 0.903%**
(2.34) (2.46) (1.47) (2.42)
RoA —0.061 0.146 —0.980 —2.661%**
(=0.21) (0.53) (—1.26) (—4.25)
Size 0.021 0.024 0.020 0.235%**
(1.30) (1.23) (0.43) (5.79)
_cons 0.072%%%  0.374%%*% 12328k —0.945%F  —0.218%** (.953%** —2.946% %% 2 ]53%**
(3.05) (3.20) —0.072%%*%  —0.113%** (=3.35) (3.10) (—7.86) (=3.54)
Industry NO YES NO YES NO YES NO YES
FE
Month FE  NO YES NO YES NO YES NO YES
adj. R2 0.000 0.004 0.009 0.009 0.000 0.023 0.012 0.027
F 5.721 1.987 19.609 2.824 7.904 11.454 93.631 9.457
N 23,519 23,519 23,519 23,519 23,519 23,519 23,519 23,519

Table reports the results using a matching approach. For each firm with political connections in a month,
we identify a matched control firm without political connections. We begin with a 1:1 nearest-neighbor
propensity score matching (PSM) routine without replacement. The matching covariates include capital
expenditure (capex), a firm’s own market capitalization (In(size)), the book-to-market ratio (MtB), return
on assets (ROA), book value of total debt (LEV), cash holdings (Cash), asset tangibility (PPE). We also
require the matched firm be in the same industry and fiscal month with the treated firm. The dependent
variable is LR_Amihud in columns (1)-(4) and LR_PS in columns (5)—(8), where LR_Amihud is estimated
based on the Amihud market liquidity factor, LR_PS is estimated based on the Pastor-Stambaugh mar-
ket liquidity factor. All baseline controls from Table 4 are included in all regressions. Robust t-statistics,
adjusted for industry-month clustering, are reported in parentheses.
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Table 8 Robust test: regression of the liquidity risk on political connections exclude CEO special resigna-
tion

Amihud Pastor-Stambaugh
1 (@) 3) 4 5 (6) @) ®)
LR LR LR LR LR LR LR LR

PoICEO  —0.131%%%  —(.146%#*  —0.068%*** —(0.104%¥*% —(.169%#* —(.]13]%*#* —(,]82%#* —(.222%%*
(—4.40) (—=4.33) (=3.11) (=4.41) (—3.86) (=3.18) (=2.72) (=3.40)

PC_level —0.030%%%  —(,026%%* —0.063%#%  —(,054%#5%
(=3.27) (=2.99) (=579)  (—4.92)
Social CEO 0.128%#%  0.126%%* 0.269%#%  0.289%#*
(4.76) (4.93) (6.82) (8.04)
Age 0.003%* 000455 0.009%#%  0.016%**
(2.37) (3.95) (4.85) (7.38)
Gender 0.086* 0.094%* 0.273%#%  0.197%*
(1.83) (2.02) (3.75) (2.60)
Capex —0.325%  —0.459%%* 1.502%%%  —0.874%*
(- 1.86) (=3.04) (3.99) (=2.37)
Cash 0.612%%%  (.500%%* —0.024 —0.213%
(7.65) (6.99) (-0.16)  (—1.86)
CF 0.085%#%  0.085%** 0.208%+%  0.012
4.14) (6.07) (11.12) (0.76)
Lev 0.185 0.075 0.536%#%  0.482%*
(1.51) (0.66) (3.38) (2.56)
MiB —0.065 —0.066 0.070 —0.314%xx
(=1.02) (=0.91) (0.56) (—2.69)
PPE 0.481%#%  (.385%#* 0.394%%  0.427%*
(4.03) (3.65) (2.45) (2.16)
RoA ~0.051 —0.042 —0.118%  —0.191%%*
(=0.73) (=0.61) (=179 (=3.51)
Size —0.006 0.013 —0.096%#% 0,064+
(=0.75) (1.33) (=4.63)  (4.15)
_cons 0.082##%  0.241%* —0.523%%%  —0.359%%  —(0.125%  LISI#  —1.129%%% _(0287
4.52) (2.45) (=3.73) (=2.60)  (=1.96)  (2.79) (=6.46)  (—1.63)
Industry ~ NO YES NO YES NO YES NO YES
FE
Month FE  NO YES NO YES NO YES NO YES
adj.R2 0.000 0.004 0.005 0.008 0.000 0.019 0.004 0.024
F 19.385 3.159 28.699 3.407 14.922 10.459 34.219 12.233
N 85,354 85,354 85,354 85,354 85,354 85,354 85,354 85,354

This table reports the average coefficients and corresponding #-statistics of multivariate regression with the
sub-sample that exclude those firms have a termination of political connections caused by CEOs’ sudden
deaths, retired, impeachment, etc. The dependent variable is LR_Amihud in columns (1)-(4) and LR_PS
in columns (5)—(8), where LR_Amihud is estimated based on the Amihud market liquidity factor, LR_PS
is estimated based on the Pastor-Stambaugh market liquidity factor. The independent variable is PolCeo,
where PolCeo is a dummy variable for political connections. The variable PC_leve is the bureaucratic rank
of a CEO. SocialCEO is the CEO’s association attributes. Age is the age of CEO. Gender is a dummy vari-
able which equals 1 if the CEO is male, and zero otherwise. Capex is the capital expenditure scaled by total
assets. Cash is the cash and equivalents scaled by total assets. CF is the operating cash flow scaled by total
assets. Lev is the book value of total liabilities over book value of total assets. MtB is the book-to-market
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Table 8 (continued)

equity. PPE is the property, plant, and equipment, scaled by total assets. ROA is the return on assets. Size
is market capitalization. Inv is the ratio of capital expenditure to total assets. R&D is research and develop-
ment expenditures divided by total assets. Robust t-statistics, adjusted for non, industry, month, industry-
month clustering, are reported in parentheses, respectively. *, **, and *** indicate significance at the 10%,
5%, and 1% levels, respectively

6.1 More government resources from government

According to resource-based theory, numerous studies have demonstrated that political
connections enable firms to gain a comparative advantage through various means, such
as government tax benefits (Wu et al. 2012), debt-financing advantages (Fan et al. 2008),
and government subsidies (Feng et al 2015). As discussed previously, investors and marker
makers may consider that the competitiveness brought by government favoritism outweigh
the costs, thereby being attracted to these stocks when market liquidity risk dried up, then
make the return of stock less impacted by the market liquidity risk fluctuation. To explore
this channel, we examine whether the competitive advantages represented by government
resources can explain the decrease of liquidity risk in politically connected firms. Specifi-
cally, we aim to test whether the access to government resources driven by political con-
nections leads to lower liquidity risk.

We conduct two steps to test this conjecture. Firstly, we examine whether political
connections exhibit a positive relationship with government resources. Following exist-
ing research, we define several variables to measure the direct or indirect government
resources, including tax benefits (fax;,), government subsidies (Sub;,), long-term debt
financing (long_loan;,), as well as debt financing structure (structure;,). In each first-stage
regression, the dependent variable is one of the four variables, with the main independent
variable, political connections (PolCeo; ). If politically connected CEOs facilitate firms’
access to government resources, we expect observing a positive relationship between
political connections and the four measures of government resources. Columns (1)—(4) of
Table 9 present the regression results of tax benefits (tax; ), government subsidies (Sub;,),
long-term debt financing (long_loan;,), as well as debt financing structure (structure;,) on
political connections (PolCeo; ). Not surprisingly, we find that political connections have
a significantly positive association with all the government resources variables, indicating
that firms with political connections can receive more tax relief and non-tax-based subsi-
dies from the government, and can lend from banks more easily.

Next, we investigate whether the political connection—driven government resources lead
to lower liquidity risk. We run the second-stage regression of the proxying of firm-level
subsidies and bank lending measures, represented by their predicted value obtained from
the first-stage regression, Pred_tax;,, Pred_sub,-,,, Pred_long_loan;,, Pred_structure;,,
on liquidity risk. As depicted in Columns (5)—(12) of Table 9, our analysis reveals nega-
tive relationships between political connection—driven government resources, Pred_tax;,,
Pred_sub,,, Pred_long_loan;,, Pred_structure;, and the two measures of firm liquidity
risk. In other words, our results suggest that the political connection—driven government
resources mitigate firm liquidity risk. These findings provide support for the notion that the
effect of political connections on liquidity risk operates via the government resources chan-
nel, as stated in Hypothesis 2b.
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6.2 Political connections, firm fundamentals, performance, information quality
and liquidity risk

As discussed in H2b, government intervention brought by political connections and politi-
cal connected CEOs who have close ties to the government may contribute to better fun-
damentals, improved performance, and higher information quality for firms. These factors
are crucial in attracting investors’ attention. Hence, in our subsequent analysis, we investi-
gate whether the firm fundamentals, performance, and information quality can explain the
liquidity risk management of politically connected firms.

The existing literature extensively documents that firms with better fundamentals tend
to exhibit lower firm risk, thereby reducing the uncertainty of these firms. For example,
the cost of capital (including the cost of equity and the cost of debt), which reflects the
well-being of investors, has always been the focus of people’s attention (Gao 2010). Con-
sistent with the basic principle of matching risk with return, a higher cost of capital implies
greater risk exposure for investors. Lambert et al. (2007) assert that the cost of equity capi-
tal is a function of investors’ expected level of firm risk. Additionally, financial leverage
serves as a key indicator of a firm’s financial risk, with higher leverage indicating greater
financial risk. Moreover, investments in innovation have been found a significant improve-
ment effect on both long-term and short-term performance of firms, thereby strengthen-
ing fundamentals and offering investors an innovation premium (Bae et al. 2008). Conse-
quently, we conject that firms with lower cost of capital, reduced financial leverage, and
higher innovation investment are likely to exhibit lower risk, less uncertainty, and better
performance. Investors are expected to gravitate toward these firms for the risk aversion,
particularly when market liquidity declines, and as a result, stock prices of these firms
should exhibit less sensitivity to market liquidity shocks.

Also, existing literature suggests that information quality can affect the degree of uncer-
tainty over the firm’s value and the adverse selection observed during stock trading (e.g.,
Healy and Palepu 2001; Easley et al 2002; Easley and O’Hara, 2004). Hence, during peri-
ods of declining market liquidity, the outflow may be more pronounced for firms with
lower information quality. This is primarily due to the decline in investor demand resulting
from the greater uncertainty and adverse selection of stock. Additionally, market makers
may be less willing to provide liquidity to such firms under these circumstances. Taken
together, firms with lower information quality are likely to be more sensitive to changes in
market liquidity, and consequently face higher liquidity risk.

Following existing research, we investigate a wide spectrum of firm fundamental vari-
ables, including proxies for investment policies (tangible capital investment, R&D spend-
ing), financial leverage (the total Debt-to-Market value of assets), business scope (number
of business scopes involved in main products), cost of capital (cost of debt, cost of equity,
cost of capital), and firm performance (the book-to-market ratio, the return on assets),
information quality (audit fees, discretional accrual).

We perform two steps to test this conjecture. First, we explore the relationship between
political connections and firm fundamentals, performance, and information quality. For
each first-stage regression, the dependent variable is one of the measures of firm funda-
mentals, performance, or information quality. The main independent variable is political
connections (PolCeo;,). Columns (1)-(11) of Table 10 present the regression results of
investment policies (tangible capital investment (/nv; ), R&D spending (R&D; ,)), financial
leverage (the total Debt-to-Market value of assets (TDM;,)), business scope (number of
business scope invoved in main products (Product;,)), cost of capital (cost of debt (COD; ),

@ Springer
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cost of equity (COE, ), cost of capital (COC;,)), and firm performance (the book-to-market
ratio (MtB, ), the return on assets (ROA, ,)), information quality (audit fees (Audit_Fee; ),
discretional accrual (DA; ). Not surprisingly, we find that political connections have a sig-
nificantly positive association with the R&D spending, business scope, the book-to-market
ratio, the return on assets, and audit fees. Conversely, political connections exhibit a sig-
nificantly negative association with tangible capital investment, the total Debt-to- Market
value of assets, cost of debt, cost of equity, cost of capital, and discretional accrual. These
results indicate that firms with political connections can help firm improve their fundamen-
tals, performance, and information quality.

Subsequently, we examine whether the political connection—driven good fundamen-
tals, better performance, and higher information quality can mitigate liquidity risk. We
conduct a second- stage regression with the proxying of firm-level fundamentals, perfor-
mance, and information quality, that are regressed against their predicted values obtained
from the first-stage regression, Pred_Inv,,, Pred_R&D;,, Pred_TDM,,, Pred_Product;,,
Pred_COE,;,, Pred_COD;,, Pred_COC;,, Pred_MIB,,, Pred_ROA;,, Pred_Audit_Fee;,
Pred_DA;, on the liquidity risk. As shown in Column (1)—(11) of Table 11, we find that
the enhanced firm fundamentals, improved performance, and higher information quality,
driven by political connections, all yield an inhibiting effect on the Amihud liquidity risk
measure. Table 12 uses the liquidity risk based on the Pastor-Stambaugh market liquidity
factor as another dependent variable, following the same procedure as Table 11, the results
remain consistent across both measures of liquidity risk. Our findings provide confirma-
tion that the effect of political connections on liquidity risk can via the positive impact of
political connections on firm fundamentals, performance and information quality as stated
in Hypothesis 2b.

7 Political power, marketization, finacial crisis and ceo political
connections

We find that the baseline results are consistent with the resource-based theory, suggesting
that politically connected CEOs exert a significant positive impact on firms. This indicates
that political connections are perceived by investors as a "competitive advantage" signal,
which help firms attract more traders when market liquidity dries up, making the sensitiv-
ity of stock returns less impacted by the unexpected changes in market liquidity. In this
section, we considering the impact of internal and external factors that can affect the value
of political connections, and investigate whether the relationship between political connec-
tions and liquidity risk is various in different contexts.

7.1 Political power and PC effect

Previous results show that the resource-based theory of the firm effectively explain the
favorable outcomes associated with political connections. According to this theory, a firm’s
competitive advantage stems from its possession of tangible and intangible resources. Con-
sequently, the positive impact of political connections is mainly driven by the advantages
of obtaining crucial resources from the government. Boubakri et al. (2012a) find that polit-
ical connections are more valuable for firms with stronger affiliations to political power.
Hence, we need to consider the impact of firms’ affiliations to political power on the liquid-
ity risk management of political connections.

@ Springer
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J.Wang et al.

Table 13 Company properties, political connections and liquidity risk

Amihud Pastor-Stambaugh
(SOE) (Non-SOE)  (Chow-Test)  (SOE) (Non-SOE)  (Chow-Test)
LR LR LR LR LR LR

PolCEO —0.453%%%  —0.063 —0.067** —0.553***  —0.151 —0.146%*
(—5.86) (—1.62) (—2.03) (=5.71) (—1.64) (—1.99)

PolCEO s State —0.396%*%* —0.370%%*

(—4.69) (—4.08)
State —0.131%#%* 0.083*
(=3.91) (1.68)

PC_level —0.051%%*  —0.006 —-0.018%* —0.035% —0.041%* —0.045%#*
(—2.78) (=0.73) (—1.93) (-1.74) (—2.35) (—4.23)

Social CEO 0.634%** —0.037* 0.119%** 0.324%** 0.225%** 0.260%**
(8.54) (-1.74) (5.39 (4.67) (4.32) (8.33)

Age 0.006* 0.003%** 0.004%** 0.026%** 0.009%** 0.013%***
(1.72) (2.71) (4.68) (6.12) (2.87) (5.76)

Gender 0.288%#* -0.033 0.030 0.599%** —0.094 0.104*
(2.35) (—0.98) (0.62) (5.48) (—1.41) (1.67)

Capex —1.856%*%*  0.084 —0.498%#%** —1.576%**  —0.515 —0.742%*
(—4.87) (0.36) (—3.95) (—3.54) (—1.29) (—2.12)

Cash —0.005 0.817%** 0.545%** —0.462*%** 0.010 —0.153
(—0.04) (8.25) (8.31) (—2.83) (0.06) (—1.22)

CF —0.008 0.060%** 0.0427%** —0.120%**  0.058*%* 0.007
(=0.30) (4.88) (3.84) (—3.65) (2.05) (0.32)

Lev 1.072%%%* -0.073 0.257%#%%* 0.819%%*%* 0.391* 0.425%*
(6.31) (-0.82) (2.84) (2.97) (1.72) (2.28)

MtB 0.356%** -0.132 0.069 —0.234* —0.533%%%  —(.354%%*
(2.80) (—1.47) 0.92) (—1.72) (—4.05) (—3.29)

PPE 1.100%** 0.116 0.428%** 1.033%*** 0.365 0.441%%*
(6.81) (1.40) (4.53) (3.63) (1.59) (2.24)

RoA 0.411%* —0.231#%%  —(.141%%* 0.611%** —0.184** —0.075
(2.18) (—4.02) (—3.55) (2.83) (—2.45) (—1.09)

Size —0.001 0.014 0.005 0.127%** 0.055%* 0.084%**
(—0.05) (1.14) (0.56) (5.15) (2.38) (4.85)

_cons —1.320%%%  —0.029 —0.281%* —2.023%#%%  0.660 -0.228
(—3.46) (—=0.13) (—2.55) (-3.22) (1.31) (—1.29)

Industry FE Yes Yes Yes Yes Yes Yes

Month FE Yes Yes Yes Yes Yes Yes

adj. R2 0.016 0.014 0.008 0.058 0.016 0.025

F 5.869 6.049 5.756 21.721 9.561 10.257

N 34,167 62,323 96,490 34,167 62,323 96,490

This table reports the average coefficients and corresponding #-statistics of multivariate regression that
examine the liquidity risk on political connections with subsamples (SOEs and non-SOEs). The main
dependent variables are LR_Amihud and LR_PS, where LR_Amihud is estimated based on the Amihud mar-
ket liquidity factor, LR_PS is estimated based on the Pastor-Stambaugh market liquidity factor. The inde-
pendent variable is PolCeo, where PolCeo is a dummy variable for political connections. State is a dummy
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Table 13 (continued)

variable for firm classification, where State equal to 1 for SOE firms, and zero otherwise. The variable
PC_leve is the bureaucratic rank of a CEO. SocialCEO is the CEO’s association attributes. Age is the age
of CEO. Gender is a dummy variable which equals 1 if the CEO is male, and zero otherwise. Capex is the
capital expenditure scaled by total assets. Cash is the cash and equivalents scaled by total assets. CF is the
operating cash flow scaled by total assets. Lev is the book value of total liabilities over book value of total
assets. M1tB is the book-to-market equity. PPE is the property, plant, and equipment, scaled by total assets.
ROA is the return on assets. Size is market capitalization. /nv is the ratio of capital expenditure to total
assets. R&D is research and development expenditures divided by total assets. Robust t-statistics, adjusted
for industry-month clustering, are reported in parentheses. *, **, and *** indicate significance at the 10%,
5%, and 1% levels, respectively

Table 14 CEOs’ Performance or information quality scores for various bureaucratic rank

%]
[«
=]
=
a

Political connection type Bureaucratic rank

Government officials Deputy minister and above
Bureau director (Ting)
Deputy bureau director (Fu Ting)
County/division head (Chu)
Deputy county/division head (Fu Chu)
Township/section head (Ke)
Deputy township/section head and below (Fu Ke)
Deputies to the Chinese PC and the ~ National level

CPPCC members Provincial level

N A= D WA NN

Local or city level

This table presents the political connections scores assigned to each bureaucratic rank in China

First, considering that the link between SOEs and government ownership inherently
implies a greater affiliation to the government. Some scholars argue that SOEs maintain
direct and strong links with political power. Consequently, SOEs are more likely to obtain
vital government resources and support, such as favoritism in financing and investments.
Brandt and Li (2003) find that SOEs enjoying preferential status in acquiring bank loans
and other pivotal resources. Based on the analysis, we conject that compared with SOEs,
the political power acquired through political connections is weaker for a portion of non-
SOEs, making the influence of political connections on liquidity risk more pronounced for
SOEs due to their stronger ties to political power.

To test this proposition, we categorize firms into SOEs and non-SOEs, reexamining
the PC effect with the two sub-samples, and report the outcomes in Table 13. State;, is a
dummy variable that equals to 1 for SOE firms, and 0 for non- SOE firms. Columns (1)—(3)
and (4)—(6) of Table 13 use the two liquidity risk measures as the dependent variables,
respectively. Our main independent variable is political connections. Columns (1) and (2)
present the results for both SOEs and non-SOEs samples, using the Amihud liquidity risk
measure as the dependent variable. We observe that the estimated coefficients on political
connections are all negative, being negatively significant at the 1% level under specifica-
tion for SOEs, while they remain insignificant for non-SOEs. We also conduct the Chow
test to formally scrutinize the significance of the difference in the coefficients of political
connections between SOEs and non-SOEs. Column (3) of Table 13 presents the Chow test
result, and we are more concerned about the interaction terms of PolCeo;, with State;,. We
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Table 15 Regression of the
liquidity risk on political
connections in non-SOEs exclude
CEO rank less than 5

@ Springer

Amihud Pastor-stambaugh
(eY) (@) 3 (C))
LR LR LR LR
PolCEO —0.114%%%  —0.141%*%%  —0.306%** —0.388***
(—2.93) (—3.00) (—2.63) (=3.15)
PC_level —0.006 —0.002 —0.029%* —-0.015
(—0.78) (—0.29) (—1.74) (=0.75)
Social CEO ~ 0.003 0.001 0.259%** 0.245%**
0.13) 0.02) (5.21) (4.32)
Age 0.003** 0.003** 0.006%* 0.010%**
(2.40) (2.22) (2.14) 3.11)
Gender —0.049 -0.035 —0.046 —-0.103
(—1.13) (—1.00) (—0.59) (—1.49)
Capex 0.138 0.106 1.408%** —0.487
(0.65) (0.46) (3.39) (—1.24)
Cash 0.733%** 0.846%** 0.224 —0.009
(7.27) (8.55) (1.22) (=0.05)
CF 0.063%** 0.061%** 0.188*%* 0.055%
3.71) (5.03) (7.78) (1.92)
Lev 0.077 —-0.113 0.327 0.406*
(0.68) (—1.21) (1.66) (1.75)
MtB —0.094 —0.156* 0.157 —0.512%%%
(—1.63) (-1.72) (1.10) (—3.80)
PPE 0.270%* 0.078 0.225 0.375
(2.48) (0.92) (1.11) (1.60)
RoA —0.233%F%  —(0.238***  —0.054 —0.173%*
(—7.45) (—4.15) (—0.67) (—2.34)
Size —0.007 0.019 —0.124%%%  0.055%*
(—0.90) (1.50) (—6.32) (2.40)
_cons —0.241*%*  0.017 —0.590*%*%  0.582
(—2.34) 0.07) (—2.60) (1.13)
Industry FE ~ NO YES NO YES
Month FE NO YES NO YES
adj. R2 0.005 0.014 0.003 0.016
F 20.146 6.213 33.039 9.614
N 59,939 59,939 59,939 59,939

This table reports the average coefficients and corresponding -sta-
tistics of multivariate regression with the non-SOES samples that
exclude those firms have a CEO rank less than 5. The dependent vari-
able is LR_Amihud in columns (1)—(2) and LR_PS in columns (3)—(4),
where LR_Amihud is estimated based on the Amihud market liquid-
ity factor, LR_PS is estimated based on the Pastor-Stambaugh market
liquidity factor. The independent variable is PolCeo, where PolCeo is
a dummy variable for political connections. The variable PC_leve is
the bureaucratic rank of a CEO. SocialCEO is the CEO’s association
attributes. Age is the age of CEO. Gender is a dummy variable which
equals 1 if the CEO is male, and zero otherwise. Capex is the capi-
tal expenditure scaled by total assets. Cash is the cash and equivalents
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Table 15 (continued) scaled by total assets. CF is the operating cash flow scaled by total
assets. Lev is the book value of total liabilities over book value of total
assets. MtB is the book-to-market equity. PPE is the property, plant,
and equipment, scaled by total assets. ROA is the return on assets. Size
is market capitalization. Inv is the ratio of capital expenditure to total
assets. R&D is research and development expenditures divided by total
assets. Robust t-statistics, adjusted for non, industry, month, industry-
month clustering, are reported in parentheses, respectively. *, **, and
*#%* indicate significance at the 10%, 5%, and 1% levels, respectively

observe that the estimated coefficient on PolCeo;, * State;, is negatively significant. The
Chow test outcome indicates that the influence of political connections is more pronounced
for SOEs compared to non-SOEs, underscoring that the liquidity risk management effect
of political connections is heightened in SOEs. This finding suggests that SOEs can derive
greater benefits from their political connections, which is consistent with the research of
Brandt and Li (2003) and Boubakri et al. (2012b). We next replicate the analysis in col-
umns (1)—(3) of Table 13 using the alternative measure of liquidity risk, and the reported
tests show the consistent results.

Second, to illustrate this conjecture further, and ensure that our findings are not solely
driven by SOEs. We further discussion this conjecture with the variable that measures the
strength and intensity of political connections based on the CEOs’ background, which
can measure firms’ affiliations to political power from another aspect. Under the Chinese
bureaucratic system, bureaucrats with higher ranks wield more political power and enjoy
greater access to political and economic resources. Thus, we speculate that CEOs’ bureau-
cratic ranks can partly represent the degree of their political connectedness within Chinese
firms. Following the methodology of Liu et al. (2017), we assign scores to connected cor-
porate executives based on their bureaucratic ranks. Table 14 describes the specific points
allocated to each bureaucratic rank. If a CEO holds (or held) multiple government posi-
tions (or is or was a member of the Chinese PC/CPPCC at different levels), only the high-
est bureaucratic rank is considered when assigning connection scores. Consequently, we
propose a new hypothesis that the negative impact of political connections on liquidity risk
is also significant in non-SOEs with stronger ties to political power.

We operate the regression with a sub-sample of private firms with scores greater than
4 (Deputy bureau director (Fu Ting) and above). Table 15 reports the results of the multi-
variate regression using the sub-sample, with the same method used in Table 4. The coeffi-
cients of political connections are all negatively significant at the 5% level under specifica-
tion. This indicates that the liquidity risk management effect of political connections is also
significant in private firms with stronger ties to political power.

7.2 Marketization and PC effect

Our findings indicate that the connection to the political party can positively impact firms’
valuation and attract both investors and market makers to provide liquidity to such stocks.
However, it’s crucial to recognize that the net benefits of political connections may not be
universal in all regions with different external environment.

For instance, scholars have suggested that the positive role of political connections var-
ies depending on the level of market development and the effectiveness of legal systems
within a region, and this positive effect will diminish in areas characterized by relatively
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Table 16 Regression of the liquidity risk on CEO’s political connection in high market regions and low

market regions

Amihud Pastor-Stambaugh
(low_market) (high_market) (Chow-Test) (low_market) (high_market) (Chow-Test)
LR LR LR LR LR LR
PolCEO —0.29] *** —0.185* —0.149* —0.555%%*%  —0.302* —0.287%*
(—4.59) (—=1.73) (—1.83) (—3.28) (-1.92) (—2.06)
PolCEO * Market —0.148* —0.242%
(—1.94) (—1.88)
Market 0.13 %% 0.714%%*
(4.81) (13.06)
PC_level —0.039%*:* -0.016 —0.029%* —0.078%** —0.084#:* —0.078%%*
(=2.73) (-1.02) (=2.10) (=2.27) (—3.24) (—3.53)
Social CEO 0.456%** 0.269%** 0.344 %% 0.426%#%* 0.349%#* 0.403%:#%
(8.24) (4.45) (8.48) (4.41) (3.64) (6.05)
Age —0.001 0.008*** 0.005%** —0.004 0.024 %% 0.012%**
(-0.32) (2.61) (2.55) (=0.75) (3.65) (3.20)
Gender —0.27]#%* 0.547%%* 0.223 %% —-0.018 0.140 0.127
(—4.58) (5.82) (4.48) (=0.12) (1.17) (1.34)
Capex 1.780%** —1.251%%* 0.398* 0.690 2.891%** 1.655%**
(5.58) (—3.58) (1.68) (1.49) (5.01) (4.11)
Cash -0.014 0.095 0.096 —1.262%%%  (0.066 —0.672%%*
(=0.10) (0.65) (0.90) (—5.86) (0.22) (—4.25)
CF —0.062 0.032 -0.019 —0.290%%*  (.379%** 0.048
(—141) (0.74) (=0.63) (=3.07) (3.65) (0.69)
Lev 0.054 0.375% 0.064 —0.622%* 1.877%%* 0.644#%
(0.47) (2.12) (0.59) (—2.36) (5.05) (3.03)
MtB —0.138 0.133 —0.095 —0.787#%%  (.644%** —0.025
(—1.36) (0.69) (—1.28) (—4.90) (2.60) (=0.16)
PPE -0.094 0.680%* 0.270%* —0.594 %% 1.664%** 0.477%*
(—=0.96) (4.14) (2.52) (=2.21) (4.55) (2.27)
RoA 0.819%#:* —0.095 —0.373***%  0.331 1.599%#* 1.046%**
(3.74) (-=0.37) (-3.62) (1.15) 4.31) (6.10)
Size —0.023 -0.015 0.001 0.131%%* 0.006 0.025
(- 1.26) (=0.57) (0.09) (3.79) (0.16) (0.87)
_cons 0.596%* —0.907*** -0.311 2.122%* —3.096%%* —0.841
(2.14) (=2.97) (—1.45) (2.45) (—3.56) (—1.08)
Industry FE Yes Yes Yes Yes Yes Yes
Month FE Yes Yes Yes Yes Yes Yes
adj. R2 0.018 0.018 0.011 0.045 0.025 0.031
F 4.429 4.054 4.608 8.956 7.113 9.278
N 19,472 19,472 38,944 19,472 19,472 38,944

This table reports the average coefficients and corresponding #-statistics of multivariate regression that
examine the liquidity risk on political connections using the subsample with firms in a region that has a
high marketization level and low level. The results using a matching approach. For each firm located in
the low marketization level provinces, we identify a matched control firm in high region. We begin with a
1:1 nearest-neighbor propensity score matching (PSM) routine without replacement. The matching covari-
ates include capital expenditure (capex), a firm’s own market capitalization (In(size)), the book-to-market
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Table 16 (continued)

ratio (B/M), return on assets (ROA), book value of total debt (LEV'), cash holdings (Cash), asset tangibility
(PPE). The main dependent variables are LR_Amihud and LR_PS, where LR_Amihud is estimated based
on the Amihud market liquidity factor, LR_PS is estimated based on the Pastor-Stambaugh market liquid-
ity factor. The independent variable is PolCeo, where PolCeo is a dummy variable for political connection.
Market is a dummy variable, where Market equal to 1 for firms located in a region with the marketization
degree below the median degree, and zero otherwise. The variable PC_leve is the bureaucratic rank of a
CEO. SocialCEO is the CEQO’s association attributes. Age is the age of CEO. Gender is a dummy variable
which equals 1 if the CEO is male, and zero otherwise. Capex is the capital expenditure scaled by total
assets.Cash is the cash and equivalents scaled by total assets. CF is the operating cash flow scaled by total
assets. Lev is the book value of total liabilities over book value of total assets. M¢B is the book-to-market
equity. PPE is the property, plant, and equipment, scaled by total assets. ROA is the return on assets. Size
is market capitalization. Inv is the ratio of capital expenditure to total assets. R&D is research and develop-
ment expenditures divided by total assets. Robust t-statistics, adjusted for industry-month clustering, are
reported in parentheses. *, **, and *** indicate significance at the 10%, 5%, and 1% levels, respectively

advanced markets and legal frameworks (Boubakri et al., 2012a). China as a country with
weaker legal institutions and stronger government control of the corporate sector (Allen
et al. 2005), political connections are likely to play a significant positive role, enabling
firms to align with political parties to maximize their value. From this perspective, we pro-
ceed to investigate the applicability of our findings across different contexts with different
marketization.

Then we proceed to empirically investigate whether the negative relationship of political
connections on liquidity risk varies across regions with high and low degree of marketiza-
tion regions. According to the total marketization index of China’s provinces constructed
by Fan in China, we construct a dummy variable, Marke;,, where Marke;, equals to 1 for
firms i located in regions with marketization degrees below the median degree in a given
year ¢, and zero otherwise. If Marke;, equals to 1, the regions that firms located in will
be supposed to have stronger government intervention and weaker legal system. We con-
jecture that with a relatively higher degree of marketization and well-established institu-
tional systems, the positive effects on firm performance brought by political connections
may be limited, resulting in less attraction to investors and market makers, and the negative
relationship of political connections on liquidity risk also will be weak. But the negative
relationship of political connections on liquidity risk is pronounced in regions with lower
degree of marketization regions.

Table 16 reports the results. Columns (1)—(3) and (4)—(6) of Table 16 use the liquidity
risk based on the Amihud and Pastor-Stambaugh market liquidity factors as the depend-
ent variables, respectively. Our primary independent variable is political connections. Col-
umns (1) and (2) of Table 16 present the results for both low-region and high-region sam-
ples, using the liquidity risk based on the Amihud market liquidity factor as the dependent
variable. We observe that the estimated coefficients on political connections are consist-
ently negative. This relationship is statistically significant at the 1% level for low-region
samples while at the 10% level for high-region samples. We also employ the Chow test to
formally examine the significance of the difference between the coefficients for high and
low regions. Column (3) of Table 16 presents the Chow test result, and we are more con-
cerned about the interaction terms of PolCeo;, with Marke;,. We observe that the estimated
coefficient on PolCeo;, * Markel.’[ is negatively significant, suggesting that the influence of
political connections is more pronounced in regions with low degree of marketization com-
pared to high regions. This observation supports the conjecture that the impact of political
connections on liquidity risk is stronger in low degree of marketization regions. We next
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Table 17 Financial crisis, political connections and liquidity risk

Amihud Pastor-Stambaugh
(Bull) (Bear) (Chow-Test)  (Bull) (Bear) (Chow-Test)
LR LR LR LR LR LR

PolCEO —0.294%%%  —(0.072%* —0.085%**  —0.435%*FF  —(0.245%**%  —(.239%**
(—3.98) (=241 (=2.97) (=3.72) (—3.02) (—3.05)

PolCEO x Crisis —0.091%%* —0.364%%*

(=2.51) (—2.76)
Crisis 0.119 0.365
(1.02) 0.74)

PC_level 0.045%%*%* —0.007 —0.003 —0.006 —0.037%* —0.037%*
(3.76) (—1.04) (—0.48) (=0.17) (—2.39) (—2.53)

Social CEO —0.151%%%  0.092%** 0.081%** —0.276%* 0.275%** 0.255%**
(—2.65) (5.01) (4.56) (—2.58) (5.96) (5.71)

Age 0.002 —0.001 —0.001 —0.003 0.014%%* 0.012%%%*
(0.76) (=0.73) (=0.59) (—0.53) (4.86) 4.72)

Gender —0.137%%%  —Q.171%*%*  —0.172%*%%  —0.157 0.160%** 0.140%*
(—2.74) (—6.67) (=7.11) (—=1.29) (2.40) (2.22)

Capex 0.290 -0.017 -0.030 0.650 —0.949%*%%  —(0.916%**
(1.04) (—0.09) (—=0.16) (1.07) (—2.74) (—2.81)

Cash 1.071%** 0.458%** 0.495%** 0.920%** —0.247* —0.217*
(7.58) (5.60) (6.44) (3.58) (—1.80) (—1.68)

CF 0.0527%%%* 0.025%* 0.027%#* —0.401*%**  0.021 —0.005
(2.87) (2.22) (2.54) (—6.46) (0.86) (=0.20)

Lev 0.174 0.074 0.088 —0.021 0.3927%* 0.404+*
0.75) (0.93) (1.17) (—0.06) (2.33) (2.50)

MtB —0.496** —0.159% —0.150%* 3.606%** —0.517%%%  —0.362%**
(-2.39) (—1.95) (-1.92) (12.98) (—5.40) (—3.80)

PPE 0.202 0.278%** 0.266%** —0.280 0.415%* 0.425%%%*
(0.85) (3.81) (3.78) (—0.80) (2.48) (2.65)

RoA 0.006 —0.172%%%  —(.147%* 0.223 —0.067 —0.067
(0.04) (—2.66) (—2.32) (0.73) (—0.88) (=0.92)

Size —0.053%*%*  0.020* 0.012 —0.287%*%*  (.115%%* 0.086%**
(—3.18) (1.69) (1.14) (—5.76) (6.24) (4.81)

_cons 0.132 0.056 0.057 1.677%%% -0.574 —0.445
0.45) 0.52) (0.55) (3.34) (—1.42) (—1.17)

Industry FE Yes Yes Yes Yes Yes Yes

Month FE Yes Yes Yes Yes Yes Yes

adj. R2 0.024 0.008 0.008 0.028 0.022 0.025

F 33.285 4.595 5.359 43.788 13.216 13.997

N 6390 90,100 96,490 6390 90,100 96,490

This table reports the average coefficients and corresponding #-statistics of multivariate regression that
examine the liquidity risk on political connections with subsample during crisis and non-crisis periods. The
main dependent variables are LR_Amihud and LR_PS, where LR_Amihud is estimated based on the Ami-
hud market liquidity factor, LR_PS is estimated based on the Pastor-Stambaugh market liquidity factor. The
independent variable is PolCeo, where PolCeo is a dummy variable for political connections. Crisis is a
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Table 17 (continued)

dummy variable for financial crisis, where Crisis equal to 1 for observations of the crisis period, and zero
otherwise. The variable PC_leve is the bureaucratic rank of a CEO. Social CEO is the CEQO’s association
attributes. Age is the age of CEO. Gender is a dummy variable which equals 1 if the CEO is male, and zero
otherwise. Capex is the capital expenditure scaled by total assets. Cash is the cash and equivalents scaled by
total assets. CF is the operating cash flow scaled by total assets. Lev is the book value of total liabilities over
book value of total assets. MzB is the book-to-market equity. PPE is the property, plant, and equipment,
scaled by total assets. ROA is the return on assets. Size is market capitalization. /nv is the ratio of capital
expenditure to total assets. R&D is research and development expenditures divided by total assets. Robust
t-statistics, adjusted for industry-month clustering, are reported in parentheses. *, **, and *** indicate sig-
nificance at the 10%, 5%, and 1% levels, respectively

replicate the analysis in columns (4)—(6) of Table 16 using an alternative measure of liquid-
ity risk, the results reported in columns (4)—(6) show the same results.

7.3 Financial crisis and PC effect

In addition to the corporate and regional factors, the external economic environment factor,
financial crisis may also affect the value of political connections. First, Wu et al. (2012)
argue that firms with politically connected managers, who are appointed by the govern-
ment, typically share firm goals consistent with government objectives, such as reducing
unemployment. Consequently, the government is less likely to allow these firms bankrupt
during crisis periods in China. Therefore, having a politically connected manager can
facilitate firms in seeking favorable treatment from the government (Li et al. 2008), and
increasing the likelihood of being bailed out during crisis periods. Second, Beuselinck
et al. (2017) argue that during crisis periods, the implicit and explicit guarantees that pro-
vided by government became more valuable. Consequently, the value of political connec-
tions may be higher during crisis periods because the resources provided by the govern-
ment will be more valuable. Hence, we speculate that for firms with political connections
during periods of crisis, these “informal and invisible government guarantees” may be par-
ticularly accentuated, and the “guarantees” also be more valuable. Therefore, we conject
that the impact of political connections on liquidity risk may be more pronounced dur-
ing crisis periods. Then, we conduct separate analyses for crisis and non-crisis periods to
examine the effects of political connections on firm liquidity risk.

We adopt a widely accepted approach to distinguish crisis and non-crisis periods. Fol-
lowing the methodology outlined by Boni et al. (2021), based on our sample periods, we
designate 2009 as the crisis periods and 2010 to 2017 as the non-crisis periods. Under this
definition, we find that the negative relationship between political connections and liquidity
risk is more pronounced during the financial crisis periods.

Table 17 reports the new results. Columns (1) and (2) of Table 17 present the results
for both crisis and non-crisis periods, with the liquidity risk based on the Amihud mar-
ket liquidity factor as the dependent variable. Notably, the estimated coefficient on politi-
cal connections is negatively at the 1% level for crisis periods, while at the 5% level for
non-crisis periods. We then conduct the Chow test to formally examine the significance
of the difference between the coefficients for crisis and non-crisis periods. Column (3)
of Table 17 presents the Chow test result, indicating that the estimated coefficient on
PolCeo;, * Crisis;, is negatively significant. This suggests that the influence of political
connections is more pronounced during crisis periods, implying that the inhibiting effect
of political connections on liquidity risk is stronger during the financial crisis. We next
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replicate the analysis in columns (1)—(3) of Table 17 using an alternative measure of liquid-
ity risk, the results in columns (4)—(6) of Table 17 show the same conclusion.

8 Conclusion

This study is motivated by the dual nature of political connections, which not only incur
costs like rent-seeking, but also benefit from preferential treatments such as capital allo-
cation, government contracts, taxation, and regulation. These costs and benefits, in turn,
can impact firms’ fundamentals, performance, and information environment. Collectively,
it is ambiguous how investors and market makers, who provide liquidity to stocks, per-
ceive political connections. Thus, political connections may play a key role in shaping mar-
ket liquidity risk. In this paper, we empirically investigate the existence of a liquidity risk
management effect of political connections. We find that firms with politically connected
CEOs have significantly lower liquidity risk, and our findings remain robust across differ-
ent measures of liquidity risk, control variables, and sample periods. We also document the
mechanisms through which political connections impact stock liquidity risk. We find that
government resources brought by the connections, as well as the improvements in funda-
mentals, performance, and information environment resulting from these connections, can
explain the reduction of liquidity risk in politically connected firms. Moreover, we demon-
strate that the liquidity risk management effect of political connections is more pronounced
in regions with relatively lower degrees of marketization, and that such connections are
particularly valuable for firms with stronger ties to political power. Overall, our paper con-
tributes to the literature on stock liquidity risk and enhances the understanding of the role
of political connections in financial markets.

In general, the following enlightenments can be obtained based on our findings of this
paper: First, it is necessary to leverage CEOs’ political connections in liquidity risk man-
agement. On one hand, governments can use these political connections to guide finan-
cial resources, thereby enhancing resource allocation efficiency and reducing liquidity risk.
Simultaneously, politically connected CEOs are encouraged to leverage these advantages,
that derive from their connections, to attract high-quality investors and reduce liquidity
risks by improving firm fundamentals, performance, and information quality. Second, it
is crucial to recognize the heterogeneity among firms for effective liquidity risk manage-
ment via political connections. For example, we should pay special attention to liquidity
risk management strategies for SOEs and firms with high political power, hence, leading
to more differentiated and precise liquidity risk management practices. Third, consider-
ing the external market context is crucial for the effectiveness of liquidity risk manage-
ment through political connections. Firms located in regions with low marketization levels
can benefit more from such political connections and can implement effective liquidity risk
management strategies. Conversely, firms located in regions with higher levels of marketi-
zation should be vigilant against the adverse effects of rent-seeking behaviors.
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