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Using a moderated mediation model, we investigate the effects of government affiliation on the performance and
real earnings management of privately held firms in China between 1998 and 2012. We find that politically
affiliated firms tend to have superior accounting performance. The findings also suggest that politically affiliated
firms are more likely than non-affiliated firms to engage in real activities to manipulate earnings. Furthermore,
regional economic development moderates the relationships between political affiliation and real earnings

management as well as firm performance. Finally, real earnings management mediates the effect of political
affiliation on firm performance among privately held firms.

1. Introduction

A large body of literature examines the effects of executives' poli-
tical connections on firm performance (Faccio, 2006; Fan,
Wong, & Zhang, 2007; Li, Meng, Wang, & Zhou, 2008; Su & Fung,
2013), but the results are inconclusive. For example, Faccio (2006)
utilizes event study methodology and shows a significant increase in
firm value when top executives and large shareholders become politi-
cians. In contrast, Fan et al. (2007) find that recently privatized firms
with politically connected chairmen or CEOs have inferior performance
in the three-year post-IPO period. It is not surprising to find mixed or
even contradictory evidence, as the research settings in these studies
differ, and such connections have been examined in both mature and
emerging economies. It is worth noting that most of the extant studies
are based on publicly listed companies even though privately held firms
(i.e., those that are not traded on public stock exchanges) serve as an
important engine for economic growth and job creation in both de-
veloped and developing countries (Allen, Qian, & Qian, 2005; Morck,
Stangeland, & Yeung, 1998)." While there is an emerging stream of
literature exploring the role of political connection in private firms
(e.g., Ball & Shivakumar, 2005; Burgstahler, Hail, & Leuz, 2006;
Chaney, Faccio, & Parsley, 2011), evidence concerning the role political
connection/affiliation plays in privately held firms remains far from
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conclusive. More recently, the effect of political connections on fi-
nancial reporting quality has received much attention (Chaney et al.,
2011; Leuz & Oberholzer-Gee, 2006). It is crucial to examine how po-
litical connections affect accounting quality, as stakeholders rely on
corporate disclosure to improve their decision-making quality. The
present study examines the relationships between political affiliation
and firm performance and real earnings management, and it seeks to
uncover the mechanism underlying such relationships in the setting of
privately held firms in China.”

As indicated by Berkman, Cole, and Fu (2010), a firm's political
influences may be rooted in the nature of its ownership structure and in
the background of its executives; the former refers to government
ownership, and the latter refers to the political connections arising from
executives' prior or current working experience. Although scholars have
recently started to investigate how publicly listed companies are af-
fected by the political influences stemming from government ownership
(e.g. Ding, Jia, Wilson, & Wu, 2014), most studies focus on the effects of
executives' political connections (Bunkanwanicha & Wiwattanakantang,
2009; Faccio, 2006; Fan et al., 2007; Li et al., 2008; Su & Fung, 2013).
In an agency theory framework, the focus on political connections may
overlook the potential overriding significance of influences stemming
from ownership structure, leading to misleading inferences. Put dif-
ferently, owners' political influences may have different effects from

1 For example, Forbes reported in 2008 that the 441 largest privately held enterprises in the U.S. generated $1.8 trillion in revenue and employed 6.2 million individuals
(Reifman & Murphy, 2008). In addition, China had > 50 million small and medium-sized private firms as of end-2011, accounting for 99.8% of the total number of enterprises and 60% of

the country's GDP (China Statistics Yearbook 2012).

2 We use private firms and privately held firms interchangeably throughout the paper.
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those caused by agents' personal connections to government or gov-
ernment agencies, especially in privately held firms.

The objective of this study is to fill the aforementioned gaps in the
literature by offering new and useful evidence on privately held firms'
political affiliations. More specifically, this study seeks to shed light on
the effects of private firms' government (or, interchangeably, “poli-
tical”) affiliations, for which we use affiliation with different levels of
government as a proxy, on their financial performance and use of real
earnings management. Furthermore, we explore whether real earnings
management mediates the effect of government affiliation on firm
performance.® Unbalanced regional economic development exists in
most economies, and such sub-national differences may moderate the
relationships between political affiliations and real earnings manage-
ment and firm performance. Such a supposition seems plausible given
local governments' varying roles in privately held firms' ownership
structures (Faccio, 2006). Therefore, our study further explores whether
and how regional differences moderate the role of political influences.

Privately held firms' accounting issues are under-studied, partly
because detailed accounting information is usually unavailable for such
firms, especially in an international setting. Privately held firms are not
obligated to disclose such information, and even if they do, the dis-
closures may be of unsatisfactory quality (Ball & Shivakumar, 2005;
Burgstahler et al., 2006). As Chen, Chen, Lobo, and Wang (2011b)
rightfully point out, China serves as a natural test bed for a quasi-ex-
perimental exploration of regional differences in economic develop-
ment, due in part to the country's well-documented regional imbalances
and also to the ability to control for the influences of other factors (e.g.
culture, policy, history, etc.). Therefore, we used China as the setting to
test the hypotheses proposed in this study. Furthermore, we have access
to an official data set containing detailed financial information on
privately held firms in China. We are confident in the reliability of the
information given the official nature of the data set.

Our findings indicate that politically affiliated firms tend to have
superior accounting performance, but the relationship between their
affiliations with different levels of government and firm performance is
non-monotonic. We further show that politically affiliated firms ma-
nipulate earnings to a greater extent than non-affiliated firms.
Furthermore, regional economic development moderates such re-
lationships. Finally, real earnings management does serve as a mediator
between the political affiliation of privately held firms and their per-
formance.

This study contributes to the broad literature on accounting, cor-
porate governance, and entrepreneurial finance in multiple ways. By
providing evidence of the value of government affiliation in enhancing
firm performance, it advances our understanding of how privately held
firms, as a vital yet informationally opaque part of the economy, can
benefit from government affiliation. Second, it adds to the literature by
presenting evidence of the moderating role that regional development
plays in the association between political affiliation and firm perfor-
mance. Third, it contributes to the accounting literature by showing
that political affiliation is an important determinant of real earnings
management among privately held firms and by demonstrating that the
effect may vary due to unbalanced economic development. The current
study is among the first to present evidence that politically affiliated
firms use real earnings management to a more significant extent, thus
contributing to superior performance. Hence, we identify a new
channel through which political affiliation influences firm performance.
The findings of this study have important implications for private en-
terprise owners, potential capital suppliers (including both creditors
and equity holders), and policy makers, and it can be generalized to

3 Following Roychowdhury (2006), we define real earnings management as managers
undertaking actions that change the timing or structuring of operations and deviate from
normal business practices. Given our focus on real earnings management in this paper
(see details in Section 2.1), we are likely to capture the lower bound of total earnings
management among politically affiliated private firms.
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other jurisdictions including both developing and developed countries.

The remainder of the paper is organized as follows. Section 2 re-
views the literature and develops the hypotheses. The sample and re-
search design are described in Section 3, and empirical results are re-
ported in Section 4. Section 5 presents conclusions.

2. Literature review and hypothesis development
2.1. Effects of political connection on earnings management

According to Healy and Wahlen (1999), earnings management oc-
curs when managers use discretion in financial reporting to mislead
stakeholders about underlying performance or to influence contractual
outcomes that depend on accounting performance. The motivations for
engaging in earnings management may arise from 1) capital market
expectations and 2) contracts written in terms of accounting perfor-
mance. For privately held firms, the latter is clearly the key motivation.
The literature shows that firms can use both accrual-based and real
earnings management to enhance accounting performance
(Badertscher, 2011; Cohen & Zarowin, 2010; Zang, 2012). Unlike ac-
crual-based earnings management, which aims to obscure economic
performance by altering accounting methods, real earnings manage-
ment changes the execution of real business transactions to meet short-
term performance targets (Roychowdhury, 2006). Analyzing a large
sample of public firms from 30 countries, Braam, Nandy, Weitzel, and
Lodh (2015) find that politically connected firms are more likely than
non-connected firms to substitute real earnings management for ac-
crual-based earnings management, as the former has higher secrecy and
is more difficult for investors and regulators to detect. Because our
study concentrates on politically affiliated private firms, we narrow our
attention to real earnings management.

Research has also examined whether firms are more likely to engage
in earnings management when they are close to violating debt cove-
nants such as dividend payment constraints and new debt issuance
restrictions (DeAngelo, DeAngelo, & Skinner, 1994; Holthausen, 1981).
Earnings management may also come into play when non-listed firms
have plans to go public (Teoh, Welch, & Wong, 1998). Chinese privately
held firms may have economic incentives to manage earnings prior to
an IPO, as steady profitability is a key criterion that is evaluated when
new equity is issued in the capital market. As for managerial compen-
sation contracting, masking poor performance could increase manage-
rial compensation among Chinese state-owned enterprises (Kato &
Long, 2006).

An equally important issue is the potential consequence when
earnings management is identified. Efficient monitoring can, to some
extent, increase the chance of earnings manipulation being detected.
Thus, managers must weigh the benefits and costs of such activities.”
Political connections might facilitate earnings management by reducing
the associated costs. Chaney et al. (2011) show that politically con-
nected firms have low accounting quality, and they conjecture that
political connections may serve to shield firms from penalization for
low-quality reported earnings. The potential to receive political pro-
tection when engaged in earnings management could be even stronger
when the managers are politicians themselves, as they have political
power and prestige.

2.2. Effects of political connection on firm performance

Political connection enables firms to secure favorable regulatory
treatment (Agrawal & Knoeber, 2001) and access to valuable resources,

“For example, Dechow, Sloan, and Sweeny (1996) point out that once earnings
management is detected, investors are likely to revise down their valuations of a firm and
to have less confidence in the credibility of the firm's financial reporting and in the re-
putation of its management; this leads to higher monitoring costs for the firm and a higher
cost of raising capital.
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