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Chapter 4  
The Value of Political Connections: The Impact 

of the Changing Political Landscape in 
Indonesia29 

 
 
 

Abstract 

This study investigates the value of political connections before (2001-2004) and during 
the democratic era (2005-2011) in Indonesia. In particular, we investigate the impact of a 
substantial change in the country’s political and economic framework on the economic 
value of political connections of firms. Using a sample of 357 non-financial listed firms 
in Indonesia for the period 2000-2011, we find that, generally speaking, political 
connections are not associated with the performance of firms. That is, firms with 
political connections do not have lower or higher financial performance as compared to 
firms without such connections. However, when splitting up our sample according to 
size, we find that smaller firms with political connections perform worse than smaller 
firms without such connections. The opposite is true for large firms, that is, we show 
that financial performance of large firms with political connections is higher than that of 
the performance of large firms without such connections. We also find that in the 
democratic era the positive (negative) impact of political connections on the financial 
performance of large (small) firms has weakened. These outcomes suggest that small 
and large firms converge with respect to the impact political connections have on 
financial performance. We interpret these findings as evidence that political connections 
become less important for firms as a determinant of their performance after the 
Indonesian political landscape has changed to a more democratic regime. 

 
 

Keywords: politically connected firms, political change, corporate boards, financial performance, 
Indonesia 

                                                        
29 An earlier version of this chapter was awarded as the second best paper at the 6th International 

Accounting Conference, Yogyakarta, Indonesia, August 29, 2017. The chapter is co-authored with 
Niels Hermes and Ronald Holzhacker. The name of each co-author is listed based on his 
contribution to the research in descending order. The article has been submitted to an international 
journal and it is currently under review. 
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4.1  Introduction 

The phenomenon of politically connected firms (PCFs) is common around the world, but 

PCFs are more prevalent in countries with a high level of corruption (Faccio, 2006) and 

weak institutions (Henisz and Zelner, 2003; Jiang and Peng, 2011). If a country’s 

institutions are weak, there is likely to be a high degree of uncertainty with respect to 

the outcomes of business decisions and practices. Political connections may help firms to 

mitigate this uncertainty. Emerging economies in Southeast Asia, including Indonesia, 

are typically characterized by a lack of investor protection, a low level of law 

enforcement, and market inefficiency (La Porta et al., 2000). At the same time, however, 

since the late 1990s, Indonesia has progressed in many ways, i.e. politically, 

economically, as well as socially. One of the important changes, among other things, has 

been the transformation into a more open and democratic country. 

Existing research on PCFs and their financial performance commonly assumes the 

institutional framework as given or simply disregards the institutional context in which 

firms operate. Yet, in many emerging economies, political and economic reforms are 

followed by changes in law and regulations, and as we have seen in the past few 

decades, Indonesia is no exception. The question we address in this paper is whether 

and to what extent these changes have had an impact on the interplay between business 

and bureaucrats (Siegel, 2007). Therefore, our main research question focuses on 

whether or not political reforms change the economic value of politically connected 

firms using data from Indonesian companies. This research is relatively new to the 

literature on the economics of PCFs. 

Investigating Indonesian PCFs and the impact of political reforms on their 

financial performance is relevant for two reasons. First, in 1997 the country was hit by 

the Asian financial crisis. This crisis triggered the step-down of President Suharto in 

1998. After the Suharto era ended in 1998, the Indonesian political, legal and business 

landscape changed dramatically. For one thing, it resulted in a more decentralized 

regime that discontinued Indonesia’s crony capitalist model under President Suharto 

(Dieleman, 2010). This model was characterized by political and economic dominance of 
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Suharto and his family, resulting in favouritism of, and rent-seeking behaviour among, 

the military, ethnic Chinese conglomerates, indigenous (pribumi) businessmen, and 

state-owned enterprises (Brown, 2006). During the reformation era (i.e. the period after 

the fall of the Suharto regime), regulations that provided benefits for the military and 

Chinese and indigenous business groups were eliminated (Webber, 2006). 

Second, even though Indonesia has made improvements regarding its legal 

framework and has made efforts to eradicate cronyism and corruption since the early 

2000s, the country still suffers from corruption. According to Transparency 

International, Indonesia still ranks among the most corrupt countries in the world 

(Transparency International, 2017). The existence of close ties between politics and 

business is one way through which corruption usually manifests itself. Investigating the 

impact of connections between firms and politicians on firm performance may be 

instrumental for developing strategies and reforms aimed at reducing corruption.  

A few studies have looked into the financial performance of PCFs in Southeast 

Asia, including Indonesia. However, most of them used data from the period before the 

Asian crisis (Fisman, 2001; Johnson and Mitton, 2003; Imai, 2006). Only a few focused on 

the effects of the economic and political changes following the Asian crisis (Faccio, 2006). 

Yet, their data were limited to only one or a few years. Therefore, we performed the first 

longitudinal study of the impact of political changes following the fall of the Suharto 

regime in 1998 on the performance of Indonesian PCFs. In particular, we used hand-

collected data on board members and their political connections during the period 2000-

2011, resulting in a sample of 2,877 firm-year observations. We made a comparison 

between the financial performance of PCFs and non-PCFs before and after 2004. 

Creating two sub-periods is necessary, because the first democratic presidential elections 

in Indonesia took place in 2004. We call the two sub-periods the pre-democratic and 

democratic era. The democratic elections of 2004 are a landmark in the political and 

economic reform process of Indonesia. Our study allows us to evaluate the impact of 

these reforms on the performance of PCFs. 
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The remainder of this paper is organized as follows. Section 4.2 discusses the 

literature on the value of political connections for firms and derives the hypotheses that 

are tested in the empirical part of the paper. Section 4.3 provides an overview of the data 

and methodology used. Next, section 4.4 presents the results of the empirical analyses, 

and section 4.5 discusses their implications. Finally, section 4.6 provides conclusions and 

suggestions for further research. 

 
 

4.2  Literature Review and Hypothesis Development 

4.2.1 The value of political connections 

In the literature, firms are considered to be politically connected when one or 

more of the members of the board is/are a (former) politician and/or this (these) 

member(s) has (have) personal ties to the political elite of a country. Research on PCFs 

has made use of two main theories to explain the role of politically connected board 

members and their contribution to the financial performance of firms. 

First, some studies use resource dependence theory when analyzing the financial 

performance of PCFs vis-à-vis the performance of non-PCFs. This theory underscores 

the fact that for its performance an organization is dependent on the external 

environment (Pfeffer and Salancik, 1978; Hillman et al., 2009). When the external 

environment is more uncertain, companies search for strategies to reduce environmental 

uncertainty. This uncertainty may refer to the availability of resources, the decision-

making process of policy makers and government officials, and the outcomes of this 

process that may be relevant for doing business. In this context, companies may 

establish relationships with politicians to increase access to relevant resources and to 

reduce uncertainty regarding policy decisions and their outcomes (Morck and Yeung, 

2004). For instance, Faccio (2010) and Khwaja and Mian (2005), using data for Pakistan, 

show that PCFs obtain preferential access to loans from state-owned banks. Johnson and 

Mitton (2003) for Malaysia, and Chen et al.(2014) report similar outcomes in Taiwan.  
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Furthermore, Faccio et al. (2006) show that governments around the world tend 

to bail out weakly performing PCFs. Adhikari et al. (2006), Faccio (2010), and Wu et al. 

(2012) provide evidence that PCFs experience tax benefits or pay lower tax rates, and 

enjoy a lower cost of equity capital (Boubakri et al., 2012). Fisman (2001) shows that for 

Indonesian PCFs with close connections to President Suharto’s regime, these 

connections had high economic value. Leuz and Oberholzer-Gee (2006) demonstrate that 

the Suharto government often arranged preferential financial access for politically 

connected business groups, such as Golden Key and the Barito Pacific Group. In short, 

these studies show that firms may benefit from establishing political connections in 

order to get access to specific resources and to information that may mitigate uncertainty 

(Singh et al, 2008).  

In contrast, based on agency theory, studies show that political connections may 

actually be costly resulting in lower firm value. Shleifer and Vishny (1994) argue that 

government officials may make companies less efficient by extracting resources for rent-

seeking activities, for example by demanding bribery payments when providing access 

to government projects, state bank finance, etc. In particular, they argue that these rent-

seeking activities increase problems of asymmetric information between the firm 

management and investors. Transactions between management and bureaucrats are 

often performed secretly. Firms with political connections tend to obscure such 

transactions, because they do not want their illicit transactions to become known to the 

public. As a result, firms with political connections are considered to be riskier by 

investors (Gul, 2006; Bliss et al., 2011) and more opaque (Shleifer and Vishny, 1994; Leuz 

and Oberholzer-Gee, 2006; Chaney et al., 2011). Rent-seeking activities by politicians 

may thus hamper company performance. Several studies present evidence showing that 

PCFs have lower firm value than non-PCFs (see, e.g., Faccio et al., 2006; Fan et al., 2007; 

Boubakri et al., 2008; Faccio, 2010; Polsiri and Jiraporn, 2012). 

The value of political connections may change if economic and political 

conditions change. At the macroeconomic level, the power of political institutions has a 

strong impact on how economic resources are allocated among economic actors. 



The Value of Political Connections 

 108 

Acemoglu et al.(2005) argue that when the power of the political system in a country is 

centralized, economic institutions, such as markets, tend to be less developed. In these 

countries, the allocation of economic resources is tightly controlled by the ruling 

government. Under these conditions, markets may be far from competitive, because 

supply and demand are determined by the state. Although democratization and 

economic liberalization are not necessarily positively correlated30, prior research has 

confirmed that having a democratic regime is associated with more liberal economic 

institutions and better economic outcomes (e.g. Rodrik and Wacziarg, 2005; Huang, 

2010; Francis and Ofori, 2015). 

At the same time, however, there has been no consensus in the literature about 

whether economic liberalization has a positive or negative impact on the value of 

business-government ties (Siegel, 2007). Over the last decade, many countries in the 

world have reformed their economic system from socialism to a market economy (see, 

e.g., China, Russia). Enhancing market competition may have consequences for the 

importance of having political connections. Connections with politicians and 

bureaucrats may be less effective in a market economy, because business people have 

more opportunities to gain access to resources, instead of relying only on the 

government. When political power is concentrated, economic actors aim at being 

connected to politicians and bureaucrats. This is an efficient way to obtain access to 

resources, including favorable licenses and procurement contracts. Thus, the benefit of 

political connections is valuable when the political regime is more concentrated and the 

economic system is less competitive. However, when the market mechanism is put in 

place, the power of bureaucrats to control resources may shrink (Cao and Nee, 2000). 

This also means that building close ties with bureaucrats is less useful. This is confirmed 

by Fan et al. (2007), Nee (1989), and Guthrie (1998). In particular, Fan et al. (2007) 

investigate the performance of 790 newly and partially privatized firms in China and 

find that firms with political connections perform worse than those without political 

                                                        
30 Vietnam is an example of a country that has a centralistic government combined with relatively 

liberal economic institutions. 
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connections, indicating that the value of political connections under the decentralized 

regime is less important for firms to enhance their performance. 

In contrast, some studies contend that political connections may still be 

beneficial, even though market competition becomes more intense. These studies argue 

that increasing the importance of the market mechanism does not necessarily lead to 

changing the importance of political power (Walder, 2003; Walder and Nguyen, 2008). 

They point out that the process of economic transition does not necessarily correlate 

with the change of the political regime. According to these studies, market reforms may 

still need the involvement of bureaucrats with respect to stipulating new regulations. 

Yang (2002) asserts that in the Chinese case, bureaucrats still have opportunities to 

retain their power as regulators and brokers. Moreover, business people may still need 

information from politicians and bureaucrats about market regulations, procurement 

processes, etc. to secure market position vis-à-vis their competitors (Park and Luo, 2001). 

Accordingly, political connections remain valuable to reduce the uncertainty that is 

introduced by regulatory changes and rapid market developments.    

 
 
4.2.2 Hypothesis development 

Since 1999, several changes in the institutional framework have influenced the 

relationship between business and bureaucrats in Indonesia. First, the Indonesian 

government aimed at changing political institutions. In particular, these changes were 

introduced to turn the country into a more democratic nation. Before 1998, the 

Indonesian economy had been characterized by crony capitalism. Only three parties 

were allowed, that is, Golongan Karya (Golkar), Partai Persatuan Pembangunan, and Partai 

Demokrasi Indonesia. Among these three parties, Golkar held the majority of the seats, 

meaning that they effectively ruled the government (Ufen 2008, p.332). This allowed the 

party to control most part of the economic resources. Even though Indonesia had turned 

into an open economy well before the 1997 crisis, the government authority dictated the 

allocation of resources. Many business opportunities were limited only to business 

groups who maintained a close relationship with the Suharto family. Almost all 



The Value of Political Connections 

 110 

Indonesian conglomerates were dominated by the Chinese ancestry groups, which had a 

long history of having political connections. Due to these connections, they often gained 

special favors during Suharto’s ruling. For instance, the Salim Group (Soedono Salim), 

one of the most prominent Indonesian business groups, was granted a favorable license 

to import wheat flour, which enabled it to monopolize the flour milling business in 

Indonesia (Sato, 1993). This is just one of many examples illustrating that political 

connections were highly valuable for Indonesian business groups.           

After the step-down of Suharto as president in 1998, the Indonesia government 

initiated reforms of its political institutions. More specifically, the country went through 

a process of democratic transformation from 1999 until 2004 (BTI, 2003; Webber, 2006). 

One important aspect of this transformation was the reform of the Constitution (UUD 

1945) in 1999 and 2000, which changed the Indonesian political system. In particular, 

reforms included, among other things, a change in the division of powers between the 

parliament and the President, direct presidential elections, a limitation of the tenure of 

the presidency, and the independence of the judiciary system (Sherlock, 2004; Harijanti 

and Lindsey, 2005). In 1999, a multi-party system and a direct poll for the parliament 

members were introduced (Suryadinata, 2005). In 2004, the Indonesian government 

employed a direct vote for the presidential elections (Ananta et al., 2005, p.67) and one 

year later for regional leaders as well.  

The change towards a multi-party system had a potentially strong impact on the 

landscape of state-business relations. Before the democratic transformation, however 

representatives of business built and maintained connections with the three leading 

parties, they extended their connections with new political parties after the 

transformation took off. At the same time, their motives to get involved with politicians 

did not change, as they were still trying to get access to resources such as subsidies, 

capital, etc., and information on procurement contracts and trade licenses.  

Next to reforming political institutions, the Indonesian government also 

established institutional change aimed at improving the business environment by 

introducing several new laws and regulations. The years between 1999 and 2004 were 
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regarded as the period of recovery after being hit hard by the crisis of 1997-1998. The 

Indonesian government decided to open up domestic markets to increase competition 

and to encourage an investment climate particularly conducive to attracting foreign 

investors. Various legal instruments were launched in order to protect consumers’ rights 

and society at large, such as the Anti-Monopoly and Competition Law No. 5 of 1999. 

Before 1999, the government and political elite did not seriously pay attention to the 

development of a competition law because the political and economic circumstances 

were unfavorable to do so. Such an initiative would go at the cost of various 

monopolistic industries that were protected by the government (Juwana, 2002). Law 

No.5 year 1999 prohibits any monopolistic practices that hamper free market 

competition. Principally, there are three types of prohibition defined in the Law, i.e., 

contracts (such as cartel, oligopoly, or vertical integration); prohibited activities 

(monopoly, monopsony, market dominance, conspiracy); and prohibition against the 

abuse of a market dominance (Juwana, 2002). In addition, to enforce the implementation 

of Law 5, the Commission for the Supervision of Business Competition (KPPU), an 

independent body that has the authority to investigate any violation of unfair business 

practices including imposing administrative sanctions, was established in 2000. Overall, 

the economic reforms established since the end of the 1990s have reduced governmental 

preferential treatment for business groups, prevented markets to be dominated by 

monopolies, and created room for new entrepreneurship. 

Two other changes stand out when discussing the relationship between 

institutional reforms and their impacts on state-business relationships. First, the 

Indonesian government started a process of decentralization of political power. Two 

laws directed at decentralization were stipulated, i.e. Law 22 of 1999 concerning regional 

government, and Law 25 of 1999 on fiscal balance between the central government and 

regional governments. Law 22/1999 provided more authority to regional governments 

whereby each regional government (district or municipality) had more power to 

manage its own budget and resources (Aspinall and Fealy, 2003).  In particular, the 

regional government had more responsibilities in the field of public works, health, 
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education, transportation, etc. Law 25/1999 specifically regulated the intergovernmental 

financial relations between the central government and local governments. Under this 

law, local governments were granted to administer two main sources of revenues i.e. 

local-own revenues and intergovernmental transfers (revenue sharing from natural 

resources and taxes, general and specific allocation funds) (Brodjonegoro and Asanuma, 

2000).   

During the period 2000-2003, there were problems regarding the implementation 

of these decentralization laws due to the lack of clarity concerning their interpretation 

(Brodjonegoro, 2009). Therefore, the decentralization process became ineffective as many 

conflicts emerged between the central and local governments, as well as between local 

government leaders and local legislative members. This led to negative effects for 

society such as creating opportunities for corruption at the decentralized level (Kuncoro, 

2006). To cope with these problems, the Indonesian government amended the laws to 

ensure that the new laws (Law 22/2004 and Law 33/2004) provide a clearer guidance of 

intergovernmental relations. According to the new laws, the local governments obtain 

more power, not only politically, but also financially. The amendments have enabled 

regional development and budget plans to be more harmonized with local needs in an 

effort to promote a well-managed public sector (Brodjonegoro, 2009). Coupled with 

simplified bureaucratic procedures, the “real” decentralization era (that is, after Law 32 

and 33 were promulgated in October 2004) has led to a focus on promoting 

accountability and transparency, which in turn fostered a climate conducive to new 

business initiatives.  

One important element of the decentralization processes was economic (market) 

decentralization, shifting the responsibility of managing resources from the government 

to the private sector (Bardhan, 2002). Market decentralization and deregulation facilitate 

access to economic resources and stimulate fair competition. It may create more 

opportunities for economic actors to obtain resources based on market mechanisms. In 

the context of the analysis of the value of political connections in Indonesia after the 

step-down of President Suharto, this is an important observation. Because government 
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power in allocating scarce resources has reduced due to decentralization and 

deregulation of markets, the importance of being connected with central bureaucrats has 

become less as well. 

In addition to changing laws, another radical change of the political framework 

occurred in 2004.  In July 2004, it is for the first time in the history of the country, 

Indonesian people directly voted for the election of the President. The election was an 

important milestone in the consolidation of Indonesia’s democratization process (Carter 

Center, 2005). Actually, there were three elections in 2004, starting with the 

parliamentary elections in April, followed by the first round and second round of the 

presidential elections in July and September, respectively (Ananta and Riyanto, 2006). 

These elections involved 24 political parties, more than 500,000 polling stations, and 

around 150 million eligible voters (Ananta et al., 2005). The elections marked the start of 

the road to a democratic state. The direct elections are not only applied to the 

presidential candidates but also to local/ regional leader candidates. Starting from June 

2005, provincial governors, municipal mayors, and district regents have been elected 

directly by local residents. 

Kesselman et al. (2013) classify countries into three types of democratic political 

systems, i.e., a consolidated democracy, a newly established or transitional democracy, 

and an authoritarian political system (pp.27-28). They present seven criteria to assess a 

country as a democratic system. These criteria are: (1) free and fair elections of the top 

public officers; (2) freedom to organize political parties; (3) transparency and 

accountability of elected public officials; (4) strong political rights that is, the right to 

voice, participate and vote to select key state officeholders; (5) an independent judiciary 

system with a strong rule of law; (6) effective authority of the government; and (7) 

commitment to resolve any conflicts peacefully. To what extent a state satisfies these 

criteria determines its level of democracy.  

Referring to the criteria suggested by Kesselman et al. (2013), we argue that 

starting from 2004, Indonesia has entered into a newly established democratic state. 

Since then, Indonesian people has been able to vote key public officials in direct, free, 
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and fair elections; the political rights are guaranteed; people can criticize and voice their 

opinion; and citizens have more chance to participate in public decision making.  

The change of political institutions may have had several consequences for 

business. As the power and authority have shifted more to local governments, business 

opportunities may have shifted to the regional level as well. Business no longer depends 

on the centralized bureaucratic power. Instead, business may have to invest in good 

relationships with local leaders and local parliamentary members (Hadiz and Robison, 

2005).  

Based on the above discussion, we argue that in the context of Indonesia, with a 

more open and democratic political landscape and improved economic institutions, 

political connections with the central government have become less important. Since the 

early 2000s, the Indonesian state has reduced its power over resource allocation. 

Increasing the role of allocation through markets imposes firms to be more innovative 

and efficient. This means that business has to enlarge its options to gain access to 

resources. Relying (only) on political connections is no longer the best strategy because 

the power of bureaucrats diminishes as markets develop (Nee 1989; Cao and Nee, 2000). 

We therefore expect that the decentralization and democratization that Indonesia has 

experienced since the start of the 2000s, have mitigated the value for firms of having 

connections with central bureaucrats and politicians.  

On the basis of our discussion in this section, we derive the following hypothesis: 

 
H1: The value of political connections for Indonesian firms is lower in the democratic era 

(i.e. after 2004) as compared to the period before the start of this era.  
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4.3  Data and Methodology 

4.3.1 Data sources and sample 

For the empirical analysis, we use data for a sample of non-financial companies 

listed at the Indonesia Stock Exchange (IDX) for the period 2000-2011. Following Chen et 

al. (2011), we exclude all state-owned companies (i.e. when the Indonesian government 

is a majority shareholder by holding more than 50% of all outstanding shares) from our 

sample and focus only on privately held firms.  

We use data from the Indonesian Capital Market Directory for the names of the 

members of the board of directors and for the composition of the shareholders. Board 

members are categorized as having political connections if they serve (or have ever 

served) as a military or government official, or as a member of parliament. To determine 

whether a board member serves, or has ever served, as a military31 or government 

official and/or as a member of parliament, we collect their curriculum vitae as declared 

in the annual reports of the firms on which board they sit. The information contains a 

career record of each board member, providing details about their current and previous 

positions. When the information is not sufficiently disclosed, we search the internet 

using the following combinations of terms:“board member’s name plus CV” or “board 

member’s name plus profile (or profil in Indonesian)”.  

Much time was spent to manually collect, identify and classify board-level data, 

because the type of demographic data of Indonesian board members we need is 

unavailable in data offered by providers such as Osiris, Thomson Reuters or BoardEx. 

Our efforts allow us to create a unique hand-collected dataset of the composition of 

boards of Indonesian firms, focusing on the presence of individuals who have direct 

relations with the government. In the empirical analysis, we merge this unique dataset 

with data on the financial performance of firms. Financial data are retrieved from 

                                                        
31 The role of the Indonesian military in politics and business has long been acknowledged. During 

the New Order era (the Suharto era), the military had a dual function i.e., not only being involved 
in the national security and defence but also in socio-political affairs (Mietzner, 2006). Military 
officers were posted in the legislative body and in the government (as a minister, a governor, or an 
ambassador) (Bhakti et al., 2009). Moreover, the involvement of the military in business has been 
considered as substantial (Rabasa and Haseman, 2002). 
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Datastream. In case of missing values in Datastream, we checked and added information 

from the annual reports of firms.  

 
 

4.3.2 Variables 

Dependent variables 

In this study, we use accounting-based variables to measure firm performance. 

This follows previous studies such as Imai (2006), Boubakri et al. (2008), and Faccio 

(2010). Several other studies in corporate governance use both accounting-based and 

stock market-based performance measures. Yet, in the context of emerging economies, 

stock markets are usually not efficient, making stock market-based measures less 

appropriate. Cheung and Coutts (2001) find that in Hong Kong, stock prices are not fully 

efficient. Other studies confirm that Indonesia’s capital market is inefficient as well, 

either in weak or semi-strong form (e.g. Affandi and Utama, 1998; Hermawan and 

Subiyantoro, 2006; Bapepam-LK, 2011). In addition, Bhagat and Bolton (2008) argue that 

stock market-based performance is deceiving even in a developed market like the one in 

the US.  

Therefore, we use two accounting-based measurements, i.e. Return On Assets 

(ROA), and Return On Equity (ROE). The definition of these measurements is as follows 

(Worldscope Database, 2010): 

 

ROA = (net income + ((interest expense on debt-interest capitalized)*(1-tax rate))) 

average of last year’s and current year’s total assets*100 

ROE =   (net income – preferred dividend requirement)                                   

average of last year’s and current year’s common equity*100 

 

We winsorise the data for ROA and ROE at the one percent level for both sides of the 

sample to mitigate concerns with respect to outliers. 
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Independent variables 

Political connections 

In our analysis, we focus on politically connected board members. Indonesian 

companies apply a two-tier board system, so they have two boards: the board of 

commissioners32 and the directors. Similar to previous studies (Goldman et al. 2009, 

2013; Do et al. 2013; Khwaja and Mian 2005; Houston et al. 2014) a firm is regarded as 

politically connected firm (PCF1) if at least one of its commissioners or one of its 

directors is: 

 A current or former parliament member; 

 A current or former high-ranked government official or a member of the upper 

echelons of governmental institutions, such as a director-general,  a minister 

and/ortop level positions of a government agency (Indonesia Stock Exchange, 

Bapepam-LK, Tax, Audit); 

 A current or former high-ranked military official, i.e. a person who has (had) 

obtained a general position; 

 A current or former political party official, such as the party leader/chair, secretary 

general, member of the steering committee, etc.  

 A former board member (executive or non-executive) of a state-owned company;  

 A family member (wife/ husband, children, and brothers/ sisters) of a Member of 

Parliament or government/political party official. 

 

We create a binary variable, coded as one if the firm has at least one of its 

commissioners or one of its directors is politically connected as defined above, and zero 

otherwise (labelled PCF1_DUM). 

 
 
 
 

                                                        
32 Commissioners are the same as non-executive directors, a term that is commonly applied in the 

corporate governance literature. 
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Political change 

As described in the previous section, since 1999, Indonesia has moved forward to 

becoming a democratic state. Step-by-step, the government has gradually promoted 

good governance by being more transparent and accountable which culminated in the 

first direct presidential elections in 2004. We argue that starting from 2004 Indonesia has 

entered into being a democratic state. This is corroborated by the fact that according to 

the Polity IV democracy index (Marshall et al., 2016), Indonesia has shown 

improvements since 2004 with respect to its democratic nature. Between 1999 and 2003 

the index was 6; between 2004 and 2013 the index improved by two points.33 

For the purpose of this research, we split our sample into two periods, i.e. one 

period before the democratic era and one during the democratic era, i.e. the periods 

before and after the Indonesian government introduced direct presidential elections in 

2004. We create a dummy variable (YEAR05-11), which has the value zero for the pre-

democratic era period covering the years 2000-2004; it has the value one for the 

democratic era period covering the years 2005-2011. To investigate the hypothesis 

predicting that the value of political connections is lower in the democratic era as 

compared to the value during pre-democratic era period, the dummy variable is 

interacted with the dummy variable of political connections. The interaction variable is 

labelled YEAR05-11*PCF1_DUM. This interaction variable captures the idea that during 

the democratic era the relationship between political connections and firm performance 

changes. That is, the dummy variable capturing the democratic era period moderates the 

relationship between political connections and firm performance. 

 

 

 

 

                                                        
33The Polity IV index ranges from minus 10 (full autocracy) to plus 10 (full democracy). The Polity IV 

database has been used in many studies in the field of political economy (e.g. Francis and Ofori, 
2015; Girma and Shortland, 2008; Rodrik and Wacziarg, 2005).    
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Control variables 

We use control variables commonly used in previous research on corporate 

governance and political connections to account for other firm-level variables that may 

influence firm performance, (Bai et al., 2004; Filatotchev et al., 2005; Imai, 2006; Li et al., 

2008). In particular we include the following control variables: 

Leverage (LER): Leverage is defined as total liabilities divided by total common equity, 

multiplied by100.The leverage ratio is a measure of firm risk.  

Operating Profit Margin (OPM): The operating income margin is defined as operating 

income divided by total net sales or revenues, multiplied by100.This variable is a 

measure of firm profitability. 

Sales (SALES): The variable Sales is measured as the natural logarithm of current year’s 

total sales. This variable is a proxy of firm size. 

Board size (BOARDSIZE): Board size is measured by adding the number of persons 

sitting on the board of commissioners34plus the number of persons on the board of 

directors, and is transformed into the natural logarithm. We hand-collect the number of 

board members for each firm-year included in our dataset. Previous research shows that 

board size affects firm performance (e.g. Dalton et al, 1999; Mak and Kusnadi, 2005; 

Linck et al., 2008; Guest, 2009). Since board size is not our variable of interest, we do not 

predict any direction of its relationship with firm performance. In the analysis, we take 

into account the possibility that the relationship is non-linear (the squared form), as the 

literature has shown that this may be the case (Arosa et al., 2013).     

Share of board of commissioners (BOCSHARE): Following previous studies, we also include 

the share of members of the board of commissioners in the total board (i.e. including the 

members of the board of executive directors). Thus, we calculate the ratio of all members 

of the board of commissioners divided by the number of all board members (Peng, 2004; 

Mura, 2007; Jackling and Johl, 2009), multiplied by100. 

                                                        
34 In Indonesia, the supervisory board is called the Board of Commissioners – Dewan Komisaris in 

Indonesian. The term and definition are clearly stated in Law No.40/2007 concerning Limited 
Liability Companies. 
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Industry category (IND_DUM): We include eight dummy variables covering the different 

types of industry to which firms belong. The industry classifications are based on the 

Jakarta Stock Industrial Classification (JASICA) released by the Indonesia Stock 

Exchange. We include the following sectors in our analysis: agriculture; mining; basic 

industry and chemicals; miscellaneous; consumer goods; property, real estate and 

building construction; infrastructure, utilities and transportation; and trade, services and 

investment. 

Year dummies (YEAR_DUM): We include twelve years in the analysis allowing us to take 

into account year effects. The analysis covers the period 2000 to 2011. 

We winsorise the data for OPM and LER at the one percent level for both sides of the 

sample to mitigate concerns with respect to outliers. All variables used in this research 

are summarized in Appendix 4.1.  

Our initial database contains 3,271 firm-year observations. Due to missing values, 

the number of firm-year observations is reduced to 3,220. Furthermore, we drop 316 

observations with negative equity, 15 observations with negative liability, and 12 

observations with zero sales. Thus, our final data consists of 2,877 observations, covering 

information of 357 unique firms.         

 
 

4.3.3 Model 

To test our hypothesis, we use the following two sets of models, whereby the first 

set uses ROA as the dependent variable (model 1) and the second set uses ROE as the 

dependent variable (model 2): 

 

ROAi,t= α0 + β1PCF1_DUMi,t + β2YEAR05-11i,t + β3YEAR05-11i,t*PCF1_DUMi,t + β4LERi,t 
+ β5OPMi,t + β6SALESi,t + β7BOARDSIZEi,t + β8BOARDSIZE2i,t + β9BOCi,t + 
β10YEAR_DUMi,t + β11IND_DUMi,t +  єi,t                                (1) 

 
ROEi,t= α0 + β1PCF1_DUMi,t + β2YEAR05-11i,t + β3YEAR05-11i,t*PCF1_DUMi,t + β4LERi,t 

+ β5OPMi,t + β6SALESi,t + β7BOARDSIZEi,t + β8BOARDSIZE2i,t + β9BOCi,t + 
β10YEAR_DUMi,t + β11IND_DUMi,t +  єi,t                                (2) 
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The variable names have been explained above, i refers to firms and t refers to 

time (year). Both models estimate the relationship between political connections of firms 

and their financial performance before and during the democratic era. As discussed 

earlier, we predict that the value of political connections is lower during the democratic 

era (2005-2011) than the period before the democratic era started (2000-2004). To test this 

hypothesis, we use our dummy variable YEAR05-11 and interact it with a dummy 

variable capturing whether or not a firm has political connections. We expect that the 

variable YEAR05-11 negatively moderates the relationship between the political 

connections variable PCF1_DUM and firm performance measured by ROA or ROE. 

 
 
4.3.4 Data description 

Political connections, 2000-2011 

Table 4.1 displays information about political connections of Indonesian firms for 

the period 2000-2011. We have 2,877 firm-year observations, the 1,380 of which relate to 

firms with political connections (column2) and 1,497 to firms without such connections 

(column 3). The data set involves 12,093 observations for members of boards of 

commissioners (column 5); 2,062 of them are politically connected (column 6). This 

means that on average every PCF has between one and two members on the board of 

commissioners with political connections. In contrast, the number of the executive 

directors with political connections is very small; only 208 of 13,050 members of boards 

of executive directors (BOD) have political connections. 

Figure 4.1 reports the distribution of politically connected firms by industry. The 

figure shows the percentage of PCFs for the periods 2000-2004 and 2005-2011. The 

percentage of PCFs varies across industries and across the two periods. While the 

property and real estate industry, and consumer goods industry had a decreasing 

percentage of political connections from 2000-2004 to 2005-2011, other industries such as 

infrastructure and agriculture show an increase in political connections over time.  
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Table 4.1 Political connections, 2000-2011 

Year 
Total 
PCF1 

Total 
Non-
PCF1 

Total 
Firms 

Total number 
of 

commissioners BOC-PC 

Total 
number of 
executive 
directors BOD-PC 

(1) (2) (3) (4) (5) (6) (7) (8) 
2000 65 83 148 606 83 (13.7%) 729 13 (1.8%) 
2001 73 99 172 712 85 (11.9%) 806 16(2.0%) 
2002 92 106 198 838 123 (14.7%) 898 18(2.0%) 
2003 94 120 214 903 129(14.3%) 937 18 (1.9%) 
2004 100 115 215 902 140 (14.5%) 932 17 (1.8%) 
2005 107 117 224 940 156 (16.6%) 984 16 (1.6%) 
2006 112 126 238 1,007 166 (16.5%) 1,060 17 (1.6%) 
2007 123 135 258 1,079 186 (17.2%) 1,154 15 (1.3%) 
2008 142 141 283 1,188 212 (17.8%) 1,263 19 (1.5%) 
2009 147 146 293 1,227 241 (19.6%) 1,295 19 (1.5%) 
2010 157 150 307 1,284 262 (20.4%) 1,419 20 (1.4%) 
2011 168 159 327 1,407 279 (19.8%) 1,573 20 (1.3%) 
Total 1,380 1,497 2,877 12,093 2,062 (17.1%) 13,050 208 (1.6%) 

Note: BOC-PC (BOD-PC) refers to the number of members of the board of commissioners (executive 
directors) who are classified as having a political connection. 

 
Figure 4.1 also shows that compared to other industries, the property and real 

estate industry had the highest share of politically connected firms,in the period 2000-

2004 (65.6% of the total number of firms in this industry) as well as in the period 2005-

2011 (61.3%). More generally, our data suggests that regulated industries (such as 

mining, infrastructure and property) are more likely to engage in political connections 

than less regulated industries. The nature of these industries may influence the degree of 

firm involvement in political ties (Holburn, 2008). Firms which operate in regulated 

industries face more uncertainty, as they are more rigidly affected by public policies and 

government intervention (Hillman, 2005; Garcia-Canal and Guillen, 2008; Jimenez et al., 

2014). They should comply with strict regulations, such as environmental disclosures in 

mining industry. For these reasons, they have more incentives to develop connections 

with politicians and/or individuals connected to the government, because this helps 

them reducing the uncertainties they are faced with. 
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Figure 4.1 Distribution of PCF1 by industry  
 
 
Data analysis 

Table 4.2 presents descriptive statistics of the variables we use in the analysis. We 

show descriptive statistics before (original) and after treating (winsorization or natural 

log) the data. Looking at the minimum and maximum value of several of the variables 

before and after winsorizing the data, winsorization seems justified. Looking at the data 

after winsorizaton, average ROA (ROE) of the firms in our sample is 5.9 per cent (5.9 per 

cent). The operating profit margin is 4 per cent, while the leverage ratio is 222 per cent. 

Our sample has average level of  sales of IDR2,373 billion. The average board sizeis 9 

members; 48 per cent of them aremembers of the board of commisioners. 

 
Table 4.2 Descriptive statistics 

Variable Original Winsorization or natural log 
 Mean Std.Dev Min Max Mean Std.Dev Min Max 
ROA (%) 6.08    15.72    -146.42 508.71    5.85 9.56 -25.64 40.88 
ROE (%) -10.51 850.13 -44,897.39 4,039.12 5.93 32.94 -152.47 118.81 
SALES (IDRbln) 2,373.12 6,988.98 0.23 163,000 13.13 1.92 5.43 18.91 
LER (%) 446.79    4,785.49    0.19 174,446    222.26 435.35 2.26 3,305.33 
OPM (%) -4.44    223.77    -10,481.30 83.95    4.06 30.88 -208.95 50.25 
BOARDSIZE 8.69 3.23 4 28 8.69 3.23 4 28 
BOCSHARE (%) 48.22 9.54 21.43 80 48.22 9.54 21.43 80 
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Table 4.3 provides a comparison between PCFs and non-PCFs with respect to the 

means of the variables we use in the analysis. PCFs have much higher sales; the 

difference is statistically significant (p-value < 0.01). In addition, PCFs have a 

significantly higher number of board members and commissioners as compared to non-

PCFs. PCFs have a slightly better perfomance as measured by ROA and ROE as 

compared to non-PCFs. 

 

Table 4.3 Comparing politically and non-politically connected firms 

Total=2,877 obs PCF1 (1,380 obs) Non PCF1 (1,497obs) t-test  
Variable Min Max Mean Min Max Mean (mean) 
SALES(IDRbln) 0.23 163,000 3,443 0.26 52,900 1,387 0.000*** 
ROA(%) -77.47 146.11 6.28 -146.42 508.71 5.89 0.085* 
ROE(%) -44,897.39 4,039.12 -20.73 -5,047.37 1,015.92 -1.09 0.016** 
LER(%) 0.32 103,798.10 458.41 0.19 174,446 436.08 0.048** 
OPM(%) -10,481.30 76.94 -8.74 -1,258.47 83.95 -0.48 0.001*** 
BOARDSIZE 4    28    9.73 4    20    7.73 0.000*** 
BOCSHARE(%) 22.22    80.00    50.03 21.43 75.00    46.54 0.000*** 

*significant at 10%, **significant at 5%,  ***significant at 1%. 
Note: All values displayed in the table are based on raw data (without treatment). Yet, the t-test for ROA, ROE, 
LER, and OPM is run using the winsorized mean values.  

 

Table 4.4 illustrates the correlations among the variables. From the table, we do 

not find any correlation more than 70 per cent among independent variables. We also 

calculate thevariance inflation factors (VIFs) to see whether our data suffer from 

multicollinearity. Our results show that all independent variables have a VIF value less 

than 2. This suggests that our data do not suffer from multicollinearity problems.   

Our variable of interest PCF_DUM has a positive correlation with ROA, but this 

correlation is less than 3 per cent, suggesting  that on average political connections may 

not have a strongly significant effect on firm performance. For ROE, the correlation is 4 

per cent and significant at the 5 per cent level. 
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Table 4.4 Correlations 

N =2,877 ROAa ROEa PCF1_
DUM 

SALES OPM LER BOARD 
SIZE 

BOC 
SHARE 

ROAa 1.000        
ROEa 0.692*** 1.000       
PCF1_DUM 0.026 0.040** 1.000      
SALES 0.354*** 0.257*** 0.238*** 1.000     
OPM 0.425*** 0.331*** 0.058*** 0.418*** 1.000    
LER -0.138*** -0.278*** 0.031* 0.062*** -0.051*** 1.000   
BOARDSIZE 0.224*** 0.148*** 0.320*** 0.567*** 0.187*** 0.015 1.000  
BOCSHARE -0.124*** -0.069*** 0.183*** -0.103*** -0.057*** 0.020 -0.070** 1.000 

aDependent variables 
*significant at 10%, **significant at 5%,  ***significant at 1%. 

 
 

4.4  Results 

4.4.1 Main results 

Our main aim is to investigate the change of value of political connections on 

firm performance over time. To address this question, we run regression models (1) and 

(2) as defined in section 4.3.3 using fixed-effects estimations. We use the Hausman test, 

which confirms we should use fixed-effects instead of random effects estimations. Table 

4.5 displays the regression results with ROA and ROE as the dependent variables. The 

univariate results in this table suggest that PCFs have a lower ROA and ROE as 

compared to non-PCFs: PCF1_DUM has a negative coefficient in columns (2) and (4).Yet, 

only one of the two coefficients is statistically significant. The results therefore do not 

really support the hypothesis that political connections have an effect on the financial 

performance of firms during the period of 2000-2011. 

 Next, we run multivariate regressions to investigate the value of political 

connections in the democratic era (2005-2011) as compared to their value in the 2000-

2004 period. When we interact our political connections variable (PCF1) with the time 

dummy indicating the switch to the democratic era, we find a positive coefficient for the 

interaction term in regression model (1), that is, the model in which ROA is the 

dependent variable (column 3). This suggests that a negative effect of political 

connections on financial performance is mitigated during the democratic era. This result 
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Table 4.5 Regression results 

Table 4.5 reports the results of the univariate regressions (column 2 and 4) and the multiple 
regressions (column 3 and 5). The dependent variable is the winsorized Return On Assets (ROA) 
and Return On Equity (ROE). PCF1_DUM is a dummy variable equal to one if a firm is politically 
connected, and zero otherwise. YEAR05-11 is a dummy variable equal to one if a year belongs to the 
period 2005-2011 (the democratic period), and zero if a year belongs to the period 2000-2004 (before 
the democratic period).YEAR05-11*PCF1_DUM is the variable of interest, i.e., the interaction 
between YEAR05-11 and PCF1_DUM. OPM is Operating Profits Margin (winsorized). LER is 
Liability to Equity Ratio (winsorized). SALES is the natural logarithm of total year-end sales. 
BOARDSIZE is the natural logarithm of the total number of board members (executive directors 
plus commissioners). BOCSHARE is the number of members of the board of commissioners divided 
by the total number of commissioners plus executive directors. Year dummies are yearly-dummy 
variables for year 2000 to 2011. Industry dummies are dummy variables for eight industry 
categories. The coefficients are displayed with t-statistics in parentheses. 

 
Dependent variable ROA ROA ROE ROE 

(1) (2) (3) (4) (5) 
Constant 6.403*** 

(19.93) 
7.316 
(0.96) 

6.902*** 
(5.59) 

34.895 
(1.20) 

PCF1_DUM -1.150* 

(-1.90) 
-1.015 
(-1.49) 

-2.020 
(-0.87) 

3.352 
(1.29) 

YEAR05-11  0.604 
(0.71) 

 16.521*** 
(5.07) 

YEAR05-11*PCF1_DUM  0.924 
(1.51) 

 -5.403** 
(-2.31) 

OPM  0.077*** 
(11.66) 

 0.233*** 
(9.18) 

LER   -0.003*** 
(-6.38) 

 -0.021*** 
(-14.07) 

SALES  0.775*** 
(2.95) 

 0.756 
(0.76) 

BOARDSIZE  -7.401 
(-1.11) 

 -16.638 
(-0.65) 

BOARDSIZE2  1.298 
(0.82) 

 1.790 
(0.30) 

BOCSHARE  -0.018 
(-0.74) 

 -0.231** 
(-2.44) 

     
Year dummies No Yes No Yes 
Industry dummies No Yes No Yes 
Observations 2,877 2,877 2,877 2,877 
R2 (within, between, overall) 0.0014; 0.0139; 

0.0007 
0.1320; 0.2948; 

0.1876 
0.0003; 0.0122; 

0.0016 
0.1447; 0.0628; 

0.0599 
F-prob. 0.0000 0.0000 0.0000 0.0000 
*significant at 10%, **significant at 5%,  ***significant at 1% - two tailed. 

 

is not significant, however. We therefore conclude that based on the analysis with ROA 

as the dependent variable, we fail to find support for hypothesis 1, that is, we cannot 

conclude that the value of political connections is reduced during the democratic era. 
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When we turn to regression model (2) with ROE as the dependent variable, we 

find that political connections do have a positive impact on performance, as PCF1_DUM 

has a positive sign, which contrasts our finding in the univariate analysis (see the results 

in column 5 as compared to those in column 4). Yet, this result is statistically 

insignificant. The results further suggest that the positive effect is mitigated during the 

democratic era as the interaction term YEAR05-11*PCF1_DUM is significant and its 

coefficient has a negative sign (again, see column 5 in Table 4.5). 

The fact that the sign for the variable PCF1_DUM switches from being negative 

in the univariate analysis to positive in the multivariate setting suggests that there may 

be heterogeneity within the sample with respect to the relationship between political 

connections and firm performance. To account for heterogeneity, we split up the sample 

in two sub-samples based on the size of companies. The descriptive statistics provided 

evidence that larger firms have more political connections. This corroborates findings by 

Johnson and Mitton (2003), Faccio (2006), and Faccio et al. (2010) who find that PCFs 

have much higher market value and total assets as compared to non-PCFs.  

Boubakri et al. (2012) suggest that large firms may enjoy more benefits from such 

connections, because larger firms have more resources to get involved in political 

activities and/or because political connections may support firms to become more 

successful. Moreover, Watts and Zimmerman (1978, 1986) argue that large firms are 

more likely to face political pressure from the regulator. To mitigate this political 

pressure (such as giving funds to support the government programs, enviromental 

issues), being politically connected is valuable (Agrawal and Knoeber, 2001; Hillman et 

al., 2004). Finally, the so-called state-capture argument asserts that firms try to influence 

policies and regulations in order to promote their private benefits (Bagashka, 2014). 

They are willing to spend resources on developing political connections in order to 

protect their market dominance or to eliminate the regulatory burden (Desai and 

Olofsgard, 2011; Akcigit et al., 2018). Thus, especially larger firms have the opportunities 

and resources to engage in developing political connections. 
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Following Boubakri et al. (2012), we split the sample into small firms versus 

largefirms based on their total assets. Firms below (above) the median value of total 

assets are classified as small (large). Table 4.6 reports the regression results for the two 

firm sub-groups using ROA (columns 2 and 3) and ROE (columns 4 and 5) as the 

dependent variable. The results seem different between small and large firms. For small 

firms, having political connections negatively affects their performance, at least when 

measured by ROA (the results using ROE as a measure for performance suggest 

connections do not matter for performance). For large firms, the opposite holds, that is, 

political connections positively affect their performance when measured by ROE (the 

results using ROA suggest connections do not matter for performance). These results 

confirm that larger firms tend to gain from political connections, generating higher 

profitability, while small firms may actually lose from having such ties. This finding is in 

line with Desai and Olofsgard’s (2008) research. Using the state-capture view, they find 

that influential (large) firms are more likely to have excess labor in exchange for special 

favors given by bureaucrats. Our data also confirm that on average politically connected 

firms are larger (which may result in havinga higher number of employees) as compared 

to non-PCFs.  

Next, the results in Table 4.6 suggest that for smaller firms the negative impact of 

political connections on profitability is weaker after 2004, that is, during the democratic 

era. At the same time, the table shows that for larger firms the positive impact of 

political connections on profitability also weakens after 2004. These outcomes imply that 

during the democratic era small and large firms converge with respect to the value 

political connections for their profitability. The positive (negative) impact of political 

connections for large (small) firms is weakened during the period 2005-2011. This 

suggests that firms that profit from having connections profit less after 2004, whereas 

firms that may have lower performance due to having connections are hurt less from 

2005 to 2011. Thus, the political and economic trans formation that Indonesia has experi- 
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Table 4.6 Small firms versus large firms 

Table 4.6 shows the results of the regression between small firms (50 per cent below the median 
value of total assets) and large firms (50 per cent above the median value of total assets). The 
dependent variable is the winsorized Return On Assets (ROA) and Return On Equity (ROE). 
PCF1_DUM is a dummy variable equal to one if a firm is politically connected and zero otherwise. 
YEAR05-11 is a dummy variable equal to one if a year belongs to the period 2005-2011 (the 
democratic period), and zero if a year belongs to the period 2000-2004 (before the democratic 
period). YEAR05-11*PCF1_DUM is the variable of interest, i.e., the interaction between YEAR05-11 
and PCF1_DUM. OPM is Operating Profits Margin (winsorized). LER is Liability to Equity Ratio 
(winsorized). SALES is the natural logarithm of total year-end sales. BOARDSIZE is the natural 
logarithm of the total number of board members (executive directors plus commissioners). 
BOCSHARE is the number of members of the board of commissioners divided by the total number of 
commissioners plus executive directors. Year dummies are yearly-dummy variables for year 2000 to 
2011. Industry dummies are dummy variables for eight industry categories. The coefficients are 
displayed with t-statistics in parentheses. 
   

Dependent variable:  ROA ROE 
 

(1) 
Small firms 

(2) 
Large firms 

(3) 
Small firms 

(4) 
Large firms 

(5) 
Constant 10.194 

(0.76) 
2.857 
(0.22) 

53.608 
(1.11) 

59.588 
(1.15) 

PCF1_DUM -2.529** 

(-2.11) 
1.038 
(1.20) 

-2.359 
(-0.55) 

6.988** 

(2.02) 
YEAR05-11 -2.131 

(-1.59) 
5.100*** 
(4.13) 

11.245** 

(2.34) 
26.718*** 

(5.44) 
YEAR05-11*PCF1_DUM 2.270** 

(2.21) 
-0.815 
(-0.92) 

0.035 
(0.01) 

-8.537** 

(-2.42) 
OPM 0.037*** 

(5.05) 
0.170*** 

(10.54) 
0.142*** 

(5.40) 
0.479*** 

(7.46) 
LER  -0.004*** 

(-6.41) 
-0.001 
(-1.10) 

-0.028*** 

(-12.15) 
-0.016*** 

(-7.61) 
SALES 2.093*** 

(4.97) 
-0.189 
(-0.41) 

2.508* 

(1.66) 
-2.153 
(-1.19) 

BOARDSIZE -26.125** 

(-2.02) 
2.570 
(0.25) 

-88.466* 

(-1.90) 
-19.310 
(-0.46) 

BOARDSIZE2 6.372* 

(1.95) 
-0.861 
(-0.38) 

22.148** 

(1.89) 
1.340 
(0.15) 

BOCSHARE -0.079 

(-1.92) 
-0.002 
(-0.08) 

-0.396*** 

(-2.67) 
-0.157 
(-1.24) 

     
Year dummies Yes Yes Yes Yes 
Industry dummies Yes Yes Yes Yes 
Observations 1,438 1,439 1,438 1,439 
R2 (within,between,overall) 0.1566; 0.1723; 

0.1306 
0.1500; 0.2252; 

0.1519 
0.1829; 0.0279; 

0.0502 
0.1551; 0.0927; 

0.1125 
F-prob. 0.0000 0.0000 0.0000 0.0000 

*significant at 10%, **significant at 5%,  ***significant at 1% - two tailed. 
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enced since 2004, that is the period during which the central government has become 

less powerful in distributing resources and competitive markets have become more 

important, have diverged outcomes for firms with political connections depending on 

the size of the firm. 

To summarize, our empirical analyses have so far seemed to indicate that 

political connections at best have no impact on firm performance when looking at the 

full sample of Indonesian firms. However, the outcomes lead to the possibility that there 

is heterogeneity within our sample with respect to the relationship between connections 

and performance. When splitting the sample into small and large firms, we find that 

whereas for small firms, connections are associated with lower performance, the 

opposite holds for large firms. Moreover, we find that the negative (positive) impact for 

small (large) firms is weaker in the period after 2004, that is, during the democratic era. 

Thus, when the economy and the political landscape transform into a more open and 

democratic, the value of political connections for large firms dwindles. At the same time, 

for small firms the barriers these connections may raise for performance also diminish 

after 2004. 

One way of interpreting these findings may be that the value of having political 

connections was reduced after the Suharto regime was dismantled. The benefits that 

firms gained during the Suharto era by having links to the central government and 

military disappeared after the step-down of the President. As the access to resources 

controlled by the government is now getting more open to all businesses, political 

connections to get access to resources and information from the government are less 

valuable. In other words, the access of firms with political connections to resources have 

become more restricted as they have to share them more and more with other firms, also 

those without such connections. This made connected firms less efficient resulting in 

lower performance as they lost their comparative advantage in attracting valuable 

information and inputs. However, this only holds for larger firms. Indeed these firms 

have more resources to develop connections to the central government. Moreover, larger 

firms are also more interesting for the central government to be related to. For smaller 



Chapter 4  

 131 

firms, political connections seem to be more like a barrier, i.e. they are costs rather than 

being conducive to their performance. Indeed, according to Hadjikhani and Lee (2006), 

building political connections is more costly for small as compared to large firms in 

relative terms. Due to the scarcity of financial resources they are confronted with, the 

costs of developing and keeping political connections small firms have to pay exceed the 

benefits they obtain from these connections.    

 

 

4.4.2 Additional analyses 

As an additional analysis, we look at whether political connections matter for 

firms being part of a business group as compared to stand-alone firms. As it is generally 

known, many publicly listed companies in Indonesia are related to business groups 

(Claessens et al., 2000). Like other countries in Asia, business groups in Indonesia play 

an important role in the country’s economy (Claessens et al., 2000; Sato, 2003; Dieleman, 

2010). According to the resource-based theory, a business group may improve firm 

performance by sharing and exchanging valuable resources among affiliated firms 

(Chang and Hong, 2000). The transaction costs can be reduced as members of a business 

group make use of internal capital and labour markets, allowing them to share key 

officers (Silva et al., 2006), intangible assets and innovation (Chang and Hong, 2002; 

Hsieh et al., 2010), and preferential loans (Johnson et al., 2000; Berkman et al., 2009).  

The existence of business groups and the connections between the firms within 

the group opens up the possibility that even though an individual firm may have no 

political connections itself, it may still indirectly profit from such connections through its 

membership of the group. Thus, an individual firm having no board members with 

political connections may still have access to resources supplied by the government, 

because these resources are shared with politically connected firms in the same business 

group.  
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To establish whether a firm is a member of one of the business groups in 

Indonesia, we use the list of Indonesian richest men provided by Globe Asia (2011). The 

list presents the names of Indonesian conglomerates and business groups. Next, we 

search on the internet using the phrase “Lippo Group”, “Sinar Mas Group” and so on, in 

order to obtain the company names belonging to the respective groups. Furthermore, we 

scrutinize one section of the company’s information disclosed in the annual report, 

describing the corporate structure in terms of: (1) the composition of its shareholders, (2) 

the shareholdings of the company in all affiliated firms and subsidiaries, and (3) related 

party transactions.  

Based on this information, we can identify the names of publicly affiliated firms 

belonging to the group, or the name of the parent company. To explain our approach, 

we shortly describe Astra Group as an example. PT Astra Agro Lestari Tbk, one of Astra 

Group’s affiliated firms, declares in its annual report that one of its main shareholders is 

PT Astra International Tbk. Conversely, we use Astra International’s annual report to 

find out that Astra International has several publicly listed subsidiaries such as PT Astra 

Otoparts Tbk, PT United Tractors Tbk, including PT Astra Agro Lestari Tbk. Following 

this methodology, we are able to reconstruct the set of firms affiliated to different 

Indonesian business groups. A politically connected business group is defined if at least 

one of the affiliated firms has board member(s) with connections. Note that all business 

groups in our sample are politically connected, that is, we have no business groups 

without political connections.     

To analyze the importance of being member of a business group, we classify 

firms into four categories, i.e. (1) business group firms that have political connections 

(Type A=632 observations); (2) business group firms without political connections (Type 

B=175 observations); (3) stand-alone firms with political connections (Type C=748 

observations); and (4) stand-alone firms without political connections (Type D=1,322 

observations). First, we compare Type B firms (dummy 1) with Type D firms (dummy 0) 

to assess the performance of firms without connections which are part of a business 

group vis-à-vis stand-alone firms without connections. Second, we compare the 
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performance of Type A firms (dummy 1) vis-à-vis the performance of Type C firms 

(dummy 0). Third, we compare the performance of Type A firms (dummy 1) with that of 

Type B firms (dummy 0). Finally, we compare the performance of all business group 

firms (Type A plus Type B = dummy 1) with the performance of all stand-alone firms 

(Type C plus Type D = dummy 0). 

Table 4.7 shows the regression results for the comparison between the four types 

of firms. Column (2) shows that firms without political connections in business groups 

(Type B) perform worse than stand-alone firms without connections (Type D) with 

respect to both ROA and ROE. The results in column (3) show that if we compare firms 

with political connections in business groups (Type A) with stand-alone firms having 

connections (Type C), type A firms perform much better than type C firms, indicating 

that politically connected business group firms gain more benefits from connections 

than politically connected non-business group firms. Moreover, the table shows (see 

column (4)) that firms having connections and being part of a business group (Type A) 

also perform better than firms being member of a business group with no connections 

(Type B). 

As discussed above, the results from column (2) imply that firms that have no 

connections themselves but that are part of politically connected business groups (Type 

B) tend to have lower performance than stand-alone firms without connections (Type 

D). We extend the analysis in this column by making a comparison between business 

group firms with and without political connections versus stand-alone firms with and 

without political connections. We pool together business group firms with connections 

and business group firms without connections (Type A and Type B), and compare them 

with all stand-alone firms (Type C and Type D). The results shown in column (5) differ 

from those in column (2), that is, the results in column (5) show that firms affiliated with 

a business group generally tend to perform better than firms not affiliated with any 

business group. This finding shows that business group firms with political connections 

strongly outperform business group firms without such connections. The outcomes also 
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indicate that business group firms with political connections are more likely to generate 

higher firm performance than stand-alone firms.  

The above results suggest that business group firms having no political 

connections do not gain from their membership of a business group as they clearly 

underperform vis-à-vis business group firms with political connections, but, perhaps 

more interestingly, also vis-à-vis stand-alone firms without political connections. 

Apparently, although political connections may be one of the business group’s valuable 

resources, the benefits of these connections are not shared with non-politically 

connected business group firms. This result contrasts with findings presented in other 

studies on this issue (Chang and Hong, 2000, 2002; Silva et al., 2006; Hsieh et al., 2010). 

Similar to the analysis of the more general case in which we compared politically 

connected versus non-connected firms (when we used the dummy variable 

PCF1_DUM), we find evidence that the positive relationship between political 

connections and performance becomes negative in the democratic era. Column (5) 

shows that all affiliated firms being member of business groups experience lower ROA 

and ROE in the democratic era as compared to the pre-democratic era. The coefficients 

of the variableYEAR05-11*TYPE_DUM are negative (-0.92 when using ROA as the 

dependent variable, and -10.98 when using ROE as the dependent variable). Compared 

to stand-alone firms, business group firms tend to perform worse in the democratic era.   

The negative effect is particularly strong for affiliated firms with political 

connections. The interaction effects in column 3 show that the performance of politically 

connected firms in business groups drop by 3.6% (in terms of ROA) and 17.9% (in terms 

of ROE) in the democratic era. These results are consistent when we compare politically 

connected firms with non-politically connected firms in business groups (column 4). 

After 2004, business group firms with political connections have lost their value of these 

connections. 

 These outcomes can be explained by pointing out that since the democratic era 

set in (that is, after 2004) centralized patronage networks have lost their value. 

Historically, business group firms mainly developed political connections with politico-
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bureaucrats in Jakarta. Yet, during the democratic era, regional authorities emerged as 

vital players for allocating resources. As a consequence, having connections with central 

politico-bureaucrats has become less valuable. Many Indonesian business groups firms 

face difficulties due to this development, resulting in weaker financial performance. One 

illustration of this is the Lippo Group, which is well described by Chua (2008). In his 

research of business groups in Indonesia, Chua argued that democracy was perceived as 

a threat for the interest of the conglomerates (p.103). The Lippo Group tried to connect 

to new political patrons at the regional level, but this strategy failed as its costs turned 

out to be high. The turnover of regional politicians turned out to be high, meaning that 

firms connected to politicians who had a high potential of not being re-elected next time 

(p.104).    

 

 

4.4.3 Endogeneity 

In many cases, corporate governance research, at least potentially, suffers from 

endogeneity (Adams et al., 2010). This may also hold for this study. Firms are not 

randomly assigned having political connections. Instead, firms may make explicit 

choices whether or not they develop political connections. These choices may be driven 

by observable and non-observable firm characteristics, that is, political connections may 

be endogenous. Not taking into account these characteristics may bias the outcomes of 

the empirical analysis.  
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Table 4.7 Multiple regressions – business groups 

The dependent variable is winsorised Return on Assets (ROA), and Return on Equity (ROE). TYPE_DUM  is a dummy variable for each firm type being compared, for instance when comparing 
Type A and Type C the dummy is 1 for Type B firms and 0 for Type C firms. Type A refers to firms being member of a business group, having political connections. Type B refers to firms being 
member of a business group, having no political connections. Type C refers to stand-alone firms with political connections. Type D refers to stand-alone firms without political connections. 
YEAR05-11 is a dummy variable equal to 1 if a year belongs to the period 2005-2011 (the democratic period), and 0 if a year belongs to the period 2000-2004 (before the democratic period). 
YEAR05-11*TYPE_DUM is the variable of interest, i.e., the interaction between YEAR05-11 and TYPE_DUM. OPM is Operating Profits Margin (winsorised). LER is Liability to Equity Ratio 
(winsorised). SALES is the natural logarithm of total year-end sales. BOARDSIZE is the natural logarithm of the total number of board members (executive directors plus commissioners). 
BOCSHARE is the number of members of the board of commissioners divided by the total number of commissioners plus executive directors. Year dummies are yearly-dummy variables for year 
2000 to 2011. Industry dummies are dummy variables for eight industry categories. The coefficients are displayed with t-statistics in parentheses. 
 

Dependent variable:  ROA ROE ROA ROE ROA ROE ROA ROE 
 Type B=1 vs Type D=0 Type A=1 vs Type C=0 Type A=1 vs Type B=0 Type A&B=1 vs Type C&D=0 

(1) (2) (3) (4) (5) 
Constant 31.379*** 

(2.79) 
75.887* 

(1.85) 
-16.287 
(-1.39) 

-27.294 
(-0.54) 

30.057** 
(1.97) 

29.464 
(0.43) 

6.904 
(0.90) 

33.485 
(1.15) 

TYPE_DUM -4.052* 

(-1.93) 
-9.994 
(-1.31) 

3.577** 
(2.08) 

10.759 
(1.46) 

2.062* 
(1.65) 

13.817*** 
(2.45) 

0.438 
(0.40) 

6.122 
(1.49) 

YEAR05-11 -0.991 
(-0.84) 

10.199*** 

(2.38) 
4.581*** 
(3.64) 

27.642*** 

(5.10) 
4.506*** 
(2.63) 

32.971*** 

(4.27) 
1.277 
(1.54) 

17.232*** 

(5.46) 
YEAR05-11*TYPE_DUM 1.027 

(0.72) 
4.216 

(0.81) 
-3.579*** 
(-3.95) 

-17.943*** 

(-4.61) 
-2.164 
(-1.58) 

-18.054*** 

(-2.93) 
-0.916 
(-1.38) 

-10.984*** 

(-4.35) 
OPM 0.100*** 

(10.83) 
0.317*** 

(9.33) 
0.061*** 

(6.48) 
0.146*** 

(3.61) 
0.072*** 

(5.46) 
0.174*** 

(2.94) 
0.078*** 

(11.74) 
0.232*** 

(9.18) 
LER -0.005*** 

(-7.30) 
-0.032*** 

(-13.18) 
-0.001 

(-1.43) 
-0.011*** 

(-5.41) 
-0.002** 

(-2.35) 
-0.001 

(-0.43) 
-0.003*** 

(-6.55) 
-0.022*** 

(-14.39) 
SALES 0.488 

(1.29) 
-0.805 
(-0.58) 

0.653* 

(1.70) 
2.095 
(1.27) 

-0.187 

(-0.39) 
1.223 
(0.56) 

0.806*** 

(3.06) 
1.142 
(1.14) 

BOARDSIZE -24.815** 

(-2.43) 
-45.151 
(-1.21) 

9.274 
(0.89) 

-4.556 
(-0.10) 

-21.051 
(-1.60) 

-43.948 
(-0.74) 

-7.719 
(-1.15) 

-19.590 
(-0.77) 

BOARDSIZE2 5.290** 

(2.10) 
9.120 
(0.99) 

-1.906 
(-0.80) 

-1.185 
(-0.12) 

4.170 
(1.41) 

5.596 
(0.42) 

1.345 
(0.85) 

2.520 
(0.42) 

BOCSHARE -0.054 
(-1.51) 

-0.251* 

(-1.93) 
-0.046 
(-1.25) 

-0.275* 

(-1.73) 
0.004 
(0.08) 

-0.022 

(-0.11) 
-0.021 
(-0.84) 

-0.246*** 

(-2.61) 
Year dummies Yes Yes Yes Yes Yes Yes Yes Yes 
Industry dummies Yes Yes Yes Yes Yes Yes Yes Yes 
Observations Type B=175 and Type D=1,322 Type A=632 and Type C=748 Type A=632 and Type B=175 Type AB=807 and Type CD=2,070 
R2 (within, between, overall) 0.1939; 0.2290; 

0.2042 
0.2151; 0.3978; 

0.2060 
0.1127; 0.2278; 

0.1371 
0.0942; 0.0489; 

0.0206 
0.1274; 0.1740; 

0.0964 
0.1230; 0.1160; 

0.0997 
0.1316; 0.2953; 

0.1880 
0.1493; 0.0654; 

0.0621 
F-prob. 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 

*significant at 10%, **significant at 5%,  ***significant at 1% - two tailed. 
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To solve potential endogeneity concerns, we use Propensity Score Matching 

(PSM) (Boubakri et al., 2012; Brockman et al., 2013; Houston et al., 2014). Using this 

methodology requires creating two sets of firms. One set of firms has political 

connections (the so-called treatment group), the other set of firms is similar to the 

treated firms on a number of dimensions (i.e. they are matched), except for the fact that 

the firms in this second set do not have political connections (the so-called control 

group). After matching these two sets of firms, differences in financial performance can 

be associated with having political connections, as the firms are similar on all other 

observable characteristics that may explain firm performance. Using PSM relaxes 

functional form assumptions in OLS regression estimations, resulting in more robust 

outcomes (Shipman et al., 2017).  

We match each observation from the treatment group (that is, politically 

connected firms) with one from the control group (firms without political connections) 

using total sales, operating profits margin, leverage, board size, board of commissioners 

share, firm age, and total number of employees35 to estimate the propensity scores. We 

use the nearest-neighbor matching approach with one per cent caliper, that is, each firm 

from the treatment group is matched with a firm from the control group for which 

propensity scores are as similar as possible, the maximum difference of the estimated 

propensity score between a subject and a match being one per cent (one-to-one 

matching) (Glazerman et al., 2003). 

Before estimating the treatment effects, we need to check the matching quality 

(Garrido et al., 2014). Table 4.8 displays the result of the propensity score test. We 

observe that almost all covariates are satisfactorily balanced with a bias after matching 

being less than 5 per cent (Rosenbaum and Rubin, 1985). For instance, the standardized 

difference in the means of BOARDSIZE decreases from 64.6% in the unmatched sample 
                                                        
35 We have tried many combinations of various covariates (based on the variables we already have) to 

select which combination is the best. The combination of covariates is regarded as satisfactory if the 
means of each covariate between the treated and the control groups are the same. Frequently, two 
or three covariates out of various covariates fail to reach the balancing property. After dozen times 
of ‘add-and-drop’, we find the best choice of a covariate combination including total sales, 
operating profits margin, leverage, board size, board of commissioners share, firm age, and total 
number of employees.      
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to -3.1% in the matched sample. Only LER and BOCSHARE have a bias of more than 5 

per cent after matching, but the biases are not extremely high (6 and 8 percent, 

respectively). The t-test between treated and control groups shows that the means of 

each covariate do not differ after matching (the only exception is LER which is 

significant at the 5% level).  

 

Table 4.8 Balancing test 
 

Table 4.8 shows the results of the balancing test to check the matching quality between treated 
groups and control groups. The covariates (variables) we use to estimate the propensity scores are 
total sales (SALES), operating profits margin (OPM), leverage (LER), board size (BOARDSIZE), 
board of commissioners share (BOCSHARE), firm age (FIRMAGE), and the number of employees 
(EMPLOYEES). %bias is the standardized difference in the mean of each covariate (in percentage) 
between the treated group and control group, in the unmatched sample and in the matched sample. 
%reduction ǀbiasǀ is the reduction percentage absolute bias from the unmatched sample to the 
matched sample. t-test is to compares between the mean of the treatment group and the mean of 
control group, whether the two means are statistically different (t-value ≥ 1.96 and p-value ≤ 0.05) or 
not (t-value < 1.96 and p-value > 0.05).  

 

Covariate Sample 
Mean 

%bias 
%reduction t-test 

Treated Control ǀ bias ǀ t-value p> ǀ t ǀ 
SALES Unmatched 3.4e+06 1.4e+06 29.3  7.97 0.000 
 Matched 2.8e+06 3.1e+06 -4.1 85.9 -1.15 0.251 
        
OPM Unmatched -8.74 -0.48 -3.6  -0.99 0.322 
 Matched -1.60 -1.60 0.0 100.0 0.00 1.000 
        
LER Unmatched 458.41 436.08 0.5  0.13 0.900 
 Matched 463.91 167.24 6.2 -1228.3 2.50 0.013 
        
BOARDSIZE Unmatched 9.73 7.73 64.6  17.40 0.000 
 Matched 9.59 9.68 -3.1 95.2 -0.72 0.472 
        
BOCSHARE Unmatched 50.03 46.54 37.1  9.95 0.000 
 Matched 49.82 49.09 7.8 78.9 1.95 0.051 
        
FIRMAGE Unmatched 28.27 24.42 27.1  7.30 0.000 
 Matched 28.11 28.68 -4.0 85.2 -0.93 0.352 
        
EMPLOYEES Unmatched 3,844.00 2,275.00 20.4  5.53 0.000 
 Matched 3,455.20 3,668.30 -2.8 86.4 -0.73 0.465 
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Table 4.9 shows the summary of the balancing test. The R-squared (Pseudo R2) in 

the matched sample is very small (0.9%), indicating the similarity between the treated 

and control groups for all covariates. The likelihood Ratio Chi-square (LRchi2) in the 

matched sample is also much lower than in the unmatched sample (33 versus 466), 

which means that the distribution of all covariates in the treatment group and the 

control group after matching is rather similar. Finally, the mean and median 

standardized difference for all covariates before matching is 26 and 27; after matching it 

reduces to only 4. This again suggests that our matching efforts result in two groups (the 

treated and the control group) that are highly comparable with respect to a significant 

number of observable characteristics. 

 

Table 4.9 Summary of balancing test 
 

Table 4.9 is the summary of the balancing test for all covariates. Pseudo R2 is Pseudo R-squared, the 
statistical parameter for maximum likelihood estimates to measure variability of a logistic model. 
LRchi2 is Likelihood Ratio Chi-square, the deviance test statistic. Mean/median bias is the 
discrepancy of the parameter between the treated group and control group.  

 

Sample Pseudo R2 LR chi2 Mean Bias Median Bias 
Unmatched 0.117 466.30 26.1 27.1 

Matched 0.009 32.79 4.0 4.0 
 

 
 

 Table 4.10 reports the results of the PSM estimation, separating firms into two 

sub-categories, that is, large and small firms. For PCF1_DUM the results are presented 

from column (1) to column (4). For PCF1_DUM, before 2005 large firms with political 

connections tend to have a higher ROA (ROE) than large firms without political 

connections. In contrast, in the democratic era (2005-2011) the average treatment effect 

becomes negative, meaning that large firms with political connections lose their 

importance of connections. The results of the PSM estimation thus largely confirm the 

outcomes discussed earlier. 
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Table 4.10 Average treatment effects 
 

Table 4.10 presents the treatment effects of profitability between PCFs and non PCFs, using the 
propensity-score matching estimation. The dependent variable is Return On Assets (ROA) and 
Return On Equity (ROE). Average Treatment Effects on Treated (ATET) is a coefficient to measure 
the average effect received by the treatment group (PCFs). PCF1_DUM is a dummy variable equal 
to one if a firm is politically connected, and zero otherwise.  

 

Dependent variable ROA – PCF1 ROE – PCF1 
 (1) (2) (3) (4) 
Panel A. All years 2000-2011 Small firms   Large firms Small firms  Large firms 
ATET 
t-stat 

-0.92 

-1.09 
-0.62 
-0.87 

-0.36 

-0.14 
-2.13 
-1.00 

Observations 1,438 1,439 1,438 1,439 
Panel B. 2000-2004 Small firms  Large firms Small firms Large firms 
ATET 
t-stat 

-1.84 

-1.30 
1.68 
1.27 

4.77 

1.02 
9.78 
1.58 

Observations 575 372 575 372 
Panel C. 2005-2011 Small firms  Large firms Small firms  Large firms 
ATET 
t-stat 

-0.08 

-0.08 
-0.80 
-0.99 

2.05 

0.56 
-3.86* 
-1.78 

Observations 863 1,067 863 1,067 
*significant at 10%, **significant at 5%,  ***significant at 1%. 

 
 
 
4.5  Discussion and Analysis 

In general, our research finds that politically connected firms show lower financial 

performance than firms without political connections. This result is consistent with 

previous studies showing that political connections harm firm performance (Fan et al., 

2007, Siegel, 2007; Boubakri et al., 2008; Faccio, 2010). If we split the sample into small 

and large firms, large firms with political connections show stronger financial 

performance as compared to the performance of large firms with no political 

connections. The opposite holds for small firms. These results suggest that firm size 

matters for the value of political connections. We explain this by arguing that large firms 

face more political pressures from the regulators (Watts and Zimmerman, 1978, 1986). 

To mitigate the pressure, being politically connected is valuable (Agrawal and Knoeber, 

2001; Hillman et al., 2004; Gray et al., 2016). Another explanation may be that larger firms 

potentially have more resources to develop political connections (Boubakri et al., 2012). 
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At the same time, these firms may also be more attractive for (former) high-rank 

government officials or politicians to be on their board.    

We also find that the change to the democratic era has an impact on the value of 

political connections for both small and large firms. For small firms, the negative 

magnitude of political connections on performance is attenuated after 2004.In contrast, 

for large firms the positive impact of political connections on their performance is 

smaller during the democratic era. These findings imply that the value of political 

connections both for small and large firms are converging, which we interpret as 

evidence for the fact that the value of political connections is reduced during the 

democratic era. These results also hold when we apply propensity-score matching to 

control for potential endogeneity. 

Our results thus support the hypothesis that the impact of political connections 

on firm performance is less pronounced in the democratic era. This may indicate that in 

the democratic era when markets develop, the value of political connections is lower, 

because the authority of the bureaucracy becomes less powerful. Our findings are in line 

with the view of Cao and Nee (2000) regarding the impact of market transition. They 

assert that the power of bureaucrats will be impaired when the economy is more open. 

Fan et al. (2007), and Siegel (2007) also provide evidence that politically connected firms 

perform worse during a period of decentralization. In our case, firms having connections 

with the central bureaucrats in Jakarta have suffered in terms of their financial 

performance during the democratic era as during this period there was a shift of power 

from the central government to the regional authorities.  

The change of the political landscape in Indonesia after 2004 was conducive to 

this power shift. The free and open elections facilitated regional parliamentarians and 

local leaders to increase their authority. This also meant that businesses needed to build 

new connections with politico-bureaucrats at the local level (Hadiz and Robison, 2005 

p.232). This, however, appeared to be a costly and time-consuming process, which may 

have contributed to the decreasing performance of especially the large business group 

firms with political connections to politicians in Jakarta. 
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4.6  Conclusions 

This paper has investigated the effect of political connections on firm performance and 

the impact of institutional change. In studying this topic we draw from Indonesia’s 

political and economic transition since the late 1990s, which provides a unique research 

setting to study the role of political connections in the context of changing political and 

economic conditions. We designate the year 2005 as a starting point of the democratic 

era after Indonesia introduced a direct presidential election in 2004. Our prediction is 

that during the democratic era when markets are more open and the government is less 

powerful, the value of political connections will shrink. While our full sample fails to 

support the hypothesis, when bisecting into small and large firms, the empirical results 

show the impact of connections on performance converges for the two groups, which 

suggests that the value of political connections decreases during the democratic era. 

In general, our results provide empirical evidence that politically connected firms 

have lower firm performance than firms without such connections, which is consistent 

with prior findings such as Fan et al. (2007), Boubakri et al. (2008), and Faccio (2010). Our 

results also show that being politically connected is beneficial especially for large firms 

and for firms that belong to a business group. To account for endogeneity problems, we 

use Propensity Score Matching (PSM). The PSM estimations support our main results, 

that is, politically connected firms have lost value of political connections during the 

democratic era. 

This study has a number of caveats. First, our study focuses on accounting 

indicators to measure performance. Further research may test the value of political ties 

utilizing other proxies such as financing costs (Su and Fung, 2013; Harymawan, 2018), 

government procurement allocation (Goldman et al., 2009, 2013; Gürakar and Bircan, 

2016), or market value (Wong, 2010; Gray et al., 2016) in order to better understand 

channels through which political connections provide benefits to firms. 
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Second, future research may dig deeper into the background of board members, 

when and how they were appointed and when and why they left the board. The data we 

have used for this research project do not allow for such a dynamic analysis.  

Finally, it would be interesting to analyze to what extent local and/or regional 

politicians and leaders are members of boards. Especially after 2004, when 

decentralization played a major role in Indonesia’s economic and political development, 

regions became important players. Connections to regional leaders may have actually 

replaced the importance to connections to the central government. We leave this and the 

other questions for potential future research. 
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Appendix 4.1 
Variable Definitions 

 

Variable 
 

Definition 

  
Return On Assets (ROA) (net income + ((interest expense on debt-interest capitalized)*(1-tax rate))) 

average of last year’s and current year’s total assets*100 
 

Return On Equity (ROE) (net income – preferred dividend requirement)                                  
average of last year’s and current year’s common equity*100 

 
PCF1_DUM dummy variable, coded one (1) if the firm at least one of its 

commissioners or one of its directors is politically connected, and zero (0) 
otherwise.  
 

YEAR05-11 dummy variable, coded one (1) for the democratic period between 2005 
and 2011, and zero (0) for the pre-democratic period between 2000 and 
2004.  
 

YEAR05-11*PCF1_DUM moderating variable, the interaction variable between YEAR05-11 and 
PCF1_DUM. 
 

Leverage (LER) the ratio of total liabilitiesto total common equity, multiplied by 100. 
 

Operating Profit Margin 
(OPM) 

the ratio of operating income to total net sales or revenues, multiplied by 
100.  
 

Sales (SALES)  the natural logarithm of current year’s total sales. 
 

Board size (BOARDSIZE) the natural logarithm of the number of persons sitting on the board of 
commissioners plus the number of persons on the board of directors. 
 

BOARDSIZE2 the natural logarithm of board size squared. 
 

Share of board of 
commissioners 
(BOCSHARE) 

the ratio of all members of the board commissioners to total board (all 
members of board of commissioners and board of directors), multiplied 
by 100. 
 

Industry category 
(IND_DUM) 
 

dummy variables indicating the industry to which a firm is.  
 

Year dummies 
(YEAR_DUM) 

dummy variables indicating the year of observation, i.e. 2000 – 2011. 
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